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Low for long? Prospects for long-term interest rates m!
BERLIN 2018

« What are the reasons for the long-term decline in interest rates?
+ Is the decline permanent, caused by a fall in the equilibrium rate of interest?
« If not, what is the ,fair value® of long-term interest rates? Focus on fundamental values

Important:
« We do not provide a forecast for long-term interest rates!

« But: concept of the ,fair value"™ of interest rates is of relevance for:

— the supervisor when setting the framework for the valuation of technical provisions
(,Ultimate Forward Rate")

— monetary policy (gap between actual real and equilibrium real rate)

4 — 8 June 2018, www.ica2018.org



Equilibrium Interest Rates
The debate in economics

Equilibrium interest rate estimates
Source: German Council of Economic Experts
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Causes of persistent low interest rate
environment

Equilibrium rate of interest (R*):
consistent with stable growth and price
stability

Not directly measurable

For short and medium-term rates: a
number of empirical studies find a
decline of R* — but estimates are
subject to a high degree of uncertainty

ECB: decline in equilibrium rates reason
for easing monetary policy

4 — 8 June 2018, www.ica2018.org
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Persistent fall in interest rates since the 1980s 70N,

Long-term interest rates BERLIN 2018
10 year government bonds, Macrobond
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From a historical perspective... T
.. rates in the 1980s exceptionally high, but recently observed negative v ’i'!'l'l
rates unique

BERLIN 2018

Lon g -term interest rates
10 year government bonds, Macrobond
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Decomposition of the long-term rate i,
Analysing each of the four components m_s_:—_
BERLIN 2018

Inflation premium

Real term premium

Long-term
nominal
interest rate

Inflation
expectations

(Short term) real interest rate & R*




1. Inflation expectations
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Great moderation: stabilising inflation in the mid 1990s - one of the main _7/ .11'. 2

drivers of falling interest rates

Inflation and Inflation Expectationsin the Euro Area
Change on previous year in %; ECB
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2./3. Term and inflation premia

Nominal term premia and volatility on the US bond market
Quelle: Fed, Merrill Lynch 300

- 250
- 200
- 150

- 100

- 50

N P O R N W AN OO o
‘L.—
s
-
-
il
—_— il
=
o>
;'I.‘_
L
="
|

1980 1985 1990 1995 2000 2005 2010 2015
—term premiain % p.a. = ——MOVE Volatiliy Index (r.S.)

9

_"']
Vi)
on G L

BERLIN 2018

Limited risk of higher rates
due to unconventional
monetary policy measures
and shortage of safe assets
(negative term premia)

Inflation premium:
Decreasing volatility

Estimates for the euro area
before the financial crisis:

— Real term premium 1%
— Inflation premium 0,25%
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4. Short-term real interest rate S
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Declining trend since 2000 méﬁ! 1 1
Real interestrates in the euro area BERLIN 2018
in % p.a.; Macrobond, ECB
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Decline in short-term real interest rate ;-::31
Fundamental reasons vs. temporary effects mﬁ;‘? 1
BERLIN 2018

Real Interest Rate, Growth and Business Cycle
in % p.a. or change against previous year; Sources: ECB, IMF, own calculations
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Fundamental factors... —mi)_
. but negative real interest rates are not equilibrium values m_;l_l

Labour productivity trend growth
Change in real GDP per hours worked in %; HP-Filter: A=100; Source: OECD BERL' N 201 8
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« Some factors are interlinked
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Temporary effects pushing the real interest rate —m_
below the natural rate
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ECB - Policy rate and balance sheet
Source: ECB
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Global savings glut
Gross national savings as percent of GDP; Source: IMF
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Very accommodative

monetary policy stance since

the global financial crisis

— Diverging potential growth and
real interest rate since 2015

Global savings glut

Increasing demand for safe
assets

Higher liquidity preference in
the aftermath of the financial
Crisis
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Outlook for the long-term interest rate ;.:v:
Normalization of interest rates expected in the medium/ long-term ! /E 5}}! g

BERLIN 2018

base « Reasons for the normalization of
scenario . .
interest rates (baseline
Inflation premium ] scena I’IO) .

— Change of monetary policy

Term premium

— Normalization of real interest rates
Inflation expectations ; and risk premiums

— Stable inflation expectations

Real interest rate

Nominal interest rate 4,2%
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BMF experts come to similar conclusion 70\,
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German finance ministry sees
hefty interest rate rises: Spiegel

Experts usually see interest rates of between 3 percent and 4 percent as

“normal”, compared to below zero percent now, reported Der Spiegel.
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Conclusion 7'*51}1

BERLIN 2018

« Based on fundamental factors and ignoring extreme monetary policy stances, geopolitical
risks as well as regulatory distortions: Fair value of long-term interest rates ~ 4 %

* Near to medium-term: Rates likely to remain distorted at much lower levels due to
— very gradual monetary policy normalization (ECB to err on the side of caution)
— bloated central bank balance sheets (for years tom come)

low underlying inflation (for structural reasons; “benign” deflation)

ongoing flight to quality (geopolitical risks to remain elevated)

prolonged current cycle (US upswing 2nd longest in post-war history)

« That said: 2016 “ice-age” period in yields over
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Thank you very much for your attention! m 1 L
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Contact details:
Dr. Rolf Ketzler
address: WilhelmstraBe 43/43G

10117 Berlin, Germany
phone: +49 (0)30/2020-5132
mail: r.ketzler@gdv.de
web: www.gdv.de
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