
WISDOMTREE BLOG

Europe deflation and US rate hike risks: It’s 
paradoxically bullish for gold and silver
Published 23 January 2015

WisdomTree

Contributor

Deflation - not inflation; policy tightening - not easing is, ironically, giving gold and silver momentum. Here 

is why.

Deflation is destabilising state finances, creating uncertainty, mainly in the Eurozone. Meanwhile, the 

broad-based US expansion is fuelling expectations of when, not if, the Fed hikes interest rates.

Chart 1 summarizes these risks posed to fixed income markets in the US and Europe. The analogy of why 

this is bullish for precious metals follows next.

Worsening creditworthiness in Europe, rising risks of rate hikes in the US

Europe is at risk of facing entrenched deflation, worsening the creditworthiness of sovereigns of indebted 

members of the Eurozone in particular. With the disinflationary trend having already slowed down efforts 

of households and governments in Europe to pay down debt and deleverage the balance sheet in the 

last couple of years, deflation will work to reverse such efforts altogether: the value of outstanding debt 

will rise in real terms even as incomes are cut. The incentive to delay spending reinforces the cuts to 

household’s disposable income and government’s tax receipts. With deflation in Greece becoming more 

entrenched (core CPI of -1.6% y/y and headline CPI of -2.6% y/y for December 2014), there is no leeway 

for the government to loosen budgets or relax some of the austerity measures. If this means further political 

instability as populist fringe parties opposed to austerity gain in the polls, Greece is edging ever closer to 

the exit from the EMU. In the event this actually occurs, it will trigger an inflation shock as Greece reinstates 

its own currency and devalues. If there is any fundamental driver for gold to regain strength then, besides 

the recent comments made by German officials openly suggesting that a Greece exit is manageable, 

it may be because of the looming prospects of recurring hyperinflation in Europe’s periphery. The bond 

markets of Europe’s indebted economies of Italy and Spain have rallied over the last few years. This to the 

point that their low bond yields now compare poorly against not just their own deteriorating credit metrics, 

but also against the rising contagion risk of Greece. Deflation and upcoming elections are driving it. At the 

moment, bond investors are still pricing in positive inflation (see chart 1), but the falling trend portends 

more disappointment if the actual CPI readings confirm deflation over the months ahead. Then there is the 

risk of a US policy interest rate hike. The US economy is in broad-based expansion, but inflation so far has 

failed to climb closer to the 2% target. Coupled with lacklustre wages, the US recovery appears incomplete. 

It compels the Fed to delay the rate hike until inflation is firmly entrenched in the US economy. But the mere 

speculation of when, not if, the Fed is going to raise rates is enough to make investors nervous about US 
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Treasuries. For instance, the yield on 2Y US Treasuries, widely regarded as the barometer for where US 

policy rates are headed, has over a volatile course in the last 6 months gradually risen to 50 bps. The yield 

is now more than double the level seen before the ‘taper talk’ in May 2013.

Bond yields are negative or too low on a risk-adjusted basis

The risk of deflation in Europe and a policy rate hike in the US has led to increasingly dislocated yields 

on bond markets. The safe havens in core Europe, which next to government debt of Germany include 

that of France and a few smaller members in Europe’s northern hemisphere, offer next to no yield on long 

maturities, and sub-zero yields on short maturities. For instance, any German investor looking to preserve 

capital for the next 2 years by buying a 2 year German government bond would do so only if he/she expects 

Germany to enter deflation that will last until 2016. If not, then it’s the German government, not the investor, 

who will be making money on the negative yields the 2 year German government bonds currently offer. In 

the US, the prospect of the Fed raising interest rates is likely to have driven fixed income investors to shift 

allocations away from the policy sensitive shorter dated debt and into longer dated debt, helping yields 

on longer dated US Treasuries to fall further. But behind the bullish trend in longer dated US Treasuries 

masks rising uncertainty. Evidence for the unease is the rise of 10Y US Treasuries’ implied volatility which, 

at around 7% suggests sentiment is as downbeat as during the 2013 ‘taper talk’ (see chart 1). Hence, 

within European government bonds, the choice is between zero to negative yields in the core and low but 

riskier yields in the periphery. Within US Treasuries, the choice is between rising uncertainty priced in long 

dated maturities and the volatile and rising yields n short dated maturities.

Source: WisdomTree Europe, Bloomberg. Data as at 12 January 2014

Tactically positioning: bearish US fixed income, bullish precious metals

Given the downside risk to peripheral European and US government fixed income markets and the record 

low yields on offer, precious metals are regaining some of their lost appeal as investors seek alternative 

safe haven assets. As chart 2 shows, precious metals have regained ground after their downtrend since 

the summer and have steadily broken away from the collapse in energy and industrial metals commodities. 

This year precious metals are up 10%, even as non-precious metals are down 10%. Gold and silver may 

continue to gain in an environment where fixed income can offer negative yields or insufficient yield on a 

risk adjusted basis.

Tactically, investors sharing this sentiment may want to consider the following long precious metals ETPs:

• Boost Gold 3x leverage Daily ETP (3GOL)

• Boost Gold 2x leverage Daily ETP (2GOL)

• Boost Silver 3x Leverage Daily ETP (3SIL)

• Boost Silver 2x Leverage Daily ETP (2SIL)

Tactically, investors sharing this sentiment may want to consider the following short fixed income ETPs:

• Boost US Treasuries 10Y 3x Short Daily ETP (3TYS)
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http://www.boostetp.com/Product/21/Commodities/Boost-Gold-3x-Leverage-Daily-ETP
http://www.boostetp.com/Product/38/Commodities/Boost-Gold-2x-Leverage-Daily-ETP#.VQMYM_msWtY
http://www.boostetp.com/Product/27/Commodities/Boost-Silver-3x-Leverage-Daily-ETP
http://www.boostetp.com/Product/44/Commodities/Boost-Silver-2x-Leverage-Daily-ETP
http://www.boostetp.com/Product/50/Fixed-Income/Boost-US-Treasuries-10Y-3x-Short-Daily-ETP
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• Boost BTP 10Y 3x Short Daily ETP (3BTS)
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Important Risks Related to this Article

Important Information
Marketing communications issued in the European Economic Area (“EEA”): This document has 

been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the 

Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been 

issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom 

Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as 

applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general 

information only and is neither an oer for sale nor a solicitation of an oer to buy securities or 

shares. This document should not be used as the basis for any investment decision. Investments 

may go up or down in value and you may lose some or all of the amount invested. Past performance 

is not necessarily a guide to future performance. Any decision to invest should be based on the 

information contained in the appropriate prospectus and aer seeking independent investment, tax 

and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or 

opinions expressed in this communication represent the views of WisdomTree and should not be construed 

as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of 

any of the views or opinions expressed in this communication. Any decision to invest should be based on 

the information contained in the appropriate prospectus and aer seeking independent investment, tax and 

legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other 

step in furtherance of a public oering of shares or securities in the United States or any province or territory 

thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or 

indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree 

does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own 

opinions related to product or market activity, these views may change. Neither WisdomTree, nor any 

ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever 

for any direct or consequential loss arising from any use of this document or its contents.
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