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&RPPLWWHHŒVPHHWLQJVWDWHPHQWVDQGPLQXWHVVSHHFKHVDQGSUHVVFRQIHUHQFHVE\LWV&KDLU
DQGPHPEHUVDUHUHDGOLNHWHDOHDYHV:KHWKHUWKH)HGHUDO5HVHUYHZLOOSXUVXHDSROLF\RIEHLQJ
GRYLVKRUKDZNLVKORZHULQJRUUDLVLQJWKH)HGŒVSROLF\UDWHVKDVLPSOLFDWLRQVIRUDVVHWSULFHV
DQGPDUNHWVHQWLPHQWDERXWJURZWKLQƠDWLRQDQGWKHRYHUDOOKHDOWKRIWKHHFRQRP\
Central bank-watching is not limited just to the US Fed, but
extends to the Bank of England, European Central Bank (ECB),
Swiss National Bank, the Bank of Japan, People’s Bank of
China and beyond. Obsessive policy rate watchers endeavor
to discern whether rates may rise or fall in the near-term and
extrapolate what that may mean for the longer term.
In fact, the persistent long-term trend over the past 40 plus years
is toward lower and lower rates. In most developed markets, policy
interest rates have approached the Zero Lower Bound, beyond
which policy makers historically have not dared to go. Yet in some

developed markets, policy makers have begun to breach that limit,
imposing negative rates on their respective markets.
This paper, the third in our ongoing &UHGLW6XLVVH&RUSRUDWH
Insights series, examines the implications of ultra-low1 and
QHJDWLYHLQWHUHVWUDWHSROLF\IRURXUFOLHQWVŒƟQDQFLQJFKRLFHV
and, as important, their strategic choices. It highlights the
nuances of these decisions in an ultra-low or negative rate
environment, and how companies can use this knowledge to
LQFUHDVHVKDUHKROGHUYDOXH%XWƟUVWOHWŒVJHWVRPHFRQWH[W
about interest rates and their trends.
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A primer on interest rates

Central banks use interest rates as a monetary policy mechanism
to regulate their respective economies. Simplistically, interest
rates are the current price of money and – by establishing policy
rates at certain levels – central banks can seek to stimulate
growth or restrain an economy that is expanding too quickly. So,
how do today’s lower levels of interest rates impact investment,
LQƠDWLRQDQGJURZWK"
There are three main transmission channels by which lower
interest rates achieve their policy objectives.2 First, the spending
channel is stimulated when savers earn an exceptionally low (or
even negative) return on their cash savings held in banks. Such
low returns reduce the incentive to save and – as a consequence
– encourage investing. This spending channel should ultimately
JHQHUDWHKLJKHUHFRQRPLFSURGXFWLRQDQGPRGHVWLQƠDWLRQ
Next, the exchange rate channel relies upon the idea that lower
interest rates will generally lead to currency depreciation since

FDSLWDOVKRXOGƠRZRXWZDUGWRZDUGPDUNHWVZLWKKLJKHU\LHOGV
Currency depreciation serves to make a country’s domestic
goods relatively cheaper, leading to an increase in its exports,
WKHUHE\GULYLQJHFRQRPLFJURZWKDQGLQƠDWLRQ7KLUGDQGƟQDOO\
the asset valuation channel comes into play as market interest
rates serve to lower discount rates on securities, driving down
LQYHVWPHQWKXUGOHUDWHVZLWKFKHDSHUƟQDQFLQJFRPSDQLHVFDQ
be expected to increase investment, which should stimulate
economic growth while at the same time driving up asset prices.
As Exhibit 1 shows, 10-year government bond yields in many
developed markets around the world exhibit 40-year trends toward
zero or below and are now at all-time lows.3 Furthermore, even if
we go back to the early 1950’s, yields on US government bonds
today are still at all-time lows. Not only have these rates gotten
increasingly lower, they have also converged, implying that monetary
policy is converging within an increasingly global economy.

([KLELW1RPLQDO\LHOGVRQ\HDUJRYHUQPHQWERQGVRYHUWLPH4
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Some may wonder why this long-term, downward trend in rates
matters, when it appears that the US is now in a policy rate-hiking
mode, having increased rates in December 2015 with market
expectations for further rate increases. Nevertheless, even in a
hiking cycle, the US economy will likely remain in a state of low
rates.5 Furthermore, this downward trend in interest rates matters
because not only does it appear pervasive and ongoing, but it also
affects an outsize portion of the global economy.

+RZSHUYDVLYHDUHWKHVHXOWUDORZDQGHYHQQHJDWLYHUDWHV"
By our estimation, nearly 60% of global GDP is generated in
economies where policy rates are currently either ultra-low or
QHJDWLYH ([KLELW 7KHVHORZUDWHVLPSDFWHFRQRPLFƟQDQFLQJ
and investment decisions made by our clients around the world,
DQGZRQŒWOLNHO\UHYHUVHTXLFNO\RUVRRQDVJURZWKDQGLQƠDWLRQ
expectations remain low in many major economies.

([KLELW8OWUDORZDQGQHJDWLYHUDWHVDURXQGWKHJOREH6
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In June 2014, the ECB made history by becoming the largest
banking system in the world to implement a negative policy rate,
attempting to stimulate its economy as it recovered from the
ƟQDQFLDODQGGHEWFULVHVRISUHYLRXV\HDUV2YHUWKHQH[WVL[
months, the central banks of Sweden, Denmark, and Switzerland
followed suit, citing currency concerns. These economies were
joined by Japan as recently as January 2016. Ultra-low rates of
1.5% or less, coupled with negative rates in some markets, are
indeed a trend to be reckoned with.

Negative rates have certainly had an impact on market rates;
the 3M LIBOR-equivalent rate in each banking system with
negative rates is now below zero, and even 10-year bonds in
Japan, Switzerland, and most recently, Germany have negative
\LHOGVDVZHOO%HORZ]HURPRQH\PDUNHWUDWHVDUHVLJQLƟFDQWDV
at no time in recent history have long-term nominal yields been
negative for an extended period of time.

Credit Suisse Corporate Insights

5

+RZGRQHJDWLYHSROLF\UDWHVDIIHFWPDUNHWVLQSUDFWLFH"7 When
bonds trade at negative yields, investors are essentially paying
to hold the bond. Germany and Switzerland have already issued
bonds yielding negative returns to investors. These bonds do
not have negative coupon payments, but instead are issued at a
premium to par value.
In the corporate debt market, some bonds have started to trade
at sub-zero yields; in Switzerland, Coca-Cola, Danaher and
Eli Lilly have issued bonds at negative yields. One of the more
widely-publicized examples of a corporate bond trading with a
negative yield is Nestlé’s four-year Euro-denominated bond,
ZKLFKƟUVWWUDGHGDWDQHJDWLYH\LHOGLQ)HEUXDU\2WKHU
FRPSDQLHVVXFKDV6DQRƟDQG8QLOHYHUKDYHWDNHQDGYDQWDJH
RIORZƟQDQFLQJFRVWVDQGLVVXHGGHEWZLWK\LHOGVYHU\FORVHWR
zero. Despite the low yields, it appears that investors retain an
appetite for purchasing negative-yielding corporate bonds, a
dynamic that is only expected to intensify as the ECB embarks
on the Corporate Sector Purchase Program (CSPP) and buys
(XUR]RQHQRQƟQDQFLDOFRUSRUDWHERQGV
It is hard to escape the commentary in the press about this
environment. For example, while the desired intention is to
VWLPXODWHJURZWKDQGLQFUHDVHLQƠDWLRQXOWUDORZDQGQHJDWLYH
interest rate policies may have unintended consequences.
Ultra-low rates may be viewed as a signal that policy-makers are
running out of alternatives to stimulate the economy. Financial
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LQVWLWXWLRQVDOVRIDFHQHJDWLYHFRQVHTXHQFHVVXFKDVSURƟW
erosion8DQGLQFUHDVHGGLIƟFXOW\LQPHHWLQJWKHLUUHWXUQRQ
equity targets. What happens if negative rates get passed on to
KRXVHKROGV")RUH[DPSOHZLWKEDQNVFKDUJLQJWKHPLQWHUHVWIRU
their cash savings, consumers might be incentivized to spend
even less and save even more. Households might also have
incentives to remove cash from the system altogether by placing
it in vaults or purchasing gift cards.
All in all, it might be too early to tell yet whether this monetary
SROLF\ZLOOKDYHLWVGHVLUHGHIIHFWEH\RQGƟQDQFLDOPDUNHWV,Q
DGGLWLRQWKHIDFWWKDWPRVWƟQDQFLDOLQVWLWXWLRQVKDYHQRWIXOO\
passed on negative rates to companies and households makes
it harder to evaluate how effective the policies will be. For
example, in the Eurozone and Japan, two of the largest banking
V\VWHPVZLWKQHJDWLYHUDWHVLQƠDWLRQUHPDLQVEHORZWDUJHWDQG
LQYHVWPHQWKDVQRWSLFNHGXSVLJQLƟFDQWO\7UDQVPLVVLRQWKURXJK
the exchange rate channel has been stronger, as currencies in
negative rate zones have generally depreciated.
Despite the possible negative consequences that might be
triggered by having negative rates in the economy, we believe
that there is an upside to this ultra-low, or even negative, interest
rate environment. As we will argue below, such environment
offers companies the opportunity to use extremely favorable
ƟQDQFLQJFRVWVWRƟQDQFHLQYHVWPHQWDQGJURZWK

,PSOLFDWLRQVIRUFRUSRUDWHƟQDQFLQJ

+DYLQJSHUYDVLYHXOWUDORZDQGQHJDWLYHUDWHVFUHDWHVDVLJQLƟFDQW
ƟQDQFLQJRSSRUWXQLW\IRUFRPSDQLHVDVWKH\KDYHDFFHVVWRFKHDS
debt capital. Not only have 10-year government yields for all major
HFRQRPLHVIDOOHQVLJQLƟFDQWO\LQWKHODVW\HDUVEXWWKHLUVSUHDGV

YHUVXV\HDUJRYHUQPHQW\LHOGVKDYHDOVRVKUXQN7KLVƠDWWHQLQJ
of the yield curve – where the cost of both short-term and longerWHUPGHEWƟQDQFLQJIDOODQGWKHVSUHDGEHWZHHQWKHPQDUURZVŏ
is characteristic of post-crisis monetary policy.
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interest rate policy. For example, before the introduction of
negative rates, the spread between 10- and 2-year German
government bond yields was north of 130 basis points; it is

currently below 70 basis points. The yield curve for Japanese
JRYHUQPHQWERQGVKDVDOVRƠDWWHQHGDQGWKHHIIHFWLVHYHQPRUH
dramatic towards the longer end of the curve.
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7KHGHFOLQLQJFRVWRIGHEWDQGWKHƠDWWHQLQJRIWKH\LHOGFXUYHV
have – not surprisingly – translated into lower overall cost of debt
for many companies, as evidenced by the drop in the ratio of
interest expense to debt over the last 20 years. However, in the
ODVWƟYH\HDUVWKHHIIHFWLYHFRVWRIGHEWIRU(XURSHDQFRPSDQLHV
KDVUHPDLQHGƠDWFRQWUDVWLQJVKDUSO\ZLWKWKH86H[SHULHQFH
as Exhibit 5 shows. This situation has led to an increase in

leverage levels by US companies and an opposite behavior by
their European counterparts. A possible explanation for this is
the fact that US companies rely more on capital markets than
EDQNƟQDQFLQJ%RQGGHEWYLDGHEWFDSLWDOPDUNHWVPDNHVXS
approximately 24% of US companies’ total liabilities, compared
to just 10% of that for European companies.11

([KLELW/HYHUDJHDSSHWLWHE\FRUSRUDWHVLQWKH86DQG(XURSH
,QWHUHVWH[SHQVHGHEWDYHUDJHRYHUWLPH
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Setting aside how accurate predictor yield curves are under the
FXUUHQWORRVHPRQHWDU\SROLF\HQYLURQPHQWWKHƠDWWHQLQJRI\LHOG
curves raises the question if corporates have taken advantage
RIVXFKORZƟQDQFLQJFRVWV)RUWKHPRVWSDUWWKHDQVZHULV
\HV&RUSRUDWHVERWKLQWKH86DQG(XURSHKDYHEHQHƟWHGE\
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locking in longer maturities at lower rates as yields on bonds
have trended down, as depicted in Exhibit 6. Additionally, not
RQO\KDYHFRUSRUDWHVEHQHƟWHGIURPDPDWXULW\H[WHQVLRQRI
their debt, but also from a healthy appetite in the markets for it,
despite the low yields.

([KLELW&RUSRUDWHERQGPDWXULWLHVKDYHH[WHQGHGDV\LHOGVFRPHGRZQ
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As yields in the Eurozone have come down and experienced a
PRUHSURQRXQFHGƠDWWHQLQJFRPSDUHGWRWKH86FURVVERUGHU
issuance has increased. Since the introduction of negative
rates in Europe, the spread in yields of USD-denominated and
EUR-denominated debt has increased meaningfully as shown in

Exhibit 7, leading to an increase in the share of US companies’
issuance of the total EUR investment grade bond market. US
issuers have started to turn to the EUR market for funding
GLYHUVLƟFDWLRQDQGFRVWFRPSHWLWLYHQHVV
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:HHQFRXUDJHRXUFOLHQWVWRFORVHO\H[DPLQHWKHƟQDQFLQJ
opportunities that ultra-low and negative rates create; the
RSSRUWXQLW\WRORFNLQORZƟQDQFLQJFRVWVLVRQHWKDWVKRXOGQRW

be overlooked. But how does the ultra-low and negative rate
HQYLURQPHQWDIIHFWVWUDWHJLFGHFLVLRQVZLWKLQFRUSRUDWHV"
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6WUDWHJLFLPSOLFDWLRQVIRUFRUSRUDWHV

As we described previously, one of the fundamental objectives
of ultra-low and negative rate policies is the idea that investment
will respond positively to falling interest rates in the economy.
This is because the theory states that there are/should be higher
yield investment opportunities in the market than can be earned
by leaving cash in the bank.
The evidence, however, suggests that theory and what happens
in the “real world” are quite different. We looked at trends in
capex and Research and Development (R&D) expenditures to
see if investment in the economy has responded positively to

the ultra-low rate environment we see across the globe. Exhibit
8 shows that the ratio of capex plus R&D expense to sales has
GHFOLQHGVLJQLƟFDQWO\VLQFHWKHHDUO\ŒV,QDGGLWLRQFKDQJHV
in the capex plus R&D expense to sales ratio seem to have
virtually no correlation with changes in the 10-year government
bond yield, both for US and European companies.15 In fact,
survey data supports this notion that investment is relatively
insensitive to changes in interest rates. In one recent survey
where European managers were asked how low interest rates
have affected their investment decisions, 84% responded it had
no impact.16

([KLELW,QYHVWPHQWVKRZVDORQJWHUPGHFOLQLQJWUHQGGHVSLWHIDOOLQJLQWHUHVWUDWHV
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What explains the relatively low sensitivity of capital investing to
FKDQJHVLQLQWHUHVWUDWHV",WŒVSUREDEO\DFRPELQDWLRQRIIDFWRUV
driven by fundamental characteristics of today’s economy.18 First,
services and capital-light industries – where arguably debt capital
SOD\VDOHVVLPSRUWDQWUROHLQƟQDQFLQJLQYHVWPHQWSURMHFWVŏ
account for a larger part of today’s economy. Second, over the
last 10 to 15 years, we have seen an excessive accumulation
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of cash that currently sits on corporate balance sheets. In a
previous paper19, we showed how both cash balances and
cash as a share of total assets are at or near all-time highs,
ZKLFKKDVHQDEOHGVRPHFRPSDQLHVWRƟQDQFHSDUWRIWKHLU
investment with cash reserves, reducing their dependence on
the capital markets.

Finally, it is widely suspected but hard to quantify that internal,
corporate hurdle rates have not moved much – if at all – in
response to declining interest rates. This notion – that hurdle
rates may be sticky and unresponsive to macro conditions – is
particularly interesting, as we suspect it is a culprit in some of
the dearth of capital growth we have highlighted. Corporates
have control and discretion over the hurdle rates they set so it is
surprising that they have not been reset.
We examine three possible explanations for our suspicion that
hurdle rates are not adjusting to falling interest rates. First,
decreases in the cost of debt might not have translated in
reductions in the weighted average cost of capital (WACC).
6HFRQGKLJKXQFHUWDLQW\DERXWIXWXUHƟQDQFLQJFRQGLWLRQVPLJKW
have impacted risk-adjusted hurdle rates unfavorably. Third,
it’s possible that management teams are reluctant to accept
low return projects in fear of facing Return on Invested Capital
(ROIC) dilution. Let’s deal with each possible explanation in turn.
First, drops in the risk-free rate should generally result in lower
WACC; to test this, we looked at the market-implied real cost
of capital for the US and Europe. Our analysis indicates that the
cost of capital has indeed fallen in the last decade.20 We suspect
that while WACC has fallen, hurdle rates have not, indicating
there is not a strong correlation between the former and the
ODWWHU7KLVVXJJHVWVWKDWXQFHUWDLQW\DERXWIXWXUHƟQDQFLQJ
conditions or fear of ROIC dilution play a bigger role in the way
hurdle rates are assessed and interpreted by management teams.
$VHFRQGIDFWRULVXQFHUWDLQW\DERXWIXWXUHƟQDQFLQJFRQGLWLRQV
playing a role in the capital budgeting process (what would happen
LIWKHVHKLVWRULFDOO\ORZQRPLQDO\LHOGVLQFUHDVHGVLJQLƟFDQWO\
LQWKHQHDUWHUP" ,QVRPHFDVHVVHWWLQJKXUGOHUDWHVZHOOLQ
excess of WACC can be a reasonable way to account for this

uncertainty. Financing uncertainty can be mitigated, however, by
taking advantage of the current capital markets conditions, which
RIIHUVFRUSRUDWHVWKHSRVVLELOLW\RIORFNLQJLQORZƟQDQFLQJUDWHV
for the long-term, largely mitigating the risk of a rate increase
over the lifetime of investment projects. Companies that use this
WRWKHLUEHQHƟWPD\ORFNDRQFHLQDJHQHUDWLRQFRVWRIFDSLWDO
$WKLUGDQGƟQDOIDFWRUFRQWULEXWLQJWRWKHVWLFNLQHVVLQKXUGOHUDWHV
is the fear companies may have of ROIC dilution, which might
come from accepting lower-return – yet still-positive Net Present
Value (NPV) – projects. By using needlessly high hurdle rates,
management teams may be able to keep ROIC high, but they
will be passing on any number of value-enhancing opportunities.
0RUHRYHUWKHXVHRILQƠDWHGKXUGOHUDWHVFDQOHDGWR52,&
dilution eventually, as unnecessarily high hurdle rates discourage
LQYHVWPHQWDQGXOWLPDWHO\WKHƟUPŒVDELOLW\WRJURZDQGJHQHUDWH
FDVKƠRZVZLOOHURGH,QDGGLWLRQLWLVLPSRUWDQWWRDFNQRZOHGJH
WKDWSURƟWDELOLW\WDUJHWVVKRXOGEHHVWDEOLVKHGRQWKHspread of the
project’s returns and its cost of capital. This is important because
in an ultra-low rate environment, dilution of gross ROIC is not
QHFHVVDULO\DFFRPSDQLHGE\DGLOXWLRQRIWKHSURƟWDELOLW\VSUHDG
6RZKDWDUHWKHLPSOLFDWLRQVRIKDYLQJDUWLƟFLDOO\KLJKKXUGOH
UDWHVZKHQPDNLQJFDSLWDOEXGJHWLQJGHFLVLRQV",QVRPH
cases, management teams are leaving money on the table
and passing on positive NPV projects that would otherwise
increase the company’s value.21 Over time, this can lead to lack
of growth opportunities in the company’s portfolio, discounted
valuation relative to peers or even risk of takeover or activism.
Furthermore, management teams might inadvertently distort the
capital budgeting process; by waiting for unnecessarily highreturn opportunities that might never come, corporates face the
risk of implementing suboptimal capital allocation strategies,
parking excessive cash or over-returning capital to shareholders.
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&RQFOXVLRQ

:KHQHYDOXDWLQJWKHGHEWPDUNHWVLQGHYHORSHGHFRQRPLHVRIWKHZRUOGRYHUWKHODVWVHYHUDO
GHFDGHVZHVHHYHU\FOHDUWUHQGVLQIDOOLQJSROLF\UDWHV7KHVHIDOOLQJUDWHVUHƠHFWPDFUR
HFRQRPLFFRQGLWLRQVWKDWSUHGDWHWKHƟQDQFLDOFULVLVDQGSHUVLVWLQLWVZDNH*RYHUQPHQW
UHVSRQVHVKDYHIRFXVHGSULPDULO\RQƟVFDODXVWHULW\FRXSOHGZLWKORRVHPRQHWDU\SROLF\7KLV
VLWXDWLRQKDVOHGLQHYLWDEO\WRORZHUDQGORZHUSROLF\UDWHVDQGŏLQVRPHFRXQWULHVŏWRSROLF\
UDWHVIDOOLQJEHORZ
These trends are long-term and may be the “new normal.” So
ZKDWDUHFRUSRUDWHVWRGR"7KHH[LVWHQFHRIJHQHUDWLRQDOO\ORZ
LQWHUHVWUDWHVFRXSOHGZLWKƠDW\LHOGFXUYHVLQPDQ\PDUNHWV
SUHVHQWXQLTXHƟQDQFLQJRSSRUWXQLWLHVWRFRUSRUDWHV7KHVHDUH
opportunities for them to lock in attractive rates for long periods of
time. In such an environment, and recognizing that growth remains
an important factor in driving shareholder wealth, we recommend
that our clients do revisit their hurdle rate and investment decisions
and be less concerned about imminent rate rises altering their
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calculus of project economics. Thus, corporates can use this
ƟQDQFLQJHQYLURQPHQWWRSRWHQWLDOO\UHLJQLWHJURZWK
Is the current global interest rate environment a referendum on
IXWXUHJURZWK"$UHXOWUDORZDQGQHJDWLYHUDWHVDFDOORIGHVSDLU
RUDQRSSRUWXQLW\WRJHWDKHDGRISRWHQWLDOJURZWK":HZRXOG
DUJXHWKDWQRZLVWKHWLPHWRORFNLQFKHDSƟQDQFLQJWRIXQG
investment and growth in the future, on the back of once-in-ageneration cost of capital.
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