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What would a negative OCR mean in practice and 

how likely is it?  

Summary  

 Trend declines in interest rates over recent decades, combined with the 

advent of the current crisis, have raised the very real possibility that a 

negative OCR could be seen next year. The RBNZ and financial market 

participants are readying themselves for the possibility.    

 For households and most firms, interest rates on savings and borrowing 

wouldn’t be negative if the OCR were negative – but deposit and borrowing 

rates would likely fall further, helping to stimulate the economy. The 

exchange rate is also likely to fall.  

 There are risks associated with a negative OCR, and reasons for the RBNZ 

to be cautious. At some point, a lower OCR can impair financial market 

function, and costs start to outweigh benefits. There are better options that 

we think the RBNZ would use before a negative OCR.  

 But it pays to be prepared. If the economic situation was dire enough, 

other tools had been exhausted, and the benefits were deemed to outweigh 

the costs, the RBNZ could choose to deploy a negative OCR next year. We 

don’t think it is probable, but the possibility cannot be ruled out.  

The view  

With the Official Cash Rate (OCR) having trended down over recent decades 

and the advent of the current deep recession, the possibility of a negative OCR 

has become very real. The RBNZ has committed to leaving the OCR at its 

current level of 0.25% until at least March 2021. However, the RBNZ is looking 

to expand its toolkit, and has asked banks and financial market participants to 

prepare for negative interest rates from next year just in case.    

Why is that? What would it mean? And how likely is it?      

Why is a negative OCR on the table?  

Monetary policy works by influencing financial conditions (the supply of money, 

interest rates and the exchange rate) faced by those in the economy. To adjust 

monetary policy settings, central banks like the RBNZ typically vary their policy 

rates (the OCR in New Zealand).  

Monetary policy settings stimulate (or rein in) activity with a lag, such that the 

labour market and inflation are guided to levels that are sustainable and 

promote the long-term prosperity of New Zealanders. The OCR serves as a 

benchmark rate that influences the money supply, a broad range of interest 

rates in the economy and the exchange rate. 
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 We went into this crisis with little room to cut the OCR…  

When the OCR is sufficiently high, monetary policy settings can be changed 

very rapidly at the onset of an economic downturn by the RBNZ slashing the 

OCR. For example, after the Global Financial Crisis (GFC) the RBNZ eased the 

OCR 5.75%pts (from 8.25% to 2.50%) in the space of less than 12 months. 

Many other countries cut their policy rates by a similar amount.  

By contrast, New Zealand went into the COVID-19 crisis with the OCR at just 

1% (some other countries’ cash rates were even lower). This gave the RBNZ 

little room to lower the OCR and ease monetary policy in the traditional sense 

to cushion the blow of the deep economic downturn currently underway.  

…due to structural forces  

This lack of conventional policy space to lower the OCR is a consequence of a 

long-term downward trend in interest rates due to structural forces.   

When the RBNZ varies the OCR to stimulate (or rein in) the economy, it sets 

the OCR relative to an estimate of its equilibrium, often called the “neutral 

interest rate”. The neutral interest rate is the level of the OCR that would be 

consistent with neither contracting nor stimulating the economy, with the 

labour market and inflation stable at target.   

The neutral interest rate is broadly determined by the amount of saving taking 

place (the supply of funds) relative to investment (the demand for funds). The 

balance between these two forces determines the equilibrium amount of 

borrowing in the economy and its price (the interest rate) in real terms. Over 

the past few decades, supply of funds has increased relative to demand and 

lowered equilibrium interest rates. There are a few reasons for this: current 

and required saving in the future have increased; weak productivity and 

investment growth have dampened demand for funds; and the population is 

ageing, meaning less investment is required in future. 

Inflation and inflation expectations have also fallen, reducing equilibrium 

interest rates in nominal (rather than real) terms. And funding spreads have 

widened, which means equilibrium interest rates in the economy are associated 

with a lower OCR.  

The RBNZ sets the OCR, but does not control where the neutral interest rate is 

(assuming they take their mandated inflation target seriously). They have to 

treat it as given – and it has trended down over time, including recently. As the 

neutral interest rate has fallen, the OCR has had to trend down too.  

Figure 1: RBNZ’s estimates of the neutral interest rate and unconstrained OCR 

 

Source: RBNZ, ANZ Research 
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The neutral interest rate is unobservable, but there are ways to estimate it. 

Figure 1 shows the RBNZ’s neutral interest rate suite; we think the true level of 

the neutral interest rate is at the lower end of this range. That means scope to 

lower the OCR significantly has been eroded and it has been necessary to move 

into “unconventional” policy territory. Figure 1 also shows the RBNZ’s estimate 

and projection for the “unconstrained” OCR, which is the OCR that would 

deliver current and expected monetary stimulus in the economy, taking into 

account unconventional measures. Relative to the neutral interest rate range, 

monetary policy appears quite stimulatory. 

The RBNZ has launched QE and other options are on the table, 

including a negative OCR  

After the COVID-19 crisis hit, the RBNZ lowered the OCR to 0.25% and 

committed to keep it there. It has then moved into “unconventional” territory, 

using alternative monetary policy tools to provide stimulus. The RBNZ launched 

a “quantitative easing” (QE) programme in March, called the Large-Scale Asset 

Purchase Programme (or LSAP). We have written about how QE works in detail 

here and here, and we think more is on the way.  

There are limits to the RBNZ’s QE programme given that there is a limited pool 

of assets for it to buy. We think that the QE programme will need to be 

expanded in size, lengthened in its duration, and widened to include more 

assets. Reflecting these limits, the RBNZ are working on adding a range of 

other “alternative” monetary policy tools to their toolkit should they be needed, 

including a term lending facility, foreign asset purchases, and reductions in the 

OCR – potentially into negative territory. See here and here.  

The RBNZ is not alone in considering taking the OCR negative. A negative 

policy rate might sound strange, but they aren’t rare. Following the GFC, some 

other central banks around the world eventually found themselves in a 

situation where it was deemed necessary to take their policy rates to zero or 

into negative territory, such as in Europe and Japan (figure 2). Each of these 

central banks judged that it would be worth any potential risks given a poor 

economic outlook.

Figure 2: Policy rates in selected economies 

 

Source: Bloomberg, ANZ Research

 

 
 

What would it mean?  

A negative OCR would work in the same way as lowering the OCR to any other 

level, by lowering broader interest rates in financial markets and the exchange 

rate.  

-1

0

1

2

3

4

5

6

7

8

9

05 06 07 08 09 10 11 12 13 14 15 16 17 18 19 20

%

USA Australia NZ UK Canada

-1

0

1

2

3

4

5

6

7

8

9

05 06 07 08 09 10 11 12 13 14 15 16 17 18 19 20

%

Denmark Europe Japan

Switzerland Sweden Norway

https://bit.ly/ANZ-RBNZ-QE-FAQ-20200507
https://bit.ly/ANZ-Insight-QE-20200528
https://bit.ly/ANZ-NZ-Insight-More-QE-20200626
https://bit.ly/ANZ-RBNZ-QE-FAQ-20200507
https://bit.ly/ANZ-NZ-Insight-More-QE-20200626


 

 

 

 

Negative OCR – an introduction | 8 July 2020 4 

A negative OCR means interest rates would generally be lower, but not 

negative  

A lower OCR would mean wholesale inter-bank lending rates would be lower. 

Banks would be charged to hold cash overnight in settlement accounts at the 

RBNZ. Holding cash is something banks are required to do, and increasingly so 

with QE having expanded cash balances (for more on that see here). In this 

way, negative rates on cash would impose a cost to the banking system, but 

they would also incentivise wholesale (market) interest rates more broadly to 

decline. This would have widespread effects in terms of lowering interest rates 

in the economy.  

Lending and deposit rates faced by households and firms would also decline, 

but would not be negative apart from some possible exceptions, such as on 

very large corporate deposits. Retail interest rates are set at a margin above 

the OCR, reflecting bank funding requirements, risk assessments, and other 

costs of doing business. For the most part, the OCR would reach its lower limit 

(more on that later) well before retail rates went negative.  

Competitive pressures would see mortgage rates come under more downward 

pressure than deposit rates, since banks have regulatory requirements to hold 

deposit rates that would put a floor under them. This would squeeze bank 

profits.  

As with all aspects of monetary policy, there would be winners and losers; 

monetary policy is a blunt tool, aimed at stimulating or reining in the economy 

in aggregate. Some (such as high-income borrowers) would benefit a lot, while 

others (such as those reliant on term-deposit income) would have less cash 

flow. But ultimately, getting the economy on track is good for everyone, even 

if it is felt unevenly.   

For retail borrowers and savers, lower interest rates would provide an 

incentive to spend, providing a boost to the economy, with knock-on flow on 

effects. The exchange rate would also be lower, potentially quite a lot lower, 

which would provide a boon for exporting and import-competing sectors of the 

economy. Where the exchange rate settled would depend on interest rates 

differentials with other countries, along with other factors like trade and export 

prices. There is no reason to believe that a negative OCR would provoke a 

disruptive adjustment in capital flows, assuming the exchange rate could 

adjust smoothly. But price adjustment via the exchange rate could be marked 

if a negative OCR caused interest rate differentials to widen markedly.   

There are limits to how low the OCR you could go, and there are costs  

While it is possible for the OCR to go into negative territory, there are limits on 

how far it could go. At some point, if interest rates on large deposits got low 

enough, it would be cheaper to withdraw deposits as cash and pay to store 

and insure them (roughly thought to be when the OCR reached -0.75%). 

But before this point was reached, the effectiveness of a lower OCR could start 

to be impaired, and could even become counter-productive. This point, where 

the costs of a lower OCR start to outweigh the benefits, is known as the 

“effective lower bound”. Central banks can’t know for sure where the effective 

lower bound is. If it is well below zero, then negative policy rates are another 

possible policy option. But if it is close to zero, as we suspect, then there are 

reasons to be cautious.    

Below the effective lower bound, squeezed bank margins might start to impact 

profitability to the point that mortgage rates no longer fall or, worse, increase. 

Squeezed margins can also reduce the amount of credit available, which can 

have contractionary effects, offsetting possible stimulatory impacts via a lower 

exchange rate for example. These problems can be particularly severe if there 

are any issues with market functioning, the health of the banking system, or 

https://bit.ly/ANZ-Insight-QE-20200528
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the availability of credit. In this case, the costs of taking the OCR negative 

could outweigh the benefits quite quickly, warranting increased caution. If a 

negative OCR was employed, it would be most effective when financial and 

credit supply risks have dissipated and the recovery is well underway, with 

firms ready to borrow to expand. 

Given these costs and uncertainties, a negative OCR is not a preferred policy 

tool in our view. At some point it becomes less effective and becomes a big, 

counter-productive cost to the banking system. International evidence shows 

that impacts of negative policy rates on bank profits are a real problem, and 

that the effectiveness of negative policy rates is mixed.  

Despite these costs, at some point the RBNZ could judge that the benefits 

outweigh the costs. In our view, this should only be considered if the outlook 

was sufficiently bad. And all other avenues for stimulus would have to have 

been exhausted for it to make sense, which is far from the case now. QE has 

more potential to provide stimulus, especially if LSAP purchases were 

front-loaded – and there are plenty of other options, as we have discussed 

here and here.  

But of course, the RBNZ may view a negative OCR policy more favourably than 

we do. A negative OCR can hamper the banking system, but it also has the 

potential to generate a big exchange rate impact, which the RBNZ could 

consider a priority, downplaying risks to credit supply. We expect the RBNZ to 

publish research on these issues soon. 

How likely is it?  

A negative OCR isn’t happening this year; there are hurdles  

Although there are reasons to be cautious, a move to a negative OCR next 

year can’t be ruled out. However, we think other options would be used first, 

given the costs and uncertainties discussed above, and the fact that stimulus 

is likely to be most needed before a negative OCR is a viable option. That 

makes a negative OCR improbable, but no inconceivable.  

Before a negative OCR is possible, the RBNZ needs to lay the groundwork by 

ensuring that the banking system could function smoothly – and also to ready 

the public, since negative interest rates are pretty mind-bending.  

We think the following hurdles would need to be met:  

 Banks and the financial infrastructure would need to be ready (and it 

currently isn’t); 

 Groundwork needs to be done to ready the public, especially given the 

impact that it would have on savers; 

 Negative rates would need to be more acceptable internationally – it is still 

controversial as a policy tool. A number of central banks have recently 

raised concerns about negative policy rates as a tool, given concerns 

outlined above.1  

 The economic outlook would need to be materially worse and QE and other 

options would need to be perceived as having hit their limits, given that 

gains can still be made.  

                                                
1 US Federal Reserve Chairman Powell has said that he doesn’t see negative policy rates as 

“an appropriate tool”, citing that there is little evidence of their effectiveness and that they 

have negative impacts on the banking system. The RBA have come to a similar conclusion.  

The Bank of Canada has said that 0.25% is as low as the policy rate can go. The Bank of 

England is reviewing the possibility, but has previously been sceptical.  

https://bit.ly/ANZ-RBNZ-QE-FAQ-20200507
https://bit.ly/ANZ-NZ-Insight-More-QE-20200626
https://www.rba.gov.au/speeches/2019/sp-gov-2019-11-26.html
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 Credit markets would need to be resilient and financial risks would need to 

have dissipated. Negative policy rates can undermine the performance of 

the banking system and thereby credit supply, which is particularly 

concerning if markets are vulnerable to a repricing of risk and funding 

pressures emerging. Financial markets are functioning well, but risks have 

not gone away, given the still very uncertain and fragile outlook.  

But it pays to be prepared 

Although we currently consider it unlikely, it is possible that a negative OCR 

could be employed next year, or at some later point if the outlook became bad 

enough. At the moment, fiscal policy is doing a lot of heavy-lifting, but 

monetary stimulus is necessary and complementary, and the impacts of QE 

are still working their way through the economy. But in time, if we cannot 

secure a path to economic recovery, or if downside risks materialise, the RBNZ 

may need to throw the proverbial kitchen sink at monetary stimulus. In that 

world, the RBNZ might come to the conclusion that the risks and costs of a 

negative OCR are worth it. In that instance, the economic costs of not doing 

something would be considered too great.  

Much work is being undertaken to prepare the financial system and investigate 

the possibility of a negative OCR. Based on our assessment, we hope that a 

negative OCR isn’t required; both because that would mean taking on 

significant risks and costs to the financial system, and because that would 

imply that the outlook was materially worse than it is now. At some point, 

though, the RBNZ might just give it a go because they have no other choice, 

even if risks being counter-productive. Currently, the RBNZ still has other, 

better options to provide stimulus.  

But although we are sceptical, it pays to be prepared – and readying ourselves 

for the possibility is vitally important work. If a negative OCR were deployed, it 

would be very important. Jobs, firm viability and people’s ability to service 

debt would all be on the line. Being ready for this is like taking out an 

insurance policy. You hope you don’t have to use it, and you may never need 

or want to. But you’d rather have it and not use it, than wish you had made 

the investment. If circumstances were bad enough, the RBNZ may simply 

deem that it has no other choice.  
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document or material is intended for institutional use only – not retail. If you are an institutional customer wishing to effect transactions 
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institutional customers, not for US Persons (as “US person” is defined in Regulation S under the US Securities Act of 1933, as amended) 
who are individuals. If you have registered to use this website or have otherwise received this document and are a US Person who is an 
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located at 277 Park Avenue, 31st Floor, New York, NY 10172, USA (Tel: +1 212 801 916 0 Fax: +1 212 801 9163).  
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