
 
 
 
 

 
 
 
 
 
 
 

 
 
 
 
 

Interest Rates Still Matter, But 
Differently 

 Lower interest rates are less effective 
than before in spurring investment in the 
real economy 

 Households and banks have cut debt 
burden, aided by low interest rates 

 However, corporations and the 
government are going in the opposite 
direction 

 This raises the concern that low interest 
rates and a struggling savings industry 
may create imbalances and risks that 
could cause more financial tensions in 
the next downturn 

In the last issue of ZAIS Insight (How Low 
Will Yields Fall?), we argued that the US is 
unlikely to follow Europe and Japan to zero 
or even negative interest rates.   

Still, interest rates are very low by historical 
standards and we believe this is unlikely to 
change anytime soon. 

Bernhard Eschweiler, PhD 
Senior Economic Advisor 

Bernhard advises ZAIS on 
macroeconomic risks and prospects 
related to credit markets and is a regular 
contributor to ZAIS Insights. 

Interest Rates Still Matter, 
But Differently.

ZAIS Insights 
December 2019 



 
ZAIS Insights   2 

With growth and inflation lower than in any 
previous cycle, many people wonder 
whether interest rates still matter (see Table 
1). 

Table 1: US interest rates, growth and 
inflation 

In % p.a. 
 

 

Expansion 

 

10-
year 
yield 

Real 
10-

year 
yield 

 

 

Real 
growth 

 

 

 

Inflation 

1971-73 6.6 2.8 4.7 3.8 

1975-80 8.4 2.7 3.9 7.8 

1983-90 9.6 5.0 4.2 4.4 

1991-01 6.3 3.2 3.5 2.9 

2002-07 4.4 2.0 2.8 2.1 

2019-19 2.5 0.2 2.1 1.8 

Source: St. Louis Federal Reserve, Philadelphia Federal 
Reserve1 

In our view, the answer is: yes, they do 
matter, but differently. Interest rates matter 
less for the real economy, yet they matter 
more, financially.  This could lead to more 
imbalances and financial risk taking. 

Households and the banking sector are in 
good shape, but concern is rising over 
corporate leverage and mounting 
government debt, which is not being used 
productively, whilst the savings industry 
struggles to meet their required returns. 

Savings, investment and interest rates 

Low interest rates are supposed to stimulate 
investment and stifle savings. The reality in 
the current US expansion seems to be the 
opposite:  savings increased and investment 
declined despite lower real interest rates 
(see Chart 1). 

 

 

 

 

 

Chart 1: US private savings and investment 
% of GDP 

 
Source: St. Louis Federal Reserve2 

Much academic ink has been spilled to 
explain this paradox.  In our view, the main 
reasons are lower productivity growth, the 
aging of the population and the deleveraging 
that followed the financial crisis.  

In a way, causality appears to have reversed. 
The excess of savings over investment 
seems to us to be depressing interest rates. 

Beyond this general observation, the impact 
of and the response to lower interest rates 
vary significantly across the different sectors 
of the economy. 

Housing still responds to interest rates 

Housing is traditionally one of the most 
interest rate sensitive sectors of the 
economy. 

At first sight, it appears that housing is 
responding less to interest rates:  

The household sector has invested less in 
housing and saved more since the financial 
crisis to reduce the household debt (see 
Chart 2 below). 
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Chart 2: US household debt and debt service 
% of disposable income 

 

Source: St. Louis Federal Reserve3 

However, this does not imply that housing is 
no longer interest rate sensitive at all.  For 
example, housing activity slowed in 2018 as 
mortgage rates increased; in 2019, housing 
activity recovered again as mortgage rates 
declined (see Chart 3). 

Chart 3: US mortgage rates and housing starts 
1000 units (lhs) and % p.a. (rhs) 

Source: St. Louis Federal Reserve4 

And households have become healthier 

So, while housing remains interest rate 
sensitive, the household sector has made a 
big effort to restore its financial health 
(reduce the debt burden) and the low 
interest rate environment has facilitated this 
effort by reducing debt service payments 
(see Chart 2). 

Corporate investment declined 

The picture is different for corporations, for 
which interest rates have less impact on 
investment decisions.  Corporate investment 
rose in 2018, despite rising interest rates, 
and stalled in 2019 even though interest 
rates declined (see Chart 4). 

Chart 4: US corporate bond rate and 
investment 
% p.a. (lhs) and $ billion per month (rhs) 

  
Source: St. Louis Federal Reserve5 

More broadly, corporates invested less in the 
current expansion compared with previous 
cycles even though the corporate sector was 
initially not over-indebted like the household 
sector and despite stronger profits and lower 
interest rates (see Table 2). 

Table 2: US corporate investment and 
financials 

 2001-07 2009-19 

Investment (% GVA) 21.3 20.1 

Profit margin (% GVA) 15.6 18.9 

Real corp. bond rate (%) 2.7 1.9 

Earnings yield (%) 3.9 4.1 

New equity issues ($bn 
p.a.) 

222.2 316.4 

Equity buybacks ($bn p.a.) 234.6 368.7 

Acquisitions ($bn p.a.) 262.0 351.5 

Net equity issues ($bn p.a.) -274.4 -403.8 

Source: St. Louis Federal Reserve, Robert Shiller 
Online Data6 
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But corporate borrowing increased 

Yet, corporations, unlike households, are 
borrowing more.  In fact, the falling cost of 
debt versus the higher cost of equity 
(earnings yield) has prompted corporations 
to change their funding mix, increasing the 
debt load relative to their net worth (see 
Chart 5). 

Chart 5: US corporate debt 

 

Source: St. Louis Federal Reserve7 

In other words, corporations find it more 
attractive to take advantage of the lower 
cost of debt versus equity and leverage their 
balance sheets rather than investing in 
productive capacity.  This has resulted in 
rising equity buybacks and acquisitions, and 
negative net equity issuance (see Table 2). 

Chart 6: US corporate interest coverage ratio 
Operating surplus divided by interest payments 

 

Source: St. Louis Federal Reserve8 

So far, the increased financial leverage has 
not created serious problems.  Although the 

interest-coverage ratio is already declining, 
the overall interest-coverage ratio remains 
high by historical standards (see Chart 6).  

The concern, then, is that this may not apply 
to all corporations and more may come into 
difficulties if earnings start to fall. 

A big problem for the savings industry 

What is tempting for borrowers is 
increasingly becoming a problem for the 
savings industry, notably investment funds, 
pension funds and life insurance companies.  

This sector holds assets of around $50 
trillion, which is about 20% of all financial 
assets in the US economy and roughly half 
of the assets in the overall financial sector.9 

So far, fixed income investments have 
delivered positive returns as the decline in 
bond yields produced capital gains.  But this 
source of earnings is vanishing as bond 
yields seem to have reached a bottom. 

Lower yields for longer may prompt the 
savings industry to take more credit, 
liquidity, duration and other risks to meet 
their required return targets. 

This also means these investors may be less 
likely to play a stabilizing role in the event of 
a market crisis.  Redemptions could force 
them to sell less-liquid assets, adding to 
market tensions. 

Banks are doing well despite low rates 

The financial sector is key for the 
intermediation between savings and 
investments.  In the run-up to the financial 
crisis, the financial sector borrowed heavily 
to expand its balance sheet.   

Since then, the good news is that the 
financial sector has made significant 
progress healing its balance sheet, in 
particular by reducing leverage and 
increasing bank capital ratios (see Chart 7). 
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Chart 7: US financial sector debt and capital 
% of risk-weighted assets 

 

Source: St. Louis Federal Reserve, Bank of New York 
Federal Reserve10 

But how is the banking sector coping 
with low interest rates?  

Falling interest rates and a flattening yield 
curve are typically viewed as negative for 
interest rate margins.  

Indeed, the overall interest rate margin has 
declined, but not collapsed, and on average 
stands well above 3% (see Table 3).  In fact, 
interest rate spreads for commercial prime 
loans, credit card loans and mortgages over 
bank deposit rates have increased in the 
current cycle (see Table 3). 

Table 3: US bank interest margin and rates 

% p.a. 1991-
01 

2002-
07 

2009-19 

Interest margin 4.2 3.6 3.3 

Deposit rate 5.1 3.1 0.2 

Prime lending rate 7.9 5.9 3.7 

Pers. loan rate 13.8 12.2 10.3 

Credit card rate n.a. 12.9 12.9 

Mortgage rate 7.8 6.1 4.1 

Source: St. Louis Federal Reserve11 

Importantly, banks have not tightened their 
lending standards despite the flattening of 
the yield curve (see Chart 8).  Thus, while 
consolidating their balance sheets, banks 
have not become an obstacle for lending and 
investment in the low rate environment. 

Chart 8: US yield curve & bank lending 
standard 
% p.a. (lhs) and % balance of banks tightening 
(rhs, inv.) 

 

Source: St. Louis Federal Reserve12 

The government borrows more but 
invests less 

The opposite to the overall savings surplus in 
the private sector is the US government 
deficit.  The accumulation of deficits has 
boosted government debt above 100% of 
GDP (see chart 9). 

Chart 9: US Federal government debt 
% of GDP 

 

Source: St. Louis Federal Reserve13 

Yet, while benefitting from the low interest 
rate environment (the effective interest rate 
on government debt is about 2 percentage 
points lower than in the previous cycle), the 
government is investing less (see chart 10).   
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We see this as an unfortunate development, 
given the need for more infrastructure 
investment to strengthen the growth 
foundation of the economy. 

Chart 10: US government investment and 
effective interest rate on government debt 
% of GDP (lhs) and % p.a. (rhs) 

 

Source: St. Louis Federal Reserve14 

Moreover, as we highlighted in the ZAIS 
Insight from August 2019 “Deficits Don’t 
Matter Until They Do”, this “unproductive” 
expansion of the fiscal deficit occurs at a 
time when the economy is doing well, 
leaving little fiscal maneuvering room when 
the economy goes into recession. 

Finally, the increased deficit spending and 
mounting fiscal debt leaves the government 
vulnerable should interest rates ever rise. 

 

 

1 10-year yield is 10-year Treasury yield from Board of 
Governors of the Federal Reserve System (US), 10-
Year Treasury Constant Maturity Rate [GS10], 
retrieved from FRED, Federal Reserve Bank of St. 
Louis; https://fred.stlouisfed.org/series/GS10, 
November 19, 2019. 

Real 10-year yield is 10-year yield minus long-run 
projections of headline CPI inflation expectations from 
Federal Reserve Bank of Philadelphia Survey of 
Professional Forecasters , 

Time is not necessarily healing 

As noted above, low interest rates have 
helped households and the banking sector to 
heal their balance sheets, but tempted 
corporations and the government to borrow 
more without investing more in productive 
capacity.  Moreover, low interest rates tempt 
both borrowers and investors to take more 
financial risk. 

To be sure, we do not see the US 
government about to fall into a debt crisis, 
and the debt accumulation in the corporate 
sector has probably not yet reached a 
tipping point as seen before the dot-com or 
financial crises.  Consequently, this cycle 
may have more time to go, given its tame 
growth and inflation features.  

Low rates for a few more years could mean 
that current imbalances may well increase 
further, and new ones may also appear.  

Potential deregulation could, for example, 
tempt households and the banking sector to 
take on more leverage and risks.  

Thus, the longer the cycle and the low 
interest-rate environment lasts the deeper 
the next downturn could be. 

More information 

As always, we are available to discuss our 
views with you.  Please contact your Client 
Relations representative at +1 732 978 9722 
or zais.clientrelations@zaisgroup.com  

 

https://www.philadelphiafed.org/research-and-
data/real-time-center/survey-of-professional-
forecasters, November 15, 2019 

Real growth is from U.S. Bureau of Economic Analysis, 
Real Gross Domestic Product [GDPC1], retrieved from 
FRED, Federal Reserve Bank of St. Louis; 
https://fred.stlouisfed.org/series/GDPC1, November 
25, 2019. 

 

0

2

4

6

8

10

12

14

16

0

1

2

3

4

5

6

Jan‐70 Jan‐80 Jan‐90 Jan‐00 Jan‐10

Recession Investment (lhs) Effective interest rate (rhs)



 
ZAIS Insights   7 

 
Inflation is from U.S. Bureau of Labor Statistics, 
Consumer Price Index for All Urban Consumers: All 
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sell or a solicitation of an offer to buy or sell any 
security or instrument or to participate in any trading 
strategy which may or may not be made available. Any 
such offer of securities would, if made, be made 
pursuant to definitive final private offering documents, 
which would contain material information not 
contained herein (including certain risks) or material 
that differs from the information contained herein and 
to which current and prospective investors are 
referred. Any decision to invest should be made solely 
in reliance upon such private offering documents. In 
the event of any such offering, this information shall 
be deemed superseded, amended and supplemented 

in its entirety by such private offering documents. 
Information contained herein does not purport to be 
complete and is subject to the same qualifications and 
assumptions, and should be considered by investors 
only in the light of the same warnings, lack of 
assurances and representations and other 
precautionary matters, as disclosed in an applicable 
private offering memorandum and subscription 
agreement. No representation or warranty can be 
given with respect to the terms of any offer of 
securities conforming to the terms hereof. There is no 
guarantee that the strategies set forth herein will be 
successful. The information should only be considered 
current as at the date specified herein and is subject 
to change at any time and without notice. Statements 
made herein that are not attributed to a third party 
source reflect the views and opinions of ZAIS. 

Opinions 
Certain information contained herein represents 
ZAIS's current reasonable opinion and is based on 
unaudited and forecast figures which have been 
derived from multiple sources and have not been 
subject to specific due diligence. The information has 
been provided in good faith but is not guaranteed and 
is subject to uncertainties beyond ZAIS's control and 
should not be relied upon for the purposes of any 
investment decision. ZAIS makes no representations 
or warranties and accepts no liability whether in 
contract, tort or otherwise for (1) the information not 
being full and complete, (2) the accuracy of any 
opinion, (3) the basis on which any comparison has 
been drawn or the facts selected to make such 
comparison and (4) the assumptions underlying any 
opinions. ZAIS does not undertake to update its 
opinions. No opinion of this nature can be, and this 
information does not purport to be, full, complete, 
comprehensive or to contain all relevant information. 
Statements made herein that are not attributed to a 
third party source reflect the views and opinions of 
ZAIS. 
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Forward-Looking Statements 
These materials may contain statements that are not 
purely historical in nature but are “forward-looking 
statements”. In some cases, you can identify forward-
looking statements by terms such as “anticipate,” 
“believe,” “could,” “estimate,” “expect,” “intend,” “may,” 
“plan,” “potential,” “should” and “would” or the 
negative of these terms or other comparable 
terminology. These forward-looking statements 
include, among other things, projections, forecasts, 
estimates or hypothetical calculations with respect to 
income, yield or return, future performance targets, 
sample or pro forma portfolio structures or portfolio 
composition, scenario analysis, specific investment 
strategies or proposed or pro forma levels of 
diversification or sector investment. These forward-
looking statements are based upon certain 
assumptions, some of which are described herein. 
Prospective investors are cautioned not to place 
undue reliance on such statements. No representation 
is made by ZAIS as to the accuracy, validity or 
relevance of any such forward-looking statement and 
the recipient agrees it is solely responsible for 
gathering its own information and undertaking its own 
projections, forecasts, estimates and hypothetical 
calculations. Actual events are difficult to predict, are 
beyond ZAIS’s control, and may substantially differ 
from those assumed. All forward-looking statements 
included herein are based on information available on 
the date hereof or such date specified and ZAIS does 
not assume any duty to update any forward-looking 
statement contained herein. Some important factors 
which could cause actual results to differ materially 
from those in any forward-looking statements include, 
among others, the actual composition of the 
investment portfolio, any defaults to the investments, 
the timing of any defaults and subsequent recoveries, 
changes in interest rates, changes in currency rates 
and any weakening of the specific obligations included 
in the portfolio. Accordingly, there can be no 
assurance that estimated returns or projections can be 
realized, that forward-looking statements will 
materialize or that actual returns or results will not be 
materially lower or higher than those presented. The 
value of any investment, and the income from it, may 
fall as well as rise. Accordingly, there can be no 
assurances that an investor will receive back all or any 

of the original capital invested. Further, the eligible 
investments may be leveraged and the portfolio of 
eligible investments may lack diversification thereby 
increasing the risk of loss.  

ZAIS Group (UK) Limited. ZAIS Group (UK) Limited is a 
company registered in England with number 
08908933 and whose registered office is c/o Dixon 
Wilson, 22 Chancery Lane, London WC2A 1LS, United 
Kingdom. ZAIS Group (UK) Limited is authorized and 
regulated by the Financial Conduct Authority in the 
United Kingdom. ZAIS Group (UK) Limited’s 
authorization by the FCA does not imply a certain 
level of skill or training. Investors will not benefit from 
the rules and regulations made under the Financial 
Services and Markets Act 2000 for the protection of 
investors, nor from the Financial Services 
Compensation Scheme in the United Kingdom. 
Nothing herein excludes any liability which ZAIS is not 
permitted to exclude by applicable law.   

ZAIS Group (UK) Limited. ZAIS Group (UK) Limited is a 
company registered in England with number 
08908933 and whose registered office is c/o Dixon 
Wilson, 22 Chancery Lane, London WC2A 1LS, United 
Kingdom. ZAIS Group (UK) Limited is authorized and 
regulated by the Financial Conduct Authority in the 
United Kingdom. ZAIS Group (UK) Limited’s 
authorization by the FCA does not imply a certain 
level of skill or training. Investors will not benefit from 
the rules and regulations made under the Financial 
Services and Markets Act 2000 for the protection of 
investors, nor from the Financial Services 
Compensation Scheme in the United Kingdom. 
Nothing herein excludes any liability which ZAIS is not 
permitted to exclude by applicable law.   

Regulatory Registrations and Authorizations. ZAIS 
Group, LLC’s registrations with the Securities and 
Exchange Commission (the “SEC”) and the Commodity 
Futures Trading Commission (the “CFTC”), and ZAIS 
Group (UK) Limited’s authorization by the United 
Kingdom’s Financial Conduct Authority (“FCA”), does 
not imply a certain level of skill or training.  
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