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What does the chart show?

This week’s ‘chart of the week| illustrates the declining ‘risk premium’ for investing in equities over bonds.
The further earnings yields fall below government bond yields, the stronger the incentive to allocate capital
towards bonds. In a world where asset classes compete for the same pool of capital, every bond purchased
often requires an equity position to be reduced. Through this mechanism, the bond and equity markets are
intrinsically linked.

The earnings yield provides an estimate of the annual return available from equities based on their valuation
and expected earnings. The underlying principle is straightforward; investors should be compensated for
taking equity risk. Equities should offer an expected return premium above that of risk-free government
bonds. When that premium falls towards zero or below, investors should question whether they are being
adequately rewarded.

Why this is important

Asset classes are only attractive on a relative basis. Every decision to hold one asset is, by definition, a
decision not to hold another. A portfolio can generally only add up to 100%, so every purchase requires an
equivalent sale.

The last few years have caused investors to question the role of traditional safe haven assets within
portfolios. For decades, the mantra of many multi-asset managers was that investors should always hold
some medium fo long duration government bonds. In a risk off environment, the long end of the yield curve
would typically benefit from a "flight to safety', generating strong gains and offsetting losses elsewhere in
the portfolio. This principle has been a cornerstone of portfolio construction for generations.

Since 2021, however, investors have endured extraordinary pain from this recessionary hedge. UK gilt yields
reaching 6%, and long dated bond benchmarks falling by more than 50% from levels 5 years ago, would
have seemed inconceivable. As long duration bonds became increasingly painful, investors reassessed
their allocations, trimming exposure repeatedly until this structural allocation all but slipped into history
books. The question now remains: what brings investors back to bonds?

Fundamentally, economic growth remains sufficiently strong that the need for a recessionary hedge
appears limited. However, shocks can often appear from nowhere and growth forecasts are often misled.
Now that yields are approaching 6%, even if a recession is among the least expected outcomes, has the
risk reward trade off become so attractive that bonds are worth buying anyway? Some investors may
conclude yes, and the higher yields go, the greater the incentive.

After decades in which equities were clearly the most attractive destination for capital, is that still the case
today? Perhaps this buy signal does need to become more extreme before investors are willing to return
to an asset class that has inflicted so much pain over the last five years. In the short term, overcoming the
powerful recency bias from one of the worst bond bear markets in history may prove to be the biggest
challenge of all.
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Important notes

This communication is issued by Belvest
Investment  Services  Limited and/or
Belvest related companies (collectively,
and individually Belvest) solely to its
clients, qualified prospective clients or
institutional and professional investors.
Unless stated otherwise, any opinions or
views expressed in this communication do
not represent those of Belvest. Opinions or
views of any Belvest company expressed
in this communication may differ from
those of other departments or companies
within Belvest, including any opinions or
views expressed in any research issued by
Belvest. Belvest may deal as Distributor or
Agent, or have inferests, in any financial
product referred to in this email. Belvest
has policies designed to negate conflicts
of interest. Unless otherwise stated, this
e-mail is solely for information purposes.

This message may contain confidential
information.  Any use, dissemination,
distribution or reproduction of this
information outside the original recipients
of this message is strictly prohibited. If
you receive this message by mistake,
please notify the sender by reply email
immediately.

Unless specifically stated, neither the
information nor any opinion contained
herein constitutes as an advertisement, an
invitation, a solicitation, a recommendation
or advise to buy or sell any products,
services, securities, futures, options, other
financial instruments or provide any
investment advice or service by Belvest.

No representation or warranty is given as
to the accuracy, likelihood of achievement
or reasonableness of any figures, forecasts,
prospects or return (if any) contained in the
message. Such figures, forecasts, prospects
or returns are by their nature subject to
significant uncertainties and contingencies.
The assumptions and parameters used
by Belvest are not the only ones that
might reasonably have been selected
and therefor Belvest does not guarantee
the sequence, accuracy, completeness
or fimeliness of the information provided
herein. None of Belvest, its group members
or any of their employees or directors shall
be held liable, in any way, for any claims,
mistakes, errors or otherwise arising out
of or in connection with the content of this
e-mail.

This e-mail and any accompanying
afttachments are not encrypted and cannot
be guaranteed to be secure, complete or
error-free as electronic communications
may be infercepted, corrupted, lost,
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore
does not accept any liability for any
interception, corruption, loss, destruction,
incompleteness, viruses, errors, omissions
or delays in relation to this electronic
communication. If verification is required
please request a hard-copy version.
Electronic communication carried within
the Belvest system may be monitored.



