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KEY TAKEAWAYS

• Bonds remain a valuable diversifier to growth-sensitive assets
• Unintended consequences from negative rates have been minimal so far 
•  The likelihood of a global negative-rate environment, including the US, has  

increased but is still relatively low 
•  Investment actions can be split between two distinct scenarios:

1.  Avoid negative-yielding debt when it is a subset of developed-market bonds
2. Review portfolio construction and asset allocation when negative-yielding 

bonds are pervasive, including the US  

Many developed economies are in a period of sustained negative interest rates, as their 
central banks fight obstinately low inflation and anemic growth. What seemed like ex-
treme—but temporary—monetary intervention in various parts of Europe and Japan now 
seems like the new normal. While these policies have little to show for in economic ex-
pansion or price increases, they fueled a record high of $17 trillion of negative-yielding 
debt globally in August 2019, according to data from Bloomberg; these bonds total $14.6 
trillion, as of early March.

Central banks adopt a policy of negative rates for various reasons, including an expecta-
tion that negative short-term rates will dampen rates across the yield curve. This should 
lower borrowing costs, spurring banks to lend and promoting investment activity further 
out on the yield and risk curves, creating a wealth effect. That said, negative interest rates 
can also have potentially adverse consequences that become magnified and pronounced 
the longer they go on. These penalties include challenged banking business models, sub-
dued investment returns, and, despite central bankers’ best intentions to fuel spending, 
increased savings, as households try to offset the lower investment returns by squirreling 
away funds to prepare for life events such as college and retirement. 

In the investment world, these sub-zero rates challenge long-held tenets of risk, re-
ward and diversification. Furthermore, these negative rates, which initially appeared 
limited to parts of Europe and Japan, seem closer to home, as the gravity of global 
yields drags US yields to record lows. This unprecedented period offers no easy in-
vestment solutions: safer assets have low or even negative forward-looking re-
turns, while higher returns will require shouldering increased anticipated volatility.  
Unfortunately, investors have few options for assets that offer diversification from risky 
investments but still carry positive returns. 
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At NEPC, we believe this stark new reality may require investors to reassess how they 
view risk in their portfolio. This does not mean investors cannot build portfolios that can 
weather various economic cycles. Be it through different sources of balance or the inclu-
sion of negative bonds, right-sized, for the benefits they can still provide, investors have 
options to take on this challenge. Diversification and balance will always be important, 
even if rates become negative everywhere. 

THE ROLE OF BONDS IN AN INVESTMENT PORTFOLIO
Let’s consider why bonds sit in an investor’s portfolio: They are a dependable source of 
income but, more importantly, they exhibit a reliable negative correlation to the growth 
risk that dominates most portfolios. That negative correlation is portfolio protection; 
bonds are return-yielding insurance. Would negative-yielding insurance be the worst 
possible investment to hold? Paying for insurance is not novel. We do it in our own lives, 
in our businesses and, if the environment forces it, we may have to do the same in our 
investment portfolios.  

There are multiple reasons why this might make sense: 

A. While negative-yielding bonds are clearly unattractive, they are likely more at-
tractive than even more negative cash. An investor with an objective of outper-
forming cash may choose negative-yielding bonds, despite the likelihood of loss. 

B. Certain investors may have liabilities or future commitments that are either 
implicitly or explicitly interest-rate sensitive and holding interest-rate-sensitive 
assets, such as bonds, may be appropriate regardless of yield due to their abili-
ty to reduce risk of the combined asset-liability structure. 

C. Negative-yielding debt can still provide diversification to growth-sensitive as-
sets. An investor may choose to hold these bonds within a diversified portfolio 
to balance against other risk exposures. The deterrent of a negative expected 
return could be more than offset by liquid and defensive portfolio characteristics 
they might provide.   

D. As we have already seen in Europe and Japan, negative rates do not ensure a 
bottom in rates. Negative rates can become increasingly negative, providing sur-
prising but positive returns to a portfolio, often when other assets are underper-
forming. An investor with a belief that rates will move lower, that is, even more 
negative, could buy negative-yielding bonds and earn a profit as the bonds’ 
prices increase at lower yields.

For US investors, we should think about two distinct environments when considering 
the challenges that negative-yielding bonds present. The first: the one we live in today, 
where negative-yielding debt has grown, but is still just a subset of investable developed 
bonds. Presently, positive-yielding alternatives exist to play the classic role of bonds in a 
portfolio. The second alternative: a potential future where investment choices are made 
against a backdrop where negative-yielding bonds are pervasive in the developed world, 
even in the United States.  

NEGATIVE BONDS AS AN INVESTMENT CHOICE
This is the world we have been living in for some time. Investors seeking diversification 
are looking at a tradeoff with every asset in their portfolio and every potential asset 
that might be included. That tradeoff is between each asset’s return potential and its 
expected portfolio benefit, that is, its correlation and risk. Of course, we would love to 
find high-performing assets with low volatility and negative correlation to the rest of the 
portfolio, but those assets are more likely to be found in fairy tales than as a choice in 
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asset allocation models. Instead, we have low-return assets with good correlation ben-
efits, for instance, bonds and commodities, or more favorable return assets with poor 
correlations in the equity and credit spectrums.  For investors seeking bonds in their 
portfolio, they must make that same tradeoff within an asset class. 

We studied how negative-yielding non-US bonds might fit alongside positive-yielding US 
bonds in a diversified portfolio (Exhibit 1). We took a US bond allocation and tried adding 
negative-yielding bonds at different levels within the bond allocation, different expected 
returns, and different correlations. Our findings indicate there are no set of allocation, 
return, or correlations, where negative bonds make sense. The Sharpe Ratio of these 
mixes is worse than just US bonds in every case.
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Exhibit 1: Risk-Return Ratio Under Various Negative 
Rate Scenarios
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In a world where negative-yielding bonds are among other positive-yielding bonds that 
have similar portfolio characteristics, investors probably should choose to look past neg-
ative-debt markets, sacrificing some diversification within their bond portfolio for en-
hanced returns and similar portfolio characteristics. 

WHAT IF THERE IS NO CHOICE?
Not too long ago, the notion that all bond markets in the developed world, including the 
United States, could offer negative yields seemed farfetched. Today, investors can envi-
sion such a scenario. To be sure, the Federal Reserve would respond but, like its peers, it 
may not have the necessary ammunition to provide a substantial stimulatory response. 
Historically, a reduction in short-term rates of over four percentage points has been typ-
ically required to stimulate the US economy out of recession. With the current Fed policy 
rate at 1.50% to 1.75%, the firepower needed to promote growth may be lacking. While 
the central bank may at first try (again) a zero Fed Funds rate and quantitative easing 
program, it is not utterly fanciful to think that at some point the Fed may try a further 
reduction in rates below zero to spark the necessary growth to shake off a recession.  

To be clear, this is not a prediction or a foregone conclusion. The US economy, despite 
entering its eleventh year of an economic expansion, appears still on solid footing. And 
regardless of when the economy ebbs and the Fed needs to act, the central bank and, 
to a lesser extent, the US government (if there is a coordinated monetary and fiscal re-
sponse) have a powerful arsenal of tools, including a government balance sheet that can 
be levered up and the ability to inject fiscal stimulation directly into the economy, which 
may render it unnecessary to deploy negative rates.

That said, the decline in US rates over the last few months, and a deeper dive into neg-
ative yields in Europe and Japan have increased the possibility of an environment where 
negative rates are pervasive. Given the importance of bonds and the reliance on them in 
investors’ portfolios, it is important to consider this scenario and develop a game plan to 
manage assets through such an unprecedented period.  

The biggest challenge for investors: to build a risk-balanced portfolio when bonds—crit-
ically important to balance the typical portfolio’s dominant growth risk—come with a 
negative yield. It is in sovereign debt markets that investors see the direct pricing and 
yields resulting from a negative-rate policy, but market expectations arising from nega-
tive yields extend far beyond sovereign rates. 

A downward shift in rates should lower the discount rate for cashflows of other riskier 
asset classes and, all else equal, increase prices as sovereign yields form the baseline 
for the discounting of cashflows across all asset classes. While the path to these higher 
prices can be helpful for investors, it limits future upside as more of the future growth in 
cash flows is already priced in. This is less a story of negative yields and more about fall-
ing yields, whatever the starting point. This holds true even today after the most recent 
drop in rates. It will just be that much more dramatic if all rates are negative globally. 

A starting point for investors in this scenario is that return expectations across the board 
will be low while they consider the portfolio benefit of bonds against an expected return 
that is negative. However, this does not mean that there are no options available for 
investors. We outline three below: 

1. Investors may consider other alternatives beyond bonds for diversification. In 
this environment, with monetary policy maxed out, perhaps debt-driven fiscal 
policy will be used more actively to promote economic activity. These policies 
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would probably come at different times across countries and the debt build-up 
in each economy would likely lead to currency weakness relative to other cur-
rencies. As other countries join in, their currencies would weaken as well. This 
seems like an ideal environment to hold hard assets, including precious metals 
such as gold.

2. Focus on the principles of balance, and not the classic outcomes of balancing 
betas like equities, bonds and real assets. Instead, seek balance within asset 
classes, and attempt to more conservatively position the equity allocation by 
building up more defensive factors. Find high-quality but positive-yielding cred-
it investments. Lastly, examine the prospects for higher-yielding markets, like 
emerging-market debt, and consider how risky these exposures really are given 
the environment. Study these markets to see if they are safer than their histor-
ical experience suggests. Sure, 10 or 20 years ago it would have been improb-
able to consider emerging-market bonds as safe-haven assets, but then again, 
$20 trillion of negative-yielding debt would have seemed unbelievable as well. 
Creative portfolio construction could minimize, but perhaps not eliminate, the 
need for safe-haven developed-market bonds.

3. A hardly creative but certainly uncomfortable solution would be to just own the 
negative-yielding bonds. An important reminder: regardless of the absolute level 
of negative-yield bonds, if the yield curve is positively sloping — could there 
be a starker financial market oxymoron than a positively-sloping negative-yield 
curve? — an investor is still likely to earn an excess return relative to cash. 
While this may bring scant comfort in a world of negative returns, it highlights 
the need for investors to act because negative-return bonds are still more at-
tractive than negative-yielding cash.  

We looked at whether it could be beneficial to hold bonds at negative yields (like the 
analysis above, but with all bonds assumed to be negative.) (Exhibit 2). We found that 
at slightly negative yields (up till negative 50 basis points), it can beneficial or, at least 
not too harmful, to hold negative-yielding bonds.  
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Exhibit 2: Risk-Return of Portfolio After Adding 
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CONCLUSION
Negative yields appear here to stay in several 
parts of the world. Should negative rates re-
main isolated to these regions, it would seem 
US investors still have plenty of choices to 
effectively build diversified and risk-balanced 
portfolios. A potentially scary scenario is one 
in which the US and other developed countries 
join Europe and Japan in economic paralyses, 
and the combination of monetary response 
and muted inflation expectations send rates 
into negative territory across the globe. In-
vestors will not only face muted return pros-
pects, but also fewer options to achieve bal-
ance in portfolios. 

This does not mean investment portfolios lose 
their ability to withstand various economic en-
vironments. It does mean that investors will 
need to reassess portfolio construction and in-
vestment risk. Bonds may remain a valued di-
versifier to growth-sensitive assets, but it may 
require creative portfolio construction, includ-
ing finding other sources of defensiveness, 
such as sacrificing some quality in the form 
of lower-rated investment-grade fixed income 
and higher-quality emerging-market debt, to 
achieve higher expected returns. Of course, 
while considering this potential scenario is a 
useful exercise, the only thing we can predict 
with certainty is that the unexpected will in-
evitably happen. To this end, diversification 
and balance are critical, even if rates are neg-
ative everywhere. In fact, diversification and 
balance will always be important, especially if 
rates are negative everywhere.  

DISCLAIMERS AND DISCLOSURES

• Past performance is no guarantee of future results. 
• All investments carry some level of risk. Diversification and other asset allocation tech-

niques do not ensure profit or protect against losses. 
• The information in this report has been obtained from sources NEPC believes to be reli-

able. While NEPC has exercised reasonable professional care in preparing this report, we 
cannot guarantee the accuracy of all source information contained within. 

• The opinions presented herein represent the good faith views of NEPC as of the date of 
this report and are subject to change at any time.

Depending on how you define yield, 
holding a negative-yielding asset that 
offers the expectation of uncorrelated 
returns may not be as alien to portfolios 
as we may think. Hedge funds, in a 
zero-rate environment, could have 
surprisingly similar characteristics in a 
flashier package to negative-yielding 
bonds. There is an expected cash return 
of zero, so hedge funds essentially 
start with a meaningful negative yield 
when a fund’s management fee of 1%-
to-2% is tacked on. We may be okay 
paying this negative yield if we still 
expect positive returns along with, most 
importantly, positive returns when we 
really need it. Considering how hedge 
funds would survive in a negative-rate 
world instead of a zero-rate world is an 
interesting discussion for another time. 
Suffice to say, we do not think hedge 
funds are the ideal solution for portfolio 
protection in a negative-rate world as 
the reliability of their defensiveness is 
weak, and their fee structure would be 
challenged in the low-return world that 
we could expect if rates are negative. 

https://www.nepc.com/insights/taking-stock-the-implications-of-covid-19-and-the-february-2020-market-correction

