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We can observe a history of different monetary regimes that all eventually died, as we discussed in “Where Is the
Inflation?” Does that mean this one is coming to an end?
While history suggests the current regime could last another decade or more, we do not believe that it will simply
die of “old age.” We therefore need to understand what may cause a regime change as well as what a new regime
might look like.
Monetary policy relies on faith in government currencies, inflation expectations, and people’s willingness to invest
and spend money. As a result, a monetary regime can remain in place as long as people have faith in the system.
Like the cartoon character Wile E. Coyote running off a high cliff only to plummet once he realizes he is no longer
on terra firma, a regime can sustain itself without support from economic fundamentals, as long as people do not
realize it is set for a fall.
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Why and when might we see such a radical shift? We can start by exploring the weaknesses of a regime with a bias
towards ever-decreasing rates.
Ever-lower real rates and low inflation mean that nominal rates eventually slump below zero. Thus far, this has
been the destination for central bank rate targets in Japan, the eurozone, Scandinavia, and Switzerland. Their
experiences provide lessons for the rest of the world about “life below zero.”
One scourge in negative-rate countries is the difficulty for banks to maintain their profit margins. Most banks have
found it hard to cut deposit rates below zero for households.1

With decreasing rates on their deposits with the central bank (an asset) and steady rates on household deposits (a

liability), banks have seen interest rate margins contract.2 In this way, low and negative central bank deposit rates
effectively become a tax on banks.
So far, banks have tended to make up for the rate squeeze by either cutting costs,3 raising fees on various services,
making riskier loans, or even raising some lending rates, as we have seen with mortgage rates in Switzerland.4
As a result, some studies on the effects of negative rates have found that bank profits are not significantly
impacted. Some have incorrectly concluded that banks do just fine in a negative rate environment and that
negative rates are stimulative as long as banks can be prevented from going into cash, such that negative rates on
deposits force them to somehow invest the money instead of depositing it.5

However, there is a limit to how much efficiency gain can be had and how much rates can decrease. Market values
of banks in places like the eurozone and Japan have clearly underperformed the broad market following the
introduction of negative rates, as the charts below illustrate.
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Reduced profits eat into banks’ net worth, which makes it harder for banks to issue credit. Paradoxically, negative
rates can thus become contractionary.6

Observations of changes in bank lending in response to negative rates are mixed. Negative rates were followed by
higher ratios of credit to gross domestic product (GDP) in the eurozone and Switzerland. Contrasting these

observations, negative rates were followed by decreasing credit-to-GDP ratios in Japan, Sweden, and Denmark.7
Even when negative rates manage to push banks to lend more in some places, this is not necessarily a good thing
in the long run. For one, low rates erode the ability of households and firms to earn a return. Several central banks
have also started raising concerns about the heightened risks that such behavior generates in the financial system.
In addition to all the visible weaknesses of the current monetary system, it seems an environment of abundant
reserves is creating structural changes that policy makers have yet to understand.
In September of 2019, the U.S. overnight repo rate spiked above 10%. The apparent absence of liquidity providers
willing to step in at that rate and push it back to normal levels pointed to a fundamental change in the structure of
markets.
There is no agreement about how this could happen, but the repo event certainly fits into the picture of a system
flooded with reserves yet constrained by regulations and structural problems in a way that prevents monetary
policy from functioning as it did in the past.
This realization forced the Fed to revert to a path of an increasing balance sheet, after a period toward “balance
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sheet normalization.”
There exists an argument that negative rates work because banks can impose negative deposit rates on firms,
which must hold deposits to do business.8 However, even if banks can impose negative rates on some of its

depositors, this merely shifts the cost of negative deposit rates from banks to firms, which are ultimately the ones
that rates are supposed to support.
With time, low and negative rates erode the earnings power of the real economy. None of this suggests that
negative rates necessarily stimulate the economy.
As more data accumulates about the effects of negative rates, central banks have started issuing ambivalent

assessments about their benefits.9 The main hope still seems to be that more rate cuts can stimulate the economy
through more risk-taking, as banks make riskier loans and investors crowd into higher-yielding bonds and riskier
equities.
At the same time, the awareness is growing that the downsides of ever-lower rates are starting to catch up with the
benefits. The realization of central banks’ impotence in boosting the economy risks eroding the trust built up
during the decades of inflation targeting. The smaller the short-term benefits of interest rate cuts, the faster the
downsides will catch up with people’s perceptions.
Quantitative easing (QE) has contributed to the short-term benefits and long-term costs of monetary policy. When
central banks buy assets from banks, the banks are initially better off. However, higher reserves serve to lower

banks’ asset duration and make them increasingly sensitive to lower central bank deposit rates.10 As such, banks’
profits may be hurt in the long run from QE.
In several places, central banks have stepped in to rescue banks’ bottom lines from lower rates by introducing
tiering, where central banks offer different interest rates through different vehicles.11 This is a way for central
banks to increase bank profits while still pushing banks toward ever-riskier sources of return.
Tiering can mitigate some of the damage done to banks by negative rates. But one way or another, the system’s
weaknesses will be obvious enough for people to lose trust in the power of central banks.
We are already seeing some of the problems with low and negative rates play out and, the longer rates stay low,
the more the negative long-term effects will outweigh any positive short-term economic benefits.
It should be increasingly clear that at some point, ever-lower rates cannot stimulate the economy.
The current monetary regime will likely be abandoned when this becomes the prevailing view. A monetary regime
deteriorates when people and companies no longer believe it capable of fulfilling its aspirations. Yet, Japan’s
multi-decade story cautions that this might take some time.
In our next post, we discuss what will likely happen when ever-lower rates cannot stimulate the economy, and the
current monetary regime is abandoned.
1 Demiralp et al 2019; Denmark CB Jensen Spange 2015; Eggertsson et al 2017; Eisenschmidt Smets 2018.

6
2 Barclays 2019.
3 Angrick Naoko Nemoto 2017, GS 2019.
4 Bech Malkhozov 2016.
5 Lilley Rogoff 2019.
6 Eisenschmidt Smets 2018; Eggertson et al 2017; 2019
7 Angrick, Naoko, and Nemoto 2017.
8 Altavilla et al. 2019.
9 For example, Christine Lagarde, president of the ECB, said in February 2020 that ECB’s monetary policy “helped
to preserve favorable lending conditions, support the resilience of the domestic economy and … shield the euro
area economy from global headwinds.” But she also stressed that “monetary policy cannot, and should not, be the
only game in town. The longer our accommodative measures remain in place, the greater the risk that side effects
will become more pronounced” (link).
10 Brunnermeier Koby 2016.
11 Bech Malkhozov 2016.
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