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With government bond markets reaching new yield
lows the paradigm of financial repression is now more
relevant than ever before. Financial repression means
that savers are paying the price for government debt by
way of unnaturally low interest rates; even though the
predominantly rising government debt ratios are at odds
with the decrease in yields across the Eurozone. It might
be great for the finance minister, but it's a nightmare for
investors.

According to Deutsche Bundesbank, for savers in
Germany, this means a total loss of 120 billion euros in
interest income since the outbreak of the financial crisis.
That represents some 1,500 euros per person, regardless
of whether you are a baby or old age pensioner.

Hoping for a swift end to this period of low interest rates
is likely to ultimately lead to self-inflicted poverty in old
age, since very little is left of these yields once inflation
has been deducted. Central banks, above all the US
Federal Reserve, are pursuing a consistently expansive
policy. They are flooding markets with liquidity, more
than the economic situation would normally allow. This
is the result of the clean-up operation in answer to the
US property market and euro debt crises.

There is still a long way to go before the flood of liquidity
dries up. The large government bond holdings that the
Central Banks of the important G4 countries (eurozone,
Japan, UK and the US) have on their books, and the base
interest rate policies that can conceivably be expected
from the continually low financial market rates, will
result in interest rates remaining persistently low over
the entire term for a long time to come.

This is bad news for anyone counting on bank depos-

its and government bonds as a source of return, and

building up their retirement provision on it. The lower
the yields, the lower the compound interest effect which
is so important for the saving process.

The challenging thing about it is that a large portion

of financial assets in Europe is nonetheless invested
precisely in this form. As Allianz’s “Global Wealth Report
2014" shows, every third euro of financial assets in
Europe is just sitting in a bank account earning nothing,
instead of doing some work.

This period of low interest rates really makes itself
noticed here. The proportion of sedentary financial
assets is even greater in certain European countries as
some examples show: In Germany this figure amounts
to 40 percent, in Portugal 39 percent, in Austria 45 per-
cent, and in Spain as high as 47 percent — almost half of
the country’s financial assets.

So what can be done? As low yields threaten the build-up
of assets and retirement provision, investors are left with
just two possibilities: They increase their savings contribu-
tion in order to balance out low yields or they invest more
heavily in investment types that tend to have a higher risk,
but correspondingly offer higher potential yields.

As a first step, this could be bonds issued by companies
or emerging economies. However, as a rule, they gener-
ate higher returns due to the higher issuer risk associat-
ed with them. Institutional investors are also increasingly
investing in infrastructure. This involves high-volume
project financing meaning participation by private inves-
tors with smaller investment sums is often not possible.

Real yields on ten year US treasuries and German bunds are decreasing
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In industrialized
countries above all, the
standard of living has
enormously increased

The balance sheets of the G4 central banks are still expansive
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Investors should also think about equities. Admittedly,
studies carried out by Allianz Global Investors have
shown that equity prices are more volatile than bond
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constituted a good half of the performance, are added
on to that, this results in a performance index to the
equivalent of over 800,000 index points. This corres-

overthe past 200 years.  prices. But as a rule long-term oriented investors will ponds to a historic rise in the S&P 500 of 8.7 percent per
be rewarded for taking on higher risk with a higher risk year.
premium. Looking at its fundamental basis, real economic growth,
Historically, equity investment has been a success story. we can see that general prosperity has grown enor-
A simplifying example: With the equity portfolios of their ~ mously over the last 200 years, especially in industri-
great-great-great-grandparents at the equivalent value alized countries. Measured against real Gross Domestic
of what back then was 10 US dollars, heirs today would Product (adjusted for inflation), since 1800 average
be millionaires, with assets valued at approximately yearly growth in the US, UK and France has amounted to
1.5 million US dollars. a range of three to four percent, and around four percent
Over the last 213 years, the price of the American stock per year in emerging markets. In the past, shareholders
market has climbed in line with the growth of US corpo- ~ who had a stake in the productive assets of a company
rate earnings. The S&P 500 (Standard & Poor’s) share by way of equities, or, on a macroeconomic level, in a
index rose by 1,843 index points in the period from 1871 national economy, were able to be part of this prosperity.
to 2013; an average nominal increase of around 4.3 per-
cent per annum. If the reinvested dividend premiums,
whose returns amounted on average to 4.4 percent and
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Don't forget to think about
investing in equities
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The most significant factor driving this development was
the risk premium. This is the extra return that an equity
investor receives compared to a risk free investment.
Let us stick with the example of the US because of the
length of the time series: Here the historical average
risk premium over the last 213 years amounted to

3.7 percent per year.

Three things can be learnt from this historical obser-

vation:

1. When building up assets it comes down to the pre-
servation of purchasing power. The effect of inflation
must also be taken into consideration.

2. Therefore, when it comes to longer periods of invest-
ment, you shouldn't forego the risk premium.

3.In order to bring expected risk in line with expected
yield, a mix of bonds and equities is a good option.

But what should this mix look like? What proportion of
equities should there be in your portfolio? Basing your
investments on your life cycle can be a helpful indication
of what a suitable shareholding in your securities deposit
account could be. Using this model, your shareholding
will evolve as you get older. The idea behind it is that
your whole life can be interpreted from an assets point
of view as cash flow, which feeds on your income from
employment and income from assets. Your own working
capacity can be viewed as a bond, which pays a monthly
coupon, a fixed interest, which is your salary. The older
you get, the closer you get to retirement. The coupon
that is your working salary decreases and the coupon
payment that is your pension takes its place. Since your
income from your salary and pension is guaranteed
thanks to unemployment and pension insurance, this is

Risk premium of US shares vis-a-vis US government
bonds (rolling 30 year yields)
Risk premium of US shares versus US government bond
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a less volatile type of income — just like a bond.

The consequence is that the higher the expected
employment income over the remaining lifespan, the
higher the amount that can potentially be invested in in-
vestments with a slightly higher risk than bonds. As you
get older, the number of these assets should be slowly
reduced in favor of more stable ones. But even when
you go into retirement the number of higher-yielding
forms of investment does not need to be knocked down
to zero: You will still have your pension, and based on
average life expectancy you could still have long years to
come and plenty of time to ride out price fluctuations.
Based on this line of thinking, how should the proportion
of equities in a securities deposit account change?

If you carry out your strategic asset allocation based on
this rationale, you'll optimize your asset allocation not
just by way of your financial stocks, but also your human
capital, that being your income from employment. The
previous considerations give rise to a simple rule of
thumb that should help build a bridge to figuring out
how to allocate your shares. This rule of thumb suggests
that equity allocation should equate to your own life
expectancy minus your current age.

2011

Share quota =100 - x

Since a forty year old man in Europe today has a life
expectancy of just below 75 years, and a woman of
the same age 81 years, simplifying life expectancy to
100 years for this calculation is not unreasonable. A
further coupon, your pension, also runs to the end of
your life, even if this will certainly amount to less than



your employment income. If you subtract another year
of life every year, and decrease your share allocation by
one percent accordingly, then this will sink to 0 by the
ascribed end of your life aged 100.

This rule of thumb is a rough simplification of course,
but it corresponds pretty well to the logic set out in this
study: Equity allocation reaches its peak upon entry into
professional life, and is reduced step by step from that
point. The fact that a person'’s equity allocation is still
very small before entering a career can be explained

by the fact that the coupon that is their income from
employment is not flowing yet. It is advisable to invest
in less volatile assets for this reason. Of course it is also
the case here that the individual's investor profile —
personal risk appetite for example — must be taken into
consideration.

The following simplified example shows what saving
based on your life cycle can mean: An investor begins to
save aged 40 and sets aside 50 euros every month until
he turns 60. As he is fairly risk-averse, he deviates slightly
from our model: From the age of 40 to 50 he invests the
money in a mixed fund consisting of 40 percent equities
and 60 percent bonds.

Then at 50 he reduces the number of equities to 30, and
again aged 60 to 20 percent. He obtains an average of

7 percent return on his equities. We will carry on with
the assumption that the unusually low level of return

on bonds normalizes over time, and that the investor
does not just rely on government bonds, but also on
corporate bonds and bonds from emerging economies
for example. With this in mind, we will take the average
yield from bonds to be 3 percent.

Aged 60, the investor will then have approximately
35,000 euros at his disposal. For the purpose of compar-
ison, if he had just invested in bonds, he would only have
amassed just over 16,000 euros.

These are modelling assumptions, but they show what a
higher yield expectation can lead to.

« In times of financial repression, investors should also
back risk premiums offered by equities as opposed to
bonds.

« The more risk-free an investor's income from employ-
ment is and the longer they will continue to receive it,
the higher risk the investment can be.
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Life expectancy in Europe for
40-year-old men and women
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The opposite is also true: if your income from employ-
ment is at a higher risk, then your investments should
be more stable. Income from employment can be
high-risk if you are self-employed, for example.

The advantage: once you have divided your assets into
equities and bonds, you will then only need to make
small adjustments over time. So-called mixed funds,
which concentrate on both asset types, are well-
designed for this. These offer varying proportions of
shares and bonds, and can be easily linked to your life
insurance.

Smart investment based on life stages can serve as
stable base for old-age provision.
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