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Heading For Zero — What’s Going
On?

Global central banks have been cutting rates and are signalling more to
come. This is a global trend: Australia, India, Thailand, Indonesia, and
New Zealand have all cut cash rates recently. The Fed ended a tightening
cycle and has cut for the first time in a decade, with more expected
(demanded). The ECB has signalled more stimulus is on the way. Japan is
also likely to cut rates from an already negative -0.3% and the Peoples’
Bank of China may be preparing for its first rate cut in four years.

Are zero or negative rates likely?

Central banks generally cut rates when growth rates have fallen or the
economies are already approaching a recession. None of the countries
mentioned above fall into this category. The IMF consensus for global growth
next year has actually lifted from 3.2% in 2019 to 3.5% in 2020. The policy
actions are not to stave off a recession, but to offset deflationary forces.

While recessions are always preceded by inverted yield curves, inverted curves
don’t always precede a recession. The current structure of debt curves is telling
us that monetary policy in the US is too tight. The result is the attraction of
capital from around the world as the global reach for yield gathers momentum.
This globalisation of financial markets is causing global rates to converge
towards the lower bounds.

Figure 1. 30-year government bond yields %
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Source: Forsyth Barr analysis, Thompson Reuters DataStream

Primarily because of the positive growth outlook, zero interest rates are not our

base case (most likely) scenario. But the prospect is closer than we’d like, with
several potential catalysts:

B The US-China trade war deteriorating further
B A messy, uncontrolled Brexit (key date October 31)

® A financial crisis in heavily indebted China or European banks
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Accordingly, we believe it prudent for investors to at least consider the possibility of zero
interest rates sometime over 2020/21.

Asset class implications

Zero interest rates, and the circumstances that drive them, are unambiguously negative
for diversified investors. Moreover, the context of the zero interest rate scenarios is critical
(e.g. a Brexit driven scenario is very different from a New Zealand specific recession).
Nevertheless, we can make some broad asset class observations:

B Negative for risky assets. Whilst dangerous to make sweeping statements, the
circumstances that would drive interest rates to zero and below are unlikely to be
positive for risk appetite — and therefore a negative for most risky assets including
equities.

B Positive for reliable yield. Bonds can make attractive capital gains as interest rates
trend to zero. Moreover, bond-like equities (those with a strong, safe yield, such as
the NZ listed electricity generators and other utilities) will be relatively attractive even
as broad equities may struggle. Importantly, credit quality becomes more critical as
interest rates decline.

B Cash loses its crown. Cash is not king if yields head to zero. That said, offshore
currencies such as the Yen, Swiss Franc or even US Dollar may benefit as “safe-
havens”. Conversely, the NZ Dollar may struggle — particularly if the RBNZ
accelerates its easing cycle further. NZ Cash rates are already below the US for the
first time in two decades (Figure 1.).

Figure 2. NZ and US official cash rates
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B Positive for property. Hard assets such as property should benefit from zero or
negative yields, as the alternative of paying a fee to leave cash in the bank becomes
less attractive.

B Alternatives become interesting. In a zero, or even negative, interest rate
environment, alternatives such as gold, private equity, or even some absolute return
strategies become of interest to us.

Recent tactical asset allocation changes

The Forsyth Barr Investment Committee (FBIC) recently made some adjustments to
factor in the possibility of zero interest rates. These are broadly consistent with the
preceding discussion and covered in the latest, Investment Perspectives: Issue 49.

SIPO considerations

Forsyth Barr does not recommend sweeping Asset Allocation changes for zero interest
rates. As discussed, this is not our central scenario. That said, to be forewarned is to be
forearmed. Ensuring the client’s current SIPO is fit for purpose in a zero rate environment
is a worthwhile exercise. In particular, a wider tactical range on bonds, alongside some
scope for holding alternatives (gold et al) may be desirable.
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Not personalised financial advice: The recommendations and opinions in this publication do not take into account your personal financial situation or
investment goals. The financial products referred to in this publication may not be suitable for you. If you wish to receive personalised financial advice,
please contact your Forsyth Barr Investment Adviser. The value of financial products may go up and down and investors may not get back the full (or any)
amount invested. Past performance is not necessarily indicative of future performance. Disclosure statements for Forsyth Barr Investment Advisers are
available on request and free of charge. Disclosure: Forsyth Barr Limited and its related companies (and their respective directors, officers, agents and
employees) (“Forsyth Barr”) may have long or short positions or otherwise have interests in the financial products referred to in this publication, and may
be directors or officers of, and/or provide (or be intending to provide) investment banking or other services to, the issuer of those financial products (and
may receive fees for so acting). Forsyth Barr is not a registered bank within the meaning of the Reserve Bank of New Zealand Act 1989. Forsyth Barr may
buy or sell financial products as principal or agent, and in doing so may undertake transactions that are not consistent with any recommendations contained
in this publication. Forsyth Barr confirms no inducement has been accepted from the researched entity, whether pecuniary or otherwise, in connection with
making any recommendation contained in this publication. Analyst Disclosure Statement: In preparing this publication the analyst(s) may or may not
have a threshold interest in the financial products referred to in this publication. For these purposes a threshold interest is defined as being a holder of more
than $50,000 in value or 1% of the financial products on issue, whichever is the lesser. In preparing this publication, non-financial assistance (for example,
access to staff or information) may have been provided by the entity being researched. Disclaimer: This publication has been prepared in good faith based
on information obtained from sources believed to be reliable and accurate. However, that information has not been independently verified or investigated by
Forsyth Barr. Forsyth Barr does not make any representation or warranty (express or implied) that the information in this publication is accurate or
complete, and, to the maximum extent permitted by law, excludes and disclaims any liability (including in negligence) for any loss which may be incurred by
any person acting or relying upon any information, analysis, opinion or recommendation in this publication. Forsyth Barr does not undertake to keep
current this publication; any opinions or recommendations may change without notice. Any analyses or valuations will typically be based on numerous
assumptions; different assumptions may yield materially different results. Nothing in this publication should be construed as a solicitation to buy or sell any
financial product, or to engage in or refrain from doing so, or to engage in any other transaction. Other Forsyth Barr business units may hold views different
from those in this publication; any such views will generally not be brought to your attention. This publication is not intended to be distributed or made
available to any person in any jurisdiction where doing so would constitute a breach of any applicable laws or regulations or would subject Forsyth Barr to
any registration or licensing requirement within such jurisdiction. Terms of use: Copyright Forsyth Barr Limited. You may not redistribute, copy, revise,
amend, create a derivative work from, extract data from, or otherwise commercially exploit this publication in any way. By accessing this publication via an
electronic platform, you agree that the platform provider may provide Forsyth Barr with information on your readership of the publications available through
that platform.
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