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EXECUTIVE SUMMARY

THE LOW YIELD ENVIRONMENT HAS BEEN A LONG TIME IN THE MAKING // 3
Although the roots of today’s low yield environment may appear to be the 2008 to 2009 global financial
crisis, a long-term decline in global inflation has been a key underlying driver. We believe that unless this
changes, central banks may find themselves locked in this new regime, potentially for decades.

FIVE REASONS WHY WE BELIEVE THE LOW YIELD ENVIRONMENT IS HERE TO STAY // 4
1. Populations are aging which is a drag on growth and increases demand for fixed income assets
2. An excess of savings is increasing demand for financial assets
3. Monetary and fiscal policy will be used to keep yields at historical lows
4. Globalization is likely to keep downward pressure on inflation
5. Economies are less sensitive to interest rates than in the past, but there is still a relationship

THERE ARE SCENARIOS WHERE A SUSTAINED RISE IN YIELDS IS POSSIBLE – BUT THEY
COULD TAKE DECADES TO IMPLEMENT // 8
Potential scenarios for an orderly exit could include a controlled deleveraging, a return of pricing power
to labor markets, a deceleration in disinflationary forces, or a switch to new monetary policy alternatives.
A disorderly exit is possible, but we believe it is unlikely. An unexpected acceleration in inflation or a
sovereign debt crisis are two potential drivers.

WITHOUT EXTRAORDINARY POLICY SUPPORT – YIELDS IN SOME GOVERNMENT BOND
MARKETS WOULD LIKELY BE SIGNIFICANTLY HIGHER // 10
When we model 10-year government bond yields, the US and UK appear furthest away from fair value. German
and Japanese yields appear to be trading closer to where they would be without central bank support.

CONCLUDING REMARKS // 12
We see little reason to believe that disinflationary forces, most of which can be forecasted, will reverse
over the near-term. As a result, interest rate cycles are likely to remain dampened and we believe longterm interest rates will be capped at very low levels relative to history for an extended period, possibly
even decades.

GLOBAL MACRO RESEARCH
THE AGE OF LOW YIELDS
FOR A PERIOD, JAPAN WAS VIEWED AS A UNIQUE SITUATION AS IT BATTLED TO STIMULATE GROWTH
FOLLOWING THE CRISIS OF THE EARLY 1990S. THE BANK OF JAPAN REDUCED INTEREST RATES TO ZERO AND
THE GOVERNMENT IMPLEMENTED ROUND AFTER ROUND OF FISCAL EXPANSION. FAR FROM BEING UNIQUE,
THE CHALLENGES FACED BY JAPAN, SUCH AS AGING DEMOGRAPHICS, PROVED TO BE A LEADING INDICATOR
OF WHAT FACED MUCH OF THE DEVELOPED WORLD. DECADES LATER, CENTRAL BANKS GLOBALLY FIND
THEMSELVES IN A SIMILAR LIQUIDITY TRAP, HAVING FAILED TO MEANINGFULLY RAISE RATES IN CONSECUTIVE
ECONOMIC CYCLES. IN THIS PAPER WE EXAMINE THE UNDERLYING TRENDS THAT HAVE ALLOWED LOW
INTEREST RATES TO BECOME ENTRENCHED GLOBALLY; FIVE REASONS WE DON’T BELIEVE THIS REGIME WILL
CHANGE IN THE SHORT OR MEDIUM TERM, AND OUR ANALYSIS OF THE IMPACT OF THESE EXTRAORDINARY
POLICY MEASURES ON MAJOR BOND MARKETS.

THE LOW YIELD ENVIRONMENT HAS BEEN
DECADES IN THE MAKING
When looking for the roots of today’s low yield environment, the
most obvious starting point is the 2008 to 2009 global financial
crisis – the most severe shock to the global economy in the
post-World War II era. Central banks were forced to look for ways
to stimulate growth during a period when their primary historical
transmission mechanism (the banking system) was broken. Major
central banks tested the zero lower-bound of interest rate policy
and, in the case of the ECB and Bank of Japan, started to
experiment with negative interest rates. Quantitative easing (QE)
programs were launched and gradually moved from
unconventional policy to a broadly accepted policy tool.

But, underlying this shift has been a long-term decline in the level
of global inflation (see Figure 1) which started decades before the
global financial crisis began. It is the failure of inflation to gain
traction through consecutive cycles that has allowed interest rates
to grind lower and lower as central banks seek to use negative real
interest rates to stimulate growth during downturns. Put simply,
at 3% inflation, a 1% nominal policy rate has a real rate of -200bp,
but at 2% inflation, rates must be brought to zero to provide the
same amount of real accommodation to the economy. Lower
inflation therefore increases the probability central banks will have
to hit their effective lower bound and contemplate non-traditional
policy, like QE. As a consequence, while the global financial crisis
accelerated central banks’ shift to zero rate policy, a lower
inflation environment may have made it an inevitability.
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Figure 1: G7 core inflation has been in a long downward trend1
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Source: Insight and Bloomberg. Data as of October 31, 2020.
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FIVE REASONS WHY WE BELIEVE
THE LOW YIELD ENVIRONMENT
IS HERE TO STAY
POPULATIONS ARE AGING WHICH IS A DRAG ON GROWTH
AND INCREASES DEMAND FOR FIXED INCOME ASSETS

1

In most major economies, working-age population as a share of total population has peaked
and gone into decline (see Figure 2). This change has been driven by aging populations, with
economies no longer generating sufficient new workers to replace those retiring.

%

Figure 2: Working-age populations appear to have peaked in major economies2
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Academic research suggests that as populations age, productivity can be negatively
impacted. For example, the majority of patents in the United States are filed by individuals in
their 40s. Lower population growth, without a corresponding rise in productivity, will
generally lead to slower trend growth in GDP, and a lower neutral level of interest rates as a
result.
In theory, counterbalancing this would be an increase in inflationary pressures resulting
from a rise in wages. Companies forced to compete for workers in a diminishing pool of
labor would need to pay to attract staff. However, the impact of this has been diminished by
two underlying trends. Firstly, the growing use of automation and a shift to digitalization has
acted to suppress wages. Secondly, globalization allows companies to effectively outsource
labor to other, lower cost, economies such as China. China’s own working age population is
now in decline, however, and it will be important to monitor the impact of this in the coming
years.
As populations age, so retirement savings grow and these tend to be biased towards assets
that generate income such as bonds, exerting downward pressure on longer-term yields.

2

AN EXCESS OF SAVINGS IS INCREASING DEMAND FOR
FINANCIAL ASSETS

If there is an excess of savings, beyond the amount needed to fund investment, then those
excess savings enter financial markets and compete for assets such as bonds, resulting in
downward pressure on yields. As discussed in point 1, part of this savings glut is a result of
aging populations preparing for retirement, but another driver is a growing level of
inequality. Higher-income households tend to consistently maintain a higher savings rate
over time, spending less of their income on consumer goods and more on financial assets
than lower income households. As economies such as the US grow, the increasing demand
for financial assets could be one factor driving the yield premium available on longer-dated
securities downwards (see Figure 3).

4

Source: Insight and Bloomberg. Data as of December 2020. Age between 15 to 64 years.
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Figure 3: Yield premiums (RHS) have moved lower as wealth has become more concentrated3

Estimated 10-year US term premium

A third source of excess savings comes from global foreign currency reserves, with
developing market central banks purchasing major currencies to maintain competitive
exchange rates. These reserves have been primarily invested into fixed income markets.

3

MONETARY AND FISCAL POLICY WILL BE USED TO KEEP YIELDS
AT HISTORICAL LOWS

Historically, although yield curves tend to be anchored by short-term rates, yields in longer
maturities were driven primarily by markets. This effectively capped the level of debt that
governments were able to accrue by making it more expensive for those with higher debt
levels to borrow. The introduction of QE (see Figure 3) has radically changed that dynamic,
allowing central banks to effectively control long-term interest rates and providing
governments with significantly more fiscal space than previously believed.

%

Figure 4: Central Bank balance sheets as a % of GDP4
140
120
100
80
60
40
20
0
1998
Fed

2001

2004
BoE

2007
BOJ

2010

2013

2016

2019

ECB

In the short term this is likely to lead to a period of financial repression, with central banks
keeping yields low to allow governments to expand fiscal stimulus – effectively resorting to
their historical role of financiers of last resort. Over the longer term, more radical policies
such as Modern Monetary Theory could gain traction.

MODERN MONETARY THEORY (MMT)
MMT has become an increasing area of focus in the public and academic discourse over the past two years as views on
fiscal space have developed and charismatic politicians have advocated for it. The post financial crisis environment of low
inflation, lower growth, flatter Phillips Curves, QE, and rising government debt have largely contributed to a re-assessment
of the drivers of inflation and the importance of deficits.
Under MMT, it is argued that governments should run a fiscal deficit or surplus sufficient to hit a target level of inflation and
employment – with monetary printing used to finance the deficit in order to target a preferred rate of interest. In essence,
MMT argues that the central bank, and not economic fundamentals, determines the level of interest rates based on its
purchasing activity.

Source: Insight and Bloomberg. Data as of September 30, 2020. 4 Source: Insight and Bloomberg.
Data as of January 31, 2021.
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GLOBALIZATION IS LIKELY TO KEEP A DOWNWARD PRESSURE
ON INFLATION

The past twenty-five years have witnessed an unprecedented rise of globalization with
increasing cross-border supply chain integration and declining trade barriers. The greater
integration of low-cost emerging markets into the global supply chain has had a significant
disinflationary impact on consumer prices in the developed world, with China playing a key
role since its ascent to the WTO in 2001. Since 1990, services prices in the US have risen by
147%, which is a 3.1% annualized pace – in excess of the Federal Reserve’s implied 2.3-2.4%
target on overall CPI. However, durable goods prices are 4% lower today than in 1990 as
their production has been outsourced to lower-cost, foreign nations (see Figure 5).

Index level

Figure 5: Globalization has weighed on goods inflation5
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Although the share of China in world export markets has plateaued in recent years, it is
unlikely that globalization will reverse in any meaningful way, and other low-cost producers
such as India, Vietnam and Mexico are competing to grow their own market share. This
should keep downward pressure on goods prices in the short term. In the longer-term
advances in robotics and artificial intelligence could even result in another downward shift.

Central banks are likely to remain wary
that a rise in interest rates will choke off an
economic recovery, incentivizing them to
keep interest rates low until output gaps
have been clearly closed

5

6

Source: Insight and Bloomberg. Data as of January 31, 2021.
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ECONOMIES ARE LESS SENSITIVE TO INTEREST RATES THAN
IN THE PAST, BUT THERE IS STILL A RELATIONSHIP

When we examine the relationship between GDP and interest rates over time, it appears
that the sensitivity of growth to changes in interest rates changed around the time of the
global financial crisis. In the run up to the crisis, the traditional negative relationship
between interest rates and growth declined to the point where there was very little
sensitivity of growth to interest rates; this was likely a result of the abundant availability of
credit. After the crisis, when credit became less available, changes in interest rates returned
to their historical relationship. If interest rates rose, then it would negatively impact growth,
and vice versa.
When examining individual countries, we found that the change in sensitivity of the US
economy to changes in interest rates was especially notable at around half of its historical
average. We believe that this is in part due to the changing nature of US industry, with
software investment, which is shorter term in nature and less interest rate sensitive, gaining
share relative to investment in physical structures (see Figure 6). Japan was notable for
having a higher sensitivity than other economies. This is likely due in part to the fact that its
interest rates have exhibited significantly less volatility than other developed markets over
the past decade, while its economy is highly integrated into the global economy given its
high share of value-added exports.

Billion ($)

Figure 6: US companies investment priorities have changed6
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Although the sensitivity of some economies to changes in interest rates has declined, the
impact has not changed since policy rates have been brought to zero – or below. Indeed,
European growth in particularly has shown greater sensitivity to interest rates, on average,
in the years subsequent to the move negative than before. This suggests that central banks
are likely to remain wary that a rise in interest rates will choke off an economic recovery,
incentivizing them to keep interest rates low until output gaps have been clearly closed.

6

Source: Insight and Bloomberg. Data as of July 31, 2020.
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THERE ARE SCENARIOS
WHERE A SUSTAINED RISE
IN YIELDS IS POSSIBLE –
BUT THEY COULD TAKE
DECADES TO IMPLEMENT

Given the five factors we have outlined, exiting the age of low yields is unlikely
to be easy. If monetary authorities intentionally exit these extraordinary polices
it is likely to be a more orderly transition – but such an exit could take a
considerable period to implement, possibly decades.
Potential scenarios for an orderly exit:
• A controlled deleveraging: Since the 1980s, monetary and fiscal authorities
have encouraged debt creation, both in the public and the private sector, to
reflate the economy. If nominal GDP were to expand at a faster pace than the
growth in debt, possibly as a result of a new productivity boom, it would
effectively mean a controlled deleveraging, allowing central banks to gradually
normalize policy over a long period of time.
• Returning pricing power to labor markets: Corporate profits and capital
income have far outpaced labor income in the last 40 years. As a result,
consumers have not benefited from real growth to the same extent as the
corporate sector. If workers were able to gradually increase their pricing
power, most likely requiring increased regulation, then it should benefit
consumer demand and potentially normalize inflation and monetary policy
over time.
• Disinflationary forces decelerate: If the disinflationary forces that have
exerted downward pressure on inflation over recent decades dissipate or
even reverse, then it could cause long-term inflation trends to normalize,
and with-it central bank policy. In such a scenario, central banks would likely
take some time to accept this new reality given that inflation has persistently
failed to gain traction in previous cycles. Of course, if this were to happen
rapidly and in an unexpected way it could become more disorderly,
a scenario we discuss later.

8

An abrupt shift in the inflationary
backdrop could force central banks
to unwind their policies more
quickly than expected in order
to avoid inflation expectations
resetting to unreasonable levels

• New monetary policy alternatives: A move to digital
currencies, alongside a suppression of physical cash, would
allow monetary policy to be disintermediated from the banking
system and for policy makers to raise interest rates, or cut
them into deeply negative territory if necessary. In this
scenario short term interest rates would once again become
the primary policy tool for central banks, rather than QE.
Alternatively, monetary authorities may be forced to exit their
extraordinary policies, which would most likely result in a
disorderly unwind with profound economic and market
implications. This could happen over a much shorter period of
time, but neither scenario appears particularly likely, at least
amongst major economies.
Potential scenarios for a disorderly exit:
• An unexpected and sustained acceleration in inflation:
An abrupt shift in the inflationary backdrop could force central
banks to unwind their policies more quickly than expected in
order to avoid inflation expectations resetting to unreasonable
levels. This would likely result in sharply higher long-term
interest rates. Potential backdrops for this scenario could
include a broad upward trend in commodity prices.
• Sovereign/currency crisis: In a sovereign crisis, investors
initially lose confidence in the sovereign, prompting them to
sell their government bond holdings, resulting in a sharp rise in
yields. In theory, QE programs could be expanded to try and
mitigate this scenario, but until it happens it is difficult to
predict how effective this would be.

9

WITHOUT EXTRAORDINARY POLICY
SUPPORT – YIELDS IN SOME
GOVERNMENT BOND MARKETS WOULD
LIKELY BE SIGNIFICANTLY HIGHER7
Whilst our base case is very much for central banks to continue bond purchases and thereby suppress yields, it is
also useful to consider where yields would trade if it wasn’t for this tremendous central bank support. To do this, we
have constructed linear regression models to estimate fair value of 10-year yields based on explanatory variables
such as central bank policy, inflation, unemployment and implied future policy rates over 6 and 12 months.
We modelled 10-year government yields from the US, Germany, UK and Japan. These five variables explain
a large proportion of the moves in 10-year yields – the models have R2 values8 of 83%, 92%, 94% and 89%
respectively. Unsurprisingly, the results suggest yields are being held artificially low. This is most evident in the
UK and the US (see Figure 6), where rates are around 80bp below the level suggested by these macro variables.
German 10-year yields are 37bp below fair value, whilst 10-year Japanese government bonds trade just 9bp
below fair value (see Figure 7). Whilst we do not expect rates to trade in line with such variables at any point in
the near future, these models could provide a useful guide to where yields could move if and when central bank
support starts to be withdrawn.
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Figure 7: US 10-year government yields, actual versus fitted9
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7
WHERE MODEL OR SIMULATED RESULTS ARE PRESENTED, THEY HAVE MANY INHERENT LIMITATIONS.
CLIENTS’ ACTUAL RESULTS MAY BE MATERIALLY DIFFERENT THAN THE RESULTS PRESENTED. UNLIKE AN ACTUAL
PERFORMANCE RECORD, MODEL RESULTS DO NOT REPRESENT ACTUAL TRADING AND MAY NOT REFLECT THE
IMPACT THAT MATERIAL ECONOMIC AND MARKET ACTORS MIGHT HAVE HAD ON INSIGHT’S DECISION-MAKING
IF ACTUAL CLIENT FUNDS WERE BEING MANAGED. ALSO, SINCE SUCH TRADES HAVE NOT BEEN EXECUTED, THE
RESULTS MAY HAVE UNDER OR OVER-COMPENSATED FOR THE IMPACT, IN ANY, OF CERTAIN MARKET FACTORS,
SUCH AS LACK OF LIQUIDITY. SIMULATED TRADING PROGRAMS IN GENERAL ARE ALSO SUBJECT TO THE FACT
THAT THEY ARE DESIGNED WITH THE BENEFIT OF HINDSIGHT. MODEL RESULTS ARE ACHIEVED THROUGH THE
RETROACTIVE APPLICATION OF A MODEL. MODEL RESULTS SHOWN DO NOT REFLECT MANAGEMENT FEES,
TRANSACTION COSTS AND OTHER EXPENSES THAT WOULD REDUCE RETURNS. THIS IS A HYPOTHETICAL MODEL.
THE QUOTED BENCHMARKS DO NOT REFLECT DEDUCTIONS FOR FEES, EXPENSES OR TAXES. THE BENCHMARKS
ARE UNMANAGED AND DO NOT REFLECT ACTUAL TRADING. THERE COULD BE MATERIAL FACTORS RELEVANT
TO ANY SUCH COMPARISON SUCH AS DIFFERENCES IN THE VOLATILITY, AND REGULATORY AND LEGAL
RESTRICTIONS BETWEEN THE INDEXES SHOWN AND THE STRATEGY. INVESTORS CANNOT INVEST DIRECTLY IN
ANY INDEX. 8 The R-squared (R2) measures how much of the variable’s movements (in this case government
bond yields) can be explained by the model. 9 Source: Insight and Bloomberg. Data as of December 31, 2020.
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Figure 8: Japan 10-year government yields, actual versus fitted10
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Whilst our base case is very much for central banks
to continue bond purchases and thereby suppress
yields, it is useful to also consider where yields
would trade if it wasn't for this tremendous central
bank support

10

Source: Insight and Bloomberg. Data as of December 31, 2020.

11

CONCLUDING REMARKS
We see little reason to believe that disinflationary forces, most of which can be forecasted,
will reverse over the near-term. As a result, interest rate cycles are likely to remain
dampened and we believe long-term interest rates will be capped at very low levels relative
to history for an extended period, possibly even decades.
Short-term gyrations in growth are likely to cause some volatility in longer-dated yields, but
unless there is a period of vigorous, sustained growth, the aggressive efforts of central
banks to maintain easy monetary policy and support fiscal spending will reassert itself over
time. Our analysis suggests that yields in US and UK government bond markets are the
furthest below their fundamental value. Although we believe that central banks will
ultimately maintain control over yield curves, these two markets could provide the greatest
opportunity for short-term upward corrections as market forces and central bank policy
struggle for dominance over time. In Japan and the eurozone yields are closer to
fundamental value.
FOR PROFESSIONAL CLIENTS, QUALIFIED INVESTORS, INSTITUTIONAL INVESTORS, WHOLESALE INVESTORS
AND LICENSED FINANCIAL ADVISORS ONLY. NOT TO BE REPRODUCED WITHOUT PRIOR WRITTEN APPROVAL.
PLEASE REFER TO THE IMPORTANT INFORMATION AT THE BACK OF THIS DOCUMENT.
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With monetary policy reaching its limits as a policy tool, it is our
belief that developed economies have now entered a period we
are calling Neofiscalism, whereby governments run highly
expansive fiscal policies to counter structural disinflationary
forces, while central banks enact financial repression to allow this
fiscal expansion to remain affordable. For our further thoughts on
this subject see our paper: Neofiscalism. https://www.
insightinvestment.com/globalassets/documents/us-redesigndocuments/perspectives/us-global-macro-neofiscalism.pdf
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