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Conundrum: what if bond yields stay too low again?  

   

Although the recent rise in benchmark bond yields has triggered some financial market 
turbulence, higher borrowing costs that mostly reflect stronger economic conditions 
need not be a major economic concern. In this report, we analyse the major trends in 
long-term benchmark yields and the economic consequences of their recent uptick. We 
draw four major conclusions. 

● The economic risks from rising bond yields are low: The modestly higher 
sovereign bond yields for advanced economies reflect the recent acceleration in 
economic growth, they pose no serious threat to it. In the same vein, a gradual 
central bank policy tightening that simply matches the positive trend of rising 
demand for investment need not weigh on economic momentum either. 

● A key long-term risk – yields do not rise by enough: Although changes in the 
central bank policy rate have strong effects on the short end of the yield curve, 
market forces play a larger role at the long end. During the past few rate hike cycles, 
rising global savings kept benchmark bond yields low even when central banks 
were raising short-term rates. To the extent that this impairs the transmission of a 
change in policy rates to the real economy, central banks must be ready to deploy 
other instruments such as reducing the stock of asset holdings to influence 
aggregate demand in the desired way. 

● Watch out for excesses: Low risk-free rates relative to nominal GDP growth can 
help economies recover quickly from balance sheet recessions. This held true for 
the post-Lehman period, until recently. History shows that episodes when the 
difference between sovereign bond yields and nominal GDP growth was 
persistently negative have been associated with excesses. This includes the high 
inflation in the 1970s, the dotcom bubble at the turn of the millennium, and in the 
run-up to the financial crisis during the 2000s (Chart 1). 

● Central banks should not repeat the mistakes of the 2000s: Because of their large 
balance sheets, global central banks now have a greater and more direct capacity to 
influence benchmark borrowing costs than in the 2000s. Therefore, if rate hikes 
over the coming years are not fully transmitted along the yield curve due to a still-
high demand for safe assets in the global economy, central banks could consider 
unwinding their balance sheets faster than currently planned in an effort to raise 
long-term borrowing costs and prevent an excessive overheating of the economic 
upswing. 

Chart 1: Nominal GDP growth versus 10-year government bond yields (US, Germany, UK) 

Quarterly data. Source: Federal Reserve Board, ECB, BoE. Data are weighted: US (75%), Germany (14%), and UK (11%) 
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The case for tighter monetary policy 

After seven years of caution, 2017 marked the partial return to normal cyclical dynamics for 
the developed world. The current upswing is broad-based across regions. Production, 
investment and trade are all turning up strongly. In the US and in the Eurozone, 
consumption and investment are gaining healthy momentum. Measures of company and 
household confidence point to further sustained gains ahead (Chart 2 and 3). 

For now – with the exception of the Brexit-stricken UK – core consumer price inflation 
remains close to or below the 2% rates that central banks deem desirable. But solid growth 
at low inflation can not last forever. Over time, strong demand gains will put strains on 
available resources, strengthening firms’ pricing power. Tightening labour markets are 
already causing a modest acceleration in wage growth. After demand surprised to the 
upside in 2017, higher-than-expected inflation is a risk to watch in the coming years. 

Chart 2: US Philly Fed capex versus real business fixed 

investment 

Chart 3: Eurozone confidence versus consumption (yoy %) 

  

Quarterly data. Source: Bureau of Economic Analysis, Federal Reserve Bank 

of Philadelphia 

Quarterly data. Source: European Commission, Eurostat, Berenberg 

calculations 

The recent rise in benchmark yields corresponds to stronger growth and inflation 
expectations, and in turn, higher expected central bank policy rates. As benchmark rates 
rise, the cost of borrowing for corporates and household will probably rise too. Is this a 
cause for concern? No. The stronger economic growth has boosted risk appetites. Over 
time, this will translate into higher demand for credit and risky investment, and lower 
precautionary saving. But with stronger growth in revenues and wages, firms and 
households now have the means to fulfil their higher demand for risk. As part and parcel of 
the normalisation, borrowing costs need to therefore rise to prevent economies from  
overheating and keep them on an even keel.  

Central banks will not put the brakes on the upswing with excessive rate hikes, but simply 
ensure that monetary policy remains broadly neutral – as opposed to becoming easier – as 
economic conditions improve. Because the party is only at an early stage and inflation risks 
still remain modest, central banks have signalled they will exit their expansionary policies 
only slowly. For now, central banks have no need to overreact to a gradual return to more 
normal rates of wage growth and inflation. 

At present, benchmark bond yields are low relative to the market’s expectations for growth 
and inflation. Standard textbook economics would argue that the current low government 
bond yields reflect easy monetary policies and that they will rise over time in proportion to 
central bank tightening. The current market worries seem to focus on the risk that this 
process could happen too quickly. 

A sharp rise in bond yields towards more historically consistent levels would jar markets in 
the short run. This would be undesirable. However, benchmark yields that remained 
persistently too low relative to central bank policy and the pace of demand growth will 
shorten the length of the economic expansion. An economic upswing that ends prematurely 
would ultimately be worse for markets. Through tweaks in their forward guidance, expect 
major central banks to gradually try to ease markets back into the new (old) stance of 
monetary policy over the coming months and years.  
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If markets began to fear a significant impact on economic momentum, the adjustment to 
this new expectation would partly act like a self-correction to the initial overshoot. Upon 
anticipating the hit to economic growth, markets would predict a slowdown in the pace of 
monetary policy tightening. This would slow the rise in yields and pace of tightening in 
financial conditions for the real economy and in markets. 

We are mostly interested in a long-term risk that monetary policy makers could undershoot 
rather than overshoot when it comes to tightening in the coming years. History shows that 
structural factors can dampen the transmission mechanism of monetary policy, weakening 
the punching power of rate hikes. We assess whether these factors are present this time 
around, and if so, what steps can central banks take to address them? 

What determines bond yields? 

As a starting point, it is worth outlining the most important factors that influence 
benchmark government bond yields, along with the drivers of those factors. Generally 
speaking, sovereign bond yields integrate and add together three economic phenomena: (1) 
the expected path of short-term central bank interest rates; (2) the expected path of 
inflation; and (3) term and risk premia. 

All of these three factors have contributed both to the gradual decline in government bond 
yields since the 1980s and the especially low yield environment during the post-Lehman 
period. 

● The expected path of short-term interest rates fell dramatically after the financial 
crisis as central banks lowered their policy rates and promised to keep them low to 
stimulate aggregate demand. This lowering of short-term interest rates encouraged 
market participants to shift further along the yield curve, toward longer-dated paper, in 
search of higher yield. By encouraging higher demand for long-term assets, cutting the 
policy rate leads to the bidding-down of long-term rates. 

● The expected path of inflation: Because rates of underlying inflation since 2009 have 
been unusually low – barring the two temporary oil price shocks – and critically, were 
widely expected to remain low, lenders did not require much compensation for the only 
small expected loss in purchasing power. This caused the inflation component in 
nominal benchmark yields to fall. 

● Term premia: This is the extra compensation lenders require for holding a long-term 
security over a series of short-term ones. Two main factors drive term premia: the 
expected risk of holding long-term securities and changes in demand for different 
classes of investment (risk premia). Market participants have become more risk averse 
than before the financial crisis. Preferring the high level of safety that government 
bonds provide over riskier asset classes, market participants have required a much 
lower level of compensation than before on long-dated government bonds. Indeed, for 
German bunds, up to 10 years and beyond, yields were negative during mid-2016; 
investors were willing to pay for the security that such assets provided. 

Although changes in the central bank policy rate have strong effects on the short end of the 
curve, market forces play a larger role further down the curve. Long-dated benchmark 
rates are determined as much by the balance of supply and demand for savings and 
investment in the wider economy as central bank policy. Demand for investment is 
positively correlated with the expected return on capital, with investment demand rising 
and falling along with ups and downs of the economic cycle. When investment demand is 
weak, lenders must offer attractive (low) borrowing costs in order for the supply of savings 
to clear. 

In the post-Lehman age of caution, expected real returns on capital have been low. 
Meanwhile, demand for precautionary saving has been unusually elevated. Real 
equilibrium interest rates have thus fallen in order to clear the excess supply of savings 
relative to the lower demand for investment. This process would have partly happened 
even without central bank intervention. 

Trends in long-term bond yields  

Despite their recent uptick, yields on government bonds remain close to historically low 
levels in major parts of the western world. Although new factors since the most recent 
crisis have weighed on long-term benchmark yields, the downward trend in yields far pre-



Economics 

 
 

 

4 

dates the post-Lehman period. Yields on the major western benchmark assets, such as the 
US, the German and the UK’s 10-year government bonds peaked in the mid-teens during 
the 1980s. Today, they are nowhere near these levels. 

Four major factors have contributed to this downward trend in rates. 

Declining inflation 

Chart 4 shows our benchmark 10-year government bond yield for the western world, made 
up of a weighted average of US, German and UK government bonds. It shows data on both 
a real and nominal basis, with the difference, inflation, highlighted. One might argue 
simply that inflation targeting has been a success. Headline consumer price inflation has 
declined from above 10% in the 1980s to c2% during the past 15 years or so; 2% headline 
inflation is the common inflation target of the Federal Reserve (Fed), the European Central 
Bank (ECB), and the Bank of England (BoE). 

Chart 4: Nominal versus real 10-year bond yields (%, weighted average of US, Germany and UK) 

 
Quarterly data. Source: Federal Reserve Board, Bureau of Economic Analysis, ECB, Deutsche Bundesbank, BoE, Office for National 

Statistics, Berenberg calculations. Weights: US (75%), Germany (14%), and UK (11%) 

In the 1970s, rising inflation triggered initially by a sharp rise in the oil prices was badly 
exacerbated by excessively loose monetary policy, combined with a substantial expansion 
of public welfare spending and major wage increases. At the time, central bankers thought 
they need not worry about high inflation during periods of rising unemployment. This 
proved to be a mistake. 

Central banks learned that the Phillips curve (the relationship between unemployment and 
inflation) can shift. When inflation expectations rise, both inflation and unemployment can 
increase together. By learning from these past mistakes, and by committing to low and 
stable inflation, central banks have managed to reduce inflation rates to low and 
sustainable levels in the past 30 years. 

Falling productivity growth  

During the 1980s, 1990s and early 2000s, productivity growth was more or less stable on 
trend, along with real GDP growth rates and real wages. Worker output per hour growth 
averaged 1.7% pa amid the usual cyclical ups and downs (Chart 5). Ahead of the financial 
crisis, productivity growth rates in the western world began to slow dramatically around 
2005. In our report, “Can productivity growth keep inflation at bay?”, we discussed the 
potential underlying causes of the slowdown in productivity growth since the mid-2000s. 

The slowdown in output-per-worker growth in the advanced world, dubbed the 
“productivity puzzle” in the UK, is dramatic. Average US, German and UK annual growth in 
output per worker has fallen to an average of 0.7% yoy since 2009. The declining rate of 
return on capital investment, reflected in the slowing productivity growth rates, has further 
contributed to the reduction in nominal government bond yields. 
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Chart 5: Productivity - output per worker (yoy %, weighted based on US, Germany and UK ) 

 
Quarterly data. Source: OECD, Bureau of Economic Analysis, Deutsche Bundesbank, Office of National Statistics, Berenberg 

calculations. Weights: US (75%), Germany (14%), and UK (11%) 

Rising global savings 

The negative contribution of declining inflation and weak post-Lehman productivity 
growth to long-term benchmark rates is well known. The rise in global savings over the 
past 40 years is a third factor. As Chart 6 shows, global savings have risen from c21% of 
global GDP in 1983 to c26% in 2017. Measured in 2010 US dollars, global savings have 
nearly tripled over this period to now close to $20trn.  

The increasing openness of the global economy (especially between east and west) led to 
strong demand for the highly price competitive exports from emerging Asian economies – 
most notably China – and rising demand for energy from oil-producing economies. These 
surplus export-orientated economies needed a place to put their savings. Western 
government bonds have become the asset of choice. China and Japan are the major foreign 
owner of US treasuries, with each owning more than $1trn of US government bonds. This 
rise in global demand for advanced countries’ sovereign debt has contributed substantially 
to the fall in real long-term benchmark rates since the 1980s. 

Chart 6: Global demand for savings has risen dramatically in the past 35 years 

 
Annual data. Source: IMF, World Bank, Berenberg calculations 

Since the financial crisis, global demand for safe haven assets has increased dramatically. 
Scarred by the financial crisis, high precautionary savings by western corporations, relative 
to the even lower demand for investment amid the heightened caution, has contributed 
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further downward pressure on benchmark yields. The most recent uptick in yields reflects 
a partial reversal in this latter trend. 

Unorthodox central bank policies 

Since the financial crisis, global central banks including the Fed, the ECB, and the BoE have 
undertaken massive bond buying schemes – quantitative easing (QE) – in an effort to lower 
long-term borrowing costs. QE offers central banks a much more direct steer on the curve 
for benchmark rates, and therefore, more direct influence on borrowing costs in the real 
economy and in financial markets. 

But have central banks driven benchmark long-term yields to “artificially low” levels, as 
one often hears, and thus distorted markets? Not much, no. While central banks have 
probably succeeded in lowering long-term bond yields a little, maybe 20-30bp, such yields 
would have probably fallen anyway thanks to trends driving demand for these assets, while 
lowering their expected yields, namely high precautionary saving, and falling inflation and 
productivity growth. 

QE merely added to the already elevated demand for these bonds. Chart 7 illustrates this 
point well. We note that the rate of fall in the yield on our benchmark index of US, German, 
and UK 10-year government bond yields did not accelerate as QE came along after 2009, 
but instead broadly followed the trend that had persisted for almost 20 years, with the 
usual ups and downs. While QE has probably boosted the prices of risky assets via portfolio 
rebalancing effects, its contribution to the fall in long-term risk-free rates is probably 
exaggerated. 

Chart 7: Nominal 10-year bond yield – US, Germany and UK versus best fit line (%) 

 
Quarterly data. Source: Federal Reserve Board, ECB, BoE, Berenberg calculations. Weights: US (75%), Germany (14%), 

and UK (11%) 

Judging the stance of monetary policy 

The discussion so far brings out the critical issue that a low or high central bank policy rate, 
by itself, cannot signal whether monetary policy is either loose or tight. In order to 
determine the “stance” of monetary policy, one needs to measure the real policy rate 
relative to the real rate that would otherwise balance the demand and supply of savings 
and investment; this is called the short-term real equilibrium interest rate. 

During a recession, the central bank usually aims for a real policy rate that is below the 
equilibrium real rate. By encouraging less saving and lowering the costs of capital, central 
banks can stimulate demand growth. Conversely, during the boom phase of the economic 
cycle, the central bank would typically aim to overshoot the equilibrium rate to prevent an 
overheating by encouraging more saving and less consumption. 

A key challenge for a central bank is to determine the stance of its own policy. Although the 
short-term policy rate is known and inflation can be measured, the short-term real 
equilibrium interest rate cannot be measured in any reliable sense. This latter issue could 
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justify a lengthy piece of standalone analysis – suffice to say that, in the cases where 
central bankers and economists disagree on the appropriate monetary policy action, such 
as the pace at which to cut or raise the policy rate, it is often because they have differing 
views on where the real short-term equilibrium rate is. 

During a downturn, the real interest rate required to balance demand for investment with 
the supply of savings can be highly negative. As central bankers are limited in how far they 
can reasonably lower their policy rates into negative territory, depending on inflation, 
sometimes they are simply unable to lower their real policy rate far enough to boost 
aggregate demand. During deep recessions, monetary policy can be still too tight even 
when nominal central bank policy rates are reduced to zero. This constraint at the lower 
bound is the main reason why central major banks decided to undertake unorthodox 
policies since 2009 such as quantitative easing (QE) and other types of asset purchase 
programmes. After cutting rates as far as they could go, policy makers sought other 
channels through which they could stimulate demand. 

As a final point on monetary policy, it is worth stressing that the best way for central banks 
to ensure that long-term benchmark rates remain as low and stable as possible is by 
following a prudent policy. Suppose, for instance, that as the economy enters the boom 
phase of the cycle, central banks decided to keep their policy rates low rather than hike 
them. Would that ensure borrowing costs remained low? No. Instead, by keeping its policy 
rate too low relative to economic conditions, the central bank would foster excess demand 
growth. In turn, this would drive up demand for consumption and investment relative to 
the supply of savings. Long-term yields would rise. However, by hiking rates according to 
rising demand growth during the upswing to prevent an overheating, central banks 
actually do the most they possibly can to maintain low nominal borrowing costs. It is 
precisely because central banks ran excessively loose monetary policy in the 1970s that 
nominal borrowing costs skyrocketed during the period. 

A long-term risk: benchmark yields may not rise enough 

US nominal 10-year treasury yields reached a low of c1.3% in July 2016. German nominal 
10-year bund yields bottomed at –c0.2% in August 2016; UK nominal 10-year gilt yields hit 
a low of c0.5% in the same month. Government bond yields in the advanced world have 
risen modestly since these lows, reflecting the positive trend of building cyclical 
momentum in the global economy, healthy profit growth and increasing expected returns 
on capital. Since mid-2016, US yields have risen by c160bp, German yields have increased 
by c90bp, and UK yields have risen by c110bp. 

While the current upward trend in yields appears substantial in the context of recent years’ 
subdued yield environment, relative to the economic backdrop of strong nominal demand 
growth and modest but growing inflation risks, benchmark yields and the costs of credit 
are still very low. In 2017, nominal GDP growth in the US was 4.1%, while the nominal 10-
year yield was 2.3%; in Germany, nominal growth and yields were 4.1% and 0.5% 
respectively; and in the UK, 4.5%, and 1.2% respectively. 

Since risk-free rates should capture expected rates of real return on capital, plus inflation 
and some term and risk premia, as a rule of thumb one might expect them to be at least as 
high as estimates of nominal GDP growth. Most of the time this hold true. In the 20 years to 
2007, the average difference between our developed world benchmark for nominal GDP 
growth and 10-year bond yields (US, Germany and UK) is just 0.70bp. This close 
relationship is highlighted on Chart 1 on the cover page. And as might be expected, to 
account for the difference attributable to term premia, on average, nominal 10-year 
government bond yields are typically higher than nominal GDP growth. In this light, the 
post-Lehman experience of borrowing costs remaining significantly below growth is 
unusual. 

Currently, even though nominal GDP growth in the advanced world is rising towards 5% 
and the post-Lehman caution is fading, benchmark 10-year yields remain below 3% in the 
US and below 2% for the major European economies. Low borrowing costs relative to 
nominal output growth can be helpful when economies need to recover from balance sheet 
recessions – this held true for the post-Lehman period, until recently. However, we 
highlight in the next section that, historically, episodes where borrowing costs have been 
low relative to nominal GDP growth have been associated with a build-up of dangerous 
excesses. 
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Too easy financing conditions relative to output growth, typified by a persistent, and often 
large, negative gap between nominal bond yields and nominal GDP growth, provide fertile 
grounds for excesses to accumulate. Benchmark yields are used to price loans, measure 
risk and discount cash flows. Relative to strong economic growth, low financing costs can 
make a range of economic endeavours look more attractive than they would be if interest 
rates were set more appropriately.  

The risk of excesses 

So far during the post-Lehman upswing, we do not yet see major signs of new excesses. 
Following the rise in debt and a misallocation of capital ahead of the crisis, households and 
firms have gone through a long and difficult period of balance sheet strengthening over the 
past eight years because they had no other choice. However, this process is coming to an 
end. As economic momentum in the advanced world normalises in the coming years and 
caution fades further, we need to watch out for these risks just a carefully as in the past. If 
current conditions are maintained for too long, excesses could easily build up again. 

When it comes to identifying excesses, just like all other problems in economics, the 
science is not clear cut. In the past, when economies were less open and financial systems 
were less sophisticated, the signs of excess were more obvious. A sudden surge or drop in 
inflation would signal imbalances between demand and supply that needed to be corrected. 
But in advanced, internationally integrated, modern economies that depend much more on 
credit than before, and where capital and production can cross borders freely, excesses may 
show up much less in inflation than was the case in the past. 

Because risks can build even when the central bank is consistently achieving its inflation 
target – the 2000s are a point in case – central banks must look to excesses in debt and 
credit, in production and capacity, and in the general climate for risk taking and 
speculative investment. Economies are prone to such excesses when borrowing costs are 
too low relative to GDP growth. Recent history gives three examples: excess inflationary 
pressures when demand growth runs ahead of supply growth (1970s inflation); discounted 
incomes on stocks that look more attractive than they are, thereby causing an excess 
bidding-up of equities prices (dotcom bubble); and most dangerously, debt dynamics that 
look more favourable than they are, leading to excess risk taking and malinvestment 
(2000s real estate bubble). 

The curious issue of yield curve inversion 

Standard monetary theory shows that benchmark yields rise and fall in proportion to 
changes in the central bank policy rate and expectations for inflation. History, as is often 
the case, acts as a thorn in the side of theory. Back in the early 2000s, consistent rate hikes 
by the Fed, the ECB and the BoE did not cause a proportional rise in benchmark yields. In 
other words, financial conditions did not tighten by as much as central banks had 
intended. In the US, this was dubbed the “Greenspan conundrum”. 

This “conundrum” is illustrated by the flattening, and eventual inversion of the yield curve 
(Chart 8). Because yields at the long end of the curve did not rise as the Fed and other 
central banks increased short-term rates, the difference between long-term and short-term 
rates declined until, eventually, the curve for government bond yields became inverted, 
with long-term rates below short-term rates. 

Markets often look to the flattening yield curve as a signal that an economic expansion is 
coming to an end. In a way, this is right. The flattening yield curve served as a useful tip-off 
to the dotcom bubble and bust, and the real estate boom and financial crisis thereafter. But 
is the flattening of the curve the signal, or the cause or the recession? This is a critical 
question. Because the flattening curve is gradual, rather than sudden, it suggests a change 
in underlying fundamentals rather than a sudden change in expectations. 

The flattening yield curve makes it more difficult for the central bank to tighten monetary 
conditions sufficiently to stabilise the hot phase of the cycle with standard policy rate 
change alone. After a time, cheap credit and strong growth allow excesses to build up that 
eventually lead to a recession. This fits with our argument that market forces – especially 
global demand for savings – matter just as much for benchmark yields, if not more, than 
central bank policy. If history is to repeat itself, our chief concern in the coming years 
should be that borrowing costs in the advanced world rise by too little as central banks 
tighten. This would be visible in the further flattening of benchmark yield curves as growth 
momentum is maintained and central banks raise rates. 
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Chart 8: The shape of the curve (spread of 10- and two-year government bond yields, ppt) 

 
Monthly data. Source: Federal Reserve Board, ECB, BoE 

The risk we discuss here is decidedly different from the market’s current worry that long-
term yields could rise too much and jar the upswing by raising household and company 
borrowing costs too quickly. If higher bond yields reflected a fall in the credit worthiness of 
sovereigns or a central bank attempt to slow down demand growth below trend, that 
should indeed be a concern for markets. But this is not the case. The rise in bond yields 
reflect the much broader trend of advanced economies and their financial markets 
returning to the old (pre-Lehman) normal with stronger earnings and income growth that 
will offset the modest rises in borrowing costs. 

Historical experience and economic logic would suggest the key risk is actually the other 
way around in the long run – put plainly, that borrowing costs stay too low for too long as 
growth remains above trend. After all, the economic conditions that lead to the central 
bank “conundrum” in the 2000s are present now more than ever: low and stable inflation, 
improving but still-subdued productivity growth, and crucially, a high level of global 
saving. Together these factors could weigh heavily on the longer-dated benchmark yields, 
thereby counteracting somewhat central banks’ efforts to tighten monetary conditions 
through rate hikes. 

Central banks – outlook and implications 

The Fed was the first of the major western central banks to begin the exit from its 
extraordinary post-Lehman monetary policy when it hiked its funds rate for the first time 
in December 2015. Having raised rates by a total 125bp since the first rate hike, taking the 
current funds rate to 1.25-1.5%, we expect four hikes from the Fed this year, two next year. 
In the background, we expect the Fed to gradual and consistently unwind its balance sheet 
made up mainly of US treasuries and private sector assets such as mortgage-backed 
securities. 

For the ECB, we look for an end to QE late this year, followed by an increase in the 0.0% 
main refinancing rate in June 2019, a further 25bp rate hike in December 2019 and roughly 
three more similar hikes in 2020. Given that the Eurozone cycle is some two years behind 
the US upswing, due to the 2010/11 Eurocrisis-induced pause, we do not expect the ECB to 
begin to unwind its balance sheet until probably two years after the first rate hike. 

After hiking once by 25bp in November 2017, we expect two hikes from the BoE in 2018 
followed by one more in 2019. According to the BoE’s guidance on its balance sheet, the 
bank does not plan to unwind QE until the bank rate is high enough to be cut during a 
“normal” downturn without the need for more QE. Historically, the BoE has cut the bank 
rate by c200bp during an average downturn. We therefore expect the bank rate to rise to 
c2.5% before the BoE begins to signal any plans to unwind QE. Given the likely path for rate 
hikes, say 1-2 per year the BoE probably will not be planning an unwind until 2020 at the 
earliest. 
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Unlike the 2000s when central banks could do little more than try to talk up the yield curve 
through their forward guidance, global central banks now have a much larger and much 
more direct capacity to influence the shape of the yield curve after accumulating such a 
large stock of benchmark paper during the post-Lehman recovery (Chart 9). Therefore, if 
central bank tightening over the coming years does not transmit into a large enough rise in 
borrowing costs through the real economy, and the 2000s conundrum is repeated, central 
banks could consider selling off their stocks of public and private assets at faster rates. 

For the ECB, this is not yet an issue. Because the euro crisis had interrupted the Eurozone 
recovery, the upswing is significantly less mature in the Eurozone than in the US and the 
UK, which have both achieved full employment. For the Fed and the BoE, which have 
started the process of raising rates already, reducing the stock of bonds they are holding 
could allow these central banks to raise bond yields to a level which more appropriately 
matches the strength of the economic expansion (US) or the balance between demand and 
Brexit-impaired supply (UK). 

As a rule of thumb, benchmark yields that more closely reflect the strength of nominal 
demand growth – diminishing the negative gap we have discussed herein – would help to 
partly mitigate the build-up of excesses. 

The lesson of history is clear: as monetary policy works with a lag, it is often too late to 
defuse the problem gently by the time the economy is overheating. Central banks thus need 
to watch out for the risks that monetary conditions are not tightening by as much as 
intended. If so, they need to be prepared to use all of their policy tools to attain the 
intended tightening. 

Chart 9: Central bank balance sheets as a % of GDP 

 
Quarterly data. Source: Federal Reserve Board, ECB, BoE 

Before the financial crisis, the implicit policy of central banks, especially the Fed during the 
reign of Alan Greenspan, was that monetary policy makers should not intervene to try and 
prick bubbles. Instead, it should be ready to clean up the mess afterwards if required. As 
the financial crisis showed, that proved to be a mistake. However, that logic probably 
underpinned the low level of concern of central bankers amid the building signs of risk in 
the 2000s and the limited pass-through of their policy tightening through the interest rate 
channel (smaller-than-expected increases in bond yields). In response to such mistakes, 
central banks since the financial crisis have vastly expanded their remits, introducing new 
capacities to detect and treat financial stability risks, ie macroprudential tools.  

The acid test for these new abilities will come if and when genuine excesses begin to show 
up. In an ideal world, policy makers will be ready to use all the tools at their disposal to 
delay the next boom/bust cycle for as long as possible, giving major economies extra time 
to fully recover from their recent financial crises. 
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This document was compiled by the above mentioned authors of the economics department of Joh. Berenberg, Gossler & 
Co. KG (hereinafter referred to as “the Bank”). The Bank has made any effort to carefully research and process all 
information. The information has been obtained from sources which we believe to be reliable such as, for example, 
Thomson Reuters, Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness 
and completeness of all information given. The provided information has not been checked by a third party, especially an 
independent auditing firm. We explicitly point to the stated date of preparation. The information given can become 
incorrect due to passage of time and/or as a result of legal, political, economic or other changes. We do not assume 
responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in this 
document or other statements on rates of return, capital gains or other accession are the personal opinion of the author 
and we do not assume liability for the realisation of these. 

This document is only for information purposes. It does not constitute a financial analysis within the meaning of § 34b or 
§ 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment advice or recommendation 
to buy financial instruments. It does not replace consulting regarding legal, tax or financial matters. 

Remarks regarding foreign investors 

The preparation of this document is subject to regulation by German law. The distribution of this document in other 
jurisdictions may be restricted by law, and persons, into whose possession this document comes, should inform 
themselves about, and observe, any such restrictions. 

United Kingdom 

This document is meant exclusively for institutional investors and market professionals, but not for private customers. It 
is not for distribution to or the use of private investors or private customers. 

United States of America 

This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg Capital Markets 
LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to certain customers. This document 
does not constitute research of Berenberg Capital Markets LLC. In addition, this document is meant exclusively for 
institutional investors and market professionals, but not for private customers. It is not for distribution to or the use of 
private investors or private customers. 

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital Markets LLC (+1 
617.292.8200), if you require additional information. 

Copyright 

The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, copied, 
photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written consent. 
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