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Investors loading up on duration risk

Investors have clamoured for government bond exposure since the start of the year, but the asset
class risks losing some of its safe haven status as surging duration means returns are increasingly

dictated by yield shifts.

— Duration in US treasuries and eurozone sovereign bonds stands around all-time highs
— A 13bps yield jump in the Markit iBoxx € Eurozone would wipe out its current yearly income
— Long-dated bond ETFs, which are most exposed to duration, enjoying strongest ever inflows

Investors have been flocking to government
bond ETFs at a record pace since the start of
the year, hoping to shelter from the surge in
credit risk and profit as the market discounts
the probability of nearing interest rate hikes.
This has so far proved profitable as global
government bonds have largely outperformed
their corporate peers since the start of the
year. But investors have also been loading up
on duration risk, which could put a damper on
returns, should yields start rising in earnest.

Duration is the average time it takes until all
the cash flows from a bond are paid. The
modified duration, a variant that measure
which tracks the price sensitivity of a bond
given a change in yield, has been steadily
rising for over a decade, but the recent lows
seen in European and US government bond
yields means that this key risk metric is now
hovering near record highs for both asset
classes.
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The latest duration of the Markit iBoxx €
Sovereign is now 7.22 years, just shy of the

all-time high 7.32 set in November of last year.

US treasuries’ duration, as gauged by the

Markit Group Limited | Registered in England and Wales | Company no. 4185146

Markit iBoxx $ Treasuries, is slightly lower at
6.2 years - representing an all-time high for
the asset class. Both measures stood at less
than five years at the start of 2000, before the
recent decade long slump in yields.

iBoxx € Sovereigns

Duration (Yrs) Yield (%)
7.5 6

7.0 5

4

2

45 1

= Annual Medified Duration ——Annual Yield in %
4.0 0
2000 2002 2004 2006 2008 2010 2012 2014 2016

Source: Markit

Central banks in driver’s seat

Another way to quantify duration risk is to
look at the change in underlying yield which
would wipe out the index’s yearly income,
gauged by forward yield. At the start of the
last decade it would have taken more than
100bps of yield rises to wipe out the expected
yearly income in both asset classes. That
number has since fallen to 30bps in US
treasuries and a meagre 13bps in eurozone
sovereigns.

compiled by markit


http://www.markit.com/Commentary/Get/08032016-Equities-ETF-industry-finds-growth-in-fixed-income
https://www.blackrock.com/investing/resources/education/understanding-duration
https://www.markit.com/Product/IBoxx
https://www.markit.com/Product/IBoxx

Markit Fixed Income Commentary

markit

Yield Shift to Wipe Out Annual Income

Yield Shift (Bps)
140

120

00 V\ ! N
100 r UJ\\, /\
80 T\ S
60 ”"W\w \M\‘ M"-/vU\V\V
20 \\/\\

m—— iBoxx € Sovereigns iBoxx § Treasuries

-EI]I'JI'J 2002 2004 2006 2008 2010 2012 2014 2016
Source: Markit

This means that a once unthinkable
phenomenon is now increasingly likely. In fact
the last 12 months have seen five months in
which the yield of the iBoxx € Sovereigns
index moved by a large enough extent over
the course of a single month to wipe out its
entire yearly expected income. The iBoxx
$ Treasuries is also entering this territory, as
a repeat of the 3lbps rise in its yield
experienced last February would wipe out the
1.88% forward yield it currently delivers.

Essentially, the current low vyielding
environment means that bond returns are
increasingly dictated by macro events such
as announced and expected changes in
monetary policy, rather than the vyields
delivered by holding bonds over time. With
this in mind it's not hard to see why some
have likened bond investing to “picking up
pennies in front of a steamroller’

Risk higher further down yield curve

This phenomenon has also been driven by
investors seeking extra yields further down
the yield curve. Long term government bond
ETFs, which have seen a record $4bn of
inflows so far this quarter, hold much more
duration risk than their shorted dated peer, as
the yearly yield shift required to wipe out the
income delivered by the iBoxx $ Treasuries

10Y+ index is 15.7bps - roughly half that of
the overall index.

Long Dated Government Bond ETFs Quarterly Fund Flow
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Long dated eurozone sovereign bonds are
arguably the most exposed to duration risk,
as a 10.8bps rise in the yield of the iBoxx €
Sovereigns 10+ index would wipe out the
entire 1.5% which an investors stands to yield
in the next 12 months.
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