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$17 Trillion or thirty percent of all investment-grade bonds now

have zero or negative yields1 :

Some market prognosticators believe that the negative yields

in international bonds will put pressure on US interest rates, as

holders of those bonds are incentivized to sell them to buy US

government debt. We disagree with this rationale. The

economics are far more complicated.

A bond pays periodic coupons along with a principal payment

at maturity in the currency in which the bond was issued. As a

result, a European investor that buys a US treasury bond

would receive a dollar coupon and a dollar principal payment.

In order for a European investor to compare a German bond

with a US bond, he or she must carefully account for the fact

that the cash flows from US and German bonds are in different

currencies. In other words, the US bond payments must be

converted back to Euros to make an apples to apples

comparison between the bonds. To do this the European

investor needs to use the current forward exchange rates

between dollars and euros and “lock-in” the conversion rate

for each of the future coupons as well as the principal

payment. These exchange rates are readily available in the

foreign exchange (FX) market, and are different than the

current or “spot” exchange rate at which today’s US dollars

can be exchanged into euros.

As an example, using today’s currency forwards, we can

estimate the yield for a European investor in terms of euros,

for bonds he/she can buy in different markets:

By this measure, US bonds may still have higher yields than

German bonds, but the difference is much smaller. Indeed

Japan has the highest yields when seen from this perspective

where all cash flows are fully “pre-hedged”2 into euros at

current prevailing forward exchange rates.

So, why are the yields for a European investor so different

than the yields for a US investor? All of this boils down to

what is priced into the foreign exchange market. Short rates

in Europe and the US are materially different from each other.

For example3, with US short rates currently at 1.50-1.75% while

European short rates are at -0.4%, if the forward exchange

rates were the same as the spot exchange rates, then a

European investor could hypothetically:

o borrow money in Europe,

o convert the euros into dollars,

o invest in the US and earn 1.50%-1.75% per annum on the
dollars

o enter into a forward contract that guarantees the investor
can convert his principal and interest payments from
dollars back into euros at the end of a year at the same
exchange rate he converted euros into dollars today, and

o pay off the euro loan with an interest of -0.4%

This would represent a risk-free way of making a substantial

amount money. But there is no risk free money in efficient

markets and currency and bond markets are quite efficient.

Market participants actively move prices to negate such an

opportunity. Because market participant behavior eliminates

the opportunity for risk-free arbitrage, the exchange rate at

which we can convert the dollars back into euros in the future

is different from the exchange rate today and spot and

forward exchange rates are generally not the same. This is

the reason why we have different yields for the same bond as

seen by a US investor and a European investor. Thus the

difference in the yield between two government bonds listed

in the local currency is not sufficient information for an

investor to decide which bond offers more value. An investor

must instead assess whether a foreign bond offers a higher

or lower yield than a domestic bond after converting the

foreign bond back to the local currency.
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1 https://www.bloomberg.com/graphics/negative-yield-bonds/
2 In this context, the word “pre-hedged” means that a European investor hedges all cash flows from the US investment back to Euros at current forward
exchange rates. This scenario does not take into consideration trade commissions, fees or expenses. It is for informational purposes only, and intended to
illustrate how an investor may evaluate the opportunity discussed, rather than to suggest that the investor would actually undertake the entire hedging
activity.
3 This illustrative example assumes that the short rate works both for borrowing and lending and does not take into consideration trade costs, advisory fees
or expenses.

US UK Germany France Japan Australia

1.72% 0.64% -0.40% -0.09% -0.19% 1.09%

Source: Bloomberg; The information in this table is indicative as of mid-day 
November 1st 2019 and subject to change, and does not include trading costs, 
fees or expenses.

Source: Bloomberg; The information in this table is indicative as of mid-day 
November 1st 2019 and subject to change, and does not include trading costs, 
fees or expenses.

US UK Germany France Japan Australia

-0.12% -0.39% -0.40% -0.09% 0.23% -0.66%

Current 10-Year Yield for Major Economies (Local Currency)

Current Estimated 10-Year Yields Equivalent for a European Investor

http://www.gentrustwm.com/
https://www.bloomberg.com/graphics/negative-yield-bonds/
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If a European investor chose to not hedge the foreign

currency risk, he would either be implicitly betting on the fact

that the Euro will appreciate against the Dollar more than the

market is pricing, or betting that the interest differential

between the bonds would decrease. This might cause an

investor to sell the European bond and buy the US bond

purely on the basis of the local market yield difference (1.72%

vs -0.40%). Such a trade might be a good bet if one were to

expect US economic conditions, and therefore interest rates,

to quickly converge to European economic conditions and

interest rates.

If a sufficient number of European investors hold this view,

then the visible local currency US yield (1.72%) and the local

currency German yield (-0.40%) will converge. For

convergence, however, the trade linkages between the US

and Europe need to be large such that conditions in one

region quickly carry over to conditions in the other. But this is

not the case. Trade is only a fraction of the US economy –

roughly 20% of GDP. The transmission mechanism to convey

an economic slowdown from Europe to the US is weak, and

therefore we do not expect that the conditions in Europe that

have caused short rates to be negative there will have a

material effect on US growth. Thus in our view it is unlikely

that the sophisticated investors that set the prices in global

bond markets will ignore the foreign exchange dynamics

when assessing relative bond yields.

In summary, we suspect that more European investors will

see the yield difference between US and European bonds as

-0.12% vs -0.40% than as 1.72% vs -0.40%. And further that the

majority of global investors will do similar calculations,

comparing local government bonds to foreign government

bonds only after taking into account future expected

exchange rates. Therefore we believe that low yields in

Europe, and more generally abroad, will not drive a

substantial amount of capital into US government bonds and

thus are not a strong pull lower on US yields. We expect a

material differential in yields to persist unless there is fresh

evidence that oversees economic weakness is having a

material impact on US economic growth.

I m p o r t a n t  D i s c l o s u r e s

This material is solely for informational purposes and does not constitute an advertisement, investment advice, research, or a recommendation to pursue a
particular strategy or offer to purchase or sell any securities, funds, or other products, nor does it include all the relevant information an investor may wish to
consider in making investment decisions and is not intended to be a substitute for exercising independent judgment.

The investment strategies discussed in this document do not constitute personalized investment advice, and may not be suitable for all investors. The
appropriateness of a particular investment or strategy will depend on the investor's unique financial circumstances, objectives and risk tolerance. For
instance, the actual hedging activity illustrated in this material may require the establishment of an International Swaps and Derivatives Association (ISDA)
agreement with dealers, which may not be suitable for all investors. We recommend that investors independently evaluate the appropriateness of a particular
investment or strategy. All investments carry risk of loss. Different types of investments involve varying degrees of risk, and there can be no assurance that the
future performance of any specific investment, investment strategy or product will be profitable, prove successful, equal any corresponding indicated
historical performance level or benchmark, or be suitable for a particular individual situation or portfolio. Certain performance results shown, including related
statistical measures and calculations, may include and be based on hypothetical scenarios or performance information that is considered to be considered
hypothetical. Hypothetical performance results and/or forecasts have many inherent limitations, some of which are generally described below. One limitation
is that they do not fully reflect actual trading by GenTrust, LLC (“GenTrust”) or any of its affiliates, representatives or advisors, and therefore does not reflect
the impact that economic and market factors may have on investment decisions for the particular strategy. In fact, there may be significant differences
between hypothetical results and the actual record subsequently achieved. No representation is made that a strategy’s overall performance would be the
same as such hypothetical results regarding any particular strategy discussed. This material may contain certain statements that may be deemed “forward-
looking statements”. Any such statements are not guarantees of any future performance and actual events, results, performances or developments may differ
materially from those projected. Due to various risks and uncertainties, actual events or results or the actual performance may differ materially from those
reflected or contemplated in such forward-looking statements. Any projections, market outlooks, or estimates are based upon certain assumptions and
should not be construed as indicative of actual events that will occur. Prospective investors should not rely on these forward-looking statements in deciding
whether to invest. The information presented is based on sources believed to be reliable. We do not warrant its accuracy or completeness and expressly
disclaim any liability for errors or omissions in the information presented. The opinions and views expressed herein are subject to change at any time and with
no obligation on our part to provide updates. The information presented is not a complete analysis of every material fact in respect to any company, or
security. The opinions presented are subject to change without notice. Our advisors, portfolio manager(s), and other professionals may provide oral or written
market commentary, investment, or trading strategies—to our clients, prospective clients, that are inconsistent with opinions presented herein. The views,
analysis, or positions shown may be different from those of GenTrust, LLC (“GenTrust”).

There is no guarantee that the opinions expressed herein will be valid beyond the date of this document. Certain information included in this document was
based on third-party sources and, although believed to be reliable, it has not been independently verified and its accuracy or completeness cannot be
guaranteed. No part of this material may be modified, distributed, reproduced in any form, or referred to in any publication, in whole or in part, without the
express written permission of GenTrust.
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