
BMO Wealth Management

Outlook for Financial Markets

Bond yields – why all the negativity? 

SEPTEMBER 2019

First, the punchline. We disagree with 

former Fed Chair Greenspan’s implication 

that interest rates in the U.S. are headed 

into negative territory. The likelihood 

of this happening in the absence of a 

U.S. recession is very low, and although 

recession odds have increased recently, they 

remain modest. In this month’s Outlook 

we discuss the phenomenon of negative 

interest rates, the drivers and implications, 

and our expectation of the path ahead.

The amount of negative-yielding global 

debt has garnered significant media 

attention (perhaps justifiably), so some 

perspective is useful. Exhibit 1 shows 

negative-yielding debt as a percentage of 

global sovereign (i.e., country) debt. Yes, 

the absolute amount of negative yielding 

debt is large, but the majority comes from 

Japan where negative yields are not a new 

phenomenon. Behind Japan, Germany and 

France are the next largest contributors to 

the negative debt pile, and other developed 

European countries including Denmark, 

Sweden, and Switzerland also find investors 

willing to pay for the security of money. 

The overwhelming majority of negative 

yielding debt is government issued. 

Negative yields, mathematically speaking, 

arise because the market value of the 

debt – or price if it were bought and sold 

– is greater than the promised stream 

Source: Source: Bloomberg Financial, Institute of International 
Finance (IIF), BMO Wealth Management

A mix of global economic 
forces, along with Central Bank 
action and demographics, have 
contributed to the phenomenon 
of negative-yielding debt 
in Europe and Japan

In the U.S., we do not expect 
interest rates to turn negative 
in the absence of a recession

While the manufacturing sector 
faces headwinds, the service 
sector remains healthy on the 
back of labor market strength

Executive Summary

“It’s only a matter of time.” 

                                                        – Alan Greenspan (9/4/2019) on the prospect  
                                                  of negative interest rates in the U.S. 

Exhibit 1 » Negative-Yielding Debt as  
                 a % if Global Debt

Total Debt

$16.84
Trillion
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of income provided through coupons and the final maturity 

payment. Investors purchasing debt at negative yields are 

essentially paying a fee for the “safe-keeping” of their money. 

Various explanations exist for why yields have gone negative in 

these areas, and it’s difficult to tease out which are the biggest 

contributors. One explanation is that the global demand to 

own safe assets has grown very large relative to the supply of 

safe debt, and this mismatch has pushed down interest rates. 

Aging demographics, a global economic slowdown, and the 

liability-matching needs of insurance and pension companies 

are often cited as contributors to this outsized demand. More 

generally, a global “savings glut” may contribute to low or 

negative yields as countries with large amounts of domestic 

savings aggressively buy safe assets with little regard to price.

Central bank action, particularly by the European Central Bank 

(ECB), also looms large as a contributor to negative interest rates. 

In an attempt to stimulate lending, the ECB charges banks for 

funds on deposit (currently at an effective rate of -0.50%). The 

ECB has also had a significant program of buying longer-maturity 

debt (i.e., quantitative easing, or QE), that has not begun to 

reverse course the way the Fed’s QE program did. In fact, ECB QE 

may get larger in the near future. This international landscape 

matters for U.S. markets because interest rates, like inflation, have 

a global component. In a world of global capital flows, similarly 

safe sovereign bonds will generally move up or down together. 

However, two other more concerning possibilities also exist 

as possible contributors to negative yields. One is that the 

bond markets in countries with negative yields are pricing in a 

forthcoming recession that they expect will lead to a significant 

deterioration in demand and corresponding price deflation. 

A negative yield on a safe bond suddenly becomes attractive 

if a steep recession causes prices to fall further than the 

aforementioned yield. And, finally, in a redux of dot-com era 

labeling, bond yields could be negative based on the “greater 

fool theory.” That is, although prices are high and yields negative, 

market participants may have the expectation that the bonds 

can be resold to a “greater fool” later. This deeply speculative 

aspect doesn’t appear to be a primary driver of negative yields. 

But, admittedly, if there is one asset in the world that appears 

bubble-like, it is these negative-yielding debt instruments.

The preponderance of negative yielding bonds has implications for 

other markets as well. Absent an impending recession, the paltry 

or negative bond yields make equities look relatively attractive 

and helps support the stock market. Investing in gold also 

becomes more attractive in a world of low or negative interest 

rates. A long-standing knock on gold has been that it provides 

no yield, but in today’s world no yield sounds perky relative to 

the negative returns faced by some global bond investors.

Nonetheless, safe debt does not carry negative yields in all 

developed markets – the U.S. being a prime example. This takes 

us full circle to our punchline that yields in the U.S. will not 

turn negative. U.S. yields have been pushed down by global 

interest rate pressures, and there are signs of those global rates 

approaching their negative limits. Germany recently tried to 

sell 30-year bonds at a yield of -0.11%, which was in line with 

secondary market pricing. The issuance, however, was met with 

extremely weak demand and received bids for less than half of 

the two billion Euros offered. While accepting slightly negative 

yields may be a necessary evil for some investors, the more 

negative yields go, the more appealing other options become. 

If Europe is bumping up against downside “limits” then perhaps 

global pressures are also peaking. Additionally, the U.S. is an 
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Exhibit 2 » Wage Growth

Exhibit 3 » U.S. Purchasing Managers’ Index

extremely large and expanding issuer, so supply and demand 

dynamics are not identical with Europe. Many countries and 

institutions are already heavily exposed to U.S. debt, which 

suggests they may not have the same appetite for adding 

exposure at a near-zero return, particularly if it also involves 

foreign exchange risk or hedging costs by foreign investors.

A steep economic recession in the U.S. could indeed turn 

yields negative. And we expect U.S. growth to suffer 

from the global growth slowdown, the trade war, and the 

struggling manufacturing sector. But consumer support 

from healthy wage growth (Exhibit 2) and service sector 

strength (Exhibit 3) looks sufficient to keep GDP growth in 

the 1.5% to 2% range. Signs to the contrary could come in 

the form of increased initial unemployment claims or large 

declines in consumer sentiment. Say what you will about 

the American consumer, but he/she is not easily spooked.
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