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• The role of macropru
• Analysis – low R*, causes and consequences
• Impact of COVID-19
• Risk assessment
• Implications for policy
• Note: report was done for EU, but many aspects relevant to US and 

other advanced countries

“Policymakers should…act now to moderate the financial sector’s excessive risk-
taking…The longer that policymakers allow the current dynamics to grow, the greater the 
threat to economic and social well-being, and the bigger the risk that yet another crisis erupts.” 
Mohamed El-Erian, 9 June 2021

Road map
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Market expectations of the nominal short-term 
risk-free rate in ten years

Note: Bloomberg and ECB calculations. Note: implied 3 month interest rates, ten years 
ahead based on overnight interest rate swaps (OIS). Last observation: 8 June 2021.Note: Short-term interest rates are based on three-month money market rates. Real rates are calculated by

subtracting the annual CPI inflation rate. Source: OECD and ESRB Calculations.

Source: ECB (2018): The natural rate of interest: estimates, drivers, and 
challenges to monetary policy. ECB OP 217. Update: Schnabel (2021).

Estimates of euro area equilibrium real rate

Short-term nominal and real interest rates in Germany and the United States

Nominal and real ten-year government bond yields in Germany and the United 
States

-6

-4

-2

0

2

4

6

8

10

12

14

16

18

20

1960 1966 1972 1978 1984 1990 1996 2002 2008 2014 2020

DE short-term nominal rate

US short-term nominal rate

(dots) DE short-term real rate

(dots) US short-term real rate

-6

-4

-2

0

2

4

6

8

10

12

14

16

1960 1966 1972 1978 1984 1990 1996 2002 2008 2014 2020

DE Bund 10-Year nominal yield

US Treasury 10-Year nominal yield

(dots) DE Bund 10-Year real yield

(dots) US Treausry 10-Year real yield

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

3.5

4.0

2013 2015 2017 2019 2021

3-month-in-10-year OIS forward rates



Factors behind decline of equilibrium real rate (R*)
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Many of these factors (and the trend decline in R*) hold also for the US and Japan, and to some 
extent interest rates are transmitted globally (the ‘global financial cycle’).

Savings up, investment down

• Demography: rising life expectancy and falling population growth rates

• Rising savings rates in developing countries and consequent rising demand for assets 

issued by advanced economies

• Falling (relative) price of investment goods and rising share of ‘intangible’ investment

• Falling pace of technological innovation

• Falling marginal product of capital (related to demography and technical progress)

• Rising wealth and income inequality

• Evolution of the consumption/wealth ratio



• Without other measures to close the savings-investment gap, monetary 
authorities find policy rates forced down to follow the declining R*, until policy 
rates (and other nominal short-term rates) hit the effective lower bound. 

• Regulatory changes and increased risk aversion by financial institutions after 
the global financial crisis boosted the demand for safe assets, adding 
downward pressure on real interest rates. 

• The COVID-19 shock may strengthen the likelihood of lower for longer.

• The impact of the LIRE extends throughout the financial sector and financial 
markets – banks, insurers, pension funds, investment funds and asset 
management firms, household and NFC exposures

“The trend is not your friend”

The decline in R* and the current low interest rate environment (LIRE)
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The COVID-19 pandemic: real interest rates up or down?
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Rates stable or down Rates up
Larger negative effects on aggregate demand than on 

aggregate supply in medium term

Inflation expectations rise more than nominal interest rates 

Market frictions, borrowing and liquidity constraints, even 
when supply shock initially dominates shock to aggregate 

demand 

Population growth slows down and social distancing reduces 
effective labour supply, hence investment demand, hence R* 

Increased uncertainty induces households to increase 
savings for precautionary motives  

‘Excess savings’ are overestimated 

Fiscal multipliers low because of accumulated savings, and 
US stimulus will be short-lived

EU fiscal stimulus falling and significantly lower than 
estimates of output gap, which may be on the low side

Larger negative effects on aggregate supply than on 
demand, expected medium-term rise in inflation

Nominal short rates up due to the increase in policy rates in 
response to higher inflation, higher nominal long rates to 

compensate for higher (expected) inflation

Binding effective lower bound and asset purchase programs 
are ineffective in lowering long-term nominal interest rates, 

and inflation expectations fall more than nominal rates

Issuance of large amounts of government debt to finance 
crisis-related government expenditure 

‘Pent-up’ demand from ‘excess savings’

Fiscal stimulus in US raises growth rates and therefore 
interest rates, this will be transmitted globally

High uncertainty raises risk premia



The impact of very low and even negative interest rates
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• ‘Search for yield’ – heightened risk-taking throughout the financial system

• Globally, negative yielding debt currently stands at around USD 12 trillion

• ICPFs: Holding negative yielding debt to maturity is not viable for insurers and pension funds 
that have promised high positive returns. (DB pension funds particularly important in some 
European countries.)

• Bond funds: may see their investors leaving or switching into higher risk bonds

• CNAV MMFs face business sustainability issues

• Banking sector particularly important for NFC funding in Europe, and it is weak overall (low 
RoE and market/book valuations)

• Negative nominal interest rates challenge banking sector, partly due to zero lower bound on 
deposit interest rates in many countries. Negative policy and market rates may raise pressures 
on bank profitability and induce increased risk-taking, as well as further efforts to diversify 
income sources beyond NIM.

• BUT ‘on the other hand’: policy has sought to encourage investor risk-taking at the micro level 
– so the challenge for macropru is to contain negative systemic effects of search for yield
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EU banks' credit allocation and net interest income (Dec 2014 – June 2020): 
portfolio shifts to riskier market segments (left-hand panel: consumer credit, 
SMEs, CRE) as net interest margins fall (right-hand panel)



LIRE-related financial stability risks require policy actions
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Banking sector: LIRE accentuates negative 
effects of overcapacity and cost inefficiencies, 
puts further pressure on low bank profitability, 
reduces resilience, and threatens viability of 
weakly capitalised banks. 
Private sector indebtedness: Highly indebted 
entities are vulnerable to shocks, even if their 
debt is currently manageable.
Systemic liquidity risk: The LIRE has 
augmented systemic liquidity risk through 
endogenous build-up of risk, liquidity illusion 
and interconnectedness within the financial 
system (March 2020 market disruption).
Insurance and pension fund sector: The 
combination of LIRE and the insurance and 
pension fund sectors’ negative duration gap 
with the high level of guarantees presents a 
medium- to long-term viability challenge.



1) Profitability and resilience of banks 
- address overcapacity by removing obstacles to banking sector consolidation and restructuring
- reconsider framework for dealing with weak banks
- improve incentives for banks’ digital transformation and greater cost efficiency
- assess legal restrictions on negative interest rates for deposits

2) Indebtedness and viability of borrowers
- develop measures to prevent and resolve high levels of corporate indebtedness
- develop a common minimum toolkit of borrower-based macropru measures targeted at households 

3) Systemic liquidity risk

- seek to harmonise fund managers’ liquidity management tools, introduce macroprudential liquidity 
requirements for insurers, make liquidity buffers usable to deal with liquidity stress in a coordinated manner
- implement liquidity requirements for all parts of the financial system as a macroprudential measure, taking 
into account the significant degree of interconnections

4) Sustainability of business models of insurers and pension funds offering longer-term return 
guarantees
- include macroprudential measures for the insurance sector in Solvency II review 
- establish a recovery and resolution framework for insurance companies

Policy options for mitigating systemic risks 
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Policy options for improving systemic risk analysis 
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1) Indebtedness and viability of borrowers:

- build an enhanced credit and debt monitoring capacity

2) Systemic liquidity risk:

- improve liquidity reporting and a more efficient use of already available data
- implement system-wide liquidity stress tests, recognising that microprudential liquidity requirements can be 
destabilising if there are crisis-related liquidity shortfalls

3) Sustainability of business models of insurers and pension funds offering longer-term return 
guarantees:

- create an EU-wide monitoring framework of LIRE-related risks for ICPFs



Follow up
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• These policy options are a blueprint for medium-term policy objectives. 
The ESRB may choose some of these proposals to be refined and developed 
into more concrete ESRB recommendations.

• Authorities should also use existing macroprudential tools to mitigate risks 
stemming from the LIRE and should proceed further to implement the range 
of policy options in the 2016 report. 



Conclusions
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• Addressing risks related to LIRE requires broad-ranging policy 
responses. There are limits to the ability of existing macroprudential 
instruments to address LIRE-related risks, in terms of both scope and 
coverage. Some policy proposals here go beyond traditional macroprudential 
instruments and should be seen as macroprudential actions in a broad 
sense. 

• Moreover, the current macroprudential toolkit does not provide instruments to 
deal directly with risks arising from structural changes in the financial 
system partly related to LIRE. 

• Insofar as such structural change involves a move of traditional banking 
activities and related risks to non-bank financial intermediation, it requires 
development of a macroprudential policy beyond banking and more 
activity-based regulation beyond the current entity-based regulation. 


