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The long end of the
yield curve Is surging

Public finances under scrutiny

Stock markets usually dominate financial headlines. Right now,
fueled by Al-euphoria, one record high had been chasing the
next. That is particularly true in the U.S., but also in markets such
as Korea or Taiwan, where tech stocks carry substantial weight.
There is a lot of risk appetite on display — perhaps even overcon-
fidence.

By contrast, investors view another corner of capital markets with
far less confidence: global bond markets. And it is a rather large
corner. According to estimates by the Institute of International
Finance (lIF), global debt exceeded USD 350trn in the first quar-
ter of this year. That is more than three times global economic
output — and rising rapidly, especially in the U.S. and China.
Global equity markets are less than half that size.

Long maturities under pressure

A significant share of outstanding bonds are government securi-
ties. Rating agency S&P Global puts the stock of central-govern-
ment debt with an S&P rating at USD 83trn — about one third
higher than five years ago. More than half of that is accounted
for by the U.S. and China alone. Debt levels in advanced econ-
omies — as classified by the International Monetary Fund (IMF)
— have increased sharply in recent years (see fig. 1).

The pattern is familiar: a crisis hits, fiscal policy cushions the
blow via higher deficits, and the debt ratio rises. Once the econ-
omy emerges from the crisis, the ratio fails to retreat. The only
exception has been the bout of high inflation at the beginning of
this decade. Deleveraging via surprise inflation is hardly an at-
tractive prospect for investors — they incur losses and subse-
quently demand higher yields. As they do now. Inflating away
debt is not a viable option and no substitute for fiscal prudence.
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https://www.iif.com/Publications/ID/6581/IIF-Global-Debt-Monitor-Key-Takeaways-and-Views-from-our-Experts

The rise of public debt has been particularly extreme in the U.S.
And will remain so. The independent Congressional Budget Of-
fice (CBO) projects that, absent policy changes, the U.S. debt
ratio will climb to more than 190% of GDP over the next 30 years.
In the age of ultra-low interest rates, vast debt burdens were rel-
atively easy to bear. Now, however, it appears that the interest
burden will roughly double in the coming decade (see fig. 2).

Investors are getting nervous — with good reason

Since the start of the year, the yields demanded by investors on
government bonds have risen significantly — especially at the
long end, with maturities between ten and thirty years (see fig. 3
and 4). Many observers explain this by pointing to the war be-
tween the U.S. and Iran, which is driving up energy and food
prices, thereby fueling inflation and possibly prompting central
banks to raise rates more aggressively than signaled before the
war. LBBW Research, for instance, currently expects the ECB to
deliver three rate hikes over the course of 2026 — compared with
zero in its projections back in February.

Alas, that explanation is not particularly convincing. Over a hori-
zon of one to three decades, what a central bank did or did not
do in 2026 largely fades into insignificance. It may move rates at
the short tenors, but not at the ultra-long end.

No — the reason for rising long-term vyields, | fear, is far more
serious. It seems increasingly likely that investors are starting to
worry about the long-run sustainability of public debt.

Japan as a potential game changer

Nowhere has the rise in long-term yields been as pronounced as
in Japan — a country long synonymous with ultra-low interest
rates. That is precisely why Japanese investors have parked so
much money abroad. No country holds more U.S. Treasuries: at
the end of last year, Japanese holdings stood at almost USD
1.2trn — nearly twice the Chinese total. If yen-denominated
bonds at home now offer reasonably attractive yields — without
exchange-rate risk for Japanese investors — a reallocation from
dollar to yen securities becomes an obvious move.

This could add further pressure to the U.S. Treasury market and
push long-term U.S. yields higher still. Driven into such a defen-
sive position, Donald Trump might be tempted to resort to unor-
thodox interventions such as the so-called Mar-a-Lago Accord —
a de facto expropriation of foreign creditors. All the more so as
Stephen Miran, the architect of the idea, is returning to the White
House as chief economic adviser after his short stint at the Fed,
where he kept the seat for the new Chairman, Kevin Warsh.

There is, in other words, ample reason for nervousness. And |
expect long-term yields to remain elevated for some time. Until
such time that a fiscal policy U-turn towards prudence happens.
Right now, this is correction nowhere in sight, on neither side of
the Atlantic, nor in Japan. Borrowing binges rule supreme.
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Inflation is
no cure for
excessive debt

Fig. 2: U.S.: Defense
and interest expenditure
(Trn USD)
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Fig. 4: Yield 30-year
government bonds (%)
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https://www.cbo.gov/data/budget-economic-data#12
https://www.congress.gov/crs_external_products/RS/PDF/RS22331/RS22331.52.pdf
https://www.congress.gov/crs_external_products/RS/PDF/RS22331/RS22331.52.pdf
https://www.lbbw.de/article/to-the-point-2025/mar-a-lago-accord_ajth4e1ggc_e.html
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This report is not being distributed by LBBW to any person in the United States and LBBW does not
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defined in point (7) of Article 2(1) of the UK version of Regulation (EU) 600/2014 which is part of UK law
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qualified investor as defined in the UK version of Regulation (EU) 2017/1129 on the prospectus to be
published when securities are offered to the public or admitted to trading on a regulated market, which
is part of UK law by virtue of the EUWA (the UK Prospectus Regulation).

This publication has been prepared by LBBW for information purposes only. It reflects LBBW's views
and it does not offer an objective or independent outlook on the matters discussed. The publication and
the views expressed herein do not constitute a personal recommendation or investment advice and
should not be relied on to make an investment decision. The appropriateness of a particular investment
or strategy will depend on an investor’s individual. You should make your own independent evaluation
of the relevance and adequacy of the information contained in this publication and make such other
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any responsibility or liability whatsoever for/or makes any representation or warranty, express or implied,
as to the truth, fullness, accuracy or completeness of the information in this publication (or whether any
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counterparty may make to buy, sell or hold a security based on such publication will be entirely their
own and not in any way deemed to be endorsed or influenced by or attributed to LBBW.

LBBW does not provide investment, tax or legal advice. Prior to entering into any proposed transaction
on the basis of the information contained in this publication, recipients should determine, in consultation
with their own investment, legal, tax, regulatory and accounting advisors, the economic risks and merits,
as well as the legal, tax, regulatory and accounting characteristics and consequences, of the transac-
tion.
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