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Since then, the COVID-19 pandemic 
has caused unprecedented economic 
disruption, leading central banks to slash 
interest rates and implement a range of 
unconventional monetary policy tools. In 
Australia, this has driven short-end yields 
very close to zero, and in some cases below 
the official cash rate target1.

Globally we have witnessed central bank 
responses of a similarly large magnitude, 
and several countries now have negative 
official interest rates as shown in Figure 1.

In countries that previously had relatively 
high bond yields, such as the US and 
Canada, interest rates have declined 
significantly. Meanwhile, some negative 
yielding sovereign bonds have moved 
back towards zero as investors switched 
into US Treasuries given their somewhat 
predictable outperformance. This has 
resulted in a convergence of global yields 
towards zero, from above and below, as 
shown in Figure 2.

While Australian 10-year bond yields 
remain at around 0.9%, the short end of 
the domestic yield curve is around 0.25% 
away from negative territory. We therefore 
thought it timely to revisit the issue of 
negative interest rates in an Australian 
context. 

In our September 2019 paper ‘Negative 
interest rates - why they persist and will 
Australia ever get there?’, we explored the 
potential for negative interest rates. We 
concluded that they were unlikely to occur 
in Australia without an extraordinary level 
of central bank intervention or a sustained 
reversal in our current account balance. 

Will Australian 
interest rates 
go negative?
by Kashi Trathen and Jo Niall	 June 2020

1  For more information on the Australian interest rate markets and Reserve Bank of Australia’s 
policy response to COVID-19, please see our previous paper ‘Cash in a Post COVID-19 World’.

CENTRAL BANK REFERENCE RATESFIGURE 01

Source: Bloomberg, June 2020

INSIGHT

Kashi Trathen
Associate Director,  
Debt Investments

Jo Niall
Senior Investment Writer



2

DEBT INVESTMENTS

In this paper, we make the distinction 
between the macro and market related 
factors that affect interest rates and may 
influence the Reserve Bank of Australia 
(RBA) in its decision on whether to adopt 
a zero or negative official cash rate 
target (OCR). We also compare Australia 
to countries that have already adopted 
negative interest rate policies and revisit 
the cross currency basis, which we believe 
is a major factor preventing longer-term 
bond yields from going sustainably negative 
even if the cash rate does.

Macro factors - what could make 
the RBA cut official rates below 
zero?
To date, the RBA has been consistent in its 
message that 0.25% would be the terminal 
cash rate. Furthermore, in a recent speech, 
RBA Governor Philip Lowe pointed to early 
evidence that the measures put in place in 
response to COVID-19 have been working 
as expected. He noted that the bond 
purchases conducted as part of the Yield 
Curve Control (YCC) policy, totalling around 
$50 billion, have been scaled back to zero in 
recent weeks. He explicitly stated that the 
RBA remains “prepared to scale up these 
purchases again if necessary to achieve the 
yield curve target and to assist with smooth 
market functioning”2.

Given the RBA’s focus on YCC, open 
market operations (including broadened 
repo-eligibility) and its support of the banks 
through the Term Funding Facility (TFF), we 
believe that a number of macroeconomic 
variables would need to deteriorate further 

before the decision would be made to move 
to a negative official cash rate. The macro 
developments that might influence this 
decision include:

1 	� Inflation: The countries/regions 
that have adopted negative interest 
rates, such as Japan, the Eurozone, 
Switzerland and Sweden, have 
been unable to generate significant 
inflationary pressures through other 
policy initiatives. Australia recently 
reported first quarter headline CPI of 
2.2%, and core inflation of 1.8%3.It is 
quite likely that these numbers will fall 
further in the next quarter given the 
shock to the labour market. However we 
believe that the CPI would need to fall 
closer to zero, or remain well below the 
2% target for a longer period of time, for 
the RBA to resort to negative interest 
rates as a policy tool.

2 	� Australian dollar (AUD): All of 
the countries that currently have 
negative interest rates (except 
Sweden) experienced strong currency 
appreciation prior to adopting negative 
interest rate policies. Whilst the recent 
recovery in the AUD, from its COVID-19 
sell-off, makes it easier for the RBA to 
consider cutting official rates again, 
the currency remains near its long term 
average. 

3 	� Current account balance: It is much 
easier to implement negative interest 
rates in countries that have a current 
account surplus since they do not 
require external funding. By contrast, 

❱❱
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2  Source: https://www.rba.gov.au/speeches/2020/sp-gov-2020-05-21.html
3  As at March 2020
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6 	� Macroeconomic shocks: If a second 
wave of COVID-19 eventuates, or if 
geopolitical tensions between the US 
and China intensify, the macroeconomic 
consequences could be severe enough 
to require additional monetary easing.

7 	� Bank net interest margins (NIMs): 
Negative interest rates impact bank 
profitability by severely compressing 
NIMs. Given Australian bank profits are 
already under significant downward 
pressure due to COVID-19, the RBA is 
likely to prefer QE measures from a 
financial stability perspective.  

Should several of the above factors prevail 
over the medium-term, it is possible that 
the RBA could be gradually persuaded from 
their aversion to negative rates. However, 
the current environment suggests this is 
unlikely to occur in the near-term.

Australian bond yields – could 
they sustainably go below zero?
The above analysis of macro factors centres 
on the possibility of the official cash rate 
and short-term market interest rates going 
negative. But what about longer-term bond 
yields? Are they likely to go negative? To 
answer this question, we need to consider 
some market-related factors, such as 
interest rate parity and the cross currency 
basis, as well as the role of the current 
account balance. 

Market factors – the impact of cross 
currency basis on global bond yields
Interest rate parity implies that the 
expected return of domestic assets will 
equal the expected return of hedged 
foreign currency denominated assets. This 
theoretical condition assumes perfect 
capital mobility and perfect substitution 
between domestic and foreign assets. If this 
were to hold, an investor from a country with 
high interest rates could buy a bond from a 
country with low interest rates, and in the 
process of hedging the foreign exchange 
(FX) risk, they will end up with a return equal 
to that of the domestic bond. This concept 
explains why interest rates can be vastly 
different between countries despite similar 
sovereign risk profiles. However, comparing 
interest rates between different countries is 
like comparing apples and oranges.

While interest rate parity explains some 
of the observed return differences between 
global bond markets, one of the reasons 

current account deficit countries (like 
Australia) do require external funding, 
hence domestic interest rates need to 
be relatively high to attract investors. 
Whilst a current account deficit 
doesn’t preclude a negative cash rate, 
longer dated government bond yields 
would need to remain high enough 
to sustainably attract investors. This 
suggests that any country with a current 
account deficit that experiments with 
negative interest rates (the United 
Kingdom and New Zealand are two such 
possibilities) is likely to have a steep 
yield curve.

4 	� Other central bank policy action: 
Should the US Federal Reserve, the 
Bank of England, the Reserve Bank 
of New Zealand (RBNZ) and/or other 
central banks cut rates below zero, this 
would increase the likelihood of the RBA 
doing the same.

5 	� House prices: With the TFF likely to 
keep bank funding cheap, mortgage 
holders have enjoyed unprecedented 
low mortgage rates and those who have 
lost their jobs have taken advantage of 
Federal government wage subsidies, 
mortgage relief and early access to 
superannuation. As a result, Australian 
home prices have not experienced 
significant declines despite the impact 
of COVID-19 on the labour market. If this 
were to change, it is possible that further 
monetary easing in the form of negative 
rates might be one tool at the RBA’s 
disposal to prevent a collapse in house 
prices. However, other measures flagged 
by Philip Lowe would be likely to come 
first.

❱❱

Whilst a current account 
deficit doesn’t preclude a 
negative cash rate, longer dated 
government bond yields would 
need to remain high enough to 
sustainably attract investors.  
Kashi Trathen
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The reverse is true in Japan, where the yen 
cross currency basis is negative: 

■	 �Japan has an excess of domestic 
savings, so when Japanese investors 
try to invest in the US or Australia and 
hedge the currency exposure, they have 
to pay their negative basis spread. This 
is the price of trying to do what all the 
other Japanese investors are doing. 

■	 �Japanese government bonds can offer 
additional potential returns to offshore 
investors, for whom this negative basis 
offers a yield pickup.

The end result is that countries with 
negative yielding bonds (as measured in 
their local currency), are often not negative 
when hedged into currencies with higher 
prevailing interest rates and positive (or at 
least less negative) cross currency basis 
spreads. Indeed, as of June 2020, some of 
the highest yielding 10-year government 
bonds in AUD terms have negative yields in 
their local currency (see Figure 3).

In the next section, we look at how 
the current account affects the cross 
currency basis spread, and under what 
circumstances this allows negative yields to 
persist in a sustainable way.

this condition never holds in the real 
world is the cross currency basis spread. 
This is a mismatch that occurs when one 
borrows in one currency and then lends 
in another currency, usually as part of a 
foreign exchange hedge. This mismatch is 
caused by asymmetries in the supply and 
demand for particular currencies due to 
international capital flows. 

Australia is a net importer of capital as 
there are more Australian entities borrowing 
money offshore than there are Australian 
entities lending money to foreigners. This 
makes our cross currency basis positive 
as excess demand for FX hedging drives a 
mismatch. This has implications for capital 
market transactions:

■	 �An Australian entity (e.g. a bank) issuing 
a bond in US dollars (USD) has to pay a 
premium (the cross currency basis) to 
hedge this USD exposure into AUD. 

■	 �An Australian investor buying a USD 
denominated bond and hedging the 
currency exposure back to AUD can 
benefit from the additional pickup 
resulting from the cross currency basis 
spread. So Australians investing offshore 
can be rewarded with a higher potential 
return for swimming against the tide of 
capital imports.

❱❱

GLOBAL 10-YEAR GOVERNMENT BOND YIELDS IN LOCAL CURRENCY AND AUDFIGURE 03

Source: Bloomberg, June 2020
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Japan exports more than it imports, and 
the extra cash that is generated finds its 
way into the international bond markets. 
This international flow of capital is what 
determines the cross currency basis spread. 

For example, Japan’s excess savings 
means there are more Japanese investors 
trying to buy foreign assets than there are 
foreigners trying to buy Japanese assets. 
Since many asset purchases are hedged, 
Japan’s cross currency basis spread 
becomes negative due to excess demand for 
these hedging trades. 

Figure 5 illustrates this relationship - 
countries with current account surpluses 
(bottom right) tend to have negative cross 
currency basis spreads, while countries with 
current account deficits (top left) tend to 
have positive cross currency basis spreads.

Countries currently with negative 
interest rates all have current account 
surpluses
Countries that maintain a current account 
surplus, usually as a result of positive net 
exports, tend to have an oversupply of 
domestic savings that drives interest rates 
lower. This relationship is shown in Figure 4, 
with the ‘net borrower countries’ in the top-
left quadrant, and the ‘net saver countries’ 
mostly in the bottom-right quadrant. This 
makes intuitive sense as the more savers 
there are trying to buy domestic bonds, the 
lower the yield of those securities.

Countries with an excess of savings will, 
by definition, be capital exporters, since a 
current account surplus implies a capital 
account deficit. This is why countries 
like Japan buy so many foreign bonds. 

❱❱

CURRENT ACCOUNT BALANCE VS 10 YEAR GOVERNMENT BOND YIELD

CURRENT ACCOUNT BALANCE VS CROSS CURRENCY BASIS SPREAD

FIGURE 04

FIGURE 05

Source: Bloomberg, June 2020

Source: Bloomberg, June 2020



6

DEBT INVESTMENTS

❱❱

Figure 6 shows 10 countries and their 
current account balances as a percentage 
of their gross domestic product (GDP). The 
dotted line segments represent periods 
in which those countries had negative 
official interest rates (Japan, the Eurozone, 
Switzerland and Sweden).

To date, there generally have not been 
countries with persistent current account 
deficits that have ever had negative official 
interest rates5. This is not to say that such 
a scenario is impossible, but we believe it is 
unlikely for the reasons outlined below. 

In the coming months, in response to the 
economic repercussions of the COVID-19 
pandemic, it is possible that one or more 
current account deficit countries, such 
as the UK, could attempt to use negative 
interest rates to stimulate their economy. 
The RBNZ has already stated that “negative 
interest rates remain an option in the 
future”, and New Zealand has a long history 
of current account deficits6 .But whether 
these countries could sustain negative 
rates is debatable. 

What is clear from the historical data, 
combined with an understanding of 
how international capital flows help to 
determine global bond yields, is that long 
bond yields are unlikely to stay sustainably 
negative without the additional pickup 
provided by a negative cross currency basis. 
Since Australia is a net capital importer 
with a positive cross currency basis, 
negative long bond yields are unlikely to be 
sustainable in the current environment.

One caveat to this argument would 
be a hypothetical world in which many 
more countries have negative interest 
rates. In this situation, it is possible that 
current account deficit countries would 
have ‘less negative’ yields than current 
account surplus countries. After all things 
are considered, the investor has to be 
compensated for what they lose on the 
cross currency basis leg of the trade.

Given the strong inverse relationship 
between the current account balance and 
interest rates, we believe Australia is less 
likely than other countries to experience 
negative interest rates for any significant 
length of time. If the RBA did cut the official 
cash rate below zero, the yield curve would 
be likely to steepen. Should Australia begin 
to experience more regular current account 

What does this mean for negative 
rates?
If we briefly imagine a world in which FX 
hedging didn’t affect the interest rate that 
an investor received, many global investors 
would undoubtedly choose not to invest in 
securities with a negative yield. After all, 
who would buy Swiss government bonds 
for a return of -0.40% when they could buy 
US Treasuries and receive 0.70%?4. In this 
illustrative scenario, Swiss negative rates 
would be unsustainable, and the lack of 
investor demand would drive the yields 
higher.

In the real world, FX hedging (of which 
cross currency basis is a big part) is now the 
primary determinant of the yield received 
by the investor (as illustrated in Figure 3 
above). It is this spread that makes negative 
interest rates sustainable.

If these capital market supply and 
demand imbalances continue – and they 
will, as long as some countries export more 
than they import and vice versa – negative 
interest rates can persist for a long time 
under certain circumstances. Empirical 
data suggest all countries with negative 
interest rates tend to have strongly negative 
cross currency basis spreads and current 
account surpluses, neither of which 
currently exist in the Australian context.

❱❱

4  This scenario is provided for illustrative purposes only. 
5  Although the UK did recently issue a 3-year government bond with a negative yield in both May and June 2020. 
6  �Source: https://www.rbnz.govt.nz/-/media/ReserveBank/Files/Monetary%20policy/ump/May-2020-Letter-to-Banks-Negative-interest-rates.

pdf?revision=19a9435a-f119-443c-90bb-999a4c1e51a0&la=en)

CURRENT ACCOUNT BALANCE (% OF GDP)FIGURE 06

Source: Bloomberg, June 2020

The dotted lines indicate periods of 
time in which the relevant country 
had negative official interest rates.
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has traded below 0.1%, so Australia is 
already very close to negative interest rates, 
making it quite possible that yields could 
briefly trade negative. However the more 
pertinent question for investors is whether 
negative yields can be sustained for any 
significant period of time.

We believe that the probability of 
persistent negative interest rates remains 
quite low in Australia, for several reasons:

1 	� The RBA has repeatedly flagged its 
view that the terminal official cash rate 
target is 0.25% per cent7.

2 	� The RBA has successfully used other 
monetary policy tools, such as bond 
purchases (YCC), larger than normal 
open market operations and the TFF 
to stimulate the economy and provide 
liquidity to the financial markets, and 
has expressed a willingness to increase 
the use of these tools should conditions 
deteriorate. 

3 	� Our analysis suggests that it is much 
less likely for countries with current 
account deficits and positive cross 
currency basis spreads to experience 
negative interest rates for any 
sustained period.

For rates to go sustainably negative in 
Australia, we would need these factors to 
change – possibly due to a combination 
of very weak inflation, a strong AUD and 
potentially a global move towards more 
negative rates. Given the uncertain outlook 
and unprecedented level of central bank 
stimulus, we are clearly living through a 
period in which negative interest rates 
feel much closer to home for Australian 
investors.

surpluses (perhaps due to strong demand 
for raw materials), this would make negative 
rates more likely, and allow for a flatter yield 
curve.

Nominal versus real interest 
rates - why inflation matters
If we were to enter a world where deflation 
became entrenched, then nominal bond 
yields could remain negative while bond 
investors still earn a return in real terms 
(adjusted for inflation). Likewise, nominal 
GDP can be negative, but if inflation is also 
sufficiently negative, real GDP could still be 
growing. This happened for a long period in 
Japan, particularly in per capita terms. This 
is why we believe consumer price inflation 
is the key variable to watch in Australia, 
and will be likely to guide the RBA’s future 
decision making.

Conclusion
In the midst of a global pandemic, as 
central banks provide significant volumes 
of liquidity to financial markets and 
experiment with unconventional monetary 
policy tools, the prospect of rates trading 
below zero is once again a topic of focus 
and concern for fixed income and cash 
investors. In short-term interest rate 
markets, the Bank Bill Swap Rate (BBSW) 

❱❱

We are clearly living 
through a period in which 
negative interest rates 
feel much closer to home 
for Australian investors.
Kashi Trathen

7  �Note that the actual overnight rate can be below this 
due to surplus exchange settlement account balances.
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