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The Treasury-Bund Yield Puzzle

By Micmar Hse

Lovwr Treasury and Bund vields
are continuing to dety market
forocasts, With the renewod esca-
latinn of the euro-zone debt eri- |
5is, 10-year maturites on both
L5 and German government
bonds have sgain fallen well be-
lowe 3% They are reflecling nel- -
ther the visible effects of lower
oitpat gaps doe 1o coonomic re-
cavery, nor somewhat higher in-
NMakion, nor these counlees’
SUrLes in sovereign cebt-issuanca,

Treagury and Bund prices in
light of extremely low interest
ratcs and Aigh public borrowing
in the .5, Japan and many Euro-
pean countries is particularly per-
plexing, Markels could interprel
still-robus: business activity and
high commodity prices as tempa-
rary phenemena, but there is ne
gotting arsund the reality of sov-
ereirn-debt problems. The WS, (-
narcial predicament has boooms
s preeacious Lhae the ratings
agency Stendard & Poor's recently
downgraded iz antleok for (LS,
debt, Bul inurkely shrugeed that
off. Why? .

une factor is that in the past
tw vears savings have massively
increased practically everirwhere,
In 2010 the financial balance of
Lthe privale sertor—basicaliy the
difference betwean the savings
and imvestments of households
and businesses—stood at 6.3% of
GDPF in the 1.5, 52% in the suro
zone and T6% in the UK., after
shening largely negative values in
the vears before Lhe 2008 Doan-
clal crisis, So ot leasl some In-
crease in government debt is be-
ing absorbad by the private
secrol. The same happened in Ja-
pan in the mid-190s, when an in-
crease in sovereign debt, eventu-
ally hitting aboul 200% of GDP,
went a’ong with nterest rates of
between 1% and 2%. Almost all
Japanese governmeant homeds are
bought by Japanese nvestors,
mainly in the financial sector.
This includes the central hank,
the still state-owned post office
bank and goveTIMenT pension
funds.

W can also compare asgects
of the present situation with Ea-

rapa’s posl-war yesrs, when we
ulso s an exlendsd perind of
lowr bond vields (even negative
resl vields) daspite the fact that
numeTous countries were grap-
pling with exorbitant leves of
sovergign debt, In part this could
be cxploined by the nature of the
financial markets back in those
days, when pervasive regulation

and rigid interest-1ate ceilings
were the order of the day. In an
informative snd much-tuoled pa-
per thix year, sconomists Carmen
Reinhart and Belen Shrancia
show thet it was this brand of fi-
nancial reprassinn that allowed
crmniries 1o ligquidele a substan-
tial part of thelr soversign debts
alter the war.

Why U.S. and German
government bonds
remain low—Ffor now,

Tocay there are different,
more sophisticated instromerts to
stoke demand and keep the yields
on government paper low, Guided
by the maxim of a stable frapcia)
swstem, Lhe lguidity reguladons
ukider Basel T and the capital ve-
quirements of Solvency Il ara
nudging banks znd insurance
companies towards secare Invest-
ments—with government bonds
deemed the most secure irvas-
ments ol al, Meanwhile, central
bunks” monctization of sovereizn
debt lost itz taboo some time ago,
srd direet purchases of traded
government bonels liave since be-
camme a key tool in the monstary
policy arsenal. What is more, ex-
Lremely low short-term interest
rates now serve as a sort of “in-
tergst-rate anchor” for the long
erd of the vield curve. While de-
mand is rising, the financial erisis
has depleted the supply of safe
bonds: Fewe: countries enjoy top-
notch ratings and the markets for
asset-backed securities have mare
or less collapsad, Higher demand
and a smatler range of safe in-
vestments on offer spells rising

prices and falling yields on safe-
hawen markeats,

Apuainst this backdeop. what
cam we expert for yields in the
nex: year or so? First, assuming
1hat eventually Burope's leaders
romtain their debt erises and
pweseome the market's fears of
defaudt, Freaswey and Buncd vields
roadad rise by a5 much as 007 paer-
rencage points, This is our esti-
mate of the crisis premium, a ve-
siglaal in the interest vate nat
syp.ained by fundamental fastars
like growth, inflaton and sadngs
rates.

In the medium term tiere are
other cruedal factors for long-
terra interest rates. Will cmorging
ke by and olher surplus eoon-
triez like Japan sustain their high
demand for safe bonds? This
seems very likely, as their curren-
cies are sfrong vis-d-vis the T8,
doliar and therefore they have an
incentive Lo keep buying Treasir-
a3 1o avnid losing competitives
arzs, The disconeerting impleca-
tiom of this is thal global
impalances will remain high, Will
ceniral banks will keep their ratea
Lowr for some time to come, ang
“hersby provide an anchor fox
botd yields? Yes, probaboy, Ce-
spite stnall rate hilses by the Eu-
ropean Central Bank and the
abandonment of cuamtitative eas-
ng in the WS S0 for invesiors,
*he snmewhat paradnadcs] conelu-
sior is Lhal, despite towering gov-
ernment debt and considerable
capital requirements Jaciag many
countrizs, bond yields may rise
only moderately.

S0 far sa gecd. but what
wonld, kappen if confidenee in
L5, fiseal policies really crumbles
and Washington takes no convine-
g steps o avoid A pavients cde-
‘anle? Presumsbly interest rates
would shoot wpward and Lhe dol-
lar would be pushed dowmward,
That woule he a test we can all
hope to avoid.
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