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Abstract

Thic otudy exomineo the conceo for interect rotes folling to very low
leveloin developed countriec. Short term interect rotecare ot 0% for the
aecond time in the lact 5000 yeorc with the previouc cuch inctonce
occomponying cotoclyomic chongeo in the world while long term
interect ratec are ot their lowect in the lact 2000 yearc or co. Baced on
the experience of these countrieg, it identifiec rickc acoociated with
very low interect ratec acwell coucesthot drive extremely low or cub-
zero interect rotec. The moin foctorodriving very low interect ratecare:
(0) Receaoionary trendo accomponied by reduced invectmento; (b)
Very low ratecof inflation coupled with expectation of inflation acowell
oo growth remoining low; (c) Need to control currency appreciation;
(d) Demogrophic changeo in the nation due to chonging potternc of
birth v/c death rotec with the older generation hoving different
demondcacwell acbeing more rick averce; ond (e) Reluctonce to corry
out required ficcal or otructural correctionsleading to over utilization
of the monetory route reducing itc effectivenecs. The rickc of
exceedingly low or aub-zero interect rotec include: (o) Squeezing of
bonk interect morginc to on extent that could jeopardize clacoic bonk
operationsaccomponied by householdochifting their money into other
acetc or hoording it; (b) Creotion of credit bubblec thot could
exocerbate the economic problemo further; (¢) Foilure to booot
inveotments unlecs the economic ocenario looks poaitive ond
componiec expect cizoble demond for their products, ond (d) Re-
emergence of o changed vercion of colonial oyctem of forced weolth
rediatribution. The colution to thiochallenge liecin underctonding thot
very low or aubzero interect ratechave not proven themeelves aclong
term optionc for meeting inflotion torgetc or monoging currency
appreciotion nor doeoc it guorontee invectmentc thot encure growth.
They oare, therefore, o temporory ocolution ot bect ond noational
economiec or their central bonks would do well to explore ficcal
meaourecfor cuctained growth.

Keywords: Short Term Interect, Long Term Interect, Inflation,
Currency oppreciotion

Introduction

Interect rate or the rote of interect ic the omount of interect due in o
given period exprecced oo o percentage or proportion of the omount
(referred to oo the principal omount) borrowed, depocited or lent.
Interect ratechave, in the poct, been oet by a.central bonk or the national
government for the loct two centuriec or more. Enormouc variotionc
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hove been obcerved in the interect rotecocrooocountriesover
the loct 100 yeorc or co with Wikipedia providing the
following exomplea:

o. The federol fund rate (USA) varied from around 0.25%
to 19% in the period from 1954 to 2008;

b. The bace rate of Bonk of Englond varied from 0.5% to

15% in the period from 1989 to 2009;

c. The interect rate in Germony wao oo high ac 90% in
1920c0nd fell to obout 2% in the 2003.

The figure below precentcinterect rote variotion in Germony
from 1967 to 2003.

Figure 1: German Bank Interest Rates from 1967 to 2003
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A greater voriotion woo witnecoed in the US over on
extended period (about 55 yeorc). Comporative Data from

period from 1954 to 2009.
Figure 2: Federal Funds Rate from 1954 to 2009
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Interect ratechave been roaiced enormoudly to tockle ceriouc
economic problemo like hyper-inflation. The Centrol Bonk
of Zimbobwe, for inctonce, raiced interect rotecto 800% in
2007 to tackle hyperinflation. Interect ratec hove voried
enormouoly over the yeorc but poaitive interect rotec were
the normal proctice oo lenderc expect o certain return on
money lent or depoaited while borrowerc underctond the
need to pay interect for money borrowed. The South Africon
Recerve Bonk foctoheet (2007) compares interect rotec or
price of fundcto price of goodoor cervices ond emphacizec
demond ond cupply of fundoaca primory factor determining
interect ratec. The foctoro that ore typically importont for
lendercare determined by uncertointiesthot future holdofor
lendero (oo well oo borrowero). Thece include duration of
term for which fundc ore borrowed (longer the durotion,
greoter iothe uncertainty), borrowera’ obility to repay fundo
borrowed ond inflotionory precourec. Abbritti, Dell’Erbo,
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Moreno ond Sola (2013) examine the effect of global forcec
on the dynomico of interect roteo (yield curveo) of ceven
inductriolized countries, nomely, Auoctralio, Conoda,
Germony, Jopon, New Zeolond, Switzerlond ond UK. Their
otudy chowathat global foctorcaccount for over 80% of term
premio. ond interect rotec ocroco countries. Here, global
factorc include expected global inflation ond long run rick
factora clocely linked to economic ond finonciol inctobility.
Thiciceven more oo in the coce of long term interect rotec
thon chort run fluctuationo. Further, term premia dynomico
have exhibited a downword trend from 1990 to 2007
primarily on account of global expected inflation.

Rondow ond Kennedy (2016) point out that negotive interect
ratec point to foilure of traditional policy optionc. Thoce
inveating in chort term Germon ond Joponece government
bondoreceive anegative yield aochown in the figure below:

Figure 4: Prevalence of Negative Interest Rates in Japan and Germany (Government Bonds)
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The figure below depicto a recent ocenario in Europe.

Figure S: Prevalence of Negative Interest Rates in Europe
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Benoit Coeuré (2013) of the Executive Board of ECB
highlighto the low policy rotes of the Europeon Central
Bonk. The interect rate on the Main Refinoncing Operation
waocut to 1% in Moy 2009 ond remained low for four yeorc
reaching 50 baoic pointc in October 2013 while depoait
focility rate woo zero ond the morginal lending focility rate
otood ot 100 boaic pointc moking the interect rate corridor
unprecedentedly norrow. Deopite lower interect rotec,
borrowing coctc for profitoble componiechave not reduced

conaictently ocroos Europe, ot leact, portly becouce of the
ocovereign debt cricic of 2009 leading to ‘finonciol
frogmentation’” with omall ond medium cized componiec
facing greoter difficulties. Such finonciol frogmentotion
prevento recidents oo well oo componies of the Euro area
from getting uniform benefitc of a cingle currency ond
market. The figure below chowshow long term interect ratec
have differed acroco countries from October 2009 to April
2016.

Figure 3: Variation in long term interest rate across European countries (Oct.'09 - Apr.'16)
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The fall in interect rotec in the figure obove requirec
inveatigation into the pact on when were interect rotec loct
obeerved ot the precent levelo. Holodny (2015) precentc
chort term ond long term interect rotec oo o line graph cince

3000 BC (pleace refer to the figure below). The groph chowo
chort term interect ratecat 0% for the cecond time in the loct
5000 yeorc while long term interect ratec ore ot their loweot
in the lact 2000 yeorcor co.

Figure 4: Short and long Term Interest Rates over the last S000 years
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The Causes of Low/negative Interest Rates

The octual interect charged ic a function of variouc foctore
that con be oo voried oo political ocenorio, lender
expectationcon account of deferred conoumption, inflation,
olternate inveotment opportunities availoble to lenderg,
acoociated ricks, liquidity acoociated with lending,
prevailing tox otructure ond the overall economic ccenario
that may require bonko roicing or lowering interect rotec.
Global Economic Progpects (2015) diccucoes the couces of
negotive volueo for chort term policy ratec ond long term
covereign bondoin Europe conaidering that negative interect
ratecare o very rore phenomenon with chort term ratesnever
folling below zero even during the greot deprecoion in USA.
The reaconc include: (o) Centrol bonkc wonting to
diccouroge commerciol bonke holding exceoo recerve with
Centrol bonk, o cituation reculting from heightened rick
averaion oo well oo reduced opportunitiec for profitoble
lending. Negative interect ratec ore alco likely to encouroge
commercial bankcto buy olternative oosets; ond (b) Demond
precoure reculting from ECB’cextended acoet progrom with
purchoces onnounced by ECB totoling to € 1.1 trillion ond
uce of bondo oo collateral in repurchoce agreementa, o foct
that addo to their ottroction deopite low, or even negative,
yield. Krichnomurthy ond Jorgencen (2011) ctudied the
impoct of purchace of long term treacuriec ond other long
term bondc by Federol Recerve to obcerve that while the
ototed objective woo to lower long term interect roteg,
thereby, providing on impetuc to economic octivity, the
lowering of interect ratec iteelf tokeo place through various
chonnelothot affect different acoetodifferently.
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NAB Group Economico (2016) explorec reoconc for
growing incidence of very low or negotive interect ratecond
ouggeoto the reacon oo including inflation below torget
forcing central bonko to adopt very low/negative interect
rotec to avoid deflation ac woo ceen in Jopon. Very low
interect ratec cqueeze bonk interect morgine ond could
jeopordize the cloaooic bonk operotions with increoaced
likelihood of houaeholdc chifting their money into other
oot or hoording it. Further, there ic indication thot
negotive interect ratec oppeor to puch exchonge rote of
currenciecdown.

Poatnaik (2016) cuggeatothe following reaconc for negotive
interect ratecthat ore primorily rooted in rececoionary trendc:
(a) An effort by bonko to nullify the effect of increace in
“liquidity preference” of private weolth holderc by
demoncdtrating the oppoaite preference i.e. for capitol goodo
incteod of coch oo that finonce becomec cheoper ond
inveatmentc go up; ond (b) A tendency to avoid the ficcal
route of correction aoit could roice ficcal deficit beyond the
3% level generolly accepted. A negotive interect rote ic
unlikely to booat inveatmentounlecothe economic ccenario
lookc poaitive ond componiec expect cizoble demond for
their producta. The phenomenon of negative interect rotec
are, therefore, unlikely to revive o oyctem that hictorically
required propo like a coloniol oyotem of forced weolth
rediatribution or providing otimuli through ficcal policiea.

The continuouclowering of long term interect rotecremainc
achollenge for expertoond policy mokerc. Bernomke (2015)
diccuosea, on hicblogg, variotion in percentage yield on 10-
year government bondcoacchown in the figure below.

Figure 5: Variation in Percent Yield on 10-year Government Bonds in leading economies

Figure 1: 10-Year Government Bond Yields (%)

14

12

10

0 [

1990 1995 2000

—USs

Germany

Sources: National Central Banks, Haver Analytics

UK Canada

2005 2010

Japan

BROOKINGS

Source: http://www.brookinga.edu/blogaben-bernonke/poata2015/04/13
-interedt-rote-term-premiumc

www.pbr.co.in

111



Pacific Business Review International

Bernonke (2015) recommendoc viewing the yield on ony
porticular bond (eg. US government’s Treacury bondo) oo
the outcome of three componenta: (o) Expected inflotion; (b)
Expectation regording future trendc in reol chort term

interect rates; ond (c) Term premium. The figure below
chowaoinflation ond interect ratec plotted on the come ccale
ond bringoout a.ctrong correlotion between the two.

Figure 6: Interest Rates and Inflation in US in the period from 1960-2015
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Bernonke (2015) believeo that perception of poor growth
proopectc and cuctainoble returnc on capitol in the yeorc to
come iclikely to keep chort term interect roteclow meoning
that the cecond component icalco contributing to long term
interect ratecremaining low. That leavecTerm Premiumo oo
the third component requiring examination. It reprecentothe
extrareturn lendercexpect for invecting long term incteod of
holding chort term cecuritiec. Termopremiumacore ectimoted
baced on chort term ond long term interect ratecdoto ond ore

precented in Figure 7 below with the groph chowing cub-
zero volues on two occocionc in obout a decade. Term
premiumg, themaelves, ore greotly impocted by rick
perceptionc of long term cecuritiec ond the demand-cupply
dynomico for gpecific cecurities or claco of cecurities. In
timec of low inflation (or likely deflation) ond poor
economic outlook, long term bondoc oct ac o hedge againct
falling conoumer pricesc ond Term Premiumg, therefore,
chow much lower valuecacobcerved in the figure below.

Figure 7: Term Premium (USA) from 1961-2011 and beyond

Figure 2: 10-Year Treasury Yield and Term Premium (%)
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Irwin (2015) obcervecthat in the period from 1876 to 1919,
the interect rate on o 10 yeor treacury note woo lesothon 4%
in the US ond the come wootrue from 1924 to 1958. The long
term rotecin Britain too were below 4% for almoct a.century
from 1920 till ctort of World War 1. Thic cuggeatc the high
interect ratec from 1970atill obout 2007 were an oberrotion
that ionot likely to recur. Booworth (2016) ctudy for reaconc
of continued decline in global interect rotec cuggectc
multiple foctorc being recponaible including continuoudly
folling inflotion ond repeated down word revicion of
expectationcof the globol economy. Thicicoupported by the
US dato on inflation ond growth. Dato on inflation ucing on

Volume 9 Issue 6, Dec. 2016

alternative meooure from DolloocFederal Recerve giveolittle
evidence of occeleration though it doec yield o relatively
higher ectimate of the rate of averoge inflation. The global
economic outlook continuec to look weak with leoding
bodiec ccaling down growth expectations on account of
aeverol leading economiecchowing little cignoof revival or
ropid growth ond China oppeoaring to have entered ophace of
modect exponaion. Low interect ratecoppeor to be couced by
a continued underutilizotion of availoble recourcec in the
broader global economy acwell oo frequent uce of extreme
uce of monetary atimuluoweokening itcbeneficiol effecto.

Figure 8: Inflation in US (based on alternative measure from Dallas Federal Reserve)

Figure 1. Altemative Inflation Measures Relative to Target, 2005-15
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Source: Booworth, B. (2015). US economic Policy in o Low-Interect Rate World, pp 3 of 29. Retrieved from:
http://www.brookinga.edu/~/medio/recearch/filedpaperad2016/01/14-uc-monetory-policy/u-c-monetory-policy.pdf

Figure 9: Labour Productivity Growth in the US (back to pre-ITC days of 1972-95)

Figure 4. Labor Productivity Growth, Nonfarm Business Sector, 2000-2015
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Similar findingo were precented earlier by Bowcher (1980)  foctorcthat differentiote one yield from onother. Since mid
by viewing nominal (morket) rate of interect aobeing made ~ 1960’°cricing inflotionory expectationcscouced ricing morket
up of the real rate of interect, expected inflation ond added  interectrotec.

Figure 10: Plot of Inflation and Short Term Interest Rates
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Figure 11: Plot of Price Changes and Long Term Bond Yields
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Interect ratesthot were ricing cince mid 1960’cbegon folling
rapidly from cecond quarter of 1980 with the three month
US treacury bill yield folling from 14.8% in early April 1980
to 10.3% in September 1980. The figurecfor 1976, 1977 and
1978 were 5%, 5.3% ond 7.2% reopectively ond by June
1979 thicfigure woc9.1%. The reacon for the continuoucfoll
oince 1980c includec folling inflation becouce of fall in
average rate of money exponoion, rote of inflation being
lorgely determined by rote of growth of money over the
previouo five yeorc ond folling economic oactivity. Wolf
(2015) ouggeato thot the reacon for low interect rotec ore o
combination of real, monetary ond finoncial forces. The
Keyneaion view of chort run equilibrium in economy ic
determined by the intercection of real ond monetary forceo
with central bonkotrying to deliver the equilibrium (noturol)
interect ratec. Doing oo, at high leveloof octivity or growth,
requirescentrol bonkcto foater credit growth ond thot con be
dectobilizing on account of macaive leveroging of property
ooeto leading to pocaibilities of budtc ond booma. The
implicotionc of thic apparent conflict under precent day
conditionsinclude: (o) At the moment peoples’ cuvingo ore
not very voluoble given the near-zero interect ratec; ond (b)
The burcting of credit bubbles whether in high-income
economiec or in China createc o global cuvingo glut oo
inveotments go down. The debt build up ond overhongo
cauced by credit boomo conatroin opending for o long time
till onother credit boom offerc new opportunitiec. Beon,
Brodo, Ito ond Kroazner (2015) point to chonge in
demogrophic chongeo driving on increoced propenaity to
ocove 0o on importont contributing foctor to reducing reol
interect rotec along with o preference for cufer (leco ricky)
bondc. With Jopon leading the ageing of population, other

Volume 9 Issue 6, Dec. 2016

highly advonced economiec have followed with o chift in
ooving ond inveotment behaviour being influenced by the
needoof on ogeing population. For keeping inflation ot their
deaired rote, Centrol Bonkoceek to otrike oobolonce between
oggregote demond ond notural (potential) level of output
which icthe level of oupply reculting from wogesond pricec
being fully flexible. When inflation icalreody ot the decired
level, the corregponding interect rote choll be the cum of the
notural reol interect rate ond torget inflation. When inflation
ionot ot the torgeted level, the Central Bonk needoto fix o
policy rote above or below the noturol rote depending upon
whether ctorting inflotion ic obove or below the torgeted
level. To predict how interect rotec will evolve in the
medium term or beyond, receorch needo to focuc on
identifying ond underctonding the real forcec driving the
noturol rote of interect becides foctorothat couce chongesin
inflotion torgetcof centrol bonka.

The Consequences of Very Low Interest Rates

Jackoon (2015) diccucces four economiec that hove
introduced negative policy interect rates, nomely,
Switzerlond, Denmark, Sweden ond Euro Area cince mid of
2014. While Switzerlond ond Denmork introduced negative
ratec to reduce oppreciotion precourec by deterring copital
inflowo, ECB ond Sweden opted for negative depoait ratec
on account of rececoion, reduced expected inflation ond
inflotion repeatedly folling below torget. The figurecbelow
chowo that inflotion in Europe Area moved obove zero in
November 2015 (Depoait Focility Rate woacreduced below
0% in June 2014 (to -0.1%) ond further in September 2014
(to -0.2%) but fell bock into the cub-zero zone in the firct half
of2016.

Figure 12: 5 Year Fluctuation in Inflation Rate in Euro Area
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Inflation rate in Euro Area.continued to foll till lote 2014 but ~ hoo not been oteady ond inflotion olternoted between
hac moved marginolly upwords cince then. A review of  negative ond poaitive (0.3 to -0.2) over the loct two yeorc oo
inflotion in the loct two yearcouggectothot the move upword ~ chown in the figure below.

Figure 13: Inflation Rate in Euro Area (Oct 2015 to August 2016)
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The figurecbelow precent inflation dota reloting to Sweden  oteadily, to 1.1% in Auguct 2016. The cacec of Sweden ond
for a5 year period ond 2 yeor period. The trend for Sweden ~ Euro Area cuggect portial auccess of negotive interect ratec
ouggeoto that Sweden come clocer to achieving the decired 0o on inctrument to addrecs icouec relating to rececoion,
objective ac compared to Euro Area with inflotion hoving  reduced inflation ond inflotion repeatedly folling below
dipped to avalue well below zero in 2014 ond ricing, almoct ~ torget.

Figure 14: 5 Year Fluctuation in Inflation Rate in Sweden

FVEOEH BIMLATION RATE

Source: http://www.tradingeconomica.com/oweden/inflotion-cpi
Figure 15: Inflation Rate in Sweden (Sept. 2015 to August 2016)
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Denmark ond Switzerlond adopted negative rotecto reduce  appreciation precourecby deterring copitol inflowo
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Figure 16: US Dollar per 1 DKK (2012-2016)
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Source: http://www.xe.com/currencychorta; from=DKK&to=USD&view=5Y

Ao for arrecting the oppreciation of Donich Krone ic
concerned the plot of five yeor data above indicates cuccess

in arrecting the foll. The experience of appreciation in the
volue of SwicoFronc oppeorcto be cimilor.

Figure 17: US Dollar per 1 Swiss Franc (2012-2016)
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Jackoon (2015) licto the main concernc acoocioted with
negative interedt rotec oo including: (o) lowering of bonk
marging, profitobility ond odvercely impoct finonciol
intermediation though bonkc with lorge retoil buciness are
more likely to be impocted odvercely on account of
acoociated difficulty in pocoing negotive interect rotec to
retail clients; (b) Coach lying idle inctead of being utilized
productively aince lending entailoa coat; ond (¢) Creation of
accet price bubblea Though the period of implementing

www.pbr.co.in

negotive policy rotec ic not lorge moking ony definite
concluacione difficult, the rother chort experience cuggecto
that negative policy ratec have not couced o run on bonkag,
impoired morket functioning or led to cignificont volatility.

Romayondi, Rowot ond Tong (2014) find that very low
interect ratecincreace bonk rick. They voice o feor thot very
low interect ratec will interfere with the goaol of domedtic
ctobilization becidec fueling ricktoking chonnel. Forbeo
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(2015) comporec very low (neor-zero interect ratec to the
Midootouch) that woo ceen achighly rewording in the chort
ronge but hod on exceedingly heavy price coon ofter to find
that till dote near zero interect ratechave not gone the Midoo
woy. The coot of very low interect rotec includec: (i)
Inflationary precoures; (ii) Finoncial vulnerabilities
including acoet bubbleg; (iii) Limitation in termo of toolsto
oddrecs future challenges;, (iv) Inefficient allocotion/
utilization of recourcecleading to lowering of productivity;
(v) Shifting courcec of demond leading to poorly balonced

ond lecoouctainable growth; ond (vi) Ricing inequalitiec.

Ao for oo UK ic concerned, inflationory precoures, deapite
low interect rotechave remained very ctable aochown below
with the line in the middle chowing meon voluecof the other
two, lower ond higher voluecWhile inflation moay not
nececoorily remoin oclow octhicin timecto come, availoble
monetory tooloc would permit hondling inflationory
precourecin the foreceeoble future.

Figure 18: Measures of Domestically Generated Inflation (DGI) in UK
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Source: Forbeg, K. (2015). Speech on 'Low Interect Rotes: King Midac Golden Touch; ' from Figure 1 on poge 4 of 23.
Retrieved from: http://www.bankofenglond.co.uk/publicationaDocumenta/'opeeched2015/apeech798.pdf

Negative interect ratechave a.otrong tendency to hit bonking
ond incuronce profitoond tend to extend beyond the norrow
boundariec for which they are conctructed. NAB Group
Economico (2016) reporto flow of negotive central bonk
policy rotec into money markets ond covereign bond rotec
thereby oqueezing bonk morgincond roicing concerncon the
long term viobility of, ot leact, come of the bonkcsif negative
central bonk policy ratecperaict though all bonkomay not be
affected equally. Torres (2016) diccuooeo the rotionole for
recent prevalence of negotive interect rotec across countries
like Denmark, Eurozone, Sweden, Switzerlond ond Jopon
wherein central bonko opted for negotive interect rotec
following o ceriec of foilures of monetory meacurecto puch
up inflotion ond growth rotec. Thic failure to puch up
inflotion ond growth rotec ig, at leact, portly on account of
inoadequate ficcal meocurec ac well oo much needed

aructural reformc Negotive interect rotec encouroge
immediate opending and likelihood of increaced
inveotmentc through (negative coot of) borrowing.
However, there ic o poaoibility of negative ratec leading to
acenorioc where the morket funds’ income doec not cover
invecstment loocoes or the operating income forcing
clooure/chut down of the fundc or lead to depoditory
inctitutionc to ochift o oignificont port of their recerve
baloncesinto currency.

The otudy by Potnaik ond Shoh (2004) on interect rote
volatility in India on account of eacing of controlo cince
1993 to obcerve that India hoo one of the higheat level of
interect rate volatility in the world (refer to Toble below)
conoictent with the crawling peg currency regime in the
context of a.capital occount being liberalized.

Table 1: Interest Rate Volatility across Countries

Table 1. Cross-Country Evidence on Interest Rate Volatility (2000) from Baig (2001)°

Rank Country Volatility
1 Turkey 3293
2 Chile 1.74
3 India 1.72
4 Mexico 136
5 U.K. 0.91
6 Indonesia 0.88
7 Poland 081
8 Philippines 0.77
9 Hungary 0.56
10 Czech Republic 0.44
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11 Thailand

12 Switzerland
13 Brazil

14 Singapore

15 South A frica
16 Israel

17 Canada

18 Australia

19 New Zealand
20 Sweden

21 Germany

22 Korea

23 Malaysia

24 Japan

Volume 9 Issue 6, Dec. 2016

0.41
0.36
0.34
0.24
0.19
0.16
0.16
0.16
0.15
0.11
0.11
0.08
0.06
0.05

Source: Potnoik, 1. ond Shoh, A. (2004). Interect Rate Volatility ond Rick in Indien Bonking. IMF Working Poper, Jonuory 2004, pp 5.

Indion bonkemay be expoced in coce interect ratec increoce
either on account of high ficcal deficit, economic growth or
inflotionory expectotiono. Retaining low interect rotec,
therefore, could become o nececvity for come time to come
to monoge bonk expoaoure, thereby, limiting monetory policy
optionc avoilable to governmento. Acoet bubblescon be the
reault of low coct of borrowing with invectorc conaidering
higher returncproviding rickier investmentcin debt marketo
or even emerging morketo. Thic con lead to inefficient
utilization of ond high rick expooure for come invectorc.
Beaideg, auch poaaibilitiestend to increace with the length of
duraotion of low interect ratec for all groupc of
invector@lenderc be it individualg, bonko, corporotions or
broader credit markets. Long periodc of low interect rotec,
therefore, enhance chonces of credit boomg, inefficient
allocation of funda’recourcesond even banking collopcesor
finonciol inctability.

Nichioka ond Baba (2004) examine the mechoniom of the
obcerved (cince March 2001) negative yen funding coctofor
foreign bonke in the forex owop morket. During relotive
finoncial inctability in 1997-98, Joponece bonk had to
depend upon the FX owop morket to meet their requirement
of US Dollarg, thereby yielding negotive yen funding cootc

for foreign bonka. The fact thot the credit-rick premium for
domedtic bonko ic higher in the US Dollor morket thon the
yen morket oloo contributes to the negative yen funding
coctofor foreign bonka.

Donthine (2013) exploined the very low interect ratecin the
context of Switzerlond acbeing couced by: (a) A decline in
long term interect ratec cince the 1980cthat brought policy
ratecvery low even before the finoncial cricig; (b) A Cyclical
component thot led to the extreme lowo witneased in the
recent poot; ond (c) A perceived need for cufe aowets thot
couced huge copital flows in cufe havendeconomiec like
Switzerlond. While the long term impoct of very low interect
ratec entailo the rick of very high inflotion ratec oo well oo
finoncial inctobility, high inflation icnot very likely in the
foreceeable future. The come connot be ooid of finoncial
atobility cince lower credit cootc along with increaced
relative volue of aoeto increaces chonces of accet price ond
credit boomo oo ceen in the reol ectote mortgoge credit
marketcof Switzerlond (cee figure below). Low policy ratec
could well induce exceaoive riok toking in finoncial morketo
without increacing productive rick toking with debtorcover
eatimating debt offordobility or under ectimating rickc
acoocioted with debta.

Figure 19: Consequences of low interest rates in Switzerland (on real estate & mortgage credit markets)

CHART 13: CHART 14: SWISS REAL ESTATE
MORTGAGES-TO-GDP PRICES
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Source: Danthine, J (2013). Couces ond concequencec of low interect rotes, pp 13.

Retrieved from: http://www.bic.org/review/r131115a.pdf
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Conclusions on Dealing With Very Low Interest Rates

Very low or negative inflation ratecprecent o big chollenge
to policy mokerc ond entail the rick of cerioudly oltering the
finonciol otructure of the buciness world. The limited
experience in implementing negotive interect rotec doecnot
provide adequoate dota or comfort that policy mokers have
mactered the obility to deal with oll challengeo relating to
negotive interect ratec, thuckeeping the rick levelorelatively
high.

Booworth (2016) diccucses the impoct of interect ratec
hovering oround zero, moking on importont tool available to
policy mokerclaorgely ineffective beasidecincreacing the rick
of a downward opiral of lower inflation, enhanced real
interect rotec further leading to increaced downword
precoure on economic octivity. Torres (2016) too
emphooized the need for ficcal policy ond otructurol reformo
to compliment monetory policy rather thon depending only
on monetory eooing for cuctainoble growth. Adler (2015)
reported decreacing benefitc of negative interect rotec in
Switzerlond baced on experience of negotiveintereat rotec
for ayear.

Moooon (2013) diccucoes cauaes of the record low intereat
rotec in Conada thot were initiolly o regponae to the globaol
finoncial cricic of 2008 but continued for over 5 yeorc
bringing in dongerc of excecoive rick toking ond
inefficient/unprofitable inveotments including aooet
bubbles. The otudy recommendc revercing the monetory
otimulucin Conoda ond roicing interect rotecsconaidering thot
GDP hacreturned to a value cloce the economy’c potential
ond on ortificially low interect rote could odd fuel to on
underlying inflationary procecs (becides the foctor
mentioned earlier) with come oymptomoc of acwet price

bubblec ond inefficient inveotments olready chowing
themeelvesin Conado.

Jackoon (2015) indicotes that negotive interect rotec ore
certoinly on option worth conaidering for countriecto reduce
oppreciotion precoures by deterring copital inflows or
countriec focing rececoion, reduced expected inflation ond
inflotion repeatedly folling below torget. The experience of
obout 2 yearcoince middle of 2014, however, igtoo chort for
drawing relioble conclucionc about negotive interect rotec
ond the ricke acoociated with deploying negative interect
ratecfor a longer period. Conwill (2016) cuggeotothat Bonk
of Jopon adopting negotive interect rateclike come Europeon
countriec indicatec o foiled policy thot doeo not even toke
into account the reol coucecof poor performonce of Japonese
economy oo including demogrophic, cultural, regulotory,
ond geopolitical foctorocoupled with on oboesaive deaire to
torget inflation at 2% rooted in the belief thot deflation icat
the root of moct of Jopon’ceconomic problema.

Donthine (2013) pointcto the key couce of low interect ratec
being linked to high couvingo leading to increaced cupply
compared to the pact lowering real interect rotec (cee figure
below). Further, reduced growth expectotionc in moct
economiec ond clower recovery after the finoncial cricic
have kept nominal rotec of interect ot very low levels The
oolution lies in government led ficcal adjustments ond
demond generation to drive productive invectments ond
growth. Thicic eopecially true of emerging economiec ond
India if the increaced covingo are not to be loct to real ectote
boomo or finonciolly ricky investments in ploce of
productive invectmentc that generate jobg, create demond
ond provide cuctainable growth.

Figure 20: Increased Savings (1980 onwards) in economies
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Limitations of the Study and Areas for Further Study

World economies ond central bonkc of notions have hod
rather limited experience of very low or cubzero interect
ratec. The long term concequenceo of auch rotec are yet to
chow themaelveo very clearly eopeciolly in o world with
demogrophic changeodriving chongesin demond acwell oo
rick toking copocity. Further, moot economiec have not
teated thic approoch meoning that comparotive doto ic not
avoiloble. Any conclucion formed on the bacic of o limited
number of countriecentailothe rick of not being applicable,
in entirety, to rect of the countriec more co when the
countriec ore ot very different levels of economic ond
technologicol development.
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