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Global Interest Rates Are at Historical Lows
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Low Global Rates: the Questions

@ How real?
@ How global?
@ How secular?

@ What are the main drivers?



Low Global Rates: the Questions

@ How real?
@ How global?
@ How secular?

@ What are the main drivers?

To address these questions

@ Estimate the trend in the world real interest rate and some of its
drivers with data from 7 advanced economies since 1870, from the

JST macrohistory database



Estimating Trends

@ A VAR with common trends (Stock and Watson, 1988)
Ye =Nye+ 3t
@ y; are n x 1 observables, y; are g x 1 trends
ye=Ye-1t+et
@ ¥; are stationary components that follow an unrestricted VAR
S(L)ye =&

@ Bayesian estimation
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Ye =Nye+ 3t
@ y; are n x 1 observables, y; are g x 1 trends
ye=Ye-1t+et
@ ¥; are stationary components that follow an unrestricted VAR
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@ Bayesian estimation
@ Use theory to restrict A and interpret resulting trends

o Restrictions across variables and countries
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@ No arbitrage in the long run = common component in real rates: 7}’

@ A US investor prices one-period bonds denominated in $ and €

E:

P$
t+1(1+R$)P ] =1
t+1

Ser1 PP
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Pt+1

o M2 : real stochastic discount factor (SDF) of US investor

@ S;: nominal exchange rate ($/€)
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@ Stationary higher moments = use linear approximation for trends
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o g; is the (log) real exchange rate

@ No arbitrage = one marginal world investor prices all rates

o In the long run, the world SDF is mY = mY> = mEY

e m{ is a common factor: the trend world real interest rate 7}’
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Convenience Yields

@ Interest rates in dataset are from government (or similar) bonds
@ Growing evidence that safety and liquidity of such bonds generates a

convenience yield
o Krishnamurthy and Vissing-Jorgensen (2012), DGGT (2017)

e CY: amount of interest investors are willing to forego in exchange for
the liquidity /safety benefits of the bonds

e If all bonds have same safety/liquidity, Euler equations become

P$
E; [Mt‘/‘;l(u CYei1)(14RY) P$t ] -1

t+1
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CYT = interest rates on safe/liquid assets | globally
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Global Trends in Interest Rates

@ In the long run

] =W =W
Ret=Tce+m —cy/—cv,, _%
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for c=1,...,7 countries

@ Include country specific trend in convenience ¢y’ ,: German bunds are
not ltalian BTPs

o Also captures other long run deviations from no arbitrage

e Impose Ag., =0: change in RER is stationary

o Deviations from PPP are allowed
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Model |: 7 and the Global Trend in Convenience

Observables (1870-2016) Trends

Inflation Te,t A +TL,

__,_’/

Tt

Short term rates Re ¢ Tet+my —cyl —cyl, '
Long term rates RCL’t (34 +ts{ +1s,
US Baa yield RG&, Tys,t +my’ +Esy + E5ys.e
US Baa spread Rﬁgi - RlLJS,t T+ s,

e cy., identified from cross-section as c-specific idiosyncratic factor
@ Baa corporate bonds offer no safety/liquidity, as in KVJ
e US Baa spread identifies ¢y%, given ¢/} . .



r{ and lIts Drivers

Ty rY and ¢y}
5 5
4 4
3 3
1-\\‘.,\’,/-' \\\ 1-\,:1::"—\\:"/—\/»\:\‘
\ <
0 0 :
1
2

- 1680 1900 1920 1940 19%0 1960 2000

- 1680 1900 1920 1940 190 1960 2000

- 1680 1900 1920 1940 190 1980 2000



Results: Global Convergence since the 1970s

Real Interest Rate Trends for Each Country




A Model with Consumption

@ Use data on consumption growth to decompose

o g/': global growth factor
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Summary: Change in 7} in the Consumption Model

1980-2016 1980-1997 1997-2016
124 —1.93** —0.70* —1.20%
(—3.18,-0.69) (—1.56,0.19) (—2.18,—0.29)

—aY ~0.71* —0.07 —0.65*
(-1.51,0.11)  (—0.66,0.52) (—1.25,—0.02)

44 —0.74* —0.40* —0.35
(—1.50,—0.03) (—0.89,0.08) (—0.88,0.19)

B, —0.47 —0.22 -0.24
(-1.21,0.31)  (-0.73,0.30)  (—0.78,0.30)




Conclusions

@ The trend in the world real interest rate declined by about 200 bps in

the past 3-4 decades, after fluctuating around 2% for a century

@ The convenience yield for safe/liquid assets is a key driver of this

decline, especially since the mid 1990s

o Lower global growth is a second crucial factor, starting around 1980



