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The Federal Reserve decided to cut interest rates by half a percentage 

point in an emergency move designed to bolster the U.S. economy amid 
risks posed by the Covid-19 outbreak. This is the first emergency cut since 

the financial crisis of 2008-09. The move follows a significant tightening of 
monetary conditions, which required a rapid intervention of the U.S. central 

bank. We expect a further rate cut of 25bp in June to 0.75%. 
 

Besides the extremely high level of uncertainty over the real impact of 
Covid-19 on growth, the rate cut confirms that the Federal Reserve is 

driven by volatility suppression and has become very market-dependent. 
Our policy reaction function (read our report here) with time-varying 

parameters shows that the Fed has increasingly attached a larger weight 
to the stabilization of market volatility, to the detriment of its targets on 

growth and inflation. Did the Tylenol rule replace the good old Taylor rule? 
 

Beware the longer-term credibility risks of the Fed put. The fact that the 
Fed decided to cut right after a G7 statement calling for scrutiny shows that 

the Fed may be the Central Bank with the more room to maneuver but also 
adds to the credibility of a politicized Fed going forward. Other requests 

will follow by President Trump and overreacting markets: more cuts, more 
QE, less regulation. In addition, other policy responses such as measures to 

promote health access or temporary support to vulnerable households, 
support to firms at risk to avoid non-payment, and more fiscal profligacy 

will matter as much as market reactions over the past week has shown 
over-dependency on crisis management measures. 

  
Other central banks from Australia to Europe are following suit or 

cornered to do so : Global easing on its way as the only game in town?  
Today, the Reserve Bank of Australia cut interest rates to record low 0.5% 

today amid coronavirus concerns. In an emergency statement, Bank of 
Japan decided to inject JPY500bn (USD4.6bn) in government bonds to 

avoid a liquidity squeeze and left the door open for additional future 
support.  The Bank of England has also left the door open for a rate cut (-

25bp) by the end of the month, given recent statements. These 
announcements come on top of an already strong response by the 

People’s Bank of China — including liquidity injections (RMB1.7 tn), and a 
-10bps for the one-year loan prime rate. This rapid reaction of Central 

Banks around the world show that they are the last man standing among 
collaborative tools when fiscal measures are often late to be enacted 

when faced with such a rapid shock.  
 

The ECB will have to respond on its own terms though its monetary policy 
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ammunition is more depleted, particularly with regard to the interest rate 
room for maneuvering. At the upcoming March meeting, we expect the 

ECB to cut the deposit rate by another 10bps to -0.6%. Moreover, measures 
to support financing are likely to be stepped up, which could include more 

favorable TLTRO terms, as well as targeted liquidity support for companies 
affected by the Covid-19-related economic fallout. A further increase in the 

monthly rate of QE purchases is likely to be saved for later this year, as the 
ECB will want to keep some powder dry for now. In Europe, we showed 

(read our report here) with selected augmented Taylor Rules that 
sovereign risk premia, financial stress and volatility indicators, measures of 

economic policy uncertainty and banks’ stock market performance all 
appeared relevant to the ECB’s decision-making over the past ten years. 

 
There may be a role for monetary policy as the Covid-19 outbreak shaves 

off between -0.5 and -1.5 points of GDP growth depending on the 
economy, and creates a liquidity risk. Global money supply fell to USD3 

trillion in February 2020, below its long-term average of USD 3.4 trillion 
and from a high of USD 4.6 trillion in October (see Figure 1). Global easing 

is the only collaborative game in town as sporadic fiscal stimuli are 
enacted in a non-cooperative way by the most affected countries (China, 

Italy e.g.). 
 

Yet, as a V-shaped recovery is still likely, corporate default risks should be 
high on the watch list as the situation normalizes. As Covid-19 and very 

reactive monetary policy may have exacerbated existing vulnerabilities 
(read our report here). 

 
What does this mean for bond markets? According to our U.S. Treasuries 

valuation approach, the two rate cuts implicitly set a 1% floor on the U.S. 
10y yield trajectory.  However, lower yields remain a possibility subject to 

the Fed cutting further. A gradual re-steepening of the U.S. yield curve 
towards year-end is to be expected while remaining within the 1.0/1.2% 

range in the short-run. 
 

Similarly to the U.S. Fed, if the ECB was to deliver the already priced in 
10bps rate cut, it would implicitly set a fundamental -0.9% floor on the 10y 

Bund yield. Going forward, the shape of the German yield curve is 
expected to follow the U.S. re-steepening move while remaining within the 

-0.5/-0.9% range in the short-run. 
 

What does this mean for equity markets? The risk of disappointment is high 
as expectations were high. Short-term volatility will prevail as 

epidemiological information and credibility of policy response give 
contradictory signals.  

 

https://www.eulerhermes.com/en_global/economic-research/insights/what-drives-the-ecb--an-augmented-taylor-rule-for-the-eurozone-.html
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Figure 1 - Global M2  
 (incl. Eurozone, China, U.S., Japan, South Korea, Australia) 

                          

Sources: Allianz Research 

 

Figure 2 – Policy rates by the Fed and the ECB 

 
 

Sources: Allianz Research 
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Figure 3 – U.S. long-term government yields 
 

 
 

Sources: Allianz Research 

 

 
 

 
 

 
 

 
 

 
 

 
 

 
These assessments are, as always, subject to the disclaimer provided below.  

 
FORWARD-LOOKING STATEMENTS 

The statements contained herein may include prospects, statements of future expectations and other forward -looking 
statements that are based on management's current views and assumptions and involve known and unknown risks 

and uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such 
forward-looking statements.  

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive 
situation, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets 

(particularly market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including  
from natural catastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) 

persistency levels, (vi) particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (vi ii) 
currency exchange rates including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax 

regulations, (x) the impact of acquisitions, including related integration issues, and reorganization measures, and (xi) 
general competitive factors, in each case on a local, regional, natio nal and/or global basis. Many of these factors 

may be more likely to occur, or more pronounced, as a result of terrorist act ivities and their consequences. 
 

NO DUTY TO UPDATE 
The company assumes no obligation to update any information or forward -looking statement contained herein, save 

for any information required to be disclosed by law.  
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