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The move in January by the Bank of Japan to lower their bank rate to -0.1% comes on the heels 

of similar initiatives by European central banks. There are currently five central banks — Japan, 

the ECB, Denmark, Sweden and Switzerland that have lowered their deposit rate into negative 

territory. 

 

Negative interest rates have worked their way into the bond market 

A negative interest rate policy may be counterintuitive but there are a growing number of central 

banks that are considering such a move to stimulate economic activity. The Bank of Canada 

recently went on record indicating that it intends to add negative interest rates to its monetary 

policy tool kit and the Federal Reserve has indicated that while negative interest rates in the U.S. 

are unlikely, they are not ruling out the possibility. 

Negative interest rates are an unconventional monetary policy where the banks pay for the 

privilege of keeping their cash reserves with the central bank. It is designed to encourage the 

banks to lend to businesses and consumers rather than incur a charge for holding cash in 

reserves. The rationale is that this money that would otherwise be held in reserve is reinvested in 

the economy, stimulating growth and inflation. 
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The extent to which consumers incur similar charges with their bank will depend on a variety of 

factors, including how far negative rates go and to what extent banks pass along the increased 

cost of doing business. Negative interest rates have worked their way into the bond market, and 

there are currently several European sovereign debt issuers with negative rates. This means that 

investors pay for the right to own the bond. 

So what are the implications of a negative interest rate policy, and what are the issues that 

Pension Plans and Foundations need to consider in light of these developments? 

The economy never truly recovered from the devastating effects of the 2008 credit crisis 

Make no mistake about why we are at this critical juncture with monetary policy. Simply put: the 

economy never truly recovered from the devastating effects of the 2008 credit crisis.  Sure; the 

capital markets benefited from quantitative easing (QE) but the policy is not having the desired 

effect on the economy, which is the purpose of the policy in the first place. Instead QE is having 

significant unintended consequences. In fact, one could argue, that we are now facing a more 

difficult and precarious situation with the spectre of deflation hanging over the economy. 

 

The unintended consequences from QE are numerous. For example: 



 QE has fuelled debt laden assets such as real estate to valuations beyond the purchasing power 
of most consumers and many markets are now in bubble territory 

 QE has created significant hardship for defined benefit pension plans by reducing yields and 
increasing liabilities, to such an extent that this type of retirement regime is facing extinction. 
Pension liabilities are priced inversely to long-term bond rates 

 Seniors who would otherwise rely on income from their investments are left searching for 
alternate sources of financial support 

 Investors are being forced to take on higher levels of risk in order to meet their policy targets. 
Many investment organizations have increased their risk profile out of necessity. This increased 
risk will have long-term consequences. 

If any of this makes you feel uncomfortable, you are not alone 

The introduction of negative interest rates is the latest chapter in an ongoing battle to stimulate 

the economy and fight deflation. This is a clear indication that QE has run its course and not 

having the desired effect. 

If any of this makes you feel uncomfortable, you are not alone.  We are in uncharted waters and 

there are many unknowns. There are concerns that negative interest rates can undermine the 

financial system and alter the way consumers manage their finances. Banks faced with a higher 

cost of doing business may reduce their lending and eliminate certain financial products, creating 

dislocations at the worst possible time. 

I expect the environment for investing will be very difficult for the next few years. The focus 

should be on preservation of capital. Investors will need to be very selective with equity and 

credit. Select quality investments with a strong capital structure that can withstand a sharp and 

prolonged decline in the economy. Remain diversified and if possible, avoid leverage. 

Look for an advisor that can bridge the gap between theory and practice 

Maintain a long-term view and be cautious with increasing risk to meet policy objectives, 

particularly with illiquid alternatives where yields are at historical lows and it will be virtually 

impossible to duplicate the favorable performance of the last decade. Be prepared to experience 

short-term underperformance. It will be very important to have experienced practitioners 

managing your investment program. Look for an advisor that can bridge the gap between theory 

and practice, this is not a time to skimp on talent. 

We may get lucky and come out of this without a full blown deflationary cycle but central banks 

are running out of ammunition. Governments may need assistance in the form of fiscal policy to 

get the job done. The challenge is that sovereign debt levels are already precariously high and 

some countries can ill afford more debt. At this juncture, it appears that the situation will likely 

get worse before it gets better. 


