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Saying “no” to NIRP
For over 100 years, the Food and Drug Administration (FDA) and its
predecessors have regulated pharmaceuticals in the United States. The general
standard they have applied is that before a drug can be sold to the public, it has
to be proven to be both “safe and effective”. The testing procedure is long and
rigorous but it has had the distinct advantage of protecting the public from
quack remedies that do nothing to cure the disease for which they are
prescribed and come with very serious side effects.
There is, unfortunately, no FDA to regulate the behavior of central banks and
since the onset of the financial crisis in 2008, they have applied some extreme
and untested forms of stimulus, first to stabilize financial markets and then to
stimulate stronger economic growth. These remedies have generally succeeded
in the first task and failed in the second. The financial crisis is over. However, the
economic expansions in the U.S., Europe and Japan all remain anemic by historic
standards.
In response, rather than carefully reviewing the way monetary policy is
interacting with the economy, central banks have pressed ahead with ever more
exotic forms of stimulus, including cutting overnight rates to near zero levels,
implementing quantitative easing programs and employing schemes designed
almost to bribe financial institutions into lending. The most recent expansion of
these policies has been the introduction of a negative interest rate policy (or
NIRP) by which central banks seek to expand lending and spending by setting
short-term rates at a negative level. (It should be noted that NIRP refers to an
explicit central bank decision to set short-term policy rates at negative levels –
many long-term government bond yields already trade at negative rates in
Europe and Japan but that is not, technically, part of the policy).
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The European Central Bank (or ECB) has three main policy rates. In shorthand, these include the lending rate,
which is the rate it charges banks to borrow from it, the main refinancing rate, which is the rate it sets for
interbank lending and the deposit rate, which is the rate it pays banks on their deposits at the ECB. In the world’s
latest dose of NIRP, on March 10, the ECB cut its lending rate by 0.05% to 0.25%, the main refinancing rate from
0.05% to zero and the deposit rate by 0.1% to -0.4%.
These changes were accompanied by a further expansion and extension of its asset purchase program (now up to
€80 billion per month and including some corporate bonds for the first time) and a new round of targeted longterm refinancing operations, designed to lend very cheap money to banks (in many cases with negative rates),
provided those banks increase private sector lending.
In judging whether NIRP constitutes “safe and effective” monetary policy, it is important to consider first how it is
supposed to help the eurozone and second the extent of its side effects.
The simplest model of how negative interest rates might work implies a full transmission of those negative rates to
all rates across capital markets. When the ECB cuts its lending rate by 0.1% to -0.4%, commercial banks cut the
rates they pay depositors by 0.1%, (even if it means charging depositors for the privilege of leaving money with
the bank), and banks reduce the interest rates they charge borrowers by 0.1%. Borrowers, seeing lower available
rates, are more willing to borrow money to buy a house or expand a business while savers, seeing negative rates
penalizing their savings, are more willing to spend money today, boosting consumer spending. In addition, global
investors, seeing only negative rates available for overnight deposits in euros, switch to other currencies pushing
down the value of the euro and thereby boosting exports and increasing imported inflation.
There are, unfortunately, multiple problems with this model.
•

First, many banks don’t want to charge their customers negative interest rates on deposits for the very good
reason that those customers could simply withdraw their funds. Consequently, banks either have to eat the
cost of receiving less on ECB deposits than they are paying on their own or actually boost lending rates.
European bank stocks fell early in 2016, partly due to concerns that negative interest rates would erode bank
capital. In addition, in some instances, mortgage rates and corporate bond yields have actually risen in the
wake of NIRP.

•

Second, to the extent that savers lose interest income from a NIRP policy, there are significant negative income
effects from NIRP. The household sector around the world is generally a net lender – that is to say they have
more interest-bearing assets than interest-bearing liabilities. Thus, cutting interest rates across the board
actually reduces consumer net income. This may cut costs for the government and corporate sectors. However,
spending by these sectors is likely less tied to income than for consumers.

•

Third, very low or negative interest rates on short-term accounts clearly give households an incentive to spend
rather than save. However, most of this money is likely earmarked for long-term savings and so is more likely
to end up as cash in a safe or being reinvested into a financial asset rather than pumped into the real
economy. Moreover, even if this promotes higher asset prices, it is not clear that this will translate into a
positive “wealth effect” for consumption, as investors will also have marked down their expectations of the
income that could be produced from a given stock of financial assets.
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•

Fourth, an unspoken goal of the ECB in introducing a negative interest rate policy over the past two years has
been to push down the value of the euro, thus helping boost inflation through higher import prices and higher
exports due to a more competitive currency. However, for the global economy, this is clearly a zero-sum game
and the actions of the ECB over the past two years have forced other countries, including Switzerland,
Denmark and Sweden, also to adopt negative rates to prevent their currencies from rising. In addition, the
relationship between negative rates and exchange rates is highly uncertain in practice. The actual experience
in the eurozone and Japan over the last two years shows that the yen and euro have, on average, risen in the
weeks following the introduction and extension of NIRP.

•

Fifth, all forms of aggressive and exotic monetary expansion including NIRP, have the very important and
unfortunate side effects of undermining confidence in the economic expansion and increasing uncertainty. It is
completely reasonable for consumers and businesses to assume that there is something deeply wrong with the
economy when central banks continually introduce such drastic measures. In addition, it is extremely hard to
plan in a world where the central banks continually change the rules of the financial game and potential
borrowers who procrastinate are always rewarded relative to those who borrow and invest today.

These are plenty of other negative potential short-term impacts of NIRP – a TV commercial advertising it would
likely be forced to disclose more side-effects than the drug commercials during the evening news. However, there
is also an insidious and dangerous long-term effect. Maintaining artificially low or even negative interest rates
tends to boost asset prices, particularly home prices. However, if and when the economy recovers from its
slumber and inflation begins to rise again, any tightening of monetary policy could easily induce a crash in those
overpriced assets. Not only is the drug ineffective with plenty of nasty side effects, but the withdrawal symptoms
could be very severe.
For investors considering the ECB’s experimentation with NIRP there are a few points to remember. First, while
NIRP itself is unlikely to help Europe, the European economy has a lot going for it, including low oil prices, a low
euro, pent-up demand, less austerity and plenty of unemployed workers anxious to be part of a recovery. Europe
should be able to continue its recovery despite the best efforts of its doctors.
Second, NIRP is thankfully not on the agenda of the Federal Reserve, at least for now, as a tightening labor market
and gradually rising core inflation should continue to push the Fed towards a very gradual normalization of
interest rates. Because of this, investors should likely be a little overweight risk assets in the U.S. and shouldn’t
lose sleep over the idea of American NIRP.
However, at some time in the future, when the economy has faltered and central banks again feel the urge to ply
the economy with monetary medicine, investors will need to factor in the risk that the Fed could experiment with
NIRP here and the reality that it would likely prolong economic weakness rather than curtail it. When that time
comes, we can only hope that, in the words of the late Nancy Reagan, the Fed “just says no”.
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