
 

Mountstone Partners Ltd is registered in England. Registered number 08076218. Authorised and regulated by the Financial Conduct Authority. 

For the last 30 years we have been in an environment of steadily declining interest rates and therefore a period of sustained positive 

returns for owners of fixed interest (bonds). This is logical, as interest rates have an inverse relationship with bond prices.  

Traditionally, government bonds have been perceived as lower risk assets paying an income above inflation. However, today ’s bond 

markets have thrown convention out of the window, with some developed market government bonds being issued with no return at 

all.  

The latest example of this was the German government raising 

€824 million, offering 0% interest for the next 30 years!   This may 

seem completely irrational – after all why would an investor buy a 

bond yielding nothing at all?    The answer - when the alternative is 

to buy a bond that requires the investor to pay for the privilege of 

owning it.  In other words - when a bond’s annual yield is negative!   

As hard a concept as this is to understand, currently over $16 

trillion of government bonds globally (27% of all global government 

bonds in issue) have negative yields, effectively guaranteeing losses 

if they are held until maturity.    Zero return suddenly starts to look 

relatively appealing when placed alongside negative return!   

This month we consider why negative interest rates are now the 

norm and what it means for the global economy and bond 

investors alike. 

Firstly though, why are interest rates so important? Because 

manipulating the amount of interest paid to depositors and 

charged to borrowers has long been considered as the primary tool 

for central bankers looking to control economic growth. If central 

banks wish to stimulate economic growth and increase the money 

supply, they lower interest rates (known as looser monetary policy) 

and conversely if they wish to slow an economy’s growth rate and 

restrain inflation, they raise interest rates (known as tighter 

monetary policy). 

Over the last 30 years there have been five cycles within which the 

UK and US central banks have raised interest rates.  During each 

cycle, the peak of interest rates has settled at a lower level than in 

the previous cycle. Therefore, the interest rate at which the 

governments of the UK, US, Japan and Europe (Germany 

previously) have been able to borrow has been steadily falling over 

the years.  As interest rates fall to ultralow levels, so central 

bankers run out of ammunition to cut already rock-bottom interest 

rates further to stimulate economic growth.  Hence the 

introduction of quantitative easing (QE - a concept covered in 

several previous missives!).  After the financial crisis, central banks 

bought huge quantities of their own government bonds and in the 

process forced borrowing costs down even further. As an example, 

in Japan the central bank now owns around half of the entire 

Japanese government bond market as a result of printing new 

money to facilitate QE. 

In times of economic stress, a central bank that is cutting rates at a 

faster pace than its global peers would also expect its currency to 

weaken, which in turn increases the competitiveness of its exports. 

This is due to investors looking for a higher rate of interest abroad 

and therefore moving money out of their domestic currency. This 

‘beggar thy neighbour’ approach helps to explain the current race 

to the bottom for interest rates as policymakers around the world 

try to prevent their own currency from strengthening as a result of 

rate cuts abroad – leading to ultralow global interest rates in the 

process.  

When ultra-low interest rates turn into negative interest rates 

Ultra-low rates are a function of central banks’ expectations that 

inflation will be at very low levels for the foreseeable future, 

caused by weak economic growth.   

But what if central banks expect deflation, rather than inflation (ie 

shrinking growth rather than very slow growth)?  If inflation was 

minus 1% (i.e negative inflation - deflation) then a consumer should 

be happy with an interest rate of minus 0.5% because the 

“real” (inflation adjusted) value of their cash is still ‘growing’ half a 

percent a year! 
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The evolution of zero interest rates to negative interest rates is 

simply a natural extension of conventional interest rate policy.  

Afterall, if one intention of low interest rates is to encourage 

households, companies and governments to spend rather than 

save, thereby supporting economic growth, then negative interest 

rates (where consumers must pay to hold cash) will be an 

extension of that effect. Negative interest rates mean that holding 

cash is burning a metaphorical hole in your pocket!   

Whilst common across most of Europe, banks have so far not 

generally passed negative rates on to consumers and the average 

interest rate on savings accounts has not fallen below zero.   

However, we are beginning to see examples of negative interest 

rates, with UBS recently charging interest of 0.6% on deposits of 

more than 500,000 euros and Credit Suisse imposing a fee of 0.4% 

on customers with euro accounts of more than 1 million euros.  

Yet this is not all bad news for consumers.  A Danish bank has 

launched the world’s first negative interest rate mortgage - i.e. 

paying consumers for the privilege of borrowing money!  Jyske 

Bank, Denmark’s third largest, has begun offering borrowers a 10-

year deal at -0.5%, while another Danish bank, Nordea, says it will 

begin offering 20-year fixed-rate deals at 0% and a 30-year 

mortgage at just 0.5%.   

So where is the sense in banks giving away money?!  All banks are 

forced to hold some deposits at their central bank as collateral and 

whilst in “normal” times central banks do not charge for this, if 

central banks do start to charge for holding deposits (negative 

interest rates) then the banks will be forced to pass on those 

charges to consumers. Last month the Swiss National Bank 

announced that it would keep on hold the rate that it charges 

for banks' deposits at -0.75%, while the European Central Bank 

deposit rate is currently -0.4%.  It makes sense therefore for a bank 

that is hit with a charge of -0.75% per annum to lend money to a 

consumer at -0.5%, because it is losing 0.25% less by doing so! 

If the concept of negative rates for savers is becoming more 

common place and indeed logical enough, what about the concept 

of investors buying bonds that guarantee a negative return?  The 

same logic applies.  If a pension fund has an investment policy that 

forces it to hold cash or bonds, and if it will be charged say 1% for 

holding cash in the longer-term, buying a 30-year bond that 

charges 0.5% is preferable! 

So, as insane as it sounds, there is some logic to investing in bonds 

with negative yields, particularly during times when deflation is 

expected.  

The inverted yield curve  

One feature of the recent downward movement in bond yields has 

been an inverted yield curve, a concept that we have covered 

previously.   When the yield on 10-year bonds in the US falls below 

the yield of 2-year bonds, this phenomenon is known as an 

inverted yield curve.  It defies logic because traditionally the longer

-term an investment, the higher the return as a reward for a longer 

period of uncertainty.    

An inverted yield curve suggest that investors are concerned that 

interest rates will fall in the longer-term due to economic 

weakness.   It is also the market’s way of saying that interest rates 

are too high right now and need to come down. All nine recessions 

in the US since the 1950s have been preceded by an inversion of 

the yield curve, so it has the deserved reputation of indicating 

trouble ahead.  However, not every inversion is followed by a 

recession and where there has been a recession, the time scales 

leading to that recession vary greatly.  There is therefore no need 

to panic. 
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How serious is the threat to the global recession? 

Bond markets with negative yields would suggest that Europe and 

Japan are already in or are very close to being in recession.   There 

are certainly reasons to be cautious - Italy has negative GDP and 

Germany had three of the last four quarters of either zero or 

negative GDP, whilst Japan has been hovering around zero for 

several years and economic data in China is currently weak.  

However, US economic data is still relatively strong and shows no 

sign that a recession is around the corner. If the US economy 

remains in good shape this may well mean that even though the 

pace of global expansion will slow, the expansion may nonetheless 

persist. There are also positive signs in the corporate sector, where 

company earnings continue to come in above expectations and 

corporate balance sheets remain well capitalised.  

If a recession is imminent, central banks will have the option of 

cutting rates further, along with restarting QE, if required. In the 

US, the central bank could cut rates aggressively and the market 

has already “priced-in” four rate cuts from the Federal Reserve in 

the next 12 months (although the Fed has only indicated that two 

rate cuts should be expected). 

Our approach 

If we see evidence of an economic slowdown in the US then there 

would likely be a further rally in bonds, as interest rate 

expectations are lowered. In this environment, owning long-term 

government bonds will provide protection in portfolios.    

However, if we are close to the bottom of this current ‘soft patch’ 

in the economic cycle and if we see some kind of resolution in 

trade talks between the US and China, this will likely prove to be a 

positive catalyst for risk assets - equities will rally and bond prices 

fall. 

We remain optimistic about the short to mid-term prospects for US 

growth and see no signs of a recession in the US, yet.  However, 

increasing our allocations to long-dated bonds provides a solid 

natural ‘hedge’ against the global economy falling into a recession 

and even if we see these bonds fall in value, it will likely mean that 

most of the other investments that we hold will have performed 

well. 
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