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A Look at Negative Rates

For as long as we can remember, zero was considered the lowest interest rates could go. Anyone espousing
that they could go lower received as much attention as ‘flat earthers.” Today, the impossibility of negative
rates has become another myth that modern society has debunked.

There is currently around $10 trillion of debt trading at negative yields, including over $500 billion of
corporate bonds. This past month, CIBC joined the list of institutions getting paid by lenders for the
privilege of owning their debt.

This has left many scratching their heads trying to understand what this all means. We will attempt to make

some sense of the madness.
What do negative rates actually mean?
This is most easily explained with a simple example.

Today you can buy a 5y German Government Bond for €102.50, not receive any coupon interest for 5 years

and at the end get €100 back. Essentially locking in a €2.50 loss over 5 years.
How did we get here?

In an attempt to stimulate their moribund economies, the European and Japanese central banks have taken
their overnight interest rate to -0.4% and -0.1% respectively. This is the rate that banks borrow or lend at for
a single day. The idea was to prevent them from hoarding cash and incent them to lend.

The central banks have also embarked on aggressive programs to buy debt. They are doing this to lower term
interest rates and flood the banking system with money. The sheer scale of this buying has also allowed a few
select corporations the luxury of being paid by investors to borrow money.

The theory behind quantitative easing is that it spurs lending and forces people to invest in activities that
create jobs and wealth rather than reap the benefits of simply investing in government securities. There are
many who credit the significant equity rally since the crisis to people secking higher potential returns than
expected from the bond market.

Why would anyone accept a guaranteed loss?

If you are in Japan or Europe and have idle cash or are mandated to hold a certain amount of “cash”, you are
in a no win situation. You have the choice of earning negative rates by investing overnight with the central
bank or losing less by buying debt. It seems investors are holding their noses and buying bonds. Of course,
there are also traders doing some buying on the bet that yields will go even lower.
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What does this mean for Canadian rates?

Compared to a guaranteed loss, our 1% 10y rate represents a juicy yield for foreign investors. With the pool

of positively yielding sovereign debt shrinking, investors have been piling into Canadian bonds.

Furthermore,

Canada is one of only 12 countries with a AAA credit rating and is also the second largest AAA bond issuer

(behind Germany whose yields are below zero out to 10 years) which enables meaningful allocations to be

made. International buyers could keep a ceiling on how high domestic rates can drift.

Do bonds belong in a portfolio anymore?

What do you think? We would love to hear your thoughts, as we will be exploring this question in

our upcoming commentary. Please send your response to raj.tandon@algonuincap.com

Regards,

The Algonquin Team

Contact

Algonquin Capital Corporation
1 Yonge Street, Suite 1801
Toronto, Ontario, M5E 1W7

www.algonquincap.com

Raj Tandon
Founding Partner

raj.tandon(@algonquincap.com
+1 (416) 214-3493

Algonquin Capital | July 2016


mailto:raj.tandon@algonuincap.com
mailto:raj.tandon@algonquincap.com

)

ALGONQUIN

CAPITAL

Disclaimer

Algonquin Capital Corporation (“Algonquin”) is registered with the Ontario Securities Commission as an exempt market dealer,
investment fund manager, and portfolio manager.

This commentary is confidential and for authorized use only. Under no circumstances are its contents to be reproduced or distributed to
the public, media, or potential investors without written authorization. The information contained herein, while obtained from sources
believed to be reliable, is not guaranteed as to its accuracy or completeness.

The information contained in this commentary is not investment or financial product advice and is not intended to be used as the basis for
making an investment decision. This commentary by Algonquin is not, and does not constitute, an offer to sell or the solicitation,
invitation, or recommendation to purchase any securities. No representation or warranty, express or implied, is made as to the fairness,
accuracy, completeness, or correctness of the information, opinions, and conclusions contained in this document. To the maximum extent
permitted by law, none of Algonquin, its directors, employees, or agents, nor any other person accepts any liability, including without
limitation, any liability arising out of fault or negligence for any loss arising from the use of the information contained in this commentary.

This commentary contains statements that constitute “forward looking statements”. Examples of these forward looking statements include,
but are not limited to, (i) statements regarding future results of operations and financial condition, (ii) statements of plans, objectives or
goals and (iii) statements of assumptions underlying those statements. Words such as “may”, “will”, “expect”, “intend”, “plan”, “estimate”,
“anticipate”, “believe”, “continue”, “probability”, “risk” and other similar words are intended to identify forward looking statements but are
not the exclusive means of identifying those statements. Forward looking statements included herein are based on current expectations and
beliefs and Algonquin disclaims, other than as required by law, any obligation to update any forward looking statements whether as a result
of new information, results, future events, circumstances, ot if

Algonquin’s expectations or opinions should change, or otherwise. By their very nature, forward looking statements involve inherent risks
and uncertainties, both general and specific, and risks exist that such predictions, forecasts, projections, and other forward looking
statements will not be achieved. A number of important factors could cause Algonquin’s actual results to differ materially from the plans,
objectives, expectations, estimates, and intentions expressed in such forward looking statements. As such, undue reliance should not be
placed on any forward looking statement.

Algonquin Capital | July 2016



