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With low rates to the left of them, inflation concerns to the right, investors
may feel stuck in the middle as they seek to protect and enhance their
savings. How should they rethink portfolios to keep pace?

Last year, during the most acute phase of
the Covid-19 crisis, the world’s major central
banks intervened on an unprecedented scale —
cutting interest rates, buying government
bonds and providing massive liquidity to
the global economy. Sovereign bond yields
reacted by sinking to historic lows: -0.9%

on the 10-year German Bund and 0.5% on
10-year US Treasuries.

With a brisk — albeit uneven — economic
recovery underway across much of the world,
and yields well above their recent low point,
some commentators believe global rates
have turned a corner. The argument goes that
the four-decade bond bull market, which has
pushed yields steadily lower, is now over.

A resurgence of growth and inflation means
that materially higher rates are inevitable.

Though it is tempting to think that the recent
climb in bond yields heralds a change of regime,
we think this view is mistaken. While rates

may rise somewhat from here, there is ample
evidence that they will remain extremely low
against all historical measures.

Key takeaways

— Rates may continue to rise slightly,
but evidence suggests they will
remain extremely low against all
historical measures

- A worldwide glut of capital has
coincided with a relative shortage
of opportunities to invest, pushing
rates down further

— Debt levels are currently at historic
highs; these are serviceable at low
rates, but tend to suppress future growth

- Quantitative easing, which was seen
as experimental a decade ago, has
become the status quo and monetary
policy will remain loose

Indeed, multiple factors indicate that interest
rates will stay “lower for even longer”, based
on both long-term economic trends and more
recent developments. Rethinking portfolios to
account for this outlook should be an urgent
priority for investors.
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Slower growth is suppressing interest rates

To take the longer-term factors first, the forces that have
propelled a 40-year bull market in government bonds —
and the accompanying decline in developed-world
interest rates (see Chart) — seem far from exhausted.
Until they are, it is premature to call a decisive turn.

Two key factors have helped to drive rates lower:

a decades-long deceleration in economic growth and
inflation, and falling long-term inflation expectations.
Nominal bond yields track nominal GDP closely. As growth
slows, interest rates and bond yields tend to moderate. In
this context, a given rate of interest represents an equilibrium
that balances demand for capital to invest and the supply
of savings available to meet that demand. Slower growth
tends to suppress investment demand for investment capital
and therefore puts downward pressure on interest rates.

Equally, if long-term nominal growth rates rise, increasing
demand for capital should push up interest rates. But this
is unlikely in the foreseeable future. The major reasons are
demographics, the changing nature of modern economies
and slower productivity growth — which combine to
suppress demand for capital while increasing supply.

Demographics mean the world is “drowning” in savings

Increased longevity across the developed world has
tipped the demographic balance, reducing the size of
working populations relative to older generations. This
has helped to create a worldwide glut of savings that is
seeking a home in safe assets, notably bond markets.

At the same time, there are fewer opportunities to put these
savings to work. This is because of a long-term transition
in developed economies from capital-intensive industry
and manufacturing towards capital-light, services-oriented
businesses, which have lower investment needs.

Slowing productivity growth has reinforced this trend by
reducing long-term rates of economic expansion, again
suppressing demand for investment capital.

The result is an abundance of capital and a relative
shortage of opportunities to invest it, leading to downward
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pressure on interest rates. All these factors are long-term
in nature and firmly entrenched — none of them is likely
to reverse imminently.

Debt is at record levels

In addition, the world has accumulated a vast amount

of debt — public and private — in the years since the global
financial crisis, and especially since the Covid-19 crisis
began in 2020. Massive debt burdens, although more easily
financeable at very low interest rates, tend to suppress future
growth by diverting cash flows from productive investment
to servicing debt. They also make borrowers more vulnerable
to any unexpected increase in interest rates.

With debt levels in major developed economies at record
levels, central banks face a daunting challenge. Any
significant rise in interest rates could render huge swathes
of existing debt unsustainable and destabilise governments
and financial markets. As a result, financial repression —
where inflation is consistently higher than interest rates —
becomes a necessary tool of monetary policy to ensure
borrowers’ debt burdens remain sustainable. But it creates
challenges for investors who are hunting for yield to protect
their savings.

In effect, the centre of gravity in central banking has
shifted. Policies such as quantitative easing (QE), which
were experimental a decade ago, are now routine. Far from
seeking an exit from current policies as soon as possible,
central banks are now more likely to stress the dangers
of providing too little support to the economy, rather than
providing too much.

So, it is not surprising that even though a powerful rebound
in economic activity is likely, this year and next, all indications
are that monetary policy will remain loose. The US Federal
Reserve is expected to taper its bond purchase programme
very gradually, with no rate increase likely before 2023. In the
euro ared, monetary policy will remain extremely loose.

Taken together, these factors strongly suggest that the most
likely outlook in developed economies is for many more
years of historically low interest rates that will keep returns
from safe assets close to zero.
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Implications for portfolios

How should investors react? It has rarely been harder to
generate reliable income. Equally, preserving the purchasing
power of money in an age of financial repression is a constant
headache. And if investors venture beyond traditional
assets in search of extra yield, how should they diversify
and manage their risks?

— Think of allocations as a barbell - In addressing these
challenges, investors should view their choices as a
“barbell” that spans two groups of assets: those suited
to preserving capital (including sovereign bonds, credit
and cash alternatives) and those designed to generate
capital growth and income (including emerging-markets
bonds, equities and private-markets assets such as
infrastructure equity and debt and private credit). They
can then choose from a range of multi-asset solutions
that combine elements from each group to target a
range of outcomes.

— Staying agile is key — The past few years have
illustrated a key feature of today’s investment markets:
how rapidly conditions can shift. In an environment
where scenarios can change quickly, the optimum
mix of assets will naturally need to shift in response.
This calls for a highly dynamic approach to positioning
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that rapidly switches asset allocations within the
portfolio as the economic conditions evolve to
preserve the benefits of diversification and ensure
agile risk management.

— Consider permanent portfolio changes — Some
changes in portfolios could be more permanent. In
particular, this points to a future in which the balance
of traditional equity/fixed income portfolios will shift
decisively towards equities: a conventional balanced
portfolio of 70% bonds and 30% equities may move
towards a 50:50 position, for example. A more aggressive
60:40 portfolio might shift to 80% equity and 20% fixed
income, or even 100% equities with an equity-risk hedge
overlaid. It also suggests that allocations to private-
market assets intended to generate capital growth and
additional yield will increase substantially. They may
reach 20% in a typical institutional multi-asset portfolio.

The forces that have driven interest rates steadily towards
zero over the past four decades are still at work and will
remain dominant for the foreseeable future. Against this
background, the way investors approach asset allocation
must change, and their approach to risk management
and diversification must become far more agile to navigate
an era when market conditions can be changeable.
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Allianz Global Investors is a leading active asset manager with over 690
investment professionals in 23 offices worldwide and managing EUR 598 billion
in assets for individuals, families and institutions.

Active is the most important word in our vocabulary. Active is how we create
and share value with clients. We believe in solving, not selling, and in adding
value beyond pure economic gain. We invest for the long term, employing our
innovative investment expertise and global resources. Our goal is to ensure a
superior experience for our clients, wherever they are based and whatever their
investment needs.

Active is: Allianz Global Investors
Data as at 31 March 2021

Investing involves risk. The value of an investment and the income from it will fluctuate and investors may not get back the principal invested. Past
performance is not indicative of future performance. This is a marketing communication. It is for informational purposes only. This document does not
constitute investment advice or a recommendation to buy, sell or hold any security and shall not be deemed an offer to sell or a solicitation of an offer
to buy any security.

The views and opinions expressed herein, which are subject to change without notice, are those of the issuer or its affiliated companies at the
time of publication. Certain data used are derived from various sources believed to be reliable, but the accuracy or completeness of the data is
not guaranteed and no liability is assumed for any direct or consequential losses arising from their use. The duplication, publication, extraction or
transmission of the contents, irrespective of the form, is not permitted.

This material has not been reviewed by any regulatory authorities. In mainland China, it is used only as supporting material to the offshore investment
products offered by commercial banks under the Qualified Domestic Institutional Investors scheme pursuant to applicable rules and regulations.

This document does not constitute a public offer by virtue of Act Number 26.831 of the Argentine Republic and General Resolution No. 622/2013

of the NSC. This communication’s sole purpose is to inform and does not under any circumstance constitute promotion or publicity of Allianz Global
Investors products and/or services in Colombia or to Colombian residents pursuant to part 4 of Decree 2555 of 2010. This communication does not in
any way aim to directly or indirectly initiate the purchase of a product or the provision of a service offered by Allianz Global Investors. Via reception

of his document, each resident in Colombia acknowledges and accepts to have contacted Allianz Global Investors via their own initiative and that
the communication under no circumstances does not arise from any promotional or marketing activities carried out by Allianz Global Investors.
Colombian residents accept that accessing any type of social network page of Allianz Global Investors is done under their own responsibility and
initiative and are aware that they may access specific information on the products and services of Allianz Global Investors. This communication is
strictly private and confidential and may not be reproduced. This communication does not constitute a public offer of securities in Colombia pursuant
to the public offer regulation set forth in Decree 2555 of 2010. This communication and the information provided herein should not be considered a
solicitation or an offer by Allianz Global Investors or its affiliates to provide any financial products in Brazil, Panama, Peru, and Uruguay. In Australia,
this material is presented by Allianz Global Investors Asia Pacific Limited (“AllianzGl AP”) and is intended for the use of investment consultants and
other institutional/professional investors only, and is not directed to the public or individual retail investors. AllianzGl AP is not licensed to provide
financial services to retail clients in Australia. AllianzGl AP (Australian Registered Body Number 160 464 200) is exempt from the requirement to hold
an Australian Foreign Financial Service License under the Corporations Act 2001 (Cth) pursuant to ASIC Class Order (CO 03/1103) with respect to the
provision of financial services to wholesale clients only. AllianzGI AP is licensed and regulated by Hong Kong Securities and Futures Commission under
Hong Kong laws, which differ from Australian laws.

This document is being distributed by the following Allianz Global Investors companies: Allianz Global Investors U.S. LLC, an investment adviser
registered with the U.S. Securities and Exchange Commission; Allianz Global Investors Distributors LLC, distributor registered with FINRA, is affiliated
with Allianz Global Investors U.S. LLC; Allianz Global Investors GmbH, an investment company in Germany, authorized by the German Bundesanstalt
far Finanzdienstleistungsaufsicht (BaFin); Allianz Global Investors (Schweiz) AG; Allianz Global Investors Asia Pacific Ltd., licensed by the Hong Kong
Securities and Futures Commission; Allianz Global Investors Singapore Ltd., regulated by the Monetary Authority of Singapore [Company Registration
No. 1999071697]; Allianz Global Investors Japan Co., Ltd,, registered in Japan as a Financial Instruments Business Operator [Registered No. The
Director of Kanto Local Finance Bureau (Financial Instruments Business Operator), No. 424, Member of Japan Investment Advisers Association and
Investment Trust Association, Japan]; and Allianz Global Investors Taiwan Ltd., licensed by Financial Supervisory Commission in Taiwan.

© 2021 Allianz Global Investors. COMM-425| 1674387 | 5908



