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How do we make sense of the recent rally in bond prices? Over the last few months markets have focused
on the shape of the global recovery and the likely change of central bank policy to combat the revival of
inflationary threats1 posed by:

1.Reducing output gaps
2.Commodity price rises (including Oil and gas)2
3.Disrupted supply chains

Considering these three challenges, equity market valuations seem to be aligned with the growth story.
However, bond markets appear to have taken a different approach during the month of July when 10 Year
Government bond yields fell (see Figure 1). The magnitude of yield changes is significant not only relative
to the low level of absolute yields but also due to the fact that it occurred over a short period of time.

Source: Bloomberg, as of 29th July, 2021. You cannot invest directly in an index. Historical performance is
not an indication of future performance and any investments may go down in value.

Why are we seeing this disconnect?

While financial markets have been heavily focused on inflation, the fixed income markets’ valuation
framework does not corroborate this point. Inflation expectations embedded in fixed income securities
have remained relatively stable since the end of the first quarter. This can be depicted by comparing the
yield on a specific government nominal bond to its inflation-protected equivalent. This is called ‘breakeven
inflation’ in bond jargon (see chart below). It shows the embedded average inflation expectation over the
course of the next 10 years.
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Breakeven Inflation Rates
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Source: Bloomberg, as of 29th July, 2021. You cannot invest directly in an index. Historical performance is
not an indication of future performance and any investments may go down in value.

The key takeaway is that, using this valuation framework, inflation expectation has not materially changed
over the course of the recent past as compared to the magnitude of the changes in nominal yields. This
is true for the 3 selected bond markets. In other words the recent fall of nominal yields has been equally
priced in real yield securities.

In conclusion the recent falls in bond yields cannot be attributed to a change of inflation expectations. The
fall of real yields points to a revision of growth expectation, most likely due to a drop of daily vaccine doses
administered in some countries combined with an increase of daily new cases in others. The question
remains as to who is right, equity investors or bond investors?

1 US consumer price inflation increased by 5.4 per cent in the 12 months to June.

2 Commodities had their best quarterly performance in a decade
(https:/lwww.wisdomtree.eu/en-gb/-/media/eu-media-files/other-documents/research/commaodity-month-
ly-monitor/2021,-d-,07_commaodity-monthly-monitor.pdf?elqTrack-
1d=93937f5db9fb4044a383441573cd545a&elq=db1b080e6ef1408d9babe9a870bb3e5b&elgaid=9935&¢elgat=1&elq
Campaignld=5811)

Related blogs

+ AT1 CoCos ride the bond wave
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Related products
+ EUBO - WisdomTree European Union Bond UCITS ETF - EUR Acc
+ YLD - WisdomTree EUR Aggregate Bond Enhanced Yield UCITS ETF - EUR

+ GOVE - WisdomTree EUR Government Bond Enhanced Yield UCITS ETF EUR
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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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