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The negative side of negative rates 

Written by: Carmen Nel, Economist and Macro Strategist at Matrix Fund Managers   

 

Global monetary policy has moved through various regimes over the past decade: from traditional interest rate 

cuts to unconventional measures, such as quantitative easing (QE), forward guidance, and yield curve control. In 

many economies, policy rates have reached the lower bound, leading to ZIRP – zero interest rate policy – and 

NIRP – negative interest rate policy. 

Record lows 

In September, the ECB cut its deposit rate deeper into negative territory and embarked on renewed QE. In 

anticipation of this policy adjustment, Germany’s government bond yields fell precipitously, with the entire curve 

moving into negative territory in August (Figure 1). At that time, around US$17 trillion in global debt was trading 

at negative yields, eclipsing the US$12 trillion that was sub-0% in 2016 (Figure 2). 
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  Figure 1: German government bond yields    Figure 2: Market value of negative-yielding debt 

 

      Source: Bloomberg         Source: Bloomberg 

Negative interest rates may sound fantastic, because it would be the ultimate free lunch: you are paid to borrow 

money to spend or invest! However, until now, only large corporates have been able to issue bonds at effective 

negative rates. Most companies and households making use of bank credit still face a positive borrowing cost. 

So, has NIRP worked? 

Since the ECB first pushed its deposit rate into negative territory in 2014, credit growth in Europe has accelerated, 

but for the most part has remained at or below that of nominal GDP (Figure 3). Hence, NIRP may not have been 

quite as effective as was originally hoped. This does not necessarily mean that NIRP has been counterproductive. 

Elevated political and policy uncertainty – most notably the protracted US/China trade war and the overhang from 

Brexit - have probably offset the benefit from easier monetary policy. Recent developments point to a moderation 

in these constraints with hopes of a Phase 1 deal between the US and China, while the risk of a hard (no-deal) 

Brexit has fallen sharply. 

Figure 3: Eurozone credita versus GDP growth and ECB deposit rate 

 

a Credit to households and non-financial corporates 

Source: Bloomberg, Matrix Fund Managers 

However, there are potential unintended consequences associated with negative rates that could make negative 

rates not only counterproductive, but also potentially destructive. 
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Asset shortage or return-less risk? 

The elevated uncertainty during the post-crisis period makes “the return of capital” the focus rather than “the return 

on capital.” We often hear about a global safe-asset shortage, but policy and regulation have possibly contributed 

to a supply/demand imbalance in developed bond markets. This becomes clear when we review what type of 

agents buy bonds and why. Regulatory requirements may force institutions, such as banks and pension funds, to 

buy bonds. Yet there are agents who are discretionary buyers of bonds. Central banks may choose to buy bonds 

as part of a policy implementation decision, such as QE, while investors may opt for bonds as a recession hedge, 

irrespective of the yield. Speculators could purchase bonds with a short-term investment horizon, believing that 

yields will fall further. 

The “artificial” demand results in significantly lower bond yields than would otherwise be the case, which could 

lead to excessive risk taking. The IMF’s latest Global Financial Stability Report has flagged the potential systemic 

risks associated with low interest rates – corporates gearing up for financial risk-taking and investors crowding 

into overvalued or illiquid assets to get more return. Not only will the forced unwind of illiquid positions and 

corporate deleveraging amplify any down-cycle in the economy and/or financials market, but a reset in core 

government bond yields poses a risk to banking sectors, which have become more integrated with their respective 

sovereigns. 

Why are negative rates bad for various market participants? 

Can negative rates be contractionary? Potentially, yes. Negative short-term interest rates and bond yields affect 

economic and financial agents in different ways. 

Consumers: Falling deposit rates would normally entice consumers to invest their savings into riskier assets 

and/or to consume more. However, if the population is ageing rapidly (as in the case of Europe) or is already very 

old (as in the case of Japan), then falling deposit rates may prompt consumers to save more, which detracts from 

consumption demand and growth (all else assumed equal). So far, banks in economies that have negative policy 

rates (such as Europe, Denmark, and Sweden) have not passed on negative deposit rates to their individual 

customers.  

Firms: For private sector businesses, falling borrowing costs lower the hurdle rate for investment projects and 

increase their net present values, leading to higher fixed investment by firms. In recent years, this “investment” 

has been channelled into M&A or pay-outs to shareholders (dividends and share buybacks). Negative rates and 

the attendant gearing have arguably led to financial risk-taking rather than real-economy risk-taking. A secondary 

consequence could be that this has contributed to rising market concentration and less competition, which in turn 

could mean a reduced incentive to innovate. In addition, very low interest rates may also keep unproductive 

companies afloat, contributing to weak potential GDP growth because of slowing productivity. There is thus a type 

of doom-loop where central banks lower interest rates, potentially depressing potential growth via excess capacity, 

which reduces the incentive to invest, which then prompts even lower interest rates. 
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Pension funds: Developed market pension funds, particularly in Europe, tend to be long-term holders of fixed-

income assets, in part due to regulation that often requires them to hold a prescribed portion of their assets in 

bonds (Figure 4). If a pension fund buys a bond at a negative yield, then the pension fund effectively locks in the 

loss. This means that future assets will be lower and/or that the pension fund must take on greater risk in its 

remaining asset allocation to make up the expected shortfall. For defined-benefit funds, the employer carries the 

risk (even more so if liabilities are discounted at very low rates leaving a substantial funding gap), while in defined-

contribution funds, the member takes on the risk and potentially faces a smaller-than-expected savings pool when 

she retires. 

Figure 4: Pension fund asset allocation (%, 2018 estimates) 

 

Source: OECD, SARB, Matrix Fund Managers 

Insurers: Insurance companies are liability-driven investors who try to match liabilities using long-term income-

generating assets, such as bonds. Similar to a pension fund, if an insurer buys a bond at a negative yield, then it 

locks in a loss. To make up for the expected shortfall the insurer would have to allocate more of the funds to bonds 

and/or increase premiums. 

Banks: Banks suffer from very low/negative rates in two ways. Regulation forces banks to invest their capital in 

government bonds. Doing so at a negative yield implies locking in a loss and shrinking the capital base off which 

it lends. In addition, yield curves have flattened dramatically via the interest rate expectations channel, making 

maturity transformation less profitable. This will also contribute to lower credit growth than would otherwise be the 

case. 
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The exchange rate: Negative rates should imply a weaker home currency as investors are pushed outward into 

higher-yielding assets in other countries. This could be due to the lower expected return in the home currency, as 

well as a loss of confidence in the home currency’s store of value. Over the past 18 months, relatively high US 

yields have contributed to a stronger US dollar versus the euro, Swedish krona, and Danish krona, as well as 

against emerging market currencies (Figure 5). A strong dollar is generally associated with weaker global growth, 

leading to subdued exports that could partly counter the benefit of lower rates. 

What if yields become positive again? 

So, what could lead to a sell-off in developed market government bonds? 

Institutional funds could face redemptions that trigger forced liquidation of bond holdings. Outright fiscal stimulus 

from Europe could lead to higher supply of government bonds, with spill-overs to other markets, such as US 

Treasuries and corporate bonds. Finally, and on the positive side, improving global growth could lead to a 

reassessment of policy rate expectations and the cessation of QE. The latter would plausibly lead to a rotation 

back into equities and out of bonds – a reversal of the flow dynamics seen during 2019. Nascent signs of a 

stabilisation in global growth have already pushed German government bond yields higher (Figure 1). 

While prudent long-term investing emphasises “time in the market” rather than “timing the market”, returns can be 

sensitive to entry and exit points. Comparing the asset class performance in Table 1 highlights this point. It is also 

evident when comparing the return from US bonds to that from German bonds that a sizeable coupon is a key 

return-driver when investing in fixed income. For a long-term investor, the bulk of the return in fixed income comes 

from the yield or coupon, but negative yielding bonds do not have much of a coupon. Moreover, there is an 

opportunity cost to investing at negative or extremely low yields, based on the outperformance from equities. The 

recent losses on bond positions could be exacerbated by a normalisation in yields should global growth rebound, 

or substantial fiscal stimulus ensue. 

Table 1: Annualised total returnb 

 

b Total return up to close of business 25 November 2019 

Source: Bloomberg, Matrix Fund Managers 

  

Total return (%) 
US 10-year 

treasury bond 
(in USD) 

Germany 10-
year 

government 
bond (in EUR) 

US equities 
(S&P 500, 

in USD) 

European 
equities 

(Euro Stoxx, 
in EUR) 

Since end Sep-2018 11.6 5.7 8.7 8.3 

Since end Aug-2019 -6.0 -11.6 36.2 38.8 

Year-to-date 10.5 5.0 30.6 29.0 
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Conclusion 

Elevated nominal and real yield differentials between emerging markets and developed markets are what have 

attracted portfolio flows into local bond markets. South Africa, in particular, has relatively high nominal and real 

rates in absolute terms and when compared not only to developed markets, but also to liquid emerging markets 

(Figure 5). Yet while South African investors do not directly face the unintended consequences of negative rates, 

they could feel the negative spill-overs from a normalisation in developed market yields. In a world where cash is 

king and the search for yield drives capital flows, rapidly rising German and US bond yields could make it harder 

for South Africa to attract the necessary capital to fund the current account and budget deficits. On the flip side, 

South Africa’s risk premium has widened versus the EM peer group, which could provide a buffer to core yield 

normalisation, at least initially. 

Figure 5: South Africa bond yield differentials to Germany and other emerging markets 

 

Source: Bloomberg, iress, Matrix Fund Managers 
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