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C

ongress mandates the Federal Reserve to achieve
price stability, maximum sustainable employment,
and moderate long-term interest rates. The Fed, like
other central banks, usually pursues these objectives by
managing short-term interest rates. Short-term interest
rates influence prices and economic activity through their
effects on consumption, investment, and portfolio holdings.
Commercial banks keep deposits, a.k.a. reserves, at
central banks to have a safe source of liquidity to satisfy
withdrawals. The Financial Services Regulatory Relief Act
of 2006 authorized the Fed to pay a market rate of interest
on reserves. The starting date for such payments was later
moved forward to 2008.
Central banks adjust short-term interest rates to respond
to economic conditions. For example, high unemployment
and/or undesirably low inflation call for low interest rates.
In the unusually difficult circumstances following the
Financial Crisis of 2007-2009 and the European debt crisis
of 2010-2012, several central banks set negative interest

rates on bank reserves. That is, several central banks have
charged commercial banks a fee to keep these very safe
and liquid assets. Figure 1 shows the time series of deposit
rates—interest rates on bank reserves—paid by the Bank
of Japan (BOJ), the European Central Bank (ECB), the
Danish National Bank, the Swiss National Bank, and the
Swedish Riksbank.
Negative deposit rates have many of the same effects
as cuts in positive interest rates: Banks tend to make more
and riskier loans or buy longer-term securities, thereby
stimulating the economy (Jobst and Lin, 2016; Bech and
Malkhozov, 2016; and Arteta et al., 2016).1 Figure 2 shows
negative rates have spilled over into corporate and government yields. About $11 trillion of corporate, sovereign,
and securitized bonds in 24 currency markets trades at
negative yields, comprising about 20 percent of the value
in these markets.
The reach of negative rates is limited, however, because
commercial banks find it hard to charge negative rates to
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NOTE: The BOJ line plots the uncollateralized overnight call rate lower limit (January 2009-April 2013) and the deposit
facility policy rate (February 2016-present). Between April 2013 and February 2016, the BOJ did not set a target deposit rate.
The ECB line plots the deposit facility rate. The Danish National Bank line plots the rate of interest on certificates of deposit.
The Swiss National Bank line plots the rate of interest on sight deposits. The Swedish Riksbank line plots the deposit rate.
SOURCE: The BOJ, ECB, Danish National Bank, Swiss National Bank, and Swedish Riksbank.
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Figure 2
Value of Bond Market Trading at Negative Yields
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NOTE: Adapted from a figure by Torsten Slok, Deutsche Bank.
SOURCE: Bloomberg Barclays Global Negative Yielding Debt Index and Global Aggregate Total Return Index.

their retail depositors, who might choose to hold their
wealth in cash. Commercial banks have been able to charge
negative rates on deposits of other financial institutions or
firms to a limited degree, but negative rates still tend to
compress the margin between the rates at which banks
lend and that at which they borrow, which reduces their
profits. The effect on banks and related financial institutions has been a major factor in restraining use of negative
interest rates.

Negative rates have many of the
same effects as cuts in positive rates
but put pressure on banks’ financial
conditions, which has restrained their use.
The Federal Reserve did not introduce negative deposit
rates even during its energetic, unconventional efforts to
stimulate the economy in 2008-13. Why did the Fed eschew
negative rates in those years? Former Chair Bernanke (2016)
outlines several reasons: First, without experience with
negative rates, Fed economists may have underestimated
the extent to which rates could be pushed negative. A 2010

Federal Reserve Board memo (Burke et al., 2010) estimated
that short rates couldn’t be pushed below –30 to –35 basis
points without provoking a widespread withdrawal of
reserves from the Federal Reserve System. Several central
banks, however, have pushed rates below –50 basis points.2
Second, according to former Chair Yellen, it is unclear
whether the Federal Reserve can legally impose negative
rates on reserve deposits (C-SPAN, 2016).3 Third, at that
time there were concerns about the effect of negative rates
on the health of money market mutual funds (MMFs).
MMF losses might induce MMF investors to withdraw
their deposits en masse and endanger the health of that
part of the financial system.
When asked about potentially using negative interest
rates in the future, Chair Powell (2019) responded: “I think
we would look at using large-scale asset purchases and
forward guidance. I do not think we’d be looking at using
negative rates.” Nevertheless, former Chair Bernanke (2020)
has suggested that the Fed should not rule out resorting to
negative rates if economic conditions warrant. He reasons
that even the possibility of negative rates has a stimulative
effect by keeping the expected path of short rates lower
than it would otherwise be.4 n
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