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Negative rates were introduced by Europe's central banks for the first time in 2014. Two years later, 
they still regularly fill newspaper columns and fuel debates. Presented by the central banks as a 
solution to the current growth problems, they are vilified by the financial sector as being 
unsustainable and by some Member States as 'expropriating' savers and pensioners and stirring social 
tension. This overview introduces interest rates, discusses the possible causes behind their trends and 
presents the main arguments in the current debate. 
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EXECUTIVE SUMMARY 

When examining the current interest rate levels in the USA and Europe, two 
movements can be observed. First, a sustained decline in long-term interest rates that 
has lasted for the better part of the last two decades. That has been driven by 
demographic factors, the progressive integration of China into global capital markets, 
and − after the global financial crisis − a decline in the propensity to invest coupled with 
a search for safe assets. Second, there has been a similar decrease in short-term 
interest rates, which is the result of monetary policy choices, aimed at easing financing 
conditions in the economy, to support economic recovery. 

In the euro area, this has led to an intense debate over the current level of interest 
rates, which pits the European Central Bank (ECB) against Member States and financial 
industry representatives.  

Member States, especially those with a high rate of savers in the population, claim that 
the current interest rates translate into very low (and soon, possibly negative) returns 
for savers, effectively incentivising them to engage in riskier investments instead of the 
prudent accumulation of capital. Similarly, they affect both pensioners − given that 
their consumption depends on the return they get on their savings − and those saving 
for retirement (because they slow the rate of accumulation of pension assets). This, 
they claim can have repercussions both in terms of stability − if the search for yield 
creates bubbles − as well as creating social tensions. As for industry representatives, 
they claim that the current environment is depressing their revenues and making their 
models unsustainable.  

The ECB responds that very low rates are the symptom of an underlying problem − i.e. 
the global excess of savings over profitable investments. For this reason, the challenges 
created by the current environment must be met by sustainable fiscal policies, 
structural reforms and by taking further steps to complete the European Monetary 
Union. Such steps would encompass the full transposition into national law of the 
relevant directives (e.g. the Bank Recovery and Resolution Directive (BRRD)) by all 
Member States, the setting up of a credible common backstop to the Single Resolution 
Fund, and the launch of a European Deposit Insurance Scheme (EDIS). 

Several recent papers examine the current situation. They find that, in the short term, 
different financial institutions will be affected differently − depending on their market 
power and balance-sheet structures. But if the current situation prevails, even in the 
medium term, it could potentially have a severe impact on the income of banks, 
(pension and investment) funds and life insurers, and force them to fundamentally 
review their asset-liability management models. This may result in a search for yield 
that could increase the risk of bubbles (and potentially bursts) and heighten market 
volatility.  

In this context, the European supervisory authorities and the IMF have stressed the 
importance of interaction between the competent national authorities and financial 
institutions, as well as the need to collect more and better data, establishing global 
standards and analysing (including through stress tests) the various risks inherent to 
these institutions.  
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1. Introduction 
In 2014, after a number of previous cuts to its key interest rates and the adoption of 
various non-conventional monetary policy measures, for the first time in its history the 
ECB set a negative rate on the deposit facility. This decision raised a storm of criticism, 
from two main fronts: on one hand, Member States with high savings rates – for 
example Germany, which reacted through the voice of the media,1 think-tanks,2 its 
financial supervisory authority,3 and even its minister of finance4 − criticised ECB policy 
as ineffective and ultimately as 'expropriating' savers. On the other hand the industry, 
particularly banks, insurance companies and asset management firms, alone or through 
their associations, criticised the policy as unsustainable, given their respective business 
models.  

Before presenting the debate, it is useful to introduce interest rates, recent trends and 
some possible causes explaining them. 

1.1. Interest rates – basic elements 
An interest rate can be defined as the price for borrowing money, expressed as a 
percentage ratio between the sum payable to the lender and the amount borrowed, at 
an annual rate.5 Interest rates can be nominal or real, and come in different maturities. 

1.1.1. Nominal versus real interest rates 
There are several types of interest rate. The difference between nominal and real 
interest rates is important. The nominal interest rate is the actual interest rate paid, 
while the real interest rate is the actual interest rate minus the inflation rate. Both 
nominal and real interest rates can be positive or negative – in the case of real interest 
rates, this happens when the inflation rate exceeds the nominal rate of an investment 
(e.g. a bond with a nominal interest rate of 4% with inflation running at 5%). The 
distinction is important because investment decisions are taken using real interest 
rates, which incorporate inflation expectations. 

1.1.2. Maturities 
Another distinction between interest rates is one based on their maturities, i.e. the one 
between overnight, short-term and long-term rates.  

                                                      
1 See for example the article by Jens Münchrath, Daniel Schäfer and Kevin O'Brien, In Germany, Zero 

Interest in Mario Draghi, Handelsblatt, March 11 2016, who refer to the estimation by German fund 
manager Union Investment that German households stand to lose €224 billion in interest over the 
next five years from these policies. 

2 See, for example, Hans-Werner Sinn's article Europe's Emerging Bubbles, Project Syndicate, 
28 March 2016, according to which 'Property markets in Austria, Germany, and Luxembourg have 
practically exploded throughout the crisis, as a result of banks chasing borrowers with offers of loans 
at near-zero interest rates, regardless of their creditworthiness'. 

3 See BaFin President May 10 2016 press release, 'The low level of interest rates was not just causing 
problems for those typically affected, such as life insurers and Bausparkassen, but was making its 
presence felt in the whole banking sector'. 

4 See article by Stefan Wagstyl and Claire Jones, Germany blames Mario Draghi for rise of rightwing AfD 
party, Financial Times, April 10 2016, which refers to remarks reported by Dow Jones. 'Mr Schäuble 
told an audience: "I said to Mario Draghi ...  be very proud: you can attribute 50 % of the results of a 
party that seems to be new and successful in Germany to the design of this policy".' 

5 Eurostat, Interest rates – overview. 

http://lexicon.ft.com/Term?term=nominal-interest-rate
http://lexicon.ft.com/Term?term=real-interest-rate
https://global.handelsblatt.com/edition/387/ressort/finance/article/in-germany-zero-interest-in-mario-draghi
https://global.handelsblatt.com/edition/387/ressort/finance/article/in-germany-zero-interest-in-mario-draghi
https://www.project-syndicate.org/commentary/european-central-bank-fueling-asset-bubbles-by-hans-werner-sinn-2016-03
http://www.bafin.de/SharedDocs/Veroeffentlichungen/EN/Pressemitteilung/2016/pm_160510_jahrespressekonferenz_en.html
http://on.ft.com/1VM2zTp
http://on.ft.com/1VM2zTp
http://ec.europa.eu/eurostat/web/interest-rates
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Overnight rates are 'the rates at which a country’s central bank lends to banks or other 
financial intermediaries and the rates at which inter-bank money dealings take place'.6 
Although they are called 'overnight' rates, they concern transactions that can take up 
to a week. The key overnight rates7 for the euro area are:  

• the interest rate on the main refinancing operations (MRO – currently set at 0%), 
which provide the banking system with the bulk of its liquidity. MROs are liquidity–
providing reverse transactions conducted by the Eurosystem with a frequency and 
maturity of normally one week; 

• the rate on the deposit facility (currently set at -0.4%), which banks may use to 
make overnight deposits with the Eurosystem. The interest rate on the deposit 
facility normally provides a floor for the overnight market interest rate. This means 
that a bank that keeps reserves of 100 million at the ECB, will receive back 99.6 
after a year (banks accept this cost as 'there is a cost associated with storing, 
holding and using8 physical currencies'); and  

• the rate on the marginal lending facility (currently set at 0.25%), which offers banks 
overnight credit from the Eurosystem. The interest rate on the marginal lending 
facility normally provides a ceiling for the overnight market interest rate. 

Figure 1 – Policy rates (%) in the period 1999-2016 for three central banks 

 
Data sources: European Central Bank, Riksbank, Denmark Bank. 

Short-term rates are the rates at which financial institutions borrow between 
themselves for the short-term and/or the rate at which short-term government paper 
is issued or traded in the market. They are usually averages of daily rates.9 Overnight 
and short-term rates affect the supply of credit and bank loans and, as such, influence 
saving and investment decisions and contribute in changes in demand and prices. 

                                                      
6 Ben Patterson and Kristina Lygnerud, The determination of interest rates, Economic Affairs Series, 

November 1999. 
7 For more information on overnight rates and, in general, the ECB's monetary policy, see Monetary 

policy of the European Central Bank: Strategy, conduct and trends. 
8 This involves 'the cost of renting, maintaining and securing storage facilities such as vaults, as well as 

the cost of shipping currency around in a safe and timely manner'. 
9 OECD – Interest rates – Short-term interest rates. 

https://www.ecb.europa.eu/stats/monetary/rates/html/index.en.html
https://www.ecb.europa.eu/press/key/date/2014/html/sp140909.en.html
http://www.europarl.europa.eu/workingpapers/econ/116/116_en.htm%23info
http://www.eprs.sso.ep.parl.union.eu/eprs/auth/en/fwd/product_2.html?id=66312:2
http://www.eprs.sso.ep.parl.union.eu/eprs/auth/en/fwd/product_2.html?id=66312:2
https://data.oecd.org/interest/short-term-interest-rates.htm
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Figure 2 – Short-term interest rates for the euro area, January 2011 – April 2016  

 
Source: OECD. 

Finally, long-term rates refer to government bonds – whose capital repayment is 
guaranteed by governments – maturing in 10 years. Just like short-term rates, long-
term interest rates are generally averages of daily rates, measured as a percentage. 
Nevertheless, while the central bank sets the overnight rates and thus can influence 
short-term rates, it has much less influence on long-term rates, which are set by the 
markets. Indeed, given that these interest rates relate to government bonds, they are 
influenced by the state of the economy of the country that issues those bonds − 
notably its fiscal conditions, the growth of its GDP, its level of foreign borrowing, the 
productivity of its labour, its demographic evolution, and its current and expected 
inflation. This explains the variance in long-term interest rates between euro area 
Member States shown below. 

Figure 3 – Long-term interest rates for France, Italy and Germany, Jan 2011 – April 2016  

 
Source: OECD. 

https://data.oecd.org/interest/short-term-interest-rates.htm
https://www.boj.or.jp/en/research/wps_rev/wps_2012/data/wp12e07.pdf
https://data.oecd.org/interest/long-term-interest-rates.htm%23indicator-chart
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The subject of interest rates is a vast one and can be examined from many different 
perspectives. This paper focuses on the current debate surrounding two aspects of the 
current very low/negative overnight and short-term rates in the euro area: their 
repercussions on banks, insurance companies, asset managers and pension funds and 
whether they are a tool to expropriate savers and transfer money within the euro area. 

2. The current low-rate environment 
2.1. Introduction 
An examination of interest rates reveals two main trends: first, a sustained decline in 
real interest rates in many advanced economies (USA, UK and European Union) from 4 
to 6%, to around zero; and second, a similar decrease in nominal short-term interest 
rates. In the context of this second movement, recently, some central banks in Europe 
− the Danmarks Nationalbank (DN), the European Central Bank (ECB), the Sveriges 
Riksbank and the Swiss National Bank (SNB) − have gone a step further, setting some 
policy rates below zero, previously seen as the lower bound. 

2.2. Causes behind the drop in interest rates 
2.2.1. Factors behind the decrease in long-term real interest rates 
Researchers agree that there is no single driver of the interest rate decline over the 
past two decades. Instead, at the core of this trend is a sustained decline in productivity 
growth,10 as well as an increasing will to save and decreasing disposition to invest that 
can be attributed to different factors at different times. In the first 10 years of the 
aforementioned period (1998-2008), demographic pressure associated with increased 
longevity and lower fertility as well as the gradual integration of China into global 
financial markets are identified as the main probable causes. Since the global financial 
crisis, the trend seems to have been led by a decline in the propensity to invest and 
shifts in the supply of, and demand for, safe assets.11 
 
2.2.2. The recent decrease in nominal interest rates 
While long-term interest rates have been steadily decreasing, since the introduction of 
the euro, nominal overnight/short-term rates have been varying between 2% and 4.5% 
(for deposit and marginal lending facilities respectively). Interest rates were increased 
to 3.75% to 5.75% in October 2000, then gradually dropped until 2003, only to peak 
again at 3.25% to 5.25% in July 2008. During the crisis, the ECB cut them drastically 
(from October 2008 − after Lehman Brothers collapsed − until May 2009, the deposit 
facility rate was cut from 3.25% to 0.25% and the marginal lending rate decreased from 
5.25% to 1.75%). The two rates were maintained with small variations at those levels 
for about five years (June 2014), when the deposit rate turned negative for the first 
time in ECB history. In addition to the ECB, a further three central banks of European 
countries introduced (nominal) negative interest rates in the period mid-2014 to early 

                                                      
10 See, among others, Lukasz Rachel and Thomas D Smith, Secular drivers of the global real interest rate, 

Bank of England Staff Working Paper, December 2015. 
11 For more information, see Low for Long? Causes and Consequences of Persistently Low Interest Rates 

(CEPR - Geneva Reports on the World Economy 17) and Ulrich Bindseil et al., Critique of 
accommodating central bank policies and the 'expropriation of the saver' - A review, in points 4.2 
and 4.3. 

https://www.nationalbanken.dk/en/Pages/Default.aspx
https://www.ecb.europa.eu/home/html/index.en.html
http://www.riksbank.se/en/
http://www.riksbank.se/en/
https://www.snb.ch/en/
http://www.bankofengland.co.uk/research/Documents/workingpapers/2015/swp571.pdf
http://voxeu.org/sites/default/files/file/Geneva17_28sept.pdf%23page=44
https://www.ecb.europa.eu/pub/pdf/scpops/ecbop161.en.pdf?2524a4eb09681b63470d7e645a1e5a0d
https://www.ecb.europa.eu/pub/pdf/scpops/ecbop161.en.pdf?2524a4eb09681b63470d7e645a1e5a0d


Low and negative interest rates Page 7 of 15 
  

 
201512, although their particular motives − closely linked to the monetary policy 
objectives13 of the respective banks − differed: while the ECB and the Riksbank moved 
into negative territory to counter a subdued inflation outlook, the other two central 
banks did so to stem the inflow of funds and thus ease currency appreciation pressures. 

2.3. Policy stance – rationale and possible risks 
The position of the European Central Bank is that the current level of overnight interest 
rates − including the negative rate on the deposit facility − is warranted in view of the 
Bank's mandate to achieve price stability. Indeed, according to the president of the 
ECB, 'the current monetary policy stance is aimed at easing financing conditions in the 
economy at large, most notably for firms and households, to further support the 
recovery of the euro area economy and to promote a more rapid return of inflation to 
levels below, but close to, 2%'.14  
Very low or negative interest rates can translate15 into improved growth rates in the 
short term, by boosting credit to the real economy through the credit channel16 (a low 
interest rate deters savers and encourages borrowers, thereby increasing demand for 
lending or bond issuance), by lifting asset prices through the asset valuation channel17 
(very low interest rates reduce the expected returns on assets), by forcing investors 
away from safe assets, such as government bonds, towards riskier ones, through the 
portfolio balance18 and risk-taking channels,19 and by lowering the exchange rate, 
through the exchange rate channel.20 
However, their prolongation can have longer term unintended consequences, in that 
borrowing at very low interest rates can work as disincentive to fiscal consolidation (at 
government level) or balance sheet repair (at individual bank level), by providing a 
misleading picture that debt can be serviced; that it might lead into asset prices being 
distorted and not be fully set by market fundamentals; that it might cause disruptions 
in the business models of financial institutions; and that imposing a tax on savers, 
pensioners and life insurance policy holders while providing a subsidy to borrowers (in 
this case, governments) may erode the confidence of households in the economy. 

                                                      
12 It must be mentioned that the DN already moved negative to -0.2% in July 2012 at the height of the 

European debt crisis. In January 2014 its rate for certificates of deposit was raised to +0.1%, but after 
September 2014 it went back to negative territory. It is currently (September 2016) situated at -0.65%. 

13 While the objective for the ECB and the Riksbank is price stability at around 2% per year, the objective 
for DN is to keep the exchange rate of its respective currency stable against the euro, while in the 
period September 2011 to January 2015, the SNB had introduced a minimum exchange rate of CHF 
1.20 per euro. For a detailed description of the various steps these central banks took into negative 
territory, see Morten Bech and Aytek Malkhozov How have central banks implemented negative 
policy rates?, or Harriet Jackson, The International Experience with Negative Policy Rates. 

14 Mario Draghi – reply to Jonás Fernández MEP, 18 April 2016. 
15 See Ultra-low or negative interest rates: what they mean for financial stability and growth, remarks by 

Hervé Hannoun, Deputy General Manager of the Bank for International Settlements, 22 April 2015. 
16 See Matteo Ciccarelli, Angela Maddaloni and José-Luis Peydró, Trusting the bankers – a new look at the 

credit channel of monetary policy, July 2010, p.8. 
17 See Dan Horațiu, The asset price channel and its role in monetary policy transmission. 
18 See David Beckworth and Joshua R. Hendrickson, The Portfolio Balance Channel of Monetary Policy: 

Evidence from the U.S. Financial Accounts. 
19 See Leonardo Gambacorta, Monetary policy and the risk-taking channel, BIS Quarterly Review, 

December 2009. 
20 See Oesterreichische Nationalbank, How monetary policy works – the exchange rate channel. 

http://anale.steconomiceuoradea.ro/volume/2013/n1/047.pdf
http://www.investopedia.com/terms/e/expectedreturn.asp
http://people.wku.edu/david.beckworth/portfolio.pdf
http://www.bis.org/publ/qtrpdf/r_qt0912f.pdf
https://www.oenb.at/en/Monetary-Policy/How-Monetary-Policy-Works.html
http://www.nationalbanken.dk/en/marketinfo/official_interestrates/Pages/Default.aspx
https://www.ecb.europa.eu/mopo/html/index.en.html
http://www.riksbank.se/en/Monetary-policy/
http://www.nationalbanken.dk/en/monetarypolicy/Pages/default.aspx
https://www.snb.ch/en/mmr/reference/pre_20110906/source/pre_20110906.en.pdf
https://www.snb.ch/en/mmr/reference/pre_20150115/source/pre_20150115.en.pdf
http://www.bis.org/publ/qtrpdf/r_qt1603e.pdf%23page=4
http://www.bis.org/publ/qtrpdf/r_qt1603e.pdf%23page=4
http://www.bankofcanada.ca/wp-content/uploads/2015/11/dp2015-13.pdf%23page=7
http://www.ecb.europa.eu/pub/pdf/other/160422letter_fernandez.en.pdf?cab47027da364e30eb87d85b9c8022fa
http://www.bis.org/speeches/sp150424.pdf
https://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp1228.pdf?edca87994f6d2a887bbf484c870328e2%23page=8
https://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp1228.pdf?edca87994f6d2a887bbf484c870328e2%23page=8
http://anale.steconomiceuoradea.ro/volume/2013/n1/047.pdf
http://people.wku.edu/david.beckworth/portfolio.pdf
http://people.wku.edu/david.beckworth/portfolio.pdf
http://www.bis.org/publ/qtrpdf/r_qt0912f.pdf
https://www.oenb.at/en/Monetary-Policy/How-Monetary-Policy-Works.html
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Nevertheless, the line of thought of the ECB is that, by supporting economic growth 
and employment and the overall return to more normal macroeconomic and financial 
conditions, it is laying the ground for higher interest rates in the future. By contrast, 
departing from the current accommodative monetary policy stance by raising interest 
rates prematurely would discourage borrowing and thereby further curtail economic 
dynamism, thus ultimately contributing to prolonging the period of low interest rates. 

3. Policy transmission – early effects and possible risks 
The change in central bank interest rates directly affects21 money-market interest rates 
and indirectly affects the rates set by banks for their customers, as well as the rates at 
which funds and insurance companies operate. Researchers have therefore 
investigated both the effects on the money markets, and those on banks, funds and 
insurers. 

3.1. Effects on the money markets 
Morten Bech and Aytek Malkhozov note that, as of March 2016, negative policy rates 
have passed through to other money market rates but that problems with money 
market instruments designed with only positive interest rates in mind (for example, 
repurchase agreements) have not materialised so far. 22 
However, concerns have been raised that, if the situation of banks deteriorates (see 
below) they may prefer to hold cash rather than lend excess liquidity at negative rates, 
which would translate into falling trading volumes and impair market activity. 23 

3.2. Effects on banks, insurance companies and funds 
Banks, insurance companies, and pension and investment funds fulfil different roles, 
use different instruments and are subject to different regulations and incentive 
structures. This determines to a great extent their balance sheets and, in turn, the risks 
that they face in the current environment. 

3.2.1. Banks 
Banks – stylised balance sheet 

Assets Liabilities 

Loans  Deposits  

Holdings of debt securities Debt securities issued 

External assets External liabilities 

Capital and reserves 

Source: C. Beer, E. Gnan, based on aggregated balance sheet statistics from the ECB. 

It has been noted that in the short term, the current interest rate environment may 
benefit banks, because their liabilities are usually of a shorter duration than their assets 
and because their funding costs are lowered.  

                                                      
21 ECB, Transmission mechanism of monetary policy. 
22 Morten Bech and Aytek Malkhozov, How have central banks implemented negative policy rates?, BIS 

Quarterly Review, March 2016. 
23 Harriet Jackson, The International Experience with Negative Policy Rates, November 2015. 

http://lexicon.ft.com/Term?term=repurchase-agreement
https://www.ecb.europa.eu/mopo/intro/transmission/html/index.en.html
http://www.bis.org/publ/qtrpdf/r_qt1603e.pdf
http://www.bankofcanada.ca/wp-content/uploads/2015/11/dp2015-13.pdf
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A number of concerns however have been raised: 
1. The current environment may prompt banks to increase their risk-taking (softening 

their lending standards and increasing their leverage). In this context, a recent 
working paper identifies negative policy rates as leading to greater risk-taking by 
banks in the market for syndicated loans.24 

2. Very low or negative interest rates could encourage banks to delay the critical work 
of repairing their balance sheets. 

3. From an operational perspective, banks may not be able to ensure that their 
models (for derivatives, value-at-risk) still yield reasonable results and IT systems 
function correctly in an environment of negative rates.  

4. Such an environment compresses the banks' net interest margin, i.e. the interest a 
bank charges on loans minus the interest it pays to deposits, which is an important 
source of bank revenues. The resulting reduction in bank profitability, in 
conjunction with the deleverage trend initiated by banks as a consequence of 
tougher regulation and enhanced scrutiny from regulators, may impact their 
contribution to economic recovery.25 The impact depends on the model of the bank 
and its market power26 (those with a larger retail business and those with limited 
market power are likely to be the worst hit): 

a. banks with strong market power can mitigate these effects to a certain 
extent, by charging higher fees or applying very low/zero interest on 
deposits; but this mitigation is limited, as depositors may always respond by 
withdrawing their money, to invest it elsewhere, keep it in cash, or place 
with a competitor that promises (marginally) better returns; 

b. banks can also try to shift interest rate risk to their customers in the form of 
variable rate loans and variable rate deposits and savings accounts. This can 
potentially result in higher credit risk, however, as in the event of an interest 
rate rise, borrowers may be no longer able to repay their loans, and the 
likelihood that the collateral loses value may increase. 

5. From a policy perspective, and specifically with regard to negative interest rates, 
banks may choose not to pass those rates on to retail depositors (the case applies 
less with regard to corporate clients, as it may be easier to pass negative rates 
through to them), fearing that such a move will result in substantial deposit 
withdrawals, that this transmission channel of monetary policy will be impaired and 
that the safety and liquidity of the banking sector will be affected. 

It is interesting to note in this context that Japanese banks – which have been operating 
for years in a very low interest rate environment that has compressed spreads – have 
dampened the effects27 of low rates by expanding into (Japanese) government bonds. 
Nevertheless, such a move could be difficult to replicate in Europe today, as banks in 

                                                      
24 Florian Heider, Farzad Saidi and Glenn Schepens, Life Below Zero: Negative Policy Rates and Bank Risk-

Taking. 
25 Life below zero: Learning about negative interest rates, Speech by Benoît Cœuré, member of the 

Executive Board of the ECB, 9 September 2014. 
26 Harriet Jackson, The International Experience with Negative Policy Rates, November 2015. 
27 Christian Weistroffer, Ultra-low interest rates – How Japanese banks have coped, DB Research, 

10 June 2013. 

http://lexicon.ft.com/Term?term=value-at-risk-_-VaR
http://lexicon.ft.com/Term?term=net-interest-margin
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2788204&download=yes
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2788204&download=yes
https://www.ecb.europa.eu/press/key/date/2014/html/sp140909.en.html
http://www.bankofcanada.ca/wp-content/uploads/2015/11/dp2015-13.pdf
https://www.dbresearch.com/PROD/DBR_INTERNET_EN-PROD/PROD0000000000315257/Ultra-low_interest_rates%3A_How_Japanese_banks_have_.pdf
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Europe are already significantly exposed28 to their home sovereign and currently there 
are efforts to break this connection.29 

3.2.2. Insurance and pension funds 
Insurance corporations – stylised balance sheet 

Assets Liabilities 

Securities other than shares 
(mostly fixed income securities) 

Investment fund shares 

Shares and other equity 

Net equity of households in life 
insurance reserves 

Prepayments of insurance 
premiums and reserves for 
outstanding claims 

Source: C. Beer, E. Gnan, based on aggregated balance sheet statistics from the ECB 

 

Pension funds – stylised balance sheet 

Assets Liabilities 

Investment fund shares 
Net equity of households in 
pension fund reserves Securities other than shares 

Shares and other equity 

Source: C. Beer, E. Gnan, based on aggregated balance sheet statistics from the ECB. 

Just like with banks, the current environment poses challenges30 for insurance 
companies and pension funds that could worsen should interest rates move further 
into negative territory. Just like in the previous case, the impact of low interest rates on 
insurance companies depends on their business model, balance sheet structure and the 
nature of the promises made: while various sources31 identify the current environment 
as generally high-risk for life insurers' solvency, the impact is expected to be highest32 
for small and medium-sized life insurers with large government bond portfolios and 
high guarantees to policyholders33 residing in countries where these guarantees are 
rigid and where contracts embed a long time to maturity. 

Two main issues cause concern: 
• Asset-liability mismatches (in general, liabilities held by insurers are longer-term 

than assets, i.e. the opposite case of banks) could intensify, if yields on long-term 
bonds fall below the investment returns that have been promised to policy holders.  

                                                      
28 DG IPOL  Economic governance support unit, Banks' Home sovereign exposures, 21 April 2016. 
29 Financial Integration and Banking Union, Speech by Mario Draghi, President of the ECB, 12 February 

2014. 
30 Harriet Jackson, The International Experience with Negative Policy Rates, November 2015. 
31 See, for example, the European Insurance and Occupational Pension Authority 2013 Financial Stability 

Report, the 2013 Deutsche Bundesbank's Financial Stability Review, or a study conducted by Swiss Re 
(private sector) in 2012. 

32 ECB, Euro area insurers and the low interest rate environment, Financial Stability Review, November 
2015. 

33 In Europe, many life insurers have proposed products that include instruments guaranteeing a 
minimum rate of return for policyholders. In the current environment and in the absence of mitigating 
measures, this will threaten the profitability of those insurance companies that have an important 
share of products with high guaranteed returns. 

http://www.europarl.europa.eu/RegData/etudes/ATAG/2016/574391/IPOL_ATA%282016%29574391_EN.pdf
https://www.ecb.europa.eu/press/key/date/2014/html/sp140212.en.html
http://www.bankofcanada.ca/wp-content/uploads/2015/11/dp2015-13.pdf
https://eiopa.europa.eu/Publications/Reports/EIOPA_Financial_Stability_Report_-_2013_1H_01.pdf
https://eiopa.europa.eu/Publications/Reports/EIOPA_Financial_Stability_Report_-_2013_1H_01.pdf
https://www.bundesbank.de/Redaktion/EN/Downloads/Publications/Financial_Stability_Review/2013_financial_stability_review.pdf?__blob=publicationFile
http://media.swissre.com/documents/sigma4_2012_en.pdf
https://www.ecb.europa.eu/pub/fsr/shared/pdf/sfbfinancialstabilityreview201511.en.pdf?91546a7d227fbdde7d42aa5ac0779f4b
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• Given that the sector has a high exposure to fixed income assets, (investment) 

income will diminish as the net cash from paid premiums and maturing investments 
has to be reinvested at lower rates; in turn, this could send some insurers on a 
search for yield, in an attempt to match the level of returns promised to 
beneficiaries or policyholders when financial markets were delivering higher 
returns, which might heighten insolvency risks. 

Several options34 and instruments exist to address such risks:  
• insurers and pension funds could increase the duration of their assets in order to 

reduce the duration gap (i.e. the 'mismatch' between their assets and liabilities);  
• they could alter the contractual terms of new policies (e.g. by lowering the 

guaranteed rates), or adjust existing promises, thereby progressively reducing 
liabilities; 

• pension plan sponsors could terminate existing plans and offer less attractive terms 
to new employees; or ask members to increase their contributions to pension funds 
among other possible adjustment mechanisms (depending on national rules). 

3.2.3. Investment funds 
Investment funds – stylised balance sheet 

Assets Liabilities 

Debt securities 

Investment fund shares issued Equity 

Investment fund shares 

Source: C. Beer, E. Gnan, based on aggregated balance sheet statistics from the ECB. 

The role of investment funds is increasingly important,35 as both the volume of assets 
under management of the world’s top asset managers and the role of investment funds 
in advanced economies have grown significantly.  

Given that customers can sell back their shares in a fund without notice, many open-
end investment funds face liquidity risk.36 Furthermore, the bigger the sell-back, the 
more assets the fund managers will have to sell. This implies that in periods of financial 
market stress, runs may materialise on funds, forcing them into selling assets at heavily 
discounted prices.37 Given the size of large funds relative to the size of some markets 
(e.g. corporate bonds), their asset transactions may influence market pricing.  

These elements point to a number of risks. The search for yield, already mentioned in 
the case of pension funds and insurance companies, might be encouraged further here, 
because of the fact that the incentive structures of fund managers are built around 
fund performance. While this search might bring short-term gains, it also increases the 
risk of subsequent yield and price corrections. It might also prompt investment in less 

                                                      
34 Pablo Antolin, Sebastian Schich and Juan Yermo, 'The economic impact of protracted low interest rates 

on pensions funds and insurance companies', OECD Journal: Financial Market Trends, 2011. 
35 Christian Beer and Ernest Gnan, Implications of ultra-low interest rates for financial institutions' asset 

liability management – a policy-oriented overview, 2015. 
36 Kleopatra Nikolaou, Liquidity (risk) - concepts, definitions and interactions, February 2009. 
37 Andrei Shleifer and Robert Vishny, 'Fire Sales in Finance and Macroeconomics', Journal of Economic 

Perspectives, Winter 2011. 

http://www.investopedia.com/terms/f/fixed-incomesecurity.asp
http://www.investopedia.com/terms/n/net-cash.asp
http://lexicon.ft.com/Term?term=duration
https://books.google.be/books?id=I6BH-RKYVG4C&lpg=PA423&ots=c_D_8lHWEA&dq=duration%20gap%20definition&pg=PA423%23v=onepage&q=duration%20gap%20definition&f=false
http://www.investopedia.com/terms/o/open-endfund.asp
http://www.investopedia.com/terms/o/open-endfund.asp
http://www.investopedia.com/terms/r/run-on-the-fund.asp
http://www.oecd.org/finance/financial-markets/48537395.pdf
http://www.oecd.org/finance/financial-markets/48537395.pdf
https://www.oenb.at/dam/jcr:1ddbf409-4b76-4eff-bbcb-7621069fc5db/mop_2015_q2_analyses03.pdf
https://www.oenb.at/dam/jcr:1ddbf409-4b76-4eff-bbcb-7621069fc5db/mop_2015_q2_analyses03.pdf
https://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp1008.pdf?e87aba3a52137adea91048bf54801968
http://scholar.harvard.edu/files/shleifer/files/fire_sales_jep_final.pdf
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liquid assets, exacerbating the liquidity mismatch (although it is noted38 that this risk is 
limited, as asset managers are restricted by their mandate in this respect). 

Finally, should asset management fees diminish significantly (since they would no 
longer be justified by returns), funds may change their strategies towards low-cost 
styles such as passive management, index funds and synthetic portfolios that carry the 
risk of increased herd behaviour.39 

If the aforementioned elements are isolated, or at least contained, within the sector, 
their impact can be limited. If, however, they spill over to the banking and insurance 
sectors (due to various existing linkages), they may also affect banks' refinancing costs 
and insurance firms' portfolio performance, with severe repercussions for the real 
economy. 

3.2.4. Shadow banking 
The aforementioned risks related to the low/negative interest rate with regard to banks 
may make them a less attractive choice than shadow banks or 'non-bank banks' (i.e. 
institutions performing similar functions to banks), which are less regulated and 
scrutinised for the time being. One paper40 notes that, given that this sector presents 
particular characteristics,41 low/negative rates – to the extent that they contribute42 to 
a move from banks to the shadow banking sector – may very well have systemic risk 
implications. 

4. The discussion around saver expropriation 
As mentioned in the introduction, the current low overnight rates set by the ECB were 
met with fierce opposition in countries with a high level of saving (such as Germany), 
where it is argued that they weaken the life-time income prospects of savers, causing 
them to save more and consume less, which in turn will result in the policies not 
stimulating aggregate demand. 

In a study43 published in 2015, the European Central Bank answered this argument, 
noting that what matters for savers is the long-term real rate of return, which depends 
on a multitude of factors − including infrastructure, demography and government 
policies for the labour market and innovation − and not on monetary policy, which 
affect short-term nominal rates and whose impulses are effective over a two-year 
horizon. The authors therefore note that if there is an expropriation, it is caused not by 
monetary policy − which should continue focusing on stability, so as not to impede 
economic recovery− but by the absence of real growth prospects. Growth prospects 

                                                      
38 Christian Beer and Ernest Gnan, op. cit. 
39 Sushil Bikhchandani and Sunil Sharma, Herd Behavior in Financial Markets, IMF Staff Papers, 2001. 
40 Günter W. Beck and Hans-Helmut Kotz, Euro area shadow banking activities in a low-interest-rate 

environment: a flow-of-funds perspective. 
41 For example, there is no public backstop facility (such as deposit insurance), the intermediation chains 

are longer, the institutions' opacity can produce 'flight-to-quality' reactions during a shock, 
intermediaries in the sector are closely interconnected and their behaviour is cyclical. 

42 Because, as mentioned, the move may be also explained, up to a point, by the fact that non-bank 
banks are less regulated than banks. 

43 For more information, see Ulrich Bindseil, Clemens Domnick and Jörg Zeuner, Critique of 
accommodating central bank policies and the 'expropriation of the saver' – a review, European Central 
Bank Occasional Paper Series, May 2015. 

https://www.imf.org/External/Pubs/FT/staffp/2001/01/pdf/Bikhchan.pdf
http://safe-frankfurt.de/fileadmin/user_upload/editor_common/Policy_Center/Beck_Kotz_Euro_area_shadow_banking_activities.pdf
http://safe-frankfurt.de/fileadmin/user_upload/editor_common/Policy_Center/Beck_Kotz_Euro_area_shadow_banking_activities.pdf
https://www.ecb.europa.eu/pub/pdf/scpops/ecbop161.en.pdf
https://www.ecb.europa.eu/pub/pdf/scpops/ecbop161.en.pdf
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can and have to be remedied by sustainable national policies to: increase productivity 
growth (investment in infrastructure, improvement in the incentives for R&D, provision 
of better education, closer interaction between research and industry); mitigate the 
effects of demographics trends (increasing female full-time participation in the 
workforce, increasing the effective retirement age, faster integration of immigrants 
into the labour market); and carry out structural reforms that decrease rigidities in 
labour and goods markets. Furthermore, at European level,44 the current process of 
private sector debt workout should be accelerated, by provisioning for non-performing 
loans and providing more efficient insolvency regimes to quickly restructure written-
down loans. Also, better integration in the services sector, for example through the 
creation of a Digital Single Market, could further boost productivity in the euro area. 
Finally, steps to address the institutional incompleteness of the monetary union − by 
completing the Banking Union45 and integrating the euro area banking sector − are 
seen both as important and urgent. 

5. Is a potential recovery on the horizon? 
It is too early at this stage to be categorical that a rebound will take place in the 
foreseeable future, and rather speculative to try and estimate when such a rebound 
could take place. Two arguments oppose each other: on the one hand, financial 
markets provide a rather pessimistic view, as in early 2016 long-term government 
bonds were sending signals of stagnation in the medium term (5-10 years) or even of a 
possible recession. If these signals materialise, then they could constitute a further 
impediment to the necessary shift from saving to investing. 
On the other hand, it has been noted that there are reasons to expect the real interest 
rate to rebound in the future. 
• The demographic pressures that have raised the propensity to save (mentioned at 

the beginning of this briefing) are expected to recede, as the population share of 
retirees grows. 

• The portfolio shift towards safe assets could start to unwind. On one hand, China's 
purchases of US Treasuries slowed down in comparison with the period before the 
global financial crisis; on the other, if the appetite for risk returns, the preference 
for safe assets may also begin to lessen. 

• Finally, if the risks signalled by financial markets do not materialise, firms are likely 
to become less cautious about investing. 

Those expressing that point of view, however, are careful to note that the magnitude 
and pace of such a reversal in past trends is difficult to predict with any degree of 
certainty and, moreover, will be influenced by the long-term fiscal and structural policy 
choices that could either reinforce or offset the forces discussed above. 

                                                      
44 The low interest rate environment in the euro area, Keynote speech by Peter Praet, member of the 

Executive Board of the ECB, 10 September 2015. 
45 According to the Five Presidents' Report, steps in that direction include 'the full transposition into 

national law of the Bank Resolution and Recovery Directive by all Member States, ... setting up a 
credible common backstop to the Single Resolution Fund' and 'the launching of a European Deposit 
Insurance Scheme (EDIS)'. 

http://www.ft.com/intl/cms/s/0/821850f0-cb6c-11e5-a8ef-ea66e967dd44.html%23axzz46SBp9Fg2
http://www.voxeu.org/sites/default/files/file/Geneva17_28sept.pdf
https://www.ecb.europa.eu/press/key/date/2015/html/sp150910_2.en.html
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6. Early reactions and recommendations 
6.1. Early reactions from industry 
According to a recent survey,46 banks in regions with negative rates have started to 
pass them on to corporate clients, at least for short-term operations. However, they 
have not yet started charging these negative rates to their retail customers because of 
the aforementioned fear of deposit outflows. In addition, they have increased margins 
on the lending products and increased fees for the various services they provide. 
Finally, they have engaged in significant cost reductions (e.g. by closing branches). 

With regard to insurance companies, in 201447 there were already signs of a shift to 
'search for yield', with companies restructuring their bond portfolios towards lower 
quality corporate bonds, investing in infrastructure financing, direct loans, real estate 
assets and equities, and establishing partnerships with banks to fund direct loans to 
medium and large corporates. The low interest rate environment and search for yield 
has also affected the insurance market by increasing the supply of reinsurance, putting 
pressure on reinsurance prices and on the terms and conditions of reinsurance 
contracts. This behaviour further intensified in 2015.48  

Similarly,49 pension funds are also reacting to low yield conditions, shifting gradually 
from defined benefit plans to plans where members bear more risks, such as defined 
contribution plans, or proposing hybrid50 (defined benefit-defined contribution) plans 
that share the risks on the amount of benefits that can be paid. 

6.2. The need for increased supervision 
In this context, the role of regulators and supervisory authorities is seen as being of 
critical importance. The Joint Committee of European Supervisory Authorities stressed 
in its May 2015 report51 that national competent authorities should engage with 
companies to ensure that they have a clear understanding of their risk exposures and 
their vulnerability to given stress scenarios and that they have the capacity to take 
recovery actions if those vulnerabilities materialise; that they should examine the 
companies' asset/liabilities management and risk management strategies and practices 
and ensure that they properly assess the sustainability of the guaranteed rates offered; 
and, possibly, that they should require some of them (e.g. life insurance companies) to 
set aside reserves to support existing contracts with high guarantees. 
Finally, especially for asset management companies, a relatively recent survey52 
advocates the need to improve institution-level supervision of risks at global level, by: 
establishing global standards on monitoring and supervision; acquiring more and better 
data; setting risk indicators; and analysing (including through stress tests) the various 
risks inherent to these institutions. While this proposal was made for funds in all 
                                                      
46 Geert Wijnhoven, Jaap Kes, Negative Interest Rate Policy of the ECB and other Central Banks, March 

2016. 
47 Joint Committee of the European Supervisory Authorities, Report on risks and vulnerabilities in the EU 

financial system, 22 September 2014. 
48 Joint Committee of the European Supervisory Authorities, Report on risks and vulnerabilities in the EU 

financial system, 5 May 2015. 
49 Ibid. 
50 Irish Pensions Authority, Hybrid pension schemes. 
51 Joint Committee Report, 5 May 2015. 
52 IMF Survey, Plain Vanilla Investment Funds Can Pose Risks, April 8, 2015. 
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economic conditions, it has particular importance in the current very low/negative 
interest rate environment. 
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 The current very low/negative interest rate environment is 
the subject of much debate. On one side, the central banks 
claim that it is not the cause of the problem but the 
solution, as it should boost investments and spur growth. 
On the other, a number of Member States claim that the 
low rates 'expropriate' savers, and financial intermediaries 
argue that they are putting their tried and tested business 
models at risk. 

This analysis introduces interest rates, looks at the causes 
behind their sustained decline and presents the current 
state of the debate. 
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