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2. Reduced policy flexibility 

An additional feature of the ongoing cyclical sluggishness is that policy tools are near limits of their effectiveness  
with:  
 

a) official cash rates at ~0%;  
b)  unconventional monetary policy seemingly providing little traction to the real economy; and  
c)  fiscal policy being constrained by both market (Europe) and political (US) forces.  Reduced policy flexibility 

both limits growth upside and exposes downside risks. 
 
3. Effects of unconventional monetary policy 

Faced with the limitations of conventional monetary policy operation, G4 monetary policy makers have provided 
unconventional support in various forms: via asset purchase plans (the Federal Reserve and Bank of England 
(BOE) bond buying programs), duration extension (the US Fed’s Operation Twist), liquidity injections (the 
European Central Bank’s Long Term Refinancing Operations), credit easing (the BoE’s Funding for Lending 
scheme) and forward guidance (the US Fed).  Various studies have estimated the effect of the Federal 
Reserve’s unconventional measures on the Treasury market.  Typically they conclude that there has been 
diminishing marginal effect with each incremental measure, however the average of cumulative impacts of the 
Fed’s unconventional policy on Treasury yields is circa -100bp.1  Clearly there has been a quantitative easing 
(QE) impact on yields, though we should avoid the temptation to equate the estimated effects of QE with 
estimates of misvaluation.  Without QE, economic weakness would have likely been more pronounced and 
hence provided more natural cyclical support for bonds. 
 
4. Financial regulation 

Increased demand for sovereigns arising from post-crisis changes in collateral use and higher bank capital 
requirements have driven yields lower.  The weakening phase of the credit cycle concentrated collateral value in 
‘safer’ securities while lower LTVs (loan to valuation ratio) diminished the circulation of collateral.  Similarly, 
higher bank capital requirements and associated liquidity rules again concentrate demand in ‘safer’ securities. 
 
5. Liquidity preference for safe2 assets in an uncertain environment 

Investors retain a strong heritage preference for ‘safe haven’ assets at times of uncertainty, in the short term 
giving priority to the size and liquidity of a market over fundamental quality.  For example, liquidity preference for 
US Treasuries primarily explains the outperformance of Treasuries in the days following S&P’s downgrade of 
the US sovereign in August 2011.  
 
6. Compositional changes in the supply of safe assets 

Many sovereigns have lost their AAA rating from ratings agencies as a consequence of the deterioration in 
public sector balance sheets following the GFC.  Indeed, there are only 6 sovereigns that retain AAA ratings and 
stable outlooks from the 3 main rating agencies, namely Australia, Canada and the four Scandinavian countries.  
However, AAA rating status is not a good guide as to whether markets consider sovereigns safe.  For example, 
both German Bunds (negative outlook from one agency) and US Treasuries (negative outlook from three 
agencies and downgraded by one) are undoubtedly still prime flight-to-safety beneficiaries.  Based on our 
calculations measuring bond market correlations with risky assets, other than the European program countries 
(Greece, Portugal, Ireland), Italy, Spain and Belgium stand out as having lost safe haven status, while France 
and Austria were borderline for periods of 2011 and early 2012.  
 
While the number of sovereigns deemed safe has reduced, the total supply of safe sovereign bonds has 
actually increased, when one considers that developed market countries have seen large increases in public 
debt levels post-2008.  Central bank QE buying programs, substantial as they have been (eg the Fed now owns 
15% of US Treasuries), have been insufficient to absorb all of the extra safe haven supply.  However, if we 
widen the definition of safe assets to consider secured debt, safe asset supply is probably only a little above 

                                                      
1 On average, the literature estimates the impact of asset purchases on the 10-year Treasury yield to have been between -
50 and -100bps via the portfolio rebalancing effect which reduces Treasury risk premia (See “The Federal Reserve’s Large 
Scale Asset Purchase Program: Rationale and Effects”, S. D’Amico, W. English, D. Lopez-Salido, and E. Nelson, 2012). 
Separately, forward guidance, which operates in a different manner – aiming to shift market expectations regarding the 
future path of the Federal Funds Rate –is estimated to have lowered Treasury yields by 10-20bp (See “The Federal 
Reserve’s Unconditional Policies”, J. Williams, November 2012). 
2 Safe as distinct from theoretically ‘risk free’, even though until recently high quality sovereign bonds have been 
interchangeably termed risk free instruments.  
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2007 levels. This is because asset backed securities (ABS) and non-agency mortgage backed securities (MBS) 
can no longer be considered safe following the asset backed commercial paper crisis of 2007 (with those 
detractions only partly offset by the advent of covered bonds). 
 
Chart 3: Sovereign safe assets      Chart 4: Total safe assets    

 
 
 
Consequently, in a relatively static safe asset pool, the proportion of ‘core’ country sovereign bonds has 
increased substantially, and is reflected in price rises in conjunction with the increase in demand for these 
bonds. 
 
7. Demand from Emerging Markets 

Emerging Market demand for developed market safe assets has remained robust.  Largely, this has occurred as 
savings flows in emerging economies (from high growth in China and high oil prices in the Middle East, 
supported by managed currencies/capital controls and skewed investment-consumption ratios) have continued 
to exceed the ability of capital markets in those countries to absorb them domestically.  Additionally, the 
institutions in which the savings/reserves have accumulated, Central Banks, and, to a lesser extent, Sovereign 
Wealth Funds, have shown strong preference for safe assets.  
 
 
Economic consequences of low yields 
 
Having looked at the key reasons that have driven yields lower and continue to support their low levels, this part 
of the paper examines their economic impact.  Below we identify four key consequences likely to persist with 
long term impacts for investors. 
 
1. Distortion of investor and saver behaviour 

Nominal interest rates of zero could potentially produce suboptimal resource allocation as the market clearing 
rate of interest may actually be lower than zero.3  This is the ‘liquidity trap’ problem where even though liquidity 
provision is high and (foreign) savers are saving large amounts at negligible interest rates, borrowers require 
even lower rates in order to undertake investment. 
 
This is one reason why central bank efforts to lower rates have largely had financial market rather than real 
economy effects.  Investors have been pushed/encouraged into riskier assets, though private sector credit 
growth has at best stabilised around zero, having fallen substantially over 2009-20114.  Potentially this outcome 
risks the generation of another set of asset bubbles5, the cause of the current downturn. 

                                                      
3 John Taylor’s famous rule for calculating the desired level of the Fed Funds Rate, based on deviations of output and inflation from neutral 
levels, is useful as a guide for where policy rates may have fallen to in a world in which policy rates could move below zero. Taylor’s original 
specification has been suggesting a Funds Rate of between zero and -2% since early 2009, while alternate versions including that made 
popular by the San Francisco Fed (and with which FOMC Chairman Ben Bernanke appears to have sympathy), which doubled the 
coefficient applying to the output gap, have suggested a Funds Rate as low as -4% is appropriate. 
4 Though low rates have yet to stimulate private sector credit growth, they have helped the private sector delever via a reduced interest 
burden. 
5 As new FOMC member Jeremy Stein has recently warned, especially in relation to credit markets. 
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The Fed’s actions have certainly been successful in lowering real interest rates.  Indeed they have been so 
successful that the fall in nominal rates is fully accounted for by the fall in real rates, ie inflation expectations 
have stayed broadly static.  Negative real rates involve a certain loss of purchasing power for the investor over 
the term of the investment. Encouraging a misallocation of resources via these means can damage longer term 
growth potential, and via reputational effects, raise longer term risk premia.  
 
2. Spillover effects to other countries 

Flow effects 
Several of the AAA club, including Canada, Norway and Australia (with foreign ownership of its sovereign bonds 
now at 75%), have been the major beneficiaries of their increased representation in the safe asset pool as 
reserve managers have made a big safe asset diversification trade away from the Eurozone.  The allocations 
made to these smaller countries have typically been made in large, infrequent amounts - hence greatly 
influencing short term prices - and tend to be currency unhedged - placing upward pressure on the domestic 
currency.  Currency effects via this source, and indirectly as quantitative easing debases the currencies of the 
larger traditional safe havens, has in turn been a factor driving conventional policy easing by the smaller country 
central banks, helping pull rates in these countries down towards the global average. 
 
Although concerns have been raised about the level of foreign ownership of some of these smaller sovereign 
markets, unless the pattern of reserve allocation changes dramatically, ownership of these markets by long-term 
investors such as central banks is likely to be a stabilising influence on the level of yields and currencies.  This 
flow and associated foreign exchange and interest rate changes represents a relative fall in the country risk 
premia of these smaller countries.  The lower long-run cost of capital should ultimately be supportive of higher 
potential growth assuming borrowings are invested productively.  
 
Direct channel effects 
There are signs that Fed policy, even if relatively ineffective to date in stimulating private sector demand at 
home, is helping to do so in other countries  – for example as evidenced by the surge in housing in USD-pegged 
Hong Kong and Singapore since 2010. 
 
Competing effects 
Low yields and depreciating currencies in part supported by unconventional monetary policy have had negative 
competitive effects on other countries.  Japan’s post-GFC experience is one of rising real yields and 
appreciating currency, as until now the BoJ’s accommodative monetary policy has been swamped by that of the 
other major central banks.  Similarly, the absence of Fed-style QE in Europe has further hampered the 
competitive position of most members of the Euro, as the currency remains too strong for virtually all bar 
Germany.  
 
3. Damage to monetary policy credibility 

Since the early 1990s inflation targeting has been central banking orthodoxy, with the resulting stability in 
monetary policy operation providing considerable benefits.  However, with yields low, output gaps large and the 
conventional policy toolbox close to exhausted there has been considerable central bank softening on inflation 
recently.  The Bank of Japan (BoJ) targeting a higher 2% level of inflation with aggressive policy action is the 
most recent example of the general shift among the major central banks to favour higher growth over inflation 
stability. 
 
Even if central banks are able to maintain longer-term credibility by lifting inflation targets and adhering to them, 
while at the same time being vindicated in aggressively pursuing unconventional policy options by the return of 
private sector growth, there is likely to be considerable monetary policy uncertainty in future years.  The end of 
asset purchases, a possible unwinding of asset portfolios, the exit from zero policy rates, and possible monetary 
policy regime change, are likely destabilising events.   
 
4. Impacts on longer term fiscal sustainability 

Low rates in the core countries have kept government debt service costs down.  While this has clearly been a 
short- term benefit in limiting growth of debt/GDP, market tolerance of ongoing large primary budget deficits 
cannot be sustained over the longer term. 
 
Who holds the debt is important in explaining short-term market tolerance of large budget deficits and 
unsustainable debt/GDP ratios in the core countries.  Japan, running current account surpluses, doesn’t rely on 
external funding and has a captive market of high domestic savers willing to lend to the government.  This 
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position is at risk as demographics (an aging population and falling pool of domestic savings) points to a shift in 
the current account from surplus to deficit.  Meanwhile, the external funding countries such as the US have 
been fortunate that demand has remained strong from the foreign official sector who, in the absence of 
alternatives of comparable scale, have required few incentives (via a cheaper currency or higher rates) to invest 
in Treasuries, Gilts etc.  Again, these positions are at risk as developing economies shift to higher 
consumption/lower saving and develop their domestic capital markets as locations for investment.  
 
Conclusion 
 
Low sovereign bond yields are primarily a function of the weakness of the post-GFC developed world economic 
recovery.  Uncertainty about private sector recovery prospects given policymakers’ reduced flexibility, and about 
Euro system collapse, has increased the investor value of ‘safety’.  Additionally, new sources of developed 
market demand via central banks and financial regulation have coincided with ongoing strong demand for 
sovereign bonds from emerging market sources.  Finally, compositional changes to the pool of safe assets has 
delivered an ‘upgrade’ to the relative status of non-periphery developed market sovereigns in spite of the rating 
agency downgrades of many reflecting longer term fiscal challenges. 
 
Several conclusions can be drawn about the economic consequences of yields persisting at low levels: 
 
1. Low yields without a corresponding increase in demand for borrowing suggests a misallocation of 

resources between investors and savers, which can damage longer term growth potential and raise longer 
term risk premia.  

2. Monetary policy credibility is potentially being damaged in countries running unconventional policy (though 
we acknowledge the central bankers in question have few alternate courses of action). Negative real yields 
reflect the pursuit of growth at the expense of inflation stability. For now, monetary policy certainty 
underpins market confidence, though eventual retreat from unconventional policy will generate significant 
uncertainty.  

3. Cyclical influences are delaying the recognition of structural public debt problems in the major Western 
economies. Even once recognised, the elongated process of sovereign balance sheet deleveraging is 
fraught with implementation risk, given the timeframes involved and its inherently political nature. 

4. Who owns a sovereign’s debt is important. Risk averse home currency private investors in the case of 
current account surplus countries and ‘sticky’ central bank money in the case of deficit countries have 
lowest flight risk. Several measures introduced post-GFC that encourage increased sovereign bond 
ownership border on financial repression, though to the extent these improve financial stability (that 
ultimately reduce the sovereign’s burden for bailouts) they may be positive. 

5. Given the above, countries with policy credibility (fiscal and monetary) should benefit from a narrowing of 
country risk premia. This will first be reflected in those developed world countries (Australia, Canada and 
the Scandinavian countries) whose markets are liquid and deep, resulting in stronger currencies, relatively 
lower interest rates and improved investment opportunities in those countries. Eventually it should extend 
to Emerging Markets whose capital markets are still undeveloped despite improving policy credibility. 

Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, 
AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without notice.  
Investment in the Schroder Credit Securities Fund may be made on an application form in the Product Disclosure Statement 
(PDS) dated 1 February 2011 which is available from Schroders. In preparing this document, we have relied upon and 
assumed, without independent verification, the accuracy and completeness of all information available from public sources 
or which was otherwise reviewed by us.  Schroders does not give any warranty as to the accuracy, reliability or 
completeness of information which is contained in this article. Except insofar as liability under any statute cannot be 
excluded, Schroders and its directors, employees, consultants or any company in the Schroders Group do not accept any 
liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission in this article or for any 
resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this article or any 
other person.  This document does not contain, and should not be relied on as containing any investment, accounting, legal 
or tax advice. 


