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Introduction 

With headlines of deflation and reckless spending in the Eurozone 
ubiquitous since 2009, investors and policymakers alike have long 
grown used to stomaching the various peculiarities that inevitably 
arise in such a fragile economic environment. Yet, even against the 
backdrop of lackluster growth or stagnation, quantitative easing, and 
sovereign debt crises, European central bankers have managed to 
unveil a shocking new form of monetary policy: negative yielding 
bonds. 
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Figure 1: Euro Area’s Historical Volatility (IMF, 2015) 

Paying to Save 

Although the notion of debt instruments with negative yields – or 
negative rates of interest – may itself be puzzling, in practice the time-
value of money explains why depositors are willing to pay banks to 
hold their money.   The time value of money tells us that when 
creditors lend to debtors, they forego other investment or 
consumption opportunities (these are commonly known as 
opportunity costs) and are thus entitled to charge debtors a rate of 
interest in addition to the principal. By this notion, it becomes clear 
that if a scenario arises where money loses value with time (i.e. 
deflation), it might in fact be appropriate to reverse course and charge 
depositors negative interest instead.  Fearing that such conditions 
would not remain hypothetical for much longer, central banks in 
Switzerland, Germany, and Denmark began issuing government 
bonds trading at nominal negative yields (Credit Suisse Fixed Income 
Research, 2015).  For central bankers, negative rates mark the latest 
attempt to push investors into riskier assets or bonds with longer 
maturities and spur some desperately needed growth in the market. 
At the same time, the abundance of mediocre-to-low returns and the 
belief in currency arbitrage opportunities makes investors willing to 
purchase these assets in spite of negative yields. 

 

Figure 2: Sovereign Bond Yields (Credit Suisse Fixed Income Research, 2015) 

Source: Thomson Reuters (April 22, 2015) 
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How Did We Get Here?  

In recent months, the global fixed income market has displayed 
perplexing behaviors within Europe. Apocalyptic fears re-emerged 
surrounding the persistent lack of European growth. Continually 
disappointing economic activity, combined with continued Greek 
woes and a weakening Euro, made investors anxious.  Born out of a 
wave of heightened uncertainty and pessimism, investors began to 
unravel their speculative fears about deflation into the market, which 
pushed yields closer towards the assumed lower band of zero  (Credit 
Suisse Fixed Income Research, 2015).  
 
As the frenzy in the fixed income market continued, central banks – 
who no longer sit on the sidelines – began developing a response in 
hopes to repatriate the rate market’s instability. Given the ultra-low 
rate environment, investors wondered what strategy central banks 
had remaining at their disposal. The European Central Bank (ECB)’s 
overnight rate was at 0.00%, which itself had been unseen in the 
market. With nowhere left to run with rates, investors thought the 
bank would unleash another round of quantitative easing (QE). 
Instead, however, central banks shocked the markets by setting their 
deposit rates negative; banks will have to pay to deposit their money 
with the central bank. Central Banks’ motives were clear: incentivize 
commercial banks to lend, rather than hoard cash, and perhaps finally 
stimulate the economy.  Yet, in typical Eurozone fashion, reality has 
proved much more complex: unleashing negative yields produced 
some unprecedented distortions. 
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Figure 3: Mismatch between Supply and Demand (Credit Suisse, 2015) 

Distortion in the Global Financial Markets 

In the second half of the last decade, central banks have become 
activists in the global financial system, easily asserting their 
dominance in the fixed income market through balance sheet 
expansion – a process that effectively equates to typing a few extra 
zeros on their books. With central banks tending towards such loose 
policy, the fixed income market has reconfigured due to a structural 
mismatch between supply and demand. In non-technical language, 
net issuances (supply) are failing to equalize with assumed demand.  
Credit markets are exhibiting behaviors that correspond to such a 
mismatch. For example, central banks have amassed close to $10 
trillion in government bonds since 2004, and remain a source of 
demand of close to US$3 trillion more a year (Bhansali, 2015). 
Meanwhile, the net issuance of governments bonds of about US$2.5 
trillion has been on the decline (Bhansali, 2015). The half a trillion-
dollar mismatch is clearly leading to sustained negative yielding 
bonds, specifically in the shorter-duration space. In light of this, 
investors and economists alike have begun to question the effects of 
sustained negative yields on the global flow of capital. 
 
From a capital flow perspective, it is important to uncover which 
forces led to the emergence of the negative yield. Are negative yields 
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a by-product of unusually active monetary policy, or are they simply 
indicators of an imminent market correction downwards? To the 
investor, negative yields suggest that the return of money becomes 
more important than the return on money. If we assume the Efficient 
Market Hypothesis holds true, we know that by passing below the 
threshold of the 0.00% yield the market has signaled that these 
products are, in fact, a logical and appropriate allocations of capital. 
Alternatively, negative yields could also be a consequence of the 
current market psychology where negative rates are a self-inflicting 
result of investors staying close within a bond’s index, which is what 
appears to have happened in February of this year. At the time, 16% 
of the global bond universe was yielding negative, leading investors 
who might otherwise have been reluctant to hold those bonds into the 
negative yielding space to avoid deviating too far away from the index, 
despite the costs (UBS Credit Strategy, 2015).  
 
While negative yields caught the eyes of market commentators in 
early 2015, negative yields are no new phenomenon to the Swiss and 
Danish economies, whose short-term maturities have traded negative 
for over two years now (FactSet, 2015). Amid heightened fears of 
deflation and the new rounds of ECB quantitative easing, the negative 
yield phenomenon began to gain traction in other markets, flattening 
European yield curves. As figure 4 illustrates, on an average yield 
basis, the curve has flattened for the seven countries with the highest 
sovereign bond volume (excluding France). For central bankers in 
these economies, negative-rates on short maturity bonds have the 
added bonus of pushing risk-averse investors into riskier bonds with 
longer maturities, with positive yields as compensation. 
 
Figure 5 shows the ratio of German Bund yields to United States 
Treasuries (Bunds are the German equivalent to U.S treasuries). 
Although the ECB’s QE program has yet to undergo any material 
changes, the market has drastically shifted over the last month in 
anticipation of them; investors have rushed to take on long positions 
for treasuries and short positions for bunds (UBS Credit Strategy, 
2015). The relative rotation from Eurozone bonds into equities is 
even more pronounced in debt instruments with longer maturities; as 
duration increases, so too does the relative rotation (rotation refers 
to the movement of capital from one investment space to another).  
These positions are products of what investors perceive to be 
illiquidity within the bond market and revitalized inflation in the 
Eurozone. In addition to structural changes in the market, liquidity 
has come under pressure due to the lack of issuance on the supply side 
and investor appetite for longer maturities on the demand side. 
Moreover, illiquidity has led to increased volatility, which exaggerates 
market movements. German 10 Year Bunds, for example, saw a rally 
of yields from about 0% to 0.88% in just one month (Factset, 2015). 
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The sell-off has created the highest volatility the market has seen in 
years, signifying how active central banks and negative yields have 
currently distorted the global bond universe. 
 
 

 

 
Countries included: Italy, Switzerland, Belgium, Netherlands, Germany, Spain, Denmark           
Figure 4: Flattening Yield Curve 
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