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Perhaps it is time to think the unthinkable. That thought came to us as we were listening 
to Jerome Powell discuss the Fed’s latest rate cut on September 18—the 25 basis point reduction in the Fed funds 
rate that may (or may not) be followed by further rate reductions. And while Chairman Powell quickly deflected 
a question about the possibility of negative rates in the U.S.—it was apparent that he did not want to engage in 
a discussion of that possibility—we would have to note that his tenure as head of the Federal Reserve has not 
exactly seen the path of interest rates to be cast in stone.  
 
This latest episode of turmoil in the repo market—while too complicated to dissect here and yet too important 
not to mention—is just one indicator that there are issues that are arising after a decade-plus of near-zero real 
rates that the Fed either did not foresee or has been simply late to address. This last episode of 10% overnight 
repo rates apparently resulted from a massive mismatch between the Fed’s available reserves and the exploding 
Treasury market, and—if experts with whom we have spoken are correct—has been clearly predictable for most 
of this year. The Fed has now been forced into a posture of either constantly feeding the repo market or simply 
declaring that QE has returned, with the massive rebuilding of the Fed’s balance sheet that would be required. 
 
While the prevailing wisdom of the pundits is that the Fed’s struggle to keep up with the repo market’s 
demands will have little impact on the wider economy, we think that it will have a greater influence on market 
psychology and on the psychology of bankers who may be yearning for a bit of certainty on the interest rate 
front right now. Indeed, when we spoke to some of our banking contacts on the subject of negative rates, we 
found a greater number than we had expected who were running “what if” scenarios for a yield curve condition 
that they previously would never have thought possible.  
 
The consensus among bankers and economists alike is that negative rates would be a disaster for American 
investors and savers and for the nation’s economy generally, given the damage that would be done to the 
banking industry and its ability to support normal economic activity. That reality does not seem to have 
discouraged the Europeans, however—note the lack of profitability of the major European banks and the 
general sluggishness of those national economies, as well as the cluelessness of the ECB officials who do not 
seem to be able to make the connection between the two conditions. We’re pretty sure that Chairman Powell  
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(who is a realist and not a theoretical economist) knows that the American public would have little 
understanding of the concept of negative rates and would be unwilling to pay a bank for the privilege of putting 
their hard-earned deposits there. 
 
But if it happened—in concert with the wishes of President Trump, who tweeted on September 11 that the Fed 
“should bring rates down to ZERO, or less...”—how would the banking industry approach such an unnatural 
condition? What could be done over the short term to mitigate the damage to depositors? Would lending come 
to a halt in the face of a negative return? And most importantly—would the deposit and lending systems upon 
which the American banking industry runs be able to deal with conditions that have never existed before, or 
would a “Y2K”-type effort be needed to square technology with a new reality? And what would be the 
complexity and expense of THAT? 
 
As we tried to imagine how things would shake out for the banking industry, it seemed to us that our previous 
assumptions about bank size and funding sources pretty quickly got turned on their pointy little heads. First, 
would the nation’s largest banks—particularly those with large core deposit bases, like Bank of America Corp. 
(BAC) and Wells Fargo & Co. (WFC)—be able to retain core depositors? How would these banks conduct 
outreach to explain exactly what was happening to produce such seemingly illogical outcomes for their 
customers? And would those DDAs that have been growing at such a nice pace—supported by the mobile and 
digital technologies that have been attracting core deposits in recent years—continue to stick with their banks, 
even with a “custodial fee” attached? 
 
It seems to us that while all banks would be disadvantaged by negative rates, smaller community banks with a 
business banking orientation would weather this period the best. The CFO of one such company described 
what his company’s approach would be—to extend the duration of the investment portfolio and add fixed rate 
loans. His bank already precludes negative rates on floating rate loans and they would continue to add floors 
to new and renewing loans. But he also conceded that the issue of deposits would be “more complicated” and 
that for banks reliant on spread income (like his) such a development “could be painful.”  
 
And this is where our head really explodes—what would negative rates do 
to merger activity? (Hard to pay a deposit premium when deposits really aren’t worth anything.) What 
is a branch network worth when customers are unlikely to want to pay for custody of their money and branches 
really aren’t needed? Once again, in a negative rate environment, it would seem to us that the most attractive 
banks would be those with commercially oriented loan books and with well-developed sources of fee income. 
But in such an environment, it seems even more likely that pricing for even the most attractive bank franchises 
would be dramatically altered—or that deal activity would come to a halt until the  rate environment began to 
normalize. 
 
And the scariest question of all—what would a negative rate environment do to the equity markets, which are 
after all the ultimate determinants of the cost of capital and the value of stocks? Would zero-or-lower rates 
further stimulate stock markets, with those “growth” segments that have been the market’s favorites in recent 
years getting yet another multiple boost and bank stocks relegated to perpetual second-class (or lower) status? 
Or would the abnormal rate environment so unnerve the American public that business and consumer 
confidence would plummet and recession ensue, taking capital markets with it? 
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All of these possibilities are deserving of contemplation and banks would be well advised to do strategic 
planning now. (We’d make a good bet that next year’s stress test for the nation’s largest banks will include a 
negative rate scenario.) But as we write this we are convinced that the value destruction that would ensue and 
the credibility that would be lost to the Fed and to the banking industry would make any possible positive 
monetary outcome not worth the risk of the long-term damage to the country’s financial infrastructure. “Less 
than Zero” would not likely be an outcome that even Donald Trump would welcome—but in this environment, 
we also have to concede that crazy stuff does indeed happen. 
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