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In this white paper we provide a deep dive into the para-
dox of negative interest rates, as illustrated by the case
of Switzerland. Our analysis shows the Swiss National
Bank (SNB) was justified in introducing the negative in-
terest rate policy (NIRP) in December 2014. However,
the SNB should have started normalizing policy in 2016
and progressively hiked rates to zero by 2018. Instead of
supporting economic recovery, long-lasting NIRP has par-
adoxically contributed negatively to growth and inflation
expectations. It has also put market efficiency at risk by in-
flating asset prices in Switzerland and more broadly in the
Eurozone. This prevents natural economic adjustments.
Furthermore, the central banks’ guidance toward further
rate cuts is failing to boost inflation expectations. Keeping
or re-enforcing NIRP could lead to the failure of the cur-
rent monetary policy framework and ultimately force the
SNB to replace it. Indeed, long-lasting NIRP might induce
the next phase of financial instability in absence of further
positive net wealth effects.

Further interest rates cuts appear unlikely to prevent in-
flation expectations from falling and safe-countries’ cur-
rencies from appreciating, given investors current focus
on geopolitical uncertainties and the subdued economic
outlook. This is particularly the case for the Swiss franc,
whose long-term appreciation trend is a reflection of the
country’s labour productivity gains and political stability.
According to our valuation model, we find evidence that
the Swiss franc is undervalued against the euro in trade
weighted terms. Hiking policy rates from extremely low
levels would help the Swiss franc converge to its long-term
fair value, which we estimate is close to parity vis-a-vis the
euro.

The SNB should also consider enhancing its communica-
tion strategy by making greater use of empirical evidence
to justify either keeping the policy rate unchanged or
abandoning NIRP. Any interest rate normalization should
be accompanied by limited interventions in the foreign ex-
change market mainly in two cases: to counteract a rapid
short-term appreciation and to prevent the Swiss franc
from derailing from its long-term structural trajectory.
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Main findings



The history of finance is littered with innovations that have
outlived their usefulness. The Swiss National Bank’s (SNB)
negative interest rate policy (NIRP) might become one of
them when used in the long run. Our analysis shows the
SNB was justified in introducing the negative interest rate
policy (NIRP) in December 2014. When it first came into
effect, NIRP had a clear role to play. The SNB had earlier
removed the cap on the Swiss franc/euro exchange rate,
which meant policymakers had to devise new ways to pre-
vent an already strong currency from appreciating further.
However, the SNB should have started normalizingin2016
and progressively hiking the policy rate to zero by 2018. In
Switzerland, but also more broadly in the Eurozone, in-
stead of supporting economic recovery, long-lasting NIRP
has paradoxically contributed to the negative sentimentin
terms of growth and market inflation expectations and has
put at risk market efficiency by keeping asset prices dis-
connected from economic fundamentals. Furthermore,
the central banks’ guidance toward further rate cutsis also
proving to be ineffective in rebounding inflation expecta-
tions. Similarly to NIRP, the forward guidance is principally
helping rising or keeping financial assets valuations to high
levels despite weaker fundamentals and low growth pros-
pects. This prevents natural economic adjustments from
arising. Keeping or re-enforcing NIRP could lead to the fail-
ure of the current monetary policy framework and ulti-
mately forcing the European Central Bank (ECB) and the
SNB toreplaceit.

When we analyze more in detail the direct transmission
of NIRP to economic variables we find a mixed picture. The
policy was successful in lowering interest rate differential,
shifting down the interest rate yield curve and marginally
decreasing mortgage lending rates, most clearly within the
first few months. The success is less certain for other eco-
nomic variables which show some statistical correlation to
NIRP but low causality: inflation, exchange rate and em-
ployment are predominately influenced by international
forces. Lastly, there are economic variables whose rela-



tionshipsto NIRP remain theoretical and are not confirmed
by empirical evidence: inflation expectations, capital flows
and export volumes have proved less sensitive to NIRP
than monetary theory suggests.

Regarding the currency, we do not find evidence that
the Swiss franc is highly valued. According to our valuation
model, the Swiss franc is undervalued by 4.4% against the
EUR and 6.5% in trade weighted terms at the end of August
2019. Hiking policy rates from extreme low levels would
help the Swiss franc converge to its long-term fair value,
which we estimate close to parity vis-a-vis the EUR. There
is a clear structural appreciation trend of the Swiss franc
that is due to structural economic and political factors and
not to interest rates. The appreciation rate against EUR
amounts to 7% on average over the last five years. In
trade-weighted terms we find 4% for the same period.

We also find evidence the negative rates have not con-
siderably affected bank profitability or pension funds’
funding ratios so far due mostly to inflated asset prices.
Nevertheless, the negative effects due to NIRP could over-
weigh the benefits going forward in expectation of fading
central banks’ quantitative easing. Long-lasting NIRP
might induce the next phase of financial instability in ab-
sence of further positive net wealth effects.

We believe that extreme monetary policy measures
should only act countercyclically with the aim to protect
against shocks. Monetary policy is not the right tool to mit-
igate the effects of structural trends, forces or issues such
as competitiveness, global risk aversion, risky fiscal poli-
cies, scarcity of safe assets, and political tensions among
others. Fighting structural dynamics with extreme meas-
ures might be a losing game or / and create more structural
imbalances than benefits in the long run. Furthermore, ex-
treme measures used throughout the duration of an eco-
nomic cycle limit central banks’ ability to adjust to future
changes in economic conditions.

We think the Swiss economy has more adjustment ca-
pacity than the Eurozone when exiting NIRP. The negative
effect of a strong Swiss Franc on the economy is offset by
labour productivity gains.

The SNB should consider switching to an inflation tar-
geting range, say, between 0 and 2 per cent. This would
give policymakers greater flexibility to deal with inflation
spikes or falls that stem from short-term factors. In fact,
there is a risk of losing credibility when targets are ex-
pressed in terms of a range versus a mid-point target. How-
ever the credibility risk cannot be avoided either way and
we believe it is lower when specified in terms of a target
range because it provides more room for maneuver to the
SNB.



Abandoning NIRP or keeping the policy rate unchanged
while ECB cuts the deposit rate further down in negative
territory won't be easy. The SNB will need to proceed cau-
tiously to avoid the kind of market turbulence that followed
the abandonment of the Swiss franc ceiling in January
2015. Yet there are ways to engineer a smooth transition to
a more conventional interest rate policy.

Going forward, the SNB should stand ready to accom-
pany lower EUR / CHF interest rates differentials with in-
tervention in the foreign exchange market. Acknowledging
the limited impact of currency interventions, we recom-
mend that the SNB should use them mainly in two cases: to
counteract a rapid short-term appreciation and to prevent
the Swiss franc from derailing from its long-term structural
trajectory. In order to realize the latter, the SNB should es-
timate the structural ‘natural’ appreciation rate of the
Swiss franc against a trade-weighted foreign currencies
basket and intervene only to offset strong deviations from
this long-term trajectory.

We also think that the SNB should enhance its commu-
nication by making greater use of empirical evidence to
justify keeping the policy rate unchanged or abandoning
NIRP. The SNB may point to the fact that a strong currency
was not proved to be negative for the economy, that a
strong currency is not necessarily deflationary, that
safe-haven countries’ currencies are impacted more by
global factors and that extreme policy measures are coun-
terproductive in the long-run due to rising cumulative neg-
ative effects overweighting the benefits.

Keeping NIRP active for too long, leads to an impaired
monetary policy transmission and to negative side-effects.
The SNB ditched its customary caution when it unexpect-
edly removed the Swiss franc currency floor in 2015. This
was based on its pragmatic approach given the costs of
keeping the minimum exchange rate were deemed higher
than the benefits. The SNB has again the opportunity to
resume its proactive ability by doing the same for NIRP.
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Theoretical framework of Negative
Interest Rate Policy (NIRP)
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In a small open economy like Switzerland, monetary policy
seeks to affect the real economy and inflation by influenc-
ing the exchange rate. This is why the Swiss National Bank
chose to accompany its move to abandon its EUR/CHF
minimum exchange rate policy in January 2015, which
threatened to send the CHF spiraling higher, with a cut in
interest rates t0 -0.75%.

The main transmission channels of the negative interest
rate are inflation, inflation expectations and the exchange
rate. In this case, the CHF acts as an intermediate goal for
the SNB’s price stability mandate. The expected currency
depreciation would support a rebound in imported goods
and services inflation which would then feed into higher
domestic consumption price inflation and inflation expec-
tations. In addition, CHF depreciation would boost exports
growth and contribute to a stronger real GDP. This, in turn,
would lead to tighter labour market conditions, stronger
nominal wage growth and a fall in the unemployment rate.
The ultimate outcome would be for headline inflation to
reach the SNB’s target rate of below 2% a year. Further-
more, NIRP is seen as a way to boost asset prices through
a lower term and risk premium. The resulting boost to
wealth would further lift aggregate demand and inflation.

From atheoretical point of view, NIRP should operatein
much the same way as conventional positive interest rates
monetary policy. The only difference is that, because NIRP
potentially incentivises economic agents to withdraw mon-
ey from banks and hold cash, there is a practical limit on
the effectiveness of negative interest rates. This limit is in
effect the interest rate equivalent of the cost of insurance,
transportation and storage of cash, which varies consider-
ably across countries. The effective lower bound (ELB) on
interest rates is negative once we account for transporta-
tion, storage and insurance for cash. However, the ELB can
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move up over time as economic agents will seek to harness
financial innovation to reduce the costs associated with
holding cash (McAndrews, 2015).

Lowering the policy rate below the ELB would incentiv-
ise economic agents to convert their entire savings into
cash. In countries that rely heavily on bank deposits as a
funding source, such behavior could lead to a bank run. As
long as banknotes and coins are zero interest rate-bearing
assets, there will be a natural limit on how negative interest
rates can go.

Some researchers have attempted to predict how an
economy might behave if rates were held at a level below
the ELB.Balletal.(2016) present a simulation of the trans-
mission of monetary policy without a zero lower bound
(ZLB) constraint and compare it to the evolution of the
economy when the lower bound is in operation. In their
simulation, the US federal funds rate is set according to
the Taylor Rule model. Based on this framework, the au-
thors show that the rate would have fallen to -6% in the af-
termath of the financial crisis in early 2009. This would
have been followed by a quicker rebound in economic ac-
tivity and by a faster monetary policy normalisation pro-
cess. Hence, eliminating the ZLB constraint leads to a low-
eroutputlossinthe event of arecession as monetary policy
is both better deployed and normalised more quickly.

The challenge for policymakers, then, is how to remove
the ELB on interest rates to improve the effectiveness of
monetary policy transmission. One solution is to find a way
toimpose atax on cash holdings similar to bank reserves or
to switch completely to electronic money. In order to allow
for the possibility of deeply negative interest rates, the in-
centive to hold cash has to be constrained by the central
bank. To reach this objective, Assenmacher and Krogstrup
(2018) propose the creation of a dual local currency. Un-
der such a framework, the central bank would divide the
monetary base into two separate domestic currencies; re-
serves and cash. In this system, reserves are issued elec-
tronically while cash is issued in banknotes and coins. The
interest rate on reserves would serve as a floor for money
market interest rates (as is the case today in Switzerland).
For the cash withdrawn, the central bank sets a spot cash
reserve conversion rate (CRC). The change of CRC would
set the yield on cash in terms of reserves. In this way, the
central bank can steer demand for cash. Advocates of the
dual currency system maintain, it can be considered as
complementary to other measures such as the raising of
inflation targets. One shortcoming of this approach is that
it might speed up the switch from cash towards a fully elec-
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FIG.1

tronic money system which may reduce seigniorage reve-
nues. Allin all, the ELB seems removable but only after im-
plementing supplementary measures.

What is the academic evidence telling us about Switzer-
land?

To judge the effectiveness of NIRP in Switzerland, we
can draw on an analytical framework devised by Markov
and Nitschka (2013, 2016). The authors determined that,
to capture the non-linearities of the SNB’s responsiveness
to changes in the underlying economy, the central bank’s
reaction function should be viewed as “semi-parametric”.
Under the academics’ policy rule, the 3-month Libor rate is
set as a function of the inflation and output gap forecasts
as well as a function of the rate of change in the nominal
effective exchange rate index. The authors have found that
the exchange rate is a key transmission variable for the
SNB’s monetary policy and that the SNB’s responsiveness
to fluctuationsin the CHF is clearly asymmetric —itis more
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likely to take action against an appreciation than deprecia-
tion. In particular, there is evidence the SNB reacts strong-
ly to a significant CHF appreciation, one thatis in excess of
5%. Based on their modelling approach, we have estimat-
ed the appropriate level for the Swiss policy rate in the two
charts in FIG.1 using two specifications.

The left-hand chart is based on a semi-parametric poli-
cy rule with three explanatory variables: our inflation fore-
cast, output growth forecast and the rate of change in the
real effective exchange rate. From this vantage point, it is
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clear that the estimated policy rate closely tracks the actu-
al 3-month Libor rate target set by the SNB including dur-
ing the period when the SNB applied the NIRP in January
2015. Furthermore, the rule does not only suggest that it
was optimal for the SNB to move rates into negative territo-
ry at that time but also that the SNB should have gone fur-
ther into negative territory by cutting the policy rate to
-1.1%inQ3 2015. The analysis also shows the SNB should
have started normalising rates in 2016 and that the policy
rate should now be positive.

The chart on the right-hand side displays the estimated
policy rule from an augmented version to account for the
additional SNB’s mandate of financial stability. To capture
the need for the SNB to keep rates low(er) in a deleverag-
ing phase, we add the private credit gap estimate as an ad-
ditional explanatory variable in the reaction function!. The
comparison of the two rules shows that the only difference
in the estimated policy ratesis in their magnitude. The aug-
mented policy rule with the financial stability variable indi-
cates that the SNB was justified in introducing NIRP in ear-
ly 2015 but should have been more aggressive (cutting to
-0.9%). Similarly, the augmented policy rule suggests the
SNB should have started normalizing ratesin2016 butata
gentler pace than implied by the first (baseline) policy rule.

As of May 2019, the baseline rule suggests that the
SNB's Libor rate target should be at 0.3% while the aug-
mented rule points to a policy rate of-0.2%. Looking ahead,
by early 2020, the augmented policy rule suggests that the
SNB should have completely removed negative rates based
on the expected evolution of macroeconomic variables.

This analysis shows that the SNB took the right decision
to apply the NIRP in January 2015. It was an adequate
measure to counteract deflationary pressures and curren-
cy shocks. However, the analysis shows that the SNB
should have been quicker to raise rates towards zero given
the change in Switzerland’s macroeconomic fundamen-
tals.

1 The private credit gap is estimated with
arecursive (one-sided) HP filter. This
is based on the recommended BIS
methodology used to com-pute the
required countercyclical capital buffer
from the estimated credit gaps. More
information can be found in Drehmann
etal. (2010).
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Empirical evidence of
NIRP impact on SNB
economic targets
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In order to assess the impact of NIRP on the Swiss econo-
my we use the SNB’s four monetary policy transmission
channels as our lens (FI1G.2). Our study looks at how NIRP
is transmitted through these channels to affect inflation
differentials, inflation expectations, interest rate differen-
tials, the yield curve and monetary aggregates.

FIG.2
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1. Inflation
expectations and
inflation

When we look at NIRP’s influence on inflation expecta-
tions, FI1G.3 shows that both inflation and inflation expec-
tations one year into the future dropped sharply following
the introduction of NIRP in early 2015. However, the rela-
tionship is not as strong as it appears. This movement has
been largely engineered by the removal of EUR / CHF floor
and a drop in oil price.

FIG.3
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A better gauge of the SNB’s influence on inflation ex-
pectations is the expected inflation rate five years ahead.
As the NIRP framework aims to deliver more monetary
stimulus, the policy should have had a stronger influence
on longer-term inflation expectations, raising the 5-year
breakeven inflation rate. This was clearly not the case;
long-term inflation expectations have remained broadly
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FIG.4

stable since 2015, hovering around 1.2%. This suggests
that the transmission of NIRP through the inflation expec-
tations channel has been impaired.

In Europe, we find a similar picture: there is no major
change in long-term inflation expectations since the intro-
duction of NIRP in June 2014.

As far as market expectations on inflation are con-
cerned, the 5-year forward swap rate in FIG.4 shows for
the Eurozone?that NIRP coincided with higher inflation ex-
pectations after 2016. NIRP has shown its limits once ma-
jor central banks have started exiting from the quantitative
easing programs and global factors negatively impacted
growth and inflation expectations. Inflation expectations
are back to pre-NIRP period levels in the case of the Euro-
zone despite central banks’ efforts to guide market expec-
tations towards further monetary policy easing.
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2 There are no equivalent
data for Switzerland.
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2. Interest rate
differential
and inflation

The SNB’s key argument for maintaining low interest rate
differential through negative interest rates — pulling Swit-
zerland out of deflationary territory — is difficult to ration-
alise. FIG.5 displays the breakdown of headline inflation by
domestic and imported goods and services contribution
against the evolution of Brent oil prices (left-hand chart)

FIG.5
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and against the EUR / CHF interest rate differential (right-
hand chart). The left-hand chart shows that the strong de-
cline of headline inflation in 2015 and 2016 was mostly
driven by lower imported goods and services price infla-
tion, which was, to a large extent, driven by the lower oil
prices. Global factors seem far more influential on inflation
than EUR/CHF interest rate differ-entials (right-hand
chart).
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FIG.6

3. Exchange rate
and capital flows

Regarding the relationship between the exchange rate and
capital flows, we find little evidence that NIRP can contain
the appreciation of the Swiss franc; the policy doesn’t ap-
pear to make it less attractive for foreigners to hold invest-
ments denominated in the currency. Academic research?
shows that interest rate differentials and capital flows have
less influence on safe haven currencies than variations in
global risk appetite. As shown in FIG.6, net Swiss franc
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holdings by non-residents were stable when the currency
strengthened between 2010 and 2012 and have remained

unchanged since the introduction of NIRP in late 2014.
3 Yesin P. (2016), Capital Flows

and the Swiss Franc, Swiss
National Bank Working Paper.
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4. Interest rates
differential and
exchange rate

The uncovered interest rate parity theory states that the
interest rate differential between two countries should cor-
respond to the expected movement in their respective ex-
change rate. In the Swiss case, the transmission mecha-
nism of NIRP would in theory be the following: when Swiss
rates are lower than the Eurozone rates, any further widen-
ing of this differential should reduce the relative attractive-

FIG.7
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ness of Swiss franc investments. This, in turn, should ease
pressure on the domestic currency. A weaker Swiss franc
would boost net exports growth which, through the trade
channel, would lead to stronger GDP growth. This better
economic environment would result in tighter labour mar-
ket conditions, stronger wage growth and ultimately higher
consumer price inflation. This transmission mechanism ul-
timately helps the SNB deliver on its price stability objec-
tive.

FIG. 7 displays the differential between Swiss and Euro-
zone three-month interbank rates alongside the CHF/EUR
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exchange rate. It shows that this mechanism does not
seem to work properly. We find that the evolution of Swiss
franc is influenced by factors other than interest rate dif-
ferential. Our valuation model of the Swiss franc against
the Euro shows good predictive ability of the long-term ex-
change rate movements. As shown in FIG.8 the long-term
appreciation of the CHF reflects a number of secular
trends: the evolution of the country’s real productivity
growth relative to other economies, its inflation differential
and its net foreign asset position. These factors point to a
continued appreciation of the CHF that will be difficult to
halt or reverse with lower interest rates. The model shows
that the CHF is undervalued against the EUR by 4.4%. The
fundamental exchange rate amounts to 1.04 as of the end
of August 2019 and is expected to decline further to parity
in the coming four years. The right hand chart below shows
that the CHF is also undervalued by 6.5% in trade-weight-
ed terms at the end of August 2019.
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5. Exchange rate
and exports

Another way of assessing the NIRP’s effect on the real
economy is to look at how net exports and labour market
developments have behaved since the introduction of the
policy. Our analysis shows that the historically negative re-
lationship between the exchange rate and exports has not
held in this instance. The appreciation of the CHF has not
led to a decline in external demand for Swiss goods. Net
exports, which account for only around 10% of Swiss GDP,
have been surprisingly less responsive than expected to
fluctuations in CHF, as evidenced in FIG.9. Indeed, Swiss
export growth has quickly recovered despite the apprecia-
tion of CHF over the past four years. One explanation for
this is that half of Swiss exports come from the chemicals
and pharmaceuticals sectors — industries where price
elasticity of demand is low thanks to strong appetite for
drugs from an ageing population, high quality standards
and falling import prices. Another explanation for the suc-
cess of Switzerland’s exports is the economy’s high pro-
ductivity, competitiveness and wage flexibility. Overall,
Swiss exports do not seem to be sensitive to exchange rate
movements, neither in gross (left-hand chart) nor in net
terms (right-hand chart).
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FIG.9
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6. Exchange rate,
unemployment and

wages

As FIG.10 shows, labour market developments don’t ap-
pear to be strongly influenced by exchange rate move-
ments. As the chart on the left shows, a rise in the CHF’s
trade-weighted exchange rate did not lead to deterioration
in labour market conditions; unemployment has fallen
steadily since 2017. The chart on the right hand side,
which displays the evolution of nominal wages along with

FIG.10
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the exchange rate, shows a weak relationship between
nominal wage growth and exchange rate movements. The
sensitivity of wages to currency is low as nominal wage
growth didn’t go into negative territory during the currency
appreciation phase and hasn’t risen massively during the
currency depreciation period. Summing up, there is mixed
evidence about the transmission of NIRP to labour market
conditions, wages and ultimately inflation. A puzzling re-
sult is that the improving labour market has not transmit-
ted into higher consumer price inflation yet, mainly ex-
plained by low wage growth.
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7.Yield curve

NIRP has been very effective at influencing the shape of
theyield curve.FI1G.11 shows the SNB's policy rate cut has
been fully transmitted along the entire yield curve. For
fixed income maturities ranging from three months to 10
years, bond yields have dropped into negative territory.
The three-month market Libor rate and the two-year gov-
ernment bond yield dropped to -0.9% on average in Febru-
ary 2015.

FIG.12, which shows the evolution of the 10-year mort-
gage lending rate and the average lending rate applied to
consumer loans, provides mixed evidence on the transmis-
sion of NIRP to commercial interest rates. While NIRP had
no impact on the average consumer loan lending rate, it
did have some downward effect on mortgage rates. The
10-year fixed average mortgage lending rate has declined
since the summerof2015 from2.0%to1.4% inearly2019.
Intense competition in the mortgage lending market led to
a sustained decline in the average mortgage lending rate.
Overall, bank lending rates show evidence of a partial
transmission of the SNB’s NIRP through the banking chan-
nel.
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FIG.11

SWISS INTEREST RATES

@ POLICY RATE
@ 3-MONTH CHF LIBOR RATE
@ 2-YEAR RATE

@ 5-YEAR RATE
10-YEAR RATE

0.50

0.00

—-0.50

~1.00
2014 2015 2016 2017 2018 2019
Source: Pictet Asset Management,
Refinitiv & CEIC
FIG.12
SWISS LENDING RATES
3.0 % % 3.0
. 2.5
2.5
2.0
N\
2.0
1.5
15 N 1.0
0.5
1.0 @ 10-YEAR FIXED MORTGAGE RATE (LS)
@ AVERAGE CONSUMER LOANS RATE (RS) oo
\ @ POLICY RATE (RS) ’
0.5
-0.5

2014 2015 2016

2017 2018 2019

Source: Pictet Asset Management,

Refinitiv & CEIC

29



8. Monetary aggregates
and inflation

As previously discussed in the theoretical framework, NIRP
should increase the demand for cash provided rates on
bank deposit accounts also turn negative. This has not oc-
curred in Switzerland, primarily because the zero lower
bound is the effective lower bound on rates for the median
depositor*. As seenin FIG.13, there is no evidence that the
demand for cash has increased in Switzerland since the in-
troduction of negative rates in January 2015.

Monetary aggregates are another channel through
which monetary policy is transmitted. Assuming a constant
money velocity rate and real GDP growth in the economy,
the rate of change in the monetary aggregate should corre-
spond to the rate of inflation. Our analysis shows there is
not a strong link between the quantity of money supply and
inflation. Despite the pick-upin M3 growth rate since 2015,
which was boosted by banks’ sight deposits at the SNB,
the rate of inflation has remained subdued (FIG.14). That
said, the relationship is verifiable only in the long-term,
which means it is probably too early to assess NIRP’s ef-
fects through this channel.

4 The SNB’s deposit rate of -0.75%
has been transmitted to retail
deposit rates only for customers
with large deposits.
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FIG.13
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Side-effects of NIRP
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Unconventional monetary policies of all stripes come with
side-effects and critics of NIRP have compiled a long
charge sheet. So far, the doomsayers’ worst fears have
failed to materialise. But we believe that the longer NIRP
remains in place, the more the policy’s costs will outweigh
the benefits.
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Banks

Negative rates affect the banking system in several ways.
For commercial banks, NIRP translates into a charge
thatislevied onthe excess reserves they hold with the cen-
tral bank. To its credit, the SNB has sought to reduce this
cost by introducing a tiering system — the charges it levies
vary according to the amount of excess reserves deposit-
ed. Deploying NIRP this way means that banks on average

FIG.15
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pay a more manageable rate of 0.3% rather than the offi-
cial 0.75%. This translates into an estimated amount of
CHF 2.5 billion of total cost across all Swiss banks, or2.2%
of Swiss banks’ profits over the past twelve months as of
the end of April 2019, which is not material in our view. Al-
though we should not underestimate that negative yields
apply as well to other assets (such as other liquid assets
used for the banks’ liquidity risk management), the costs
on liquid assets cannot be considered a game changer for
banks profitability when they are offset by other benefits.

35

2018

2019



FIG.16

When it comes to bank lending, lowering interest rates
to negative should, in theory, dent banks’ net interest in-
come. The assumption is that bank lending rates decline
but deposit account rates hold at or just above zero. The
empirical evidence paints a different picture. In both Swit-
zerland and the Eurozone, the gap between lending and
deposit rates (the net interest margins or NIMs) has not
markedly narrowed (Jobst and Lin, 2016). Moreover, in Eu-
rope, banks’ NIMs have shown only a modest sensitivity to
policy rates: for every 0.5% reduction in the policy rate,
NIMs fall only by 0.07% on average. The authors explain
the resilience of NIMs stems from a number of factors, in-
cluding banks’ low funding costs, higher lending volumes,
higher fees and commissions, decreasing provisioning ex-
penses and a fall in non-performing loans.

In Switzerland, after the introduction of NIRP, house-
holds and corporations are more leveraged and banks have
increased their lending volumes. Nevertheless, so far, we
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see no evidence that this has led to an increase in non-per-
forming loans. At the same time banks have responded to
higher lending risks by boosting their capital buffersin line
with regulatory requirements.

The future is uncertain. As central banks have less am-
munition to boost lending, conditions for banks’ profitabil-
ity might worsen. The evolution of Swiss banks’ total profits
shown in FIG.16 gives first signals of a downturn.

Recent academic research suggests there is a point at
which negative interest rates could become counterpro-
ductive and hurt the economy. Brunnermeier and Koby
(2018) introduce the concept of the Reversal Interest Rate
(RIR), whichis the rate of interest at which monetary policy
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ceases to be expansionary; the RIR becomes the effective
lower bound on interest rates. More precisely, according to
the authors, the RIR occurs when the gains are more than
offset by decreases in banks NIMs. In their calibrated new
Keynesian model, the authors estimate that the RIR is
around -1% in Switzerland. They argue that RIR rises natu-
rally with tighter regulation, higher quantitative easing,
less passthrough from policy rates to deposit rates and
lower bank capitalisation rates.

We do not expect the Swiss RIR to rise. With banks tak-
ing greater risks in their balance sheets, regulations will
probably remain tight. As for the quantitative easing, the
potential additional size is lower in the future than in the
last easing cycle. However, less quantitative easing pre-
vents banks from capital gains, which puts pressure to
their capital ratios. So the benefits of current policy rates
cannot be extrapolated in the long run, despite less room
for RIR to rise.

Cutting policy rates further after scaling down quantita-
tive easing can even be counterproductive since banks
have exchanged their long-term assets with short-term re-
serves at the central banks. Hence policy rates cuts no
longer lead to capital and net worth gains which generates
a decline in lending. In addition of cutting back lending,
banks might increase their low yielding safe holdings. This
makes banks’ profits decline further (M.K. Brunnermeier
and Y. Koby, (2018).

Moreover, banks with higher deposits apply lower lend-
ing risk premia (mostly in longer maturities) which leads to
an automatic risk enhancement as the compensation per
risk unit declines (Schelling and Towbin, 2018). In addition
to a parallel downward shift of lending margins curve, the
curve also flattens as shorter maturities are charged closer
to longer maturities. This highlights an additional mispric-
ing of risk. A special attention in this regard, is to be given
to banks with a higher share of variable rate loans to house-
holds.

Discrepancies in the way charges are levied on bank re-
serves have also introduced differences in lending condi-
tions among banks. Banks whose reserves incur higher
charges have sought to offset these costs by relaxing for
instance the loan terms for less creditworthy borrowers
(Schelling and Towbin, 2018). This effect fades away in the
long run as banks with charged reserves replace these with
an increase of net interbank positions which leads to a re-
balancing of reserves from charged to non-charged banks
(Schelling and Towbin, 2018). The dissipation of this dis-
tortion has a cost though: it ensures less transmission of
negative rates.
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Furthermore, NIRP harms competition in the banking
sector. Banks with low minimum reserve requirements
have been disproportionately affected by the cost of nega-
tive yields compared to commercial banks, whose deposits
with the SNB are larger (Swoboda, 2017). Private banks
have also experienced a loss of asset management busi-
ness to the benefit of commercial banks who attracted cli-
ents with better deposit conditions helped by their lower
charges at the SNB. The distortion of competition occurs
not only among banks but also between banks and insur-
ers. Banks’ lending margins tend to rise to offset charges
on reserves with the SNB, while other lenders’ margins de-
crease (Swoboda, 2017). As insurers are less regulated
than banks, the shift in lending activities from regulated to
unregulated entities becomes a risk for the financial sys-
tem.

On a more global basis, there is another group of
NIRP-related distortions, most specifically via asset pric-
es, market liquidity, market volatility and corporate default
rates. Some of the effects are linked to the central banks’
asset purchase programs and are not entirely due to nega-
tive rates. However, if real borrowing rates drop below the
zero lower bound, NIRP delays corporate restructuring in
countries or companies with high debt level, especially if
inflation does not pick up (Jobst and Lin, 2016). Globally,
asset impairments decline, giving a misleading signal of fi-
nancial stability.
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Savings

So far, in those countries that have deployed NIRP, saving
rates have not materially changed. But we believe that if
the policy remains in place, precautionary savings will rise
and consumption growth will weaken.

NIRP has lowered the expected returns on financial as-
sets by boosting their valuations to historic highs. In ab-
sence of capital gains, negative yields will induce a long-
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term negative sentiment. This might lower growth which is
the opposite of what monetary easing is aiming at.

As for pension funds savings, we observe various dy-
namics.

The yearly study published by Swisscantoin2018 shows
that capital gains that resulted from a decrease in interest
rates have been strong across most asset classes. As not
all returns have been distributed, pension funds have in-
creased their reserves and improved their coverage ratios
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during the period 2015-2017 from 110% to 114% for pri-
vate pension funds and from 92% to 97% for public pen-
sion funds. But the picture probably won’t remain healthy
for long.

By the end 0f 2018, the coverage ratio for pension funds
had begun to fall: to 109% for private funds and 93% for
public funds. Furthermore, the conversion ratio has been
declining during the period of 2014-2018 from 6.3% to
5.7% and is expected to go to 5.5% by 2023.

Swiss pension funds did not lower their cash allocations
in response to NIRP: it was stable at 5.6% from 2015 to
2018. The cost of cash has been rising though. At the end
0f2018, 65% of pension funds were charged negatively for
their cash holdings and that figure has risen by 10% since
2015.

Even with stable cash holdings, in the process of avoid-
ing low returns, the level of risk in pension funds’ holdings
has kept rising. CHF Bonds allocation has decreased
though from to 28 to 20% from 2009 to 2018. The search
foryield has seen pension funds raise their illiquid holdings
in an attempt to benefit from the liquidity risk premium.

With large swaths of the financial market trading at his-
torically high valuations future investment returns are like-
ly to be lower than those of the past. The combination of
lower capital gains and persistently low interest rates
would be bad news for pension funds as it would squeeze
their funding ratios. Although asset-liability management
measures are taken to mitigate the effects of these trends,
NIRP will simply add to the forces of wealth redistribution
that threaten to leave younger savers at a disadvantage to
those already approaching retirement.
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Exit from NIRP
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We believe there are several routes for the SNB to reverse
NIRP. And although this seems unlikely, the SNB should
act beforethe ECB. The SNB has currently two main instru-
ments of monetary policy easing: the policy rate and for-
eign currency reserves.

Theoretically, moving the level of foreign currency re-
serves offer the possibility of influencing the shadow rate
(the rate that would prevail without the fixed lower bound
and that is dependent on the level of central bank liquidity
provided to the financial system). The shadow rate can be
increased by entering into repo contracts with commercial
banks or by increasing interest rates on banks reserves
(IOR).

There is also a way to remove market liquidity via the
issuance of SNB bills with higher yields. The SNB bills yield
would in this instance become the lower bound rate be-
cause it would disincentivise banks to accept lower yields
on their reserves. The advantage of this option is that inter-
est rate hikes would also be transmitted to non-banking
sectors.

In practice, we are not particularly enthusiastic about
these measures as they lower money supply growth, en-
danger the reflation of the economy and threaten inves-
tors’ sentiment. We think that the least disruptive way to
start exiting from ultra-loose monetary policy in the cur-
rent economic and market environment is through the first
channel, the policy rate. Moreover, there is also value in
reviewing the SNB communication policy stance and ana-
lysing if monetary policy can be complemented by fiscal
policy. In the following sections, we discuss these options
in detail.
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Normalizing
the policy rate

Technically the SNB could increase the policy rate by re-
moving the tiering system and charging all excess bank re-
serves with -0.3% instead of -0.75% before reaching 0%.
Practically, this step embeds the risk that banks start
charging all deposits (including retail deposits) with nega-
tive rates. The outcome is less certain as either the nega-
tive rates will discourage consumers from keeping current
accounts and increase spending or the charges of negative
rates could be perceived as a ‘tax’ that would dampen con-
sumption. Hence, we think it would be better to implement
a gradual policy rate increase while keeping the tiering sys-
tem in place. This should be accompanied by a clear com-
munication that the starting point of the negative deposit
rate for the banking system is actually -0.3% instead of
-0.75%.

It will not be easy for the SNB to engineer a smooth exit
while the ECB maintains a negative deposit rate or keep
policy rate unchanged while the ECB cuts rates further
down in negative territory. Simply lowering the interest
rates differential would probably cause volatility in bond
and foreign exchange markets. The SNB has the tools to
engineer a smooth transition but it just needs to deploy
them.

During this process, it is important to continue using
some currency interventions to smooth the transition in
the short-term. While gradually lifting the policy rate to-
wards zero, the SNB could prevent a rapid short-term CHF
appreciation via targeted interventions in the currency
market. Any appreciation should be counteracted only if
the currency moves beyond its long-term trajectory, which
the SNB could determine using a long-term valuation mac-
ro model. A long-term valuation model would provide an
estimate of the ‘natural’ rate of appreciation, which would
then serve as the threshold level beyond which the SNB
would need to intervene in the foreign exchange market.
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Structural currency appreciation should be tolerated al-
lowing time for the economy to adjust naturally (through
labour productivity, ongoing innovation, structural re-
forms, etc.).

In abandoning NIRP, the SNB should also change its in-
flation goal. As the economist Ernst Baltensperger argues,
the inflation target in Switzerland should be expressed as a
target range, between 1 and 3% or 0 and 2% for instance®.
We think flexible inflation targeting would be more effec-
tive than strict inflation-targeting framework as is often
proposed in academia. We also suggest that, in the long-
term, central banks should intervene only if they can im-
pact the economic factors that lead to a derailing of the
inflation range. For all other factors, they should let the
economy and markets use their own adjustment power.

Technically the SNB can increase the policy rate by re-
moving the tiering system and charging excess bank re-
serves with -0.3% instead of -0.75% before reaching 0%.
Practically, this step embeds the risk that banks starts
charging all deposits (including retail deposits) with nega-
tive rates. The outcome is less certain as either the nega-
tive rates will discourage consumer from keeping cash de-
posits and increase spending or are the charges from
negative rates perceived as a ‘tax’ that refrains from con-
sumption which lowers growth prospects.

5 As forinstance in Australia and New
Zealand where the central banks
inflation targeting framework is
specified in terms of a target range.
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Changing
communication

The SNB should also begin providing “forward guidance”
or greater detail on its forecasts for interest rates®. Of
course, forward guidance risks promising something cen-
tral banks cannot deliver (Baltensperger, 2018). Yet, clear
communication brings significant benefits. For instance,
the SNB can normalise policy rates from negative to zero
by indicating that this is not a drastic policy change but
simply the removal of extreme measures and that mone-
tary policy remains accommodative even with a policy rate
at 0%. The SNB can also use forward guidance to reassure
markets that no further hikes will be undertaken without
further improvements in economic data. This policy can be
implemented in order to avoid market or economic disrup-
tions.

In tandem, we would also recommend some other, more
fundamental, changes to the SNB’s stance.

First, the SNB and other economic actors should less
support the idea that a strong currency is bad for the em-
ployment and the economy. There is no strong empirical
evidence that an appreciation of CHF due to a higher inter-
est rate represents a threat to the Swiss economy. In Janu-
ary 2015, after the removal of the EUR / CHF floor, the CHF
appreciated by 20% against the euro. Gross exports initial-
ly declined but it took less than a year and a half for growth
to resume despite the remaining currency’s appreciation
of 10%.

Second, the SNB should not promote the idea that a
strong CHF is deflationary. Over the short-term, this can be
the case. Soon after the removal of the EUR/CHF floor in

6 Similar to Riskbank and Norges Bank.
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January 2015, inflation fell to -1.5%. But over time, infla-
tionrecovered. Although the CHF has appreciated by some
10% in trade-weighted terms, deflation gave way to infla-
tion in little over two years thanks to global factors.
Finally, the SNB should emphasize that lower (negative)
policy rates and large central banks’ balance sheets are
not optimal in the long run. As Reynard argues (2018), nor-
malising monetary policy becomes a more complicated
and protracted process in economies where central banks
have built large balance sheets. While the Fed has been
able to adjust its interest rates and balance sheet simulta-
neously, the ECB will find it difficult to follow suit. Not only
is the Eurozone economy growing more slowly than the US,
but some of its member states are weighed down by heavy
debts and little capabilities of structural reforms. Hence, in
Europe, the normalisation of interest rates comes naturally
as a first choice as it carries less risk than the balance
sheet size adjustment. Although the SNB inherits same
ECB monetary policy constraints due to the strong eco-
nomic link between Switzerland and the Eurozone, it has a
slightly easier task. Switzerland can adjust more easily to
higher interest rates and lower interest rates differentials
given the structure of its economy and its political stability.
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Coordinating monetary
policy with fiscal policy

The normalisation of interest rates from negative to zero
should lead theoretically to an appreciation of the curren-
cy. This can be counteracted by more accommodative fis-
cal policy. Switzerland has plenty of scope to boost public
spending as its debt to GDP ratio is just 40%, the lowest
among G-10 economies. Academic research suggests that
higher public debt is needed to create safe assets that in-
fluence aggregate demand, smooth consumption and
hence increase economic activity (Caballero and Fahri,
2016). Moreover, issuing public debt avoids the so-called
safety trap, or the scarcity of safe assets.

In Switzerland, the decrease of the supply of govern-
ment bonds has been offset by an increase in money sup-
ply as both offer similar returns. This leads either to a li-
quidity trap (because investors hold cash and fewer bonds
putting pressure on interest rates) or to excessive risk tak-
ing (because investors flee to other riskier asset classes) or
both. One way to lay the ground for higher interest rates is
to start increasing the stock of government bonds (Bac-
cheta, 2017). Moreover, public debt would increase shad-
ow interestrates (De Long, 2015) which would make it eas-
ier for the SNB to increase the policy rate. At the same
time, increasing public bonds supply would support the
depreciation of the CHF (Bacchetta, 2017). In our view,
this last effectis less probable when public debtis financed
domestically. Itis also less certain once the debt stock sta-
bilises with higher interest rates. The attractiveness of
bonds becomes stronger than before and leads to capital
inflows, and a reappreciation of the currency. The US is an

47



illustration of this as the USD appreciated 18% in
trade-weighted terms from end of 2008 to today despite a
public debt to GDP ratio rising from 60% to above 100%
during the same period.

We see value in coordinating monetary and fiscal policy.
A better coordination within a countercyclical policy
framework will help achieve a solid economic growth while
keeping inflation contained. Obviously, fiscal policy should
be used to promote key structural long-term developments
in the economy that will enhance investment, innovation
and education. However, in the short-term fiscal policy can
also provide a strong support to economic activity espe-
cially when monetary policy is running out of ammunitions.
This is especially the case in low-indebted countries that
benefit from a large fiscal space such as Switzerland and
Germany. In these countries, fiscal policy should take the
lead in terms of policy actions at this juncture.
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