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A war on thrift? A perversion of the natural order? A mad experiment? As more central 

banks push their deposit rate structures into negative territory, a vigorous debate 
has erupted among economists, investors and policy officials about the 

appropriateness, effectiveness and consequences of negative interest rates.

Negative Rates:  
What are They and Why? 

Background 

Since the global financial crisis in 2008, central banks 
around the world have slashed benchmark interest rates 
in desperate attempts to stimulate economic growth. As 
of the time of writing (April 2016) the European Central 
Bank (ECB), the Bank of Japan, and the central banks of 
Sweden, Switzerland and Denmark have all pushed 
official rates into negative territory. 

In December, Bank of Canada Governor Stephen Poloz 
indicated the bank would be willing to move below zero  
if the economy were in crisis (Canada has never before 
had negative rates). And a recent report from Citigroup 
suggests there is a material risk that Canada may join the 
negative rate club within the next two years. The Federal 
Reserve in the U.S. also warned that banks should at least 
prepare for the possibility of negative rates. 

What are Negative Rates? 

During times of economic weakness central banks 
commonly employ the lowering of interest rate 
benchmarks and reserve and overnight deposit rates  
as the primary tool of monetary policy to stimulate 
economic growth and boost inflation. In recent years, 
benchmark rates began touching the perceived lower 
bound of zero (ZIRP or Zero Interest Rate Policy), so 
central bankers began employing less conventional 
tools such as quantitative easing (QE) or increasing  
the money supply by purchasing debt securities in  
the market, and operations to alter the market’s debt 
maturity structure (e.g. “Operation Twist”). As those 
unconventional tools still proved ineffective or 
insufficient in stimulating sustainable growth (or 
became politically undesirable), some central banks 
have, perhaps reluctantly, embarked on a path of 
pushing benchmark rates into negative territory  
or NIRP (Negative Interest Rate Policy). 
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This is exactly what it sounds like. In normal times 
central banks pay commercial banks interest on funds 
they park at the central bank, just as the commercial 
banks in turn pay interest on funds depositors park with 
them. The Bank of Canada’s overnight rate is currently 
0.5%. With negative rates, the commercial banks would 
pay the Central Bank, incurring a cost or penalty for 
parking or storing overnight funds. 

Negative rates are an inversion of 
the normal relationship between 
lenders and borrowers. 

If negative rates prevailed at a retail level, the longer  
the bank held your money, the less you would get back. 

Negative rates may sound unnatural, but perhaps that  
is just a matter of perspective. If one thinks of a bank 
deposit as “storage” of funds, rather than a loan of 
funds, the idea of it incurring a cost doesn’t seem quite 
as unnatural. After all, we pay to store our jewelery in  
a safe deposit box. We pay to store our winter tires 
off-season with our auto shop. We pay to store almost 
everything else in our lives. Why should money be any 
different? The answer is of course that it isn’t really 
stored, or at least it’s not supposed to be. The bank is  
an intermediary that usually turns around and lends it  
to someone else and earns revenue doing so. (We don’t 
expect our auto shop to lend out our snow tires when 
we’re not using them.) It only seems fair that we should 
get paid for enabling the banks to make a profit from 
 our money. In fact the banks need to give us a cut to 
encourage us to provide them with a steady supply  
of capital to lend. 

What is the point? 

In periods of economic weakness or uncertainty, 
commercial banks may be reluctant to lend, for fear of 
loans not being repaid. Similarly, consumers faced with 

job and income uncertainty may be unwilling to take 
 on more debt. By discouraging or punishing banks for 
hoarding funds, the hope is they will be more inclined  
to lend it out to businesses and consumers, expanding 
credit, encouraging investment, and thereby stimulating 
economic activity. 

Secondarily, since the whole rate complex is pegged to 
these basic benchmarks, the result is lower prime rates, 
lower mortgage rates, lower credit card rates, etc. Again, 
the hope is bank customers will borrow more and 
consequently spend more. 

Thirdly, a lower rate of interest paid on deposits is 
expected to discourage inflows of foreign funds, thereby 
weakening a currency or slowing the ascent of a strong 
currency, further stimulating economic growth by 
making exports more competitive in global markets. 

Expected Consequences 

For banks 

Profit margins come under pressure. Banks make 
money on spreads (the difference between lending and 
deposit rates). To the extent that banks hold funds and 
do not put them out to better uses, profits are squeezed, 
thus the incentive to lend. Even so, as the rate structure 
is pushed down revenues decline commensurately,  
but the banks may be reluctant to push the costs of 
negative rates through to consumers for fear they will 
withdraw deposits, which banks require to make loans. 

For consumers

Consumers get lower borrowing costs on mortgages, 
auto loans, credit card debt, etc. Servicing and paying 
down existing debt becomes measurably easier, and if 
you don’t feel insecure about your ability to repay,  
lower rates may indeed spur you to spend more. 

For savers and investors

Savers can expect to earn next to nothing on deposits. 
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Instead one might expect to eventually pay higher fees 
and charges as the banks try to pass on their increased 
costs and mitigate the decline in their profitability. 
Individuals dependent on income from investments 
may find it harder to make ends meet. The safest 
investments are providing extraordinarily low yields,  
so the search for yield will become increasingly difficult. 
The lower discount rate provides a boost to asset 
valuations, lending support to stock and bond prices. 

Unexpected consequences:  
What is everyone worried about?
Many commentators are warning of market uncertainty, 
suggesting officials have underestimated economic risks 
associated with negative rates. So what are those risks? 

Muted profitability for banks 

This is the most obvious concern. As banks’ net interest 
margins (i.e. the “spreads”) are increasingly squeezed,  
as they will be so long as they are reluctant to pass on 
costs, their profitability will be more muted. The decline 
in European bank stocks in recent months suggests this  
is a widely-held fear. One idea to alleviate the damage is 
the use of a tiered rate system. In Japan for example, the 
negative rates only apply to new reserves, while the rest 
get zero or marginally positive rates. But as time goes on 
and rates go lower they will be eventually squeezed. 

On the other hand, if negative rates are in fact successful 
in stimulating the economy, that is ultimately good for 
the banking sector: borrowers are more likely to be able 
to repay loans, banks are more likely to find productive 

Bank of Canada overnight lending rate
SOURCE: BANK OF CANADA
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ways to deploy capital for positive return, and the 
expectation of higher future rates steepens the yield 
curve and improves net interest margin. 

A currency war? 

If everyone is simultaneously trying to stimulate exports 
via currency devaluation as a side-effect of negative 
rates, some fear such an escalation of a currency war 
could give way to other more outright protectionist 
policies that would be bad for global growth. 

Signal of policy exhaustion erodes confidence

Negative rates may be interpreted as a sign of the 
central banks reaching the limit of what monetary 

policy can do – being “out of ammunition.” If investors 
generally lose confidence in the ability of officials to 
counter a new downturn in growth, they may sell risky 
assets like equities and move those investments to 
safe-havens like government bonds. This reaction, 
opposite to central banks’ objectives, was seen last 
month in response to moves by the Bank of Japan, 
when investors plowed into government bonds sporting 
negative yields and thus accepted small negative 
returns. However, central banks can make clear they  
are not out of options. For example they could expand 
Quantitative Easing (QE) operations in terms of scope 
(include corporate bonds or equities), scale (size of 
purchases), or duration (as the ECB did March 10). 

Above or below zero: Comparing rates around the world
SOURCE: BLOOMBERG

While the majority of countries don’t have negative interest rates, that could change if the global economy takes a 
turn for the worse. Still, four nations have gone negative – Denmark, Switzerland, Sweden, Japan – while the 
European Central Bank’s rate has fallen to zero. Here’s how some countries stack up against one another.
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Ineffectiveness

Some observers feel negative interest rate policy is 
simply a waste of time and effort. Despite near-zero 
central bank rates and the lower rate structure for 
consumers being in place for a number of years now, 
economic growth is still struggling. Historically low rates 
appear to have had little impact. Growth and inflation 
have not been responding as hoped or expected.  
The move to negative rates may simply be “pushing  
on a string” and prove ineffective. 

Thwarting of Federal Reserve policy 

The U.S. Federal Reserve has made it clear in recent 
months that it believes the U.S. economy is strong 
enough now for easy-money conditions that have been 
in place in recent years to start to rise to more normal 
levels. In the meantime, European central banks are 
pushing in the opposite direction. Global markets are 
linked, and lower rates in Europe and Asia do have an 
influence here, keeping pressure on a wide range of 
rates, and will to some degree thwart the efforts of the 
Fed to rise rates. 

Depositors shy away from banks 

In response to higher fees, retail customers may 
withdraw and hold larger amounts of cash, or use forms 
of prepayment such as gift cards to avoid the cost of 
having money in the bank. The experience with deposits 
so far in Europe is stable. There has been no rush to 
paper money. That may be because for the most part 
commercial banks have not yet found the small 
negative rates onerous enough to try to pass on the cost 
to depositors. However, if rates were to get a lot more 
negative that may change. And if deposit bases dwindle, 
the shortage may actual push the cost of money up, or 
make the banks even more wary of extending credit, 
exactly the opposite of what the central banks intended. 

Crimping of corporate credit? 

If sub-zero rates were to extend to money market funds 

and precipitate a rush of money out, it could result in a 
pinching off of lending to the corporate sector, since 
these funds tend to be big components of borrowing 
companies’ short-term debt. 

Unknown unknowns

Negative rates have not been experienced very often  
or for very long and thus the consequences are not well 
understood. A recent report by the Bank for 
International Settlements concluded, 

“...there is great uncertainty  
about the behaviour of individuals 
and institutions if rates were to  
decline further into negative 
territory or remain negative for  
a prolonged period.” 

(BIS Quarterly Review March 2016) This uncertainty may 
contribute to an erosion of confidence in the global 
financial system. 

Investing in a negative interest rate 
world: Issues and opportunities 
We’ve already noted above a few of the most basic 
consequences for investors:

• Support for stock and bond valuations  
from a lower discount rate 

• For fixed income investors, difficulty finding yield

• Potential for higher account fees and charges 

In addition, increased volatility becomes a concern. The 
low discount rate, diminishing marginal returns and lack 
of liquidity in a lower rate environment will all contribute 
to increased volatility. However, professional investors 
and money managers may find opportunities in this 
type of environment. Because they spend their time 
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researching and analyzing sectors, regions, stocks and 
economic conditions, active managers are ideally 
positioned to bring comprehensive and well-informed 
knowledge to their decision-making for investors. 

Some potential opportunities include: 

Gold 

Gold has always had zero yield and sometimes costs in 
the way of storage fees, etc. As other “safe-haven” 
assets begin to offer negative yields, zero-yield looks 
more and more attractive! 

High yield bonds 

If you believe the world is not headed for recession,  
but also that interest rates are not going to rise 
materially any time soon, then the high rates offered  
by some corporate and high-yield (“Junk”) bonds  
can be interesting. 

Low or negative yield bonds 

If you believe recession is imminent and want a refuge. 
Perhaps you are betting on inflation. Or perhaps you 
suspect rates will drop even lower and you will be able 
to sell at a profit. 

Inflation-indexed bonds

To the extent that these instruments are priced for  
low inflation and perhaps lower than they otherwise 
would be due to global rate pressures, there is a profit 
opportunity for investors if economic growth is stronger 
and inflation higher than expected. 

Equities 

Stocks still provide opportunities, particularly those  
of higher quality companies that are not subject to 
macro growth concerns. If recession is not in the cards, 
equities depressed by economic uncertainty could see 
a rebound rally. 

Financials (especially European Financials) 

The pressure on interest margins and the weak 
economic outlook have depressed valuations across 
most of the sector. Relatively cheap now, Financials 
could be an opportunity for value investors. 

Dividend Stocks

While the yield on 10 year U.S. Treasuries has fallen  
below 2%, the yield on the S&P 500 has been rising.  
While dividends are not “guaranteed” the way interest 
payments are (assuming no default), it should be noted 
that the dividend payout ratio for the S&P 500 as a 
percent of profits is still less than 40%, providing investors 
with a big cushion against possible dividend cuts.  
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