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Confluence Investment Management offers various asset allocation products which are managed using
“top down,” or macro, analysis. \We publish asset allocation thoughts on a weekly basis in a special
section within our Daily Comment report, updating the piece every Friday.

June 26, 2020
(N.B. Due to the Independence Day holiday, the next report will be issued on July 10, 2020.)

Since 2008, some central banks have implemented negative policy interest rates. Standard
economics suggests that negative nominal rates on deposits are impossible because holders could
simply liquidate the deposit and “put the money under the mattress.” We have observed that
there are costs to holding cash in large amounts, so banks can implement a negative rate (perhaps
best thought of as a fee) on holding cash. Although there are limits to how low negative rates
can go (at some point, the cost of providing safekeeping exceeds the benefits), we note the Swiss
National Bank has had a policy rate of -0.75% since December 2014.
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Why would a central bank consider implementing a negative policy rate? If economic conditions
warranted easing and inflation was low,* it may be impossible to use low but positive interest
rates as a policy tool. In that case, negative interest rates or some other unconventional monetary
policy may be necessary.

1 For example, Switzerland’s May CPI was -1.3% from last year.

WWW.CONFLUENCEINVESTMENT.COM
1



Are conditions similar in the U.S.? Our analysis of the policy rate, using the Mankiw Rule, a
variation on the Taylor Rule, suggests that the FOMC could consider negative policy rates. The
Taylor Rule is designed to calculate the neutral policy rate given core inflation and the measure
of slack in the economy. John Taylor measured slack using the difference between actual GDP
and potential GDP. The Taylor Rule assumes that the Fed should have an inflation target in its
policy and should try to generate enough economic activity to maintain an economy near full
utilization. The rule will generate an estimate of the neutral policy rate; in theory, if the current
fed funds target is below the calculated rate, the central bank should raise rates. Greg Mankiw, a
former chair of the Council of Economic Advisors in the Bush White House and current Harvard
professor, developed a similar measure that substitutes the unemployment rate for the difficult-
to-observe potential GDP measure. We have taken the original Mankiw Rule and created three
other variations. Specifically, our models use core CPI and either the unemployment rate, the
employment/population ratio, involuntary part-time employment or yearly wage growth for non-
supervisory workers. In this report, we are not using the wage growth variation because it is
yielding a sharply positive policy rate; wages have increased because lower paid workers have
been laid off in greater numbers than higher paid workers.

MANKIW RULE
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FED FUNDS
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As the recession developed, the unemployment rate jumped, the employment/population ratio
fell, and the number of involuntary part-time workers rose. Complicating matters further,
inflation declined. All these factors pointed to the need for policy stimulus. In fact, in the worst
case, the employment/ population ratio variation, the nominal rate should be as low as -5.65%.
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In 2008 through most of 2011, these variations of the Mankiw Rule suggested the policy rate
should have been below zero. That is the case today. So far, the FOMC has rejected a negative
policy rate and instead relies on expanding the balance sheet and forward guidance. The current
program of balance sheet expansion is historically unique; for the first time, we are seeing the
Fed buy an assortment of financial assets that expose it to credit risk. These include corporate
and high yield bonds. As we noted last week, the current QE is reducing credit spreads, but, like
forward guidance, the actual stimulative impact is uncertain.

So, why is the FOMC opposed to negative interest rates? The most likely reason is the structure
of the U.S. financial system. The U.S. system has an extensive non-bank financial system;
unlike banks, this system isn’t funded by deposits but by repo and money markets. The non-
bank financial system, also known as the “shadow banking system,” finances large swaths of the
U.S. economy. Although it is difficult to estimate the size, there are reports it may be as large as
$1.2 trillion. The fear is that negative deposit rates would likely cause the money market funds
to “break the buck” to account for the below-zero yield. That could lead to difficult-to-determine
outcomes, but it is plausible that the non-bank financial system may find itself without a source
of funding. Since there is no Fed backstop to the non-bank financial system, there could be a run
on the loan providers. Other nations have much smaller non-bank systems and thus can manage
negative policy rates. The U.S. probably can’t.

And so, additional policy stimulus, if necessary, will come from further expansion of the balance
sheet and forward guidance. Another possibility would be yield curve control, which was
implemented during WWII into the early 1950s. In this policy, the Fed will set the desired rate
of some or all of the Treasury curve, absorbing all the Treasury borrowing that the market won’t
buy, thus fixing the interest rate. The Bank of Japan and Reserve Bank of Australia are currently
running such policies. Although the FOMC hasn’t taken this step yet, it is being considered by
Fed policymakers. The conclusion—monetary policy will likely remain historically
accommodative well into 2021.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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https://www.marketwatch.com/story/shadow-banking-is-growing-remains-opaque-and-carries-uncertain-risks-for-the-economy-2020-01-04
https://www.marketwatch.com/story/shadow-banking-is-growing-remains-opaque-and-carries-uncertain-risks-for-the-economy-2020-01-04
https://libertystreeteconomics.newyorkfed.org/2020/04/how-the-fed-managed-the-treasury-yield-curve-in-the-1940s.html
https://www.wsj.com/articles/fed-debates-whether-to-reinforce-low-rate-pledge-with-yield-caps-11591541970?shareToken=st65c2894026c74b2d8a946f4e408dd66c
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