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Negative 
rates and 
US credit 
outlook.

Low US yields in a negative rate world

• Some central banks seeking more creative ways of 
stimulating their economies have taken interest rates into 
negative territory.

• These experiments in regions like Japan and continental 
Europe have not yet been successful.

• Even though low at an absolute level, the higher relative 
rates in the US should continue to appeal to global 
investors.

What are monetary policy’s limits? 
Since the global financial crisis, central 
banks have added a variety of new 
tools to their monetary policy arsenal. 
After buying trillions of dollars of 
assets in order to lower long-maturity 
borrowing rates, central banks in many 
parts of the world have pushed the 
limits of monetary policy even further 
by taking interest rates into negative 
territory. 

The negative rates experiment  
The latest central bank to take policy 
interest rates negative is the Bank of 
Japan, which cut interest rates to –0.1% 

in January. The Bank of Japan was the 
first central bank to experiment with 
the zero interest rate policy and 
quantitative easing even before the 
2008 global financial crisis struck. 
This time around, the monetary policy 
innovation came from Europe: the 
European Central Bank first introduced 
negative interest rates in June 2014 
and cut interest rates on bank deposits 
further to –0.4% in March 2016. Out of 
the three leading global central banks, 
the US Federal Reserve (Fed) is today 
not just the only one raising interest 
rates, but is also the only one with 
positive interest rates.

In this issue: 

• Negative rates implications for  
US bonds

• Credit trends and risks  
to watch
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“While US yields are low by 
historical standards, the much 
lower alternatives available in 
other parts of the developed 
world are likely to support 
significant structural demand 
for US bonds.”

These actions thrust negative interest 
rates into the global monetary policy 
debate. While the Fed is steering away 
from what was until recently commonly 
accepted as the zero lower bound, the 
question of negative interest rates is 
likely to remain part of the policy debate 
in the US. During her semi-annual 
testimony before the Senate Banking 
Committee in February, Fed Chair Janet 
Yellen was asked a number of questions 
on the possibility of negative interest 
rates. Yellen stated that the possibility of 
negative rates is “something that, in light 
of European experience, we will look at, 
we should look at — not because we think 
there is any reason to use it, but to know 
what could potentially be available.” 

Furthermore, since the period of 
heightened volatility at the beginning 
of 2016, US money markets have 
discounted a significant probability of 
negative interest rates in the next two 
years. Capital’s macroeconomists have 
noticed a surge in academic research 
providing theoretical validation for 
the concept of negative interest rates. 
According to this school of thought, 
negative interest rates are essentially an 
extension of monetary economics aimed 
at further easing credit conditions to 
support investment activities.

Possible unintended consequences   
In practice, however, negative interest 
rate policies may create significant 
unintended consequences. Our bank 

analysts point out that, on one hand, 
banks are very reluctant to pass 
negative interest rates on to individual 
depositors, but on the other hand 
large corporate borrowers expect 
cheaper borrowing rates. The resulting 
narrowing of banks’ net interest margins 
will weigh on bank profitability. 
These profitability concerns may reduce 
banks’ appetite for new lending, thereby 
defeating the purpose of the negative 
interest rate policy. In particular, the 
Bank of International Settlements points 
to a rise in some mortgage rates in 
Switzerland since the Swiss National 
Bank adopted negative rates.

Low yields beat negative yields 
In our view, the increasingly sceptical 
market sentiment toward negative 
interest rates’ efficacy will impact the 
Fed’s willingness to use negative rates 
as a policy tool. That said, the global 
debate about negative interest rates 
will likely have meaningful implications 
for investors. While US yields are low 
by historical standards, the much lower 
alternatives available in other parts 
of the developed world are likely to 
support significant structural demand 
for US bonds from non-US investors. 
Considering interest rates and yields are 
negative on most government bonds 
with a maturity lower than 10 years in 
Japan, Germany, France and Sweden, 
investors in those markets ought to find 
the US bond market quite attractive.

Negative rates are becoming  
more common

Developed-market central banks, including the Bank of Japan and the European 
Central  Bank, have adopted negative deposit rates
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Deposit rates as at 15 March 2016. Source: FactSet
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Navigating 2016’s volatile credit markets 

• The big equity losses of early 2016 were mirrored in 
bond markets as falling oil prices and China’s slowdown 
rattled investors.

• While the market appeared on better footing in early 
March, some risks persist.

• Careful credit research can take advantage of such 
volatility by identifying opportunities to add value.

In the wake of a volatile start to 
2016, risk in credit investing remains 
elevated. Credit markets have remained 
highly correlated to equities for both 
fundamental and technical reasons. 
The flight away from risk assets during 
this period led to a broad selloff 
across equities, high-yield bonds and 
investment-grade credit, driven by 
falling oil prices, concern over slowing 
growth in China and the resulting 
pressure on commodity prices. 
Potentially slower growth in the US also 
weighed on markets.

Markets have recovered but volatility 
remains high 
Since mid-February, however, oil and 
other commodity prices have recovered, 
equity markets have rebounded and 
there has been massive credit spread 
tightening. US high-yield bond yields, 
having touched 10%, saw value investors 

pile into the sector, which created 
massive cash inflows that drove prices 
higher and pushed yields back down 
into the mid-8% range by early March. 
While the price bifurcation between 
oil-related high-yield companies and 
non-oil-related high-yield companies still 
exists, all prices are materially higher.

The investment-grade sector has been 
volatile for similar reasons. Initially, 
risk-off positioning, concern about a 
domestic slowdown and commodity 
price pressures all affected this market 
as well. The industrial sector of the US 
bond market was hurt the worst, with 
credit spreads widening to over 234 basis 
points in early February but recovering by 
mid-March. On the other hand, financial 
spreads widened by over 55 basis points 
and did not recover as quickly due to 
concerns about credit losses related to 
oil patch financing.

Debt with negative yields is soaring  Negative-yielding debt accounts for more than 25% of sovereign debt outstanding 
in the  JPMorgan Global Government Bond Index
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As at 29 February 2016. Source: JPMorgan

3



“Currency movements among 
the major economies will 
have a knock-on effect on 
multinationals’ earnings, and 
geopolitical uncertainty may 
trigger a flight to quality.”

Credit research can provide 
opportunities 
The industrial and financial sectors 
represented the greatest opportunity 
for managers to capture value by adding 
corporate exposure at lower prices, 
but more importantly, by using credit 
and equity research to buy securities 
of higher quality corporate issuers 
with sound fundamentals at the same 
discount as lower quality companies. 

One example of that is Exxon Mobil,  
a triple-A-rated company. Exxon Mobil 
— arguably the highest quality of the 
major integrated global oil companies 
— came to market in February with a 
$12 billion six-tranche bond deal. The 
10-year tranche priced at 130 basis 
points over Treasuries for an all-in yield 
greater than 3%. Meanwhile, a similar 
triple-A-rated company — Johnson & 
Johnson — had bonds with a similar 
maturity that traded approximately  
70 basis points above Treasuries.  

As we look further into 2016, we expect 
to see similar opportunities to add 
value. The US economic picture is far 
from clear. Nontraditional monetary 
policy experiments in Japan and Europe 
will likely continue to cause uncertainty. 
Currency movements among the 
major economies will have a knock-on 
effect on multinationals’ earnings, and 
geopolitical uncertainty may trigger a 
flight to quality. All of these potential 
events can produce risk-off selling — an 
environment where credit research can 
differentiate among value opportunities.

We will be watching for certain trends 
and issues that might signal dislocation 
and relative value opportunities. These 
include:

1. The continuation of corporate  
leveraging in the US in the face of a 
potentially slowing economy  

2. Asset quality and capital adequacy  
of European banks

3. Risks in the emerging markets 
corporate bond market as a result of 
weakening global growth and a strong 
dollar, especially for companies with 
significant US dollar debt

4. The impact of further commodity-
related downgrades and potentially 
rising defaults on liquidity, and the 
overall valuation of the high-yield 
market

5. Valuation of off-the-run issues given 
any change in market liquidity

Each of these five trends has the 
potential to create significant 
opportunities to capture value from 
both contrarian buying and strategic 
selling. We believe that undertaking 
coordinated, collaborative research 
across asset classes and sectors for 
a view of a company’s entire capital 
structure will be crucial to successfully 
navigating these crosscurrents in 2016’s 
credit markets.

Credit spreads have widened over the  
past year  

Option-adjusted spread (basis points)
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Markets at a glance (as at 31 March 2016)

US Treasury yields (%) Month 
end1

Quarter 
end2

Year 
end3

3-Month 0.21 0.16 0.04
2-Year 0.73 1.06 0.67
5-Year 1.21 1.76 1.65
10-Year 1.78 2.27 2.17
30-Year 2.61 3.01 2.75
2- to 10-Year Spread (bps) 105 121 150
2- to 30-Year Spread (bps) 188 195 208
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Spreads (bps) Month 
end1

Quarter 
end2

Year 
end3

Barclays US Corporate 163 165 131
Barclays US High Yield Corporate 656 660 483
JPM EMBIG Diversified (IG) 253 271 221
JPM EMBIG Diversified (HY) 621 627 616
JPM EMBIG Diversified 406 409 345

Investment-grade spreads (bps)
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Yields (%) Month 
end1

Quarter 
end2

Year 
end3

UK 10-year Government Bond  1.42  1.96  1.76
Germany 10-year Government Bond  0.16  0.63  0.54
Japan 10-year Government Bond  –0.04  0.25  0.33
Barclays US Corporate  3.21  3.67  3.11

Exchange rates (% change vs. USD)4 1 
month

3 
months

 
YTD

British pound  3.14  –2.48  –2.48
Swiss franc  4.00  4.53  4.53
Euro  4.88  4.90  4.90
Japanese yen  0.43  7.03  7.03

Fixed-income index returns4 1 
month

3 
months

 
YTD

Barclays US Aggregate  0.92  3.03  3.03
Barclays Global Aggregate  2.70  5.90  5.90

US corporate spreads (bps)
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Sources: Barclays, Datastream, FactSet, Federal Reserve, RIMES

1. Month-end: 31 March 2016
2. Quarter-end: 31 December 2015
3. Year-end: 31 December 2014
4. As at 31 March 2016
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