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Sometimes Truth is Stranger than Fiction: Negative Interest Rates

Imagine a world where banks offer to pay borrowers for taking loans. In this world, financial
institutions also require depositors to pay for the privilege of having the bank hold their money.
If it seems like something you might find in a science fiction novel, cast your eyes toward
Europe.

While bond investors in the United States have waited and waited and waited for interest rates
to rise, bond investors in Europe have watched certain interest rates drop below zero. In fact,
during the first quarter of 2015, bonds issued by Germany, Switzerland, the Netherlands,
France, Belgium, Finland, and Italy offered negative rates of return. The New York Times
reported:?

“The most profound changes are taking place in Europe’s bond market, which
has been turned into something of a charity, at least for certain borrowers. The
latest example came on Wednesday when Germany issued a five-year bond
worth nearly $4 billion with a negative interest rate. Investors were essentially
agreeing to be paid back slightly less money than they lent.”

Why would bond investors accept a guaranteed loss? The Economist explained they are being
cautious. Uncertainty about what might happen to banks if Greece leaves the euro has
investors willing to accept a small loss in order to avoid a potentially greater one.?

| know what you did last summer

The negative rate phenomenon began in mid-2014 when the European Central Bank (ECB)
lowered its deposit facility rate — the rate banks use to make overnight deposits in the
Eurosystem — into negative territory. In June 2014, the ECB paid -0.1 percent. The ECB
explained the cut was one of several measures intended to ensure price stability over the
medium term, a condition required for sustained economic growth.? By September, it lowered
the rate to -0.2 percent.? (By way of comparison, the U.S, Federal Reserve paid a positive return
during the same period and was 0.11 percent early in 2015.)°

While investors may be familiar with the idea of negative real rates of return (the return earned
on a bond or paid on a loan after factoring in inflation), the idea of negative nominal rates (the
rate given by the original issuer of a bond or the rate a borrower agrees to pay on a loan) is
confounding. It begs the question: When offered a negative rate of return on an investment or
deposit, why wouldn’t an institution or individual choose to hold cash instead? Richard

Anderson and Yang Liu of the St. Louis Federal Reserve explained:®
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“Negative interest rates fascinate both professional economists and the public.
Conventional wisdom is interest rates earned on investments are never less than
zero because investors could alternatively hold currency. Yet currency is not
costless to hold: It is subject to theft and physical destruction, is expensive to
safeguard in large amounts, is difficult to use for large and remote transactions,
and, in large quantities, may be monitored by governments.”

Of course, that doesn’t mean individuals or institutions will keep money in banks if interest
rates remain in negative territory. According to The New York Times, economists speculate cash
hoarding may become common when interest rates reach -5 percent.!

The effects of negative interest rates

The ECB hopes negative rates will help spur spending, stimulate economic growth, and pull the
region out of a deflationary period. Bloomberg reported rates below zero are intended to
incentivize banks that have been stockpiling cash at the ECB to extend loans to businesses and,
thus, help reinvigorate the economy.”

Negative rates also are expected to encourage individuals to save less and spend more which
could further spur economic growth. “If saving is a losing proposition, investment and
consumption should rise, buoying the economy,” reported The Economist.? So far, that has yet
to happen:®

“The best hope for success, however, lies in foreign-exchange markets. Negative
rates might send investors in search of better returns abroad, leading to
depreciation of the currency. That would raise the price of imports, helping to
combat deflation and giving a growth-enhancing boost to exporters. Since the
ECB introduced negative deposit rates the euro has fallen against the dollar by
nearly 20 percent... If currencies fall by enough, then negative rates might just
pay off — provided sinking prices elsewhere don't lead ever more of the global
economy to take the plunge into sub-zero waters.”

While it’s difficult to gauge whether negative rates will prove to be an effective central bank
policy tool, we can say with certainty that we live in interesting times.

Sources:
! http://www.nytimes.com/2015/02/28/business/dealbook/in-europe-bond-yields-and-interest-rates-go-through-
the-looking-glass.html?ref=business& r=0
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? http://www.economist.com/news/finance-and-economics/21640373-why-investors-would-opt-lose-money-
accentuate-negative (or go to http://peakclassic.peakadvisoralliance.com/app/webroot/custom/editor/Apr-
2015 TheEconomist-Accentuate the Negative-Footnote 2.pdf)

% http://www.ech.europa.eu/home/html/faginterestrates.en.html

* https://www.ecb.europa.eu/stats/monetary/rates/html/index.en.html

S http://www.federalreserve.gov/releases/h15/current/default.htm

& https://www.stlouisfed.org/publications/regional-economist/january-2013/how-low-can-you-go-negative-
interest-rates-and-investors-flight-to-safety

7 http://www.bloombergview.com/quicktake/negative-interest-rates

& http://www.economist.com/news/finance-and-economics/21644203-negative-interest-rates-do-not-seem-spur-
inflation-or-growthbut-they-do-hurt (or go to
http://peakclassic.peakadvisoralliance.com/app/webroot/custom/editor/Apr 2015 TheEconomist-

Worse than Nothing-Footnote 8.pdf)

% http://www.economist.com/blogs/economist-explains/2015/02/economist-explains-15 (or go to
http://peakclassic.peakadvisoralliance.com/app/webroot/custom/editor/Apr 2015 TheEconomist-

Why Negative Interest Rates Have Arrived-Footnote 9.pdf)

Securities offered through LPL Financial, Member FINRA/SIPC.

For general information only. Not intended to provide specific advice or recommendations for any individual. To
determine which investment(s) may be appropriate for you, consult your financial advisor.

This material was prepared by Peak Advisor Alliance. Peak Advisor Alliance is not affiliated with the named
broker/dealer.
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