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Bond yields: what happens when easy money ends?

US, Germany and UK: GDP growth, 10-year government bond yields and Berenberg forecasts

15

12

-3

PNA

AN QE
TAIZAS AV

[ZA 1

'd
4
=——=Nominal GDP growth (yoy %) \

——10 year government bond yield (%) V

1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015

Source: Bureau of Economic Analysis, ONS, Deutsche Bundesbank, US Treasury, Bank of England, Deutsche
Bundesbank, Berenberg. Data is based on a GDP weighted average of US, Germany and UK. Grey area
denotes the beginning of the Fed’s QE in 2008 until Berenberg’s expected end of the ECB’s QE in 2018

The effect of the financial crisis: Heeding the lessons of 2008, firms, households and governments have lived in the
age of caution over the past nine years, opting to raise cash balances and pay down debt. While the much-needed
balance sheet repair has strengthened underlying fundamentals — major economies are in better shape than a decade
ago - it has weighed on growth and raised demand for safe assets. This process, along with extraordinary efforts by
central banks to stimulate demand, has coincided with yields on government bonds falling to record lows.

Memories of the financial crisis are fading? After almost eight years of sustained - albeit sluggish — recovery,
economic agents are finally shedding their anxieties about the past. For the advanced world, the story of the past year
is one of sustained gains in demand and investment. With many economies at, or close to, full employment, central
banks are now beginning to slowly remove the monetary crutch. Since the Fed began its slow normalisation in late
2015, other central banks have signalled they will become less accommodative over time. We expect the BoE to go for
a first hike next month. The ECB is likely to complete its balance sheet expansion by the end of 2018. But after the
Fed’s taper tantrum of 2013, central banks remain cautious as they creep towards the exit.

Remember the fundamentals: Government bond yields are highly correlated with nominal GDP growth, as both are
made up of real returns/growth plus inflation. The decline in both nominal GDP growth and government bond yields
since the 1980s reflects falling rates of productivity growth and lower inflation. Much of the difference between the two
can be explained by the extra component of bond yields — the term premia — which reflects the compensation that
investors demand for holding long-term paper over several short-term riskier investments. Term premia rise across the
curve when investors become more risk loving and vice versa. Since 2008, term premia have turned negative for some
bonds, driving yields down. This risk aversion may have contributed more to the fall in yields than QE.

The day after QE? Look at our chart; do you see a major change in the long-term trend in yields when QE started? Not
really. QE has probably had a stronger affect on the price of riskier assets rather than government bonds. In absence of
adequate market liquidity, QE has supported the prices of riskier assets via portfolio rebalancing effects. If market
sentiment is strong and liquidity is ample, a gradual tightening in monetary policy should not hurt equity markets.
Central banks will not spoil the party: Modestly higher policy rates and a gradual balance sheet unwind by central
banks probably will only have a moderate effect on bond yields. While the post-Lehman caution is gradually fading, it
still exists. And while nominal GDP growth could rise a little over the medium term, it will remain well below
historical averages. Such a world will ensure still high demand for safe assets and a very gradual exit by central banks.
Bond yields should rise only modestly unless there is a sharp acceleration in nominal GDP growth. At this point, that
seems unlikely.
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Disclaimer

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 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 LLGC, an affiliate of the Bank and registered US broker-dealer, distributes this document to certain customers,
Berenberg Capital Markets LLC does not provide input into its contents, nor does this document 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.

© January 2017 Joh. Berenberg, Gossler & Co. KG
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