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In the wake of Covid-19, developed markets’ long-term yields have
fallen significantly. However, market participants seem uncertain
how to integrate the ensuing massive fiscal and monetary easing in
their medium-term rates expectations.

Our proprietary long-term sovereign yields model points to a persis-
tently low interest rate environment over the next few years; the
massive, prolonged intervention of central banks on global govern-
ment bonds will remain a major factor.

However, the additional flows of risk-averse private financial sav-
ings will also exert a remarkable downside pressure on long-term
yields. In the Eurozone, the cumulative flow of private financial sav-
ings has so far exceeded the volume of QE. We expect the rapidly
growing amount of fresh financial savings not to be matched by a
proportional increase in the free float of safe assets.

As to metrics of public debt, our research suggests that they do not
have explanatory power on yield levels in developed markets in the
medium term.

We believe there are only two possible scenarios in which long-term
yields could possibly see a significant rise: an inflationary shock or a
monetary policy error. But even in these cases the increase
would be limited. For the 10y German Bund the yield would rise to
around 0%; for 10y U.S. Treasuries the yield would increase to 1.8 to
2.0%.

As for Euro sovereign spreads, they have also become much more
sensitive to the interventions of the central banks and private sector
savings than to any debt-related factor.
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RATES OUTLOOK

In the current environment, forming ex-
pectations about long-term interest rates
on a medium-term horizon is a challeng-
ing task. Market participants do not yet
seem unanimous on how to represent
the massive fiscal and monetary easing
in their valuation models.

We have identified a series of factors

that have proven highly significant for

the mid-term development of U.S. and

Eurozone vyields over the last 60 years.

These factors are (see Table 1):

e Nominal trend GDP (long term
inflation expectation + potential real
growth)

e Central bank Quantitative Easing
(volumes, length and reinvestment
policy) and its effect on government
bond supply and duration risk

e Long-term expectations of neutral
rate (using an adaptive expecta-
tions algorithm on policy rates)

e Short-term expectations of policy
rates as priced by money market
forwards

e Private sector risk aversion and
financial savings propensity (safe
asset demand)

Given the relevance of each factor and
its sensitivity, it is possible to derive a
mid-term outlook for 10y vyields in the
U.S. and the Eurozone.

Our models suggest that the interplay of
these factors will result in a persistently
low interest rate environment in the me-
dium term for both the U.S. and the Euro-

Table 1: 10y Bund yield fundamental factors

Factors for 10y German Bund
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zone, especially in the context of central
banks exerting substantial buying pres-
sure on government bond markets (see
Figure 1).

These results become intuitively under-
standable if one takes a closer look at
certain components of the model. First,
the Covid-19 related growth shock of
2020 should reduce nominal trend
growth. In our model, this will translate
immediately into long-term rates as each
-1% goq decrease in nominal growth
reduces the long-term interest rate equi-
librium by around 10bps (currently at 3%
in the Eurozone, see Figure 2).

Relevance evolution until exp. impact on evolution until exp.impact on
2021 vields 2023 vields

Real economy

Nominal trend GDP ek down down up down

Inflation expectutionsl ek down down up down

Inflation volatility * up up flat flat
International rates

International LT yields ek flat flat flat flat
Monetary policy

Perceived policy rate (LT)1 ek flat flat flat flat

Forward guidance (ST) ek flat flat flat flat

QE ek up down up down
Supply/demand dynamics

Term premium o down down flat flat

Stock-flow pressure * up flat flat flat
Debt sustainability

Debt/GDP ratio none up flat

Public deficit none up down

! using adaptive expectations algorithm

Source: Allianz Research
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Figure 1: Medium-term 10y Bund yield model
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Figure 2: Long-term 10y Bund yield model
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Second, we expect inflation to be di-
rected downwards at first (deflationary
effect especially through energy prices)
before engaging in a moderate upward
trend later. Current market-based infla-
tion expectations are close, if not below,
our lower estimation range (even after
taking into account the latest drop in oil
prices, see Figure 3). We therefore consi-
der inflation risk to be moderate in size
but skewed to the upside. After all, infla-
tion expectations have never remained
outside our estimation range for longer
periods of time (maximum six months
during the 2008 Global Financial Crisis).

Third, as a major aspect of the Covid-19
crisis, private investors (households and
corporations) will increase their financial
savings and become at the same time
more risk-averse (increased hoarding).
The policy challenge is to re-inject these
precautionary balances into the econo-
my and capital markets by restoring
confidence in the future or by destroying
the credibility of money as a store of
value. This will be a long-term process. In
the meantime, we expect the Eurozone
especially to generate an increase in
private financial savings that could ea-
sily exceed the increase in public deficits.
The rising EMU trade surplus due to the
contraction in imports triggered by con-
tracting domestic demand, and the fall
in the oil price, are already pointing into
that direction. Failing this complementa-
ry assumption, why would the economy
fail to recover at a decent pace? We
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have been there before, as shown by the
large increase in the EMU current ac-
count balance since 2011, from 0 to a
surplus of more than EUR300bn a
year. Cumulatively since 2014, the
flow of fresh private financial savings
has indeed exceeded the volume of
QE. It has thus contributed signifi-
cantly to the decline of interest rates.
Unlike public deficits, private financial
savings are not making media hea-
dlines. Yet, regularly and frequently, they
can be estimated, thanks to the follo-
wing accounting identity:

Private financial balance + public fi-
nancial balance + current account
balance =0

where a sector’s financial balance is the
difference  between its net lending
(acquisition of financial assets) and net bor-
rowing (issuance of financial liabilities).

This relationship can also be seen in the
correlation of EMU long-term yield with
the current account balance (see Figure
4).

We expect that this rapidly growing
amount of financial savings will not be
matched by a proportional increase in
the free float of safe assets (= supply of
government bonds after QE purchases).
In the Eurozone, for instance, due to the
combined effect of the Public Sector
Purchase Programme (PSPP) and the
Pandemic Emergency Purchase Pro-

gramme (PEPP), we expect the free float
of government bonds to increase only by
1% despite sharply rising deficits (see
Figure 5).

The increased competition for safe as-
sets between risk-averse private savings
and price-insensitive central banks will
lead to a further decline of the compen-
sation for holding longer-term bonds
(term premium). This reduces duration
risk and exerts downward pressure on
yields. In the Eurozone, the dampening
effect of QE on 10y yields is currently
estimated between -90bps and -160
bps. It could reach up to -200bps if the
PEPP program is conducted at full pace
(EUR750bn p.a.) and, as we expect, ex-
tended until end of 2021 (see Figure 6,
left chart). In the US., the dampening
effect of QE on 10y yields is currently
estimated at around -50bps to -80bps. It
could double if, as we expect, the expan-
sionary monetary policy is continued in a
similar way in the coming years (see Fi-
gure 6, right chart). With already nega-
tive and declining term premia, an in-
crease in long-term yields could only be
possible if either expected short-term
interest rates, inflation expectations or
uncertainty about  future inflation
(inflation risk premium) increase subs-
tantially. None of this seems very likely in
the medium term.

2020



14 May 2020

Figure 3: US 10y Market-based inflation expectations
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Figure 4: EMU long-term yields modeled with current account balance
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Figure 5: EMU 2020 long-term government bond supply and ECB interventions (in EURbn)
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Figure 6: QE exerts structural downward pressure on long-term yields

* Term premium estimated by ACM Model, QE impact based on Eser et al. (2019), assuming 3y

full reinvestment period

Sources: Refinitiv, Allianz Research

Some might believe that an increase in
yields could also be caused by a supply
shock due to a massive rise in govern-
ment debt. The current widening of the
deficits worldwide would thus be a fore-
runner of higher yield levels. However,
our research has shown that debt met-
rics such as public debt/GDP and public
deficits are not relevant for the develop-
ment of yields in the medium term. It
could only be the case in a partial equi-
librium perspective if interdependencies
between public debt supply, central
bank reaction and private financial sav-
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* Term premium estimated by ACM Model, QE impact based on Li & Wei (2013)

ings are neglected. We are not saying
that public finances never have any in-
fluence on yields. They can exert upward
pressure in a particular situation when
high financing needs (deficit and inter-
ests) and abundant government bond
supply meet very price-sensitive buyers
investing scarce savings (stock-flow pres-
sure). But this situation does not corre-
spond to the current environment of ex-
cessive savings and strong market inter-
ventions of price-insensitive central
banks.

Table 2: Long-term yields scenario

Mid-term rates outlook

All in all, we expect nominal long-term
yields to remain in check in 2020 and for
a great part of 2021. 10y Bund yields
should remain anchored at -0.5% and
10y U.S. Treasuries at ~1.0% (see Table
2). By the end of 2021 and until the end
of 2023, we expect inflation to gradually
pick up and exceed pre-crisis levels. Cen-
tral banks might then start reduce their
market impact. As a direct consequence,
we expect long-term yields to resume
their pre-crisis gradual ascent to moder-
ately higher levels converging to our
long-term fair estimate.

Eurozone Unit 2020 2021 2022 2023
Sovereign rates
10y Germany (Bund) % 05 03 -01 01
10y Swap rate % 00 03 05 0.7
20y Swap rate % 03 07 09 11
10y Italy % 17 14 22 24
Spread 10y Italy - 10y Germany ~ bps 220 175 225 230
United States Unit 2020 2021 2022 2023
Sovereign rates
10y US Treasury % 10 14 17 18
Spread 10y US - 10y Germany ~ bps %50 170 180 170

Sources: Allianz Research



HIGHER YIELD EQUILIBRIUM

However, given the strong impact of yield
changes on the balance sheet of the fi-
nancial sector, we try to consider scenari-
os in which yields could experience a
sudden upwards shift into a new equilib-
rium of higher long-term (benchmark)
yields.

Based on our models, only two such sce-
narios seem conceivable:

¢ Inflationary shock: A scenarioin
which the current fiscal and mone-
tary easing leads to a significant in-
flation overshoot and a repricing of
inflation expectations. After an initial
deflationary shock, the demand cre-
ated by the fiscal and monetary
stimulus might indeed create some
unexpected “old-fashioned money-
chasing-scarce-goods-inflation”
when meeting limited supply due to
subdued production capacities and
fragile international supply chains. In
this context we could also expect
higher inflation volatility (mainly due
to energy prices), which could lead
to a higher inflation risk premium
putting additional upward pressure
on yields. In this scenario, 10y Bund
yields could rise up to 0.1% (+60bps
from today’s values) and 10y U.S.

Treasuries up to 2.0% (+120bps from
today’s value) (see Table 3).

e Monetary policy mistake: A scenar-
io in which central banks mistakenly
pull off from markets too early, cre-
ating significant economic and finan-
cial imbalances (e.g. ECB not ex-
tending PEPP until end of 2021). Un-
der this scenario, 10y Bunds could
experience an immediate +50bps
upwards shift coming from pricing
QE and money markets predating
their expectations for a first rate hike
(see Figure 7). Similarly, a somehow
comparable combination of the U.S.
Fed policy mistakes could lead yields
on 10y U.S. Treasuries to increase by
100bps (see Table 3).

For individual sovereigns, a rise of long-
term rates could also be triggered by an
increase in the risk premium, i.e. its
spread versus the benchmark curve. This
mainly concerns Eurozone sovereigns.
For Italy for instance, our 10y BTP model
allows us to derive two scenarios that
would lead to a quick and steady in-
crease of the Italian risk premium (10y vs
DE):

Table 3: Higher long-term rates shock analysis

14 May 2020

e Massive debt shock: A supply
shock scenario in which an unex-
pected increase in public debt (+20%
from current level, which already
includes fiscal crisis measures) cre-
ates a strong temporary imbalance
of supply and demand. In that sce-
nario, the risk premium would only
increase to 283bp in 2023 mainly
due to reactive central bank pur-
chases. Debt metrics have lost much
explanatory power since the ECB
has entered the government bond
market as a major price-insensitive
buyer (see Table 4 and Figure 8).

e Monetary policy error: A demand
shock scenario in which the ECB mis-
takenly pulls off from markets too
early, creating significant economic
and financial imbalances (e.g. ab-
ruptly withdrawing PEPP in 2021).
Under this scenario, the risk premium
would rise to 335bp in 2023 (see Ta-
ble 4 and Figure 8).

This shows that sovereign risk premia in
the Eurozone have become more sensi-
tive to the interventions of the central
bank than to debt metrics.

Shock Impact on yield level yield level
10y Bund
Inflation shock
Inflation exp.+60% +60bp 01%
Monetary policy error
PEPP stopped in 2021 +50bp 0.0%
10y US Treasury
Inflation shock
Inflation exp.+60% +120bp 20%
Monetary policy error
QF strongly reduced in 2021 +100bp 18%

Source: Allianz Research
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Figure 7: ECB policy mistake scenario
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Table 4: 10y Italian sovereign spread scenarios

Base line Monetary policy error Debt Shock
2020 2023 2020 2023 2020 2023
Public debt (in % GDP) 169 156 169 156 189 176
ECB asset purchases (avg. p.a, € bn) 1110 240 1110 0 1110 1140
Model: 10y BTP spread 183 247 183 338 251 283

Source: Allianz Research

Figure 8: BTP 10y risk premium scenarios (10y vs Germany, in bp)
Spread vs Germany in bp
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FORWARD-LOOKING STATEMENTS

The statements contained herein may include prospects, statements of future expectations and other forward-looking
statements that are based on management's current views and assumptions and involve known and unknown risks and
uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such forward-
looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive situa-
tion, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets (particularly
market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including from natural ca-
tastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi)
particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates
including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of
acquisitions, including related integration issues, and reorganization measures, and (xi) general competitive factors, in
each case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more
pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for
any information required to be disclosed by law.
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