Negative Interest Rates:
What Commercial Banks
Need to Know

In early 2016, the Federal Reserve first raised
eyebrows when their CCAR bank stress test scenario
modeled a “severe global recession,” which included a
negative three‐month Treasury rate. Given the fact
that the U.S. has never experienced negative interest
rates, this scenario created great consternation for
bank modelling teams who had never envisioned such
a situation. Fortunately, the U.S. economy continued
to perform well, the Fed began an interest rate
tightening cycle, and soon the conversation turned to
other challenges.

So what has changed? For one, the Fed does not have
nearly as much room to maneuver this time to prolong
the expansion. During the 2001–2003 and 2007–2008
interest rate easing cycles, the Fed cut rates 550 and
500 basis points, respectively. But when the Fed
announced their first cut in July 2019, the fed funds
target was only 250 basis points to begin with. Banks
have already responded by dramatically lowering their
profit forecasts for 2019 and 2020 to account for the
possibility of another lower‐for‐longer interest rate
environment.

Fast forward to Summer 2019. With several key
recession indicators flashing warning signs, the Fed has
reversed course and cut rates twice, with some
commentators speculating that the Fed may have to
cut rates further, and significantly so. Former Fed
chairman Alan Greenspan said in August he wouldn’t
be surprised to see Treasury yields reach negative
territory, and in some ways even downplayed such a
scenario saying “There is no barrier for U.S. Treasury
yields going below zero. Zero has no meaning, besides
being a certain level.”1 And with quotes like that, the
conversation around negative interest rates has taken
center stage again.

The potential for negative interest rates presents
challenges beyond profits. For many (if not most)
banks their loan systems are not configured to
recognize negative base rates or all‐in rates on loans.
This represents a significant operational risk without
the benefit of a particularly long period of time to
think through how best to prepare for negative
interest rates.
In this article, we discuss the causes and consequences
of negative interest rates, the likelihood of seeing
them in the U.S., and how AFS is helping banks to
operationalize negative interest rate scenarios from a
loan systems standpoint.
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What are Negative Interest Rates?
Negative interest rates are a monetary policy mechanism used to jolt a sluggish economy held down by weak
productivity growth, an aging population, and other socioeconomic trends. In the best‐case scenario, lowering
policy rates below zero places downward pressure on market rates, resulting in lower borrowing costs for people
and businesses.2 For countries whose currencies are considered safe havens, such as the United States and
Switzerland, negative rates can offset currency appreciation/over‐valuation and make these countries’ exports
more competitive.3 Negative interest rates are already a reality in Denmark, Germany, Japan, Sweden, and
Switzerland, among other countries.4

How Low have Rates Fallen Historically?
From December 2008 through December 2015, the Fed maintained its target range for the federal funds rate
between 0 and 0.25%. Several times during that period, the monthly effective federal funds rate fell as low as
0.07%. During this time the Fed was aggressively working to mitigate the damage from the financial crisis by
creating extremely low borrowing costs and injecting liquidity into the financial system through large‐scale bond
purchases.5 In comparison, 30‐day LIBOR, a widely popular index for pricing commercial loans, reached a low water
mark of 0.1478% on May 20, 2014.6 So while the effective federal funds rate and 30‐day LIBOR approached zero
many times during this period, they never fell below it.
Following this extended period of historically low policy rates, pricing for commercial loans bottomed out in 2015.
As illustrated by Figures 1 and 2, weighted average interest rates on commercial loans tied to LIBOR and Prime fell
to 233 and 411 basis points, respectively, in mid‐2015. Pricing for commercial loans rebounded in the following
years as the Fed ended quantitative easing and began raising its key benchmark interest rates. Despite the gradual
rebound, pricing increases did not keep pace with changes in the underlying LIBOR and Prime indices, driving
spreads down further as competition remained fierce for commercial loans.
Figure 1: LIBOR‐Rate Loans ‐ Pricing Trends

Figure 2: Prime‐Rate Loans – Pricing Trends
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Is the Fed Really Considering Negative Interest Rates?
Not likely. In a recent press conference, Federal Reserve Chairman Powell downplayed the likelihood of negative
interest rates in the U.S. “I just don’t think those will be at the top of our list,” he said of negative interest rates as a
monetary policy tool.7 If near‐zero rates fail to head off an economic recession, then Powell believes a combination
of aggressive forward guidance and large‐scale asset purchases will be the preferred route over negative interest
rates. Still, the idea of negative interest rates in the U.S. is not impossible, particularly if countries that have already
implemented negative interest rates begin to realize net benefits from such an approach.

What Risks Arise in a Declining Interest Rate Environment?
A low‐to‐negative interest rate policy affects bank profitability by pushing down rates lenders can charge on
commercial loans. Banks with high concentrations of floating‐rate commercial loans are particularly vulnerable
(Figure 3).8 While hedging can mitigate some of the risk, history shows commercial bank net interest margins tend
to benefit most when the general level of interest rates is rising. Compounding this challenge is the recent inversion
of the yield curve. The inversion of the yield curve has correlated with lower rates being charged on commercial
loans with longer durations (Figure 4). All of these factors weigh heavily on the typical regional/mid‐cap bank that
derives the bulk of its revenue from commercial loans.
Figure 3:
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While in theory lower – or even negative – deposit rates should offset the hit to interest income, in practice political
and market forces prevent banks from lowering the return on even commercial deposits below zero. According to a
recent monetary policy study, banks in countries with negative interest rates have reported declining net interest
margins and price‐to‐book ratios.9 From a macro prudential standpoint, negative interest rates can fuel risky asset
bubbles – including high‐yield debt and leveraged loans – as investors search for return on investment.
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How is AFS Helping Banks Prepare for the Possibility of Negative Rates?
Should negative rates ever become a reality in the U.S., banks whose loan systems cannot support them invite significant
risks to their franchise. Without this type of system capability negative rates would likely force banks to manage their
accruals through offline processes or manual workarounds, introducing unnecessary operational and reputational risks.
The AFS state‐of‐the‐art commercial lending platform, AFSVision, provides banks with the capabilities they need to
support negative rates and other ongoing changes in the banking landscape critical to managing risk, including
LIBOR cessation and the operationalization of replacement rates like SOFR. If you would like additional business or
technical support from AFS to help your bank in its preparations for negative interest rates, our lending and
technology experts stand ready to help you with all your needs. Please direct any questions you have to Doug
Skinner at dskinner@afsvision.com.

Key Highlights
 Negative interest rates are a monetary policy
mechanism used to jolt a sluggish economy held down
by various socioeconomic trends. Such a policy
mechanism has never been deployed in the U.S.
 During the 2016 CCAR exercise the Federal Reserve asked
large banks to model a severe global recession, which
included a negative three‐month U.S. Treasury rate.
 This summer, against a backdrop of economic
uncertainty, the Fed started easing interest rates from
already low levels.

 With negative rates already a reality in many other
countries, the prospect of negative rates coming to the U.S.
has become a scenario U.S. commercial banks must plan for.
 Many banks’ loan systems are not presently configured to
recognize negative base rates or all‐in rates for commercial
loans.
 Significant operational, legal, and reputational risks arise
if banks do not address this challenge.
 AFSVision provides the technology capabilities to handle
negative rates should they become a reality in the U.S.
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