
In This Issue: 

 The benefits of monetary policy has run 

its course and Central Bankers are run-

ning out of options. 

 Savers are being penalized while there is 

a windfall for the debt laden. 

 We are witnessing negative interest rates 

in Japan and most of Europe. 

 US labor market is the strongest in many 

years yet markets are pricing in almost no 

chance of multiple interest rate hikes this 

year. 

T 
here seems to be a steady concern amongst poli-

cy makers that the financial markets are losing 

confidence in monetary policy (interest rate cuts) 

and the ability of central banks to do much more to 

boost economic growth. As recently as last month, the 

Bank for International Settlements (the central bank for 

central banks) stated in a report that they believe that 

there are indications of “…the signs of a gathering 

storm that has been building for a long time… Underly-

ing some of the turbulence of the past few months was 

a growing perception in financial markets that central 

banks might be running out of effective policy options”.  

This quarter’s newsletter gets its title from the growing 

global trend towards the acceptance of negative interest 

rates as a component of mainstream economic policy. 

Negative interest rate policy (NIRP) is increasingly be-

ing seen as an act of economic desperation by the mar-

kets. Currently, the central banks of Europe, Denmark, 

Sweden, Switzerland and Japan - representing over 

25% of global GDP - have implemented negative inter-

est rates.  

What is NIRP? 

Simply described, NIRP is a policy in which a depositor 

is charged interest on their deposits – rather than re-

ceiving it.  The central banks that have instituted nega-

tive interest rates are charging interest to commercial 

banks that deposit excess reserves with them. These 

excess reserves represent funds that the commercial 

banks’ customers have on deposit and that are in turn 

not being lent out due to either lack of loan demand or 

the commercial banks being too nervous to take the risk 

on making a loan. The goal of negative interest rate poli-

cy is to create a disincentive for the commercial banks 

to hold on to excess deposits so they will make loans 

more available to businesses and individuals. In turn, 

this borrowed capital will make its way through the 

economy.   

Traditionally, banks earn interest income by lending out 

excess deposits and earn a spread (differential) be-

tween the interest rate paid to depositors and the rate 

charged to borrowers. With respect to commercial 

banks, NIRP makes it more expensive to sit on excess 

reserves and make lending money a more appealing 

option. The thought is that if banks will be penalized for 

not lending, they will make credit more accessible to 

help strengthen global economic growth. 
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Understanding the Weaknesses 

There are two essential weaknesses that NIRP over-

looks. What policy makers are not recognizing is that 

making something available does not mean it will be 

taken up. First, the demand for loans will depend on the 

opportunities available. For example, companies 

(borrowers) are not going to build a new factory or in-

vest in new equipment if they are not confident about 

the future. After all, if a business is not willing to borrow 

at 2%, then the probability of being excited to borrow at 

1% is not that great. On the flip side, banks (lenders) 

that are worried about borrower defaults on their loan 

books might find it more appealing to pay the negative 

interest rate on unlent reserves rather than take a 

chance on making a loan.   

Secondly, bank profit margins globally are 

being squeezed due to low interest rates. 

In turn, they are finding ways to extract 

higher fees and reduce services to their 

customers to offset this. So it seems that 

in some respects NIRP is backfiring or 

having unintended consequences on con-

sumers. 

With respect to banks, the International Monetary Fund

(IMF) has also indicated negative rates posed a 

“significant profitability challenge” for some commercial 

banks that could lead to “excessive risk taking”. In short, 

they believe that banks that are facing squeezed profita-

bility from their lending operations could be tempted to 

extend loans into risky opportunities which they might 

not otherwise think about. The end result would be that 

the much needed structural changes that many compa-

nies and industries need to undertake would be avoided 

or delayed with the influx of cheap loans into corporate 

coffers. 

Over-relying on Low Interest Rates 

As we have maintained in past editions of our newslet-

ters, ultra-low interest rate policies are causing distor-

tions in the way the financial markets work and are 

causing investors to have to take on more risk (in return 

for higher income). With NIRP layered on top, the risk of 

distortion is even more significant.  

We believe that low interest rates are not the solution to 

sustainably boost economic growth. Up to a point, they 

are helpful but if low interest rates were a solution to 

slow economic growth, they would have begun to have 

a greater effect by now. After all, it has been nearly a 
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decade and the intended effects have yet to materialize.  

In recent weeks, Warren Buffet, perhaps the most fa-

mous investor of all time, outlined the effects of NIRP on 

the operations of Berkshire Hathaway.  Buffett said that 

“We are doing something the world has never seen. We 

do not know how this movie plays out. Berkshire Hatha-

way is sitting with billions of dollars of euros in an insur-

ance company…in Europe and they will bear a negative 

rate. We would be better off with a big mattress in Eu-

rope that we just stick all this stuff in … It distorts every-

thing.” 

Critics of negative interest rate policy are pointing to Ja-

pan as proof that NIRP will not work over the longer 

term. In modern times, no major economy in history has 

ever undertaken the monetary experimen-

tation that Japan has and the results have 

been mixed at best. After an initial surge, 

the last year has seen the Japanese econ-

omy reenter its long term funk as the famil-

iar theme of low inflation, rising debt and 

slow economic growth has reasserted it-

self. 

However, this is not isolated to Japan.  The Bank for 

International Settlements (BIS) published a study that 

showed negative interest rates did not always encour-

age spending and borrowing. Some banks in Switzer-

land have begun to increase mortgage rates in order to 

mitigate costs incurred at the central bank. Switzerland’s 

experience points to a fundamental policy backfire if the 

intention of negative policy rates is to transmit reduced 

interest rates to the wider economy. 

Savers are Penalized  

and the Borrowers are Rewarded 

The critics of NIRP say that it does not come without 

side-effects. NIRP would only be beneficial for as long 

as the banks are able to pass on the full amount of the 

rate reduction to borrowers. When a central bank under-

takes a policy of negative rates the goal is to have the 

borrowing rates grind lower to incentivize borrowing. The 

problem is that for savers, this means they earn lower 

interest income on their savings. Recent data from the 

European Central Bank shows that interest income for 

German citizens last year was about $36 billion lower 

than the average of the prior 5 years. Another study re-

leased this year by a German investment firm estimates 

that German households will lose €224 billion in interest 

income  over the next five years due to NIRP. 

Recent data… shows 

that interest income for 

German citizens last 

year was about $36 bil-

lion lower than the aver-

age of the prior 5 years. 



  

The NIRP skeptics also believe that savers could react 

by saving even more (spending less) due to the lack of 

income (interest) they receive on their deposits. Olaf 

Stotz, a professor of asset management at the Frank-

furt School of Finance, was quoted in Handelsblatt, the 

German business newspaper, as saying that a 35-year

-old German man on an average income with a life 

expectancy of 79 years would have had to put aside 

€168 a month in 2007 to maintain his standard of living 

in retirement. But by 2015, he would have needed to 

put aside more than twice as much – €360 per month. 

That is equivalent to an annual increase in costs of 

13.5 percent since 2008.  

While NIRP is hurting savers, countries with high lev-

els of debt are an unambiguous winner. Economists 

estimate that Italy has saved nearly €60billion in inter-

est costs due to low interest rates over the last four 

years. Currently, over $7 trillion of government bonds 

worldwide are paying negative interest rates. That is to 

say that the investors who hold these bonds will not 

get their money back. 

Cash Hoarding 

One of the negative side effects of NIRP is cash 

hoarding. The IMF has said there is evidence that de-

mand for big denomination banknotes had increased 

in Switzerland and Japan as citizens of these coun-

tries hoard cash at home rather than in the bank. The 

cash hoarding is a byproduct of negative interest rates 

since NIRP is a great disincentive for making or holding 

bank deposits. In countries with high value banknotes 

such as Switzerland, where denominations are as high 

as 1000 Swiss francs, individuals and corporations may 

be more inclined to hoard cash as the physical space 

needed to store large amounts away is smaller.  

Lending further credence to the potential deflationary 

impact of NIRP is that the Japanese Finance Ministry has 

announced that it will print 1.23 billion ¥10,000 bills in 

fiscal year 2016, an increase of 180 million from a year 

earlier. Furthermore, the Bank of Japan’s NIRP policies 

are being blamed for the fact that the total amount of 

cash stashed in homes as opposed to the bank is esti-

mated to have surged by nearly ¥5 trillion to ¥40 trillion in 

the past year. 

Journey Into Uncharted Waters 

NIRP has allowed Europe and Japan to finance massive 

debt loads by borrowing for less than nothing. As the 

chart above shows, the yield on Japanese 10-year gov-

ernment bonds is now below zero. The buyers of these 

countries’ bonds are willingly losing money by being paid 

back less than they initially invested. If individuals react 
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Japan has seen its 10 year government bond yields turn negative this 
year. Investors seeking risk opportunities have traditionally borrowed from 
Japan’s low rate environment and invested in higher yielding regions.  
However, the simultaneous surge in the Yen vs. both the Euro and the US  
dollar suggests that even low rates are not appetizing enough for financ-
ing increased risk taking.  These same investors now have cheap rates 
readily available in other regions due to NIRP thus reducing their reliance 
on Yen denominated borrowing. The rise in the Yen is now hurting Japa-
nese exports. 
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to this interest rate backdrop by determining that in order 

to offset forgone interest income in the era of low inter-

est rates that they have to save more, then NIRP will 

have had a serious unintended consequence. In 

turn, if banks decide that they have to maintain their 

profitability in a low interest rate world by cutting 

loans and raising fees, once again NIRP will be 

something that was not intentioned. Lastly, if corpo-

rations and individuals do not react to low interest 

rates by increasing their borrowing because of a lack 

of confidence, then once again, NIRP will have 

caused more harm than good.  

A Bandage Solution 

NIRP is unable to address some of the real factors that 

are subduing economic growth such as ageing popula-

tions, high debt levels, low productivity and overinvest-

ment in too many industries. The answer to these chal-

lenges is not lower interest rates.  

NIRP might force some consumers who are saving for 

retirement  to reduce spending if they are going to reach 

their retirement income goals and retirees with lower 

incomes might decide to react by cutting consumption as 

well. A monetary policy intended to spark growth, then, 

in fact, risks reducing consumer spending. 

In recent weeks, some have put forward the notion that 

the US could bring in a NIRP. At this point, that would 

seem a gross overreaction given that the US labor mar-

ket is the strongest it has been in a long time with unem-

ployment sitting at 5% and wages showing some signs 

of strengthening on a continued basis.  

That being said, the 

interest rate futures 

markets are pricing in 

a low probability of 

more than one US 

interest rate increase 

in 2016. Part of this is 

based on the fact that 

the global economy 

continues to show 

weakness and only 

tentative signs of 

strength. Officially, 

the Federal Reserve is only supposed to focus on the 

domestic US economy. But recognizing that the world 

is increasingly interconnected, San Francisco Federal 

Reserve President John Williams said that “We have a 

domestic mandate…but that said, we understand that 

we’re in a global economy so what happens in Brazil or 

China has a huge impact on the US in terms of our in-

flation and employment goals”. 

While the US is far from likely to implement a NIRP pol-

icy, it is taking notice of the difficulties seen around the 

world. However, if the labor market data and steadying 

of US inflation continues, it will not be long before the 

bond markets begin to ratchet up US interest rates. The 

implications for the international markets would be sub-

stantial as it would create a gulf between US interest 

rates and those around the world.  
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“Berkshire Hathaway is sitting 

with billions of dollars of eu-

ros ...in Europe and they will 

bear a negative rate. We would 

be better off with a big mattress 

in Europe that we just stick all 

this stuff in …”  
   - Warren Buffet 


