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Following Bauer and Rudebusch (2016) 

LTIR    =  expectations     +      term premium 

 

 

 

 

• Expectation component= average of expected future 
interest rates 

• Term premium compensation to investors for the risk of 
holding long-term bonds – it includes all factors beyond 
the expectations 

• Both components have been declining in most countries 

 

LTIR decomposition  
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Short-term expectations 

i.e. policy rates 

Long-term expectation, i.e.  

natural interest rate 
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Term premium  
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Source: IMF, Figure 1.7. Sovereign Bond Yields and Term Premiums in Advanced Economies 
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Difficult to measure, just estimates which sensitive to methodology 

and time period. 

Recent fall (not necessarily the trend) can be explained by: 

• Low inflation expectations. Negative premium: bonds are 

insurance against deflation  

• QE: by reducing the supply of LT bonds, QE puts downward 

pressure on the term premium  

• Flight to safety: increased demand by external investors after the 

financial crisis and Brexit, it may be particularly relevant for the 

US 

• (For the US) Difference in monetary policy between the Fed and 

the ECB 

Some of these factors may change in the near future  

 

 

Term premium  
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• Natural interest rate  

• One possible approach: 

Investigate demand (for 

investment) and supply (of 

savings) 

• However, determining 
shape of the 
investments/savings 
schedules and the 
concomitant move in the 
interest rate is difficult  

• Classical identification 
problem 

• Look at secular trends in 

potential drivers of desired 

investment and savings and 

correlation with interest rates 

Long term expectations   

Thinking ahead for Europe • Centre for European Policy Studies (CEPS)  • www.ceps.eu  



8 

Potential drivers of desired savings: 

• Population ageing 

– Fall in interest rate coincided with increased number of people in 

the cohort with the highest propensity to save. Both longer 

working life and the longer life expectancy tend to increase 

savings. These will gradually retire in the future making the effect 

on savings uncertain but unlikely to be reversed 

• Income inequality 

– Literature is limited and US-focused. Increasing inequality within 

countries, with concentration of income in the higher percentiles 

implies higher propensity to save. Income inequality has 

increased in OECD. No reason to foresee a trend reversal in the 

ST  

• Surplus of savings in EMEs 

– Savings glut hypothesis (Bernanke, 2005). Looking forward, 

EMEs are unlikely to put much less pressure on interest rate  

 

LT Expectations and secular trends   
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Factors affecting the propensity to invest 

• Increased spread between risk-free rates and the cost of capital:  

– Increased risk aversion across asset classes 

– Investment decisions depend on WACC 

Negative effect on investment decisions. No reason to foresee a reversal in 

the trend 

 

 

 

LT Expectations and secular trends cont.  
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Source: Credit Suisse (2016). 
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Factors affecting the propensity to invest 

• Fall in public investment  
–  public investment have been falling since the 1980s. Possibly associated with 

ageing population. The trend is unlikely to change 

• Declining in the relative price of capital 

– Two opposite effects: higher investment but also lower 

investment due to the lower share of production to maintain a 

certain level of capital. Rachel and Smets (2015) find that a 

30% fall had a negative effect on investment  (if no high 

elasticity of substitution with labour) particularly relevant 

between 80s and 2000s  

• Reduced profitability of investment 

– Documented in IMF 2014, it declined drastically after 2007.  

 

 

Expectations and secular trends cont.  
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• The raise of market power  

– New literature (De Locker and Eeckhout 2017): Documented 

for the US it may have very large macroeconomic implications 

including on interest rate.  

– Dividends and firms’ profits increased along side with market 

concentration, it may imply that ROI is low for most 

companies  

• Financial cycles: 

– Borio 2016: Underestimation of the natural interest rate 

– Long trend but not secular  

 

Expectations and secular trends cont.  
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• Long term interest rates are difficult to predict  

• Changes are likely to occur as effect of normalization 

of monetary policy, so mostly affecting the term 

premium and short term expectations, the equilibrium 

interest rate is unlike to change   

• It is  uncertain to what extent each secular driver 

discussed above contributed to the decline in real 

rates over the past two decades, but there is no strong 

evidence that any of them could be reversed 

substantially in the near future.  

• So, long term interest rates to remain low in the 

medium-term. 

Conclusions  
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 Thank you for your attention 

 

 


