
“I do not believe that the ECB has hit the effective lower bound on policy rates.” 
    & Christine Lagarde, 1956 – present, incoming president of the ECB 

 “It will not be long before the spread of negative interest rates reaches the U.S.” 
  & Alan Greenspan, 1926 – present, former chairman of the Federal Reserve from 1987-2006 

WILL INTEREST RATE CUTS BE ENOUGH TO FORESTALL A RECESSION? 
In his widely beloved children’s book, “Alice’s 
Adventures in Wonderland”, British author Lewis Carroll 
takes his readers on a trip to a fantasy world that has no 
apparent connection with reality. It’s the story of a young 
girl (Alice) who fell down a rabbit hole and entered a 
bizarre world where up is down, left is right, and even 
numbers behave erratically. 

Carroll begins his novel with a pointed dedication: 
“There will be nonsense in it!” Later on, when one of the 
book’s more colorful 
characters, the Mock 
Turtle, ventures to 
describe this upside-
down world, he quips: 
“Well, I have never 
heard it before, but it 
sounds uncommon 
nonsense.” 

“Well, I have never 
heard it before” - he 
could have been 
talking about 21st-
century central bankers 
who have boldly gone where no central banker has gone 
before: an economist’s version of Wonderland where 
borrowers get paid, savers penalized and economic logic 
is turned on its head. 

Their mad, reversed Wonderland is called ‘negative 
interest rates’ or ‘NIRP’ (negative interest rate policy) - an 
extreme monetary policy measure intended to incentivize 
banks to lend money more freely, lift the rate of inflation, 
and help weaken a country’s currency. 

Under NIRP, financial institutions are required to pay 
interest for parking excess reserves with the central bank 
and investors effectively pay for the privilege of lending. 
“Curiouser and curiouser,” as Alice remarked on falling 
down the rabbit hole. 

What started out as a short-term emergency experiment 
has now become the new normal. Although the 
probability of NIRP implementation in the near-term by 
the Fed is negligible, the European Central Bank (ECB) 
and the central banks of Denmark, Japan, Sweden and 
Switzerland have all adopted this drastic policy strategy. 

At present, countries with NIRP account for one-fourth of 
world GDP, while the universe of negative-yielding bonds 
globally has grown to almost $17 trillion, or around 30% 

of the market value of 
the Barclays Global 
Aggregate Index, one 
of the most widely 
used global bond 
benchmarks. Denmark, 
the Netherlands, 
Finland, Sweden, 
Switzerland, and 
Germany all recently 
had their entire 
government bond yield 
curve – from 0 to 30 
years - at negative 
yields (see chart on the 

back)! Investors in these bonds will lose money if they 
hold them to maturity. 

In return, financial institutions have started to pass on 
negative rates to large customers. That’s right, instead of 
receiving interest on deposits, those customers must pay 
the bank a deposit fee. As a result, some banks report 
that major depositors have asked to park their physical 
cash in vaults where it avoids incurring negative rates, but 
also won’t spark economic growth. That’s called a 
‘liquidity trap’, where expansionary monetary policy 
becomes ineffective because people hoard financial 
capital rather than invest or spend it. 

If that were not “uncommon nonsense” enough, 
consider this: in Denmark, some financial institutions are 

offering borrowers ‘negative’ mortgages that 



pay interest! Like Alice, we muse that “it would be so nice 
if something made sense for a change.” 

In their landmark treatise ‘A history of interest rates’, 
Richard Sylla and the late Sidney Homer state that human 
beings have been engaging in credit transactions for 
more than 5000 years. However, negative interest rates 
are a phenomenon that is never mentioned in their 
encyclopedic tome. Early on, those cultures actually 
understood the basic financial concept of ‘time value of 
money’, which holds that money that is available at the 
present time is worth more than the same amount to be 
received in the future due to its potential to be invested 
and earn interest. 

Sylla and Homer cite evidence from early Sumerian 
documents from circa 3000 B.C. that reveal a systematic 
use of credit based on loans of grain by volume and loans 
of metal by weight. Loans for productive purposes, such 
as seeds and animals, repayable in kind with an agreed 
interest rate 
were 
necessary for 
survival in 
those times 
and provided 
a vital 
impetus 
toward 
human 
progress. 

Around 1800 
B.C., the
ancient
Babylonian king Hammurabi gave his people the earliest
known formal code of laws that regulated the relation of
debtor to creditor. The maximum rate of interest was set
at 33 % per annum for loans of grain and at 20% per
annum for loans of silver by weight. In the 6th century
B.C., the rate on Greek loans was 18%, while the rate on
‘safe’ Greek investments dropped all the way to about 
8% by the first century A.D. 

Central banks’ main tools to affect the economy are their 
benchmark interest rates. For instance, in reaction to the 
Great Recession, which began in December 2007 and 
ended in June 2009, the Fed aggressively cut the federal 
funds rate from 5.25% to a range of 0% to 0.25%. At that 
time, it was assumed that monetary policy did not have 
the ability to push nominal interest rates below zero, 
known as the ‘zero lower bound’ (ZLB), because people 
would hold on to cash instead of paying a fee to deposit 
it. In fact, the St. Louis Federal reserve stated in 2013 that 
“Conventional wisdom is that interest rates earned on 
investments are never less than zero because investors 
could alternatively hold currency.” When ZLB failed to 
adequately stimulate the economy, they engaged in 
quantitative easing (QE), which involved purchasing 
longer-dated bonds. 

However, the sacrosanct concept of ‘zero lower bound’ 
was upended in June 2014, when the ECB made the 
highly unusual decision to lower its benchmark rate from 
0% to -0.1%. Then, in 2016, the Bank of Japan (BoJ) 
followed the ECB’s lead and resorted to negative rates. 
Although the central banks of Switzerland (1970s), 
Sweden (2009) and Denmark (2012) were the first to 
impose negative interest rates on some deposits, their 
rationale for lowering policy rates below zero was not 
credit creation but to weaken their currencies in order to 
stimulate trade by making exports cheaper and imports 
more expensive. 

What once seemed utterly foreign to savers and investors 
has now become part of mainstream macroeconomic 
thinking. It is safe to say that we are witnessing an 
unparalleled experiment in monetary policy on a global 
scale. Wonderland is now regarded as normal and 
desirable. “Have I gone mad?” asked the Mad Hatter. 
“I’m afraid so,” replied Alice, “you are entirely bonkers. 

But I’ll tell 
you a secret. 
All the best 
people are.” 

Five years 
into what was 
supposed to 
be a

temporary 
shot in the 
arm for the 
euro area, 
the ECB 

maintains 
that their negative rate policy so far has been successful. 
In reality however, Europe’s manufacturing decline shows 
no signs of abating and economic growth is now close to 
stagnating, while inflation has weakened across Europe 
to well below the ECBs target of 2%. Moreover, negative 
rates threaten pension funds and insurance companies, 
undermine bank profitability with weak interest income 
and thin margins on loans, and create the risk of asset 
bubbles. 

Certainly, by the standards of Europe and Japan, 
economic growth to date in the U.S. has remained robust 
and inflation has accelerated modestly. In a widely 
expected move meant to sustain the decade-long 
economic expansion, the Fed lowered its federal funds 
rate in September by a quarter of a percentage point for 
the second time this year to a range of 1¾% to 2%, 
bringing an end to a relatively shallow tightening cycle. 

Most encouragingly, when asked about initiating 
negative interest rates in the U.S., Fed chairman Powell 
told reporters that he does “nnot think we’d be looking at 
using negative rates. I just don’t think those will be at the 
top of our list.” 



Although interest rates are low by historical standards, 
rates in the U.S. are much higher than in other developed 
economies. In fact, Jim Bianco, who heads the 
eponymously named Bianco Research, recently tweeted 
that for the first time since 1956, U.S. bond yields are the 
highest in the developed world (see chart on this page), 
partly because the U.S. economy has sustained a 
significantly higher growth rate. 

At 124 months and counting, the current U.S. economic 
expansion is the longest on record. It’s also transitioning 
into a late-stage phase, as evidenced by decelerating 
economic growth, peaks in profit margins, tight labor 
markets and a flat/inverted yield curve. Risks are looming, 
most notably trade tensions and higher tariffs between 
the U.S. and China, slowing growth in some major foreign 
economies that 
might lower the 
demand for U.S. 
exports, and the 
recent political 
developments in 
both Washington 
and London 
(Brexit). 

To counter slowing 
economic activity, 
the Fed has 
responded with two 
interest rate cuts 
and shifted to a 
more 
accommodative 
monetary policy, 
which caused yields 
to tumble, provided 
valuation support to 
equity markets and 
led to several bouts of market volatility. Yet against the 
backdrop of softening economic growth and heightened 
uncertainty, fears of a potential recession have been 
cropping up with growing frequency. 

While we are more vulnerable than usual to adverse 
shocks and economic risks around the world have 
increased noticeably, we believe that current economic 
conditions do not suggest that a recession is imminent. 
Even though the U.S. manufacturing sector, which 
represents 11% of U.S. economic growth, is already in a 
mini-recession (defined by two consecutive quarters of 
contraction), consumer spending, which accounts for 
70% of U. S. economic growth, has remained strong amid 
firm wage growth and a solid labor market. 

Having said that, economic cycles are notoriously difficult 
to predict, and it’s never too early to be prepared for the 
next downturn. 

With equity market valuations elevated, interest rates at 
or near historical lows, an uncertain economic outlook 
and the possibility of temporary risk-off events, the 
investment landscape has clearly become more 
challenging. Below are some strategies that we at Telos 
Capital Management, Inc. employ to help our clients 
navigate the complexities of this late-cycle environment:**

• We believe that the low-growth, low-inflation
environment we see ahead calls for careful balancing of
risk and reward.
• The Fed’s shift toward a much more dovish stance
should continue to provide support for risk assets. Taking 
measures to lower risk across investor portfolios is 
warranted as the road ahead could be bumpy.  
• We keep portfolios appropriately diversified across

multiple asset 
classes within a 
client’s strategic 
asset allocation. 
• We favor larger
companies with

strong 
fundamentals, 

healthy balance 
sheets, consistent 
growth and healthy 
dividend growth. 
• Our bottom-up
stock analysis
focused on intrinsic
value could help
mitigate the impact
of multiple
compression if
earnings growth 
begins to
deteriorate. 
• We consider

emphasizing sectors less tied to the economic cycle. 
• We maintain some exposure to international
investments.
• We believe that it’s still appropriate to own bonds as
part of a long-term diversified portfolio allocation and
focus on shorter-dated bonds from high quality issuers
with strong liquidity.
• We are increasing cash holdings to take advantage of
future possible dislocations and pockets of illiquidity. 

* Implementation of these strategies depend on each
individual client’s objectives and guidelines.

Investors ultimately face two major risks: the risk of losing 
money and the risk of missing opportunities. After the 
broad stock market’s strongest performance in the first 
nine months of a year since 1997, which leaves it just shy 
of its all-time high, we view the former as the risk that 
merits our attention. 
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