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“Bond yields can also reflect
views on currencies. Is 1.6% on a
10-year US treasury enough
compensation for likely weakness
in the currency?”

It is rare that anything in finance is genuinely new. However negative interest rates, and the huge amount of
negative yielding bonds in the world are a new feature. The most extreme market would be the Swiss market,
where 10 year bond yields are -1%, guaranteeing the holder a 10% capital loss if held to maturity.

Of course, bond yields reflect the move into negative short-term interest rates by central banks, and hence
negative longer term bond yields are merely the reflection of market estimates of where interest rates will be for
the next 10 years in Switzerland.
I think bond yields can also reflect long term views on currencies. For example, a USD based investor may
think that the 1.6% been offered by 10 year US treasuries is not enough to compensate you for the likely
weakness of the US dollar, and hence they may be willing to take a 10% capital loss on bonds, to participate in
the upside of the Swiss Franc versus the US dollar.
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To simplify greatly, by ignoring reinvesting of coupons and compounding, a 10-year US bond yielding 1.6%,
will pay a total of 16 USD over 10 years for every 100 USD invested. A 10-year Swiss Bond, held to maturity
and yielding -1% over 10 years, will cost you 10 CHF for every 100 CHF invested. When looking at
currencies, the Swiss Franc would need to appreciate by 26% versus the USD for this to be true. When we look
at the respective net international investment positions, this would look to be a sound financial view.

Extending this theory would then imply that if the US/Swiss bond spread is wide, the forward returns to being
long Swiss Franc versus the US dollar will be high. There is some evidence to support this. Wide spreads in
1999/2000 then saw the Swiss Franc appreciate substantially over the next ten years.

We see a very similar relationship with the US and Japan. Relatively wide spreads in the 2004/5 period
between the US and Japan foreshadowed a strong rise in the Yen from 2007 to 2011.
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For markets over the last 20 years, worrying about the USD exchange rates has been a key factor as the US has
been the dominant importer. However, since the financial crisis, China has also become a substantial consumer
and importer. This means we need to factor in similar moves for the Chinese Yuan into bond yield as well.

Markets have been concerned with a possible Chinese devaluation. Chinese 10-year bonds currently yield 3%.
If we use the above analysis, this would imply that the Swiss Franc could appreciate by 40% versus the Chinese
Yuan, the Japanese Yen may appreciate by some 32%. If this analysis is correct, the current bond yields are
implying that substantial currency volatility is about to re-emerge.
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DISCLAIMER
This Market View has been prepared and issued by Russell Clark Investment Management Ltd (the "Firm") authorised and regulated
by the Financial Conduct Authority. It has been approved as a financial promotion by the Firm and as such is intended for
professional clients and eligible counterparties only and is not intended for retail client use. It is not intended for distribution to
any country where such distribution or use would be contrary to local law or regulation.
This Market View is provided for information purposes only and should not be regarded as an offer to buy or sell any investments or
related services that may be referenced herein. No guarantee is made as to the accuracy of the information provided which has been
obtained from sources believed to be reliable. The view expressed in this Market View are the views of the portfolio manager at time
of publication and may change over time. Nothing in this Market View constitutes investment, legal tax or other advice nor is it to be
relied upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities
mentioned herein. Past performance is not indicative of future performance. The price of investments can go up as well as down and
can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is
intended only for the use of the person who has been provided the Market View by the Firm. No part of this Market View may be
divulged to any person, distributed, resold and or reproduced without the prior written permission of the Firm.
Where “forward looking” information, including estimates, projections and subjective analysis and judgement are provided no
representation as to the accuracy of such projections or estimates or that they may be realised. Certain assumptions used in
formulating such “forward looking” information may differ materially from actual events or conditions.
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