
and panic in financial markets as li-
quidity evaporates.  More than likely, 
the Fed would have been accused of 
being too hasty to raise interest rates 
in the midst of such a storm.  
 
China is not collapsing; it is, how-
ever, transmitting a deflationary 
shock to the West.  
 
Headline CPI inflation in the US is 
an anaemic 0.2pc. Other American 
data are sedate and are not flashing 
recession signals. The unemploy-
ment rate has dropped to 5.1pc and is 
now probably close to an inflexion 
point when wage pressures could 
start to build up.  

Having introduced zero interest rate 
policies (ZIRP) and flooded the in-
ternational system with cheap dollar 
liquidity during the era of quantita-
tive easing, the Fed cannot lightly 
walk away from its global responsi-
bilities. The global financial system 
has never been so inter-connected, 
and therefore so sensitive to actions 
by the Fed.1 

The world has also never before been 
so indebted.  According to the Bank 
for International Settlements (BIS), 
total debt in the rich countries has 
jumped by 36 percent to 265pc of 
GDP since the peak of the last cycle, 
and by 50 percent to 167pc in emerg-
ing markets. The BIS estimates dol-
lar debt outside the jurisdiction of the 
US has reached US$9.6 trillion. Dol-
lar loans to emerging markets have 
doubled since 2008 to US$3 trillion.2 

One argument is that ZIRP is un-
healthy and rates should be raised in 
order to build up reserve ammunition 
in case they need to be cut later.  If 
acted on, a rate increase risks tipping 
the world deeper into the very defla-
tionary trap that the Fed is supposed 
to be fighting. Deflationary pressures 
still dominate, so financial markets 
currently expect rates to stay low for 
years to come. 

In her September press conference, 
Yellen, the new Cunctator, did not 
state when rates would rise above 
zero (perhaps “sometime later this 
year”) but she did allude to the idea 
that there was some minor discussion 
by the FOMC around negative inter-
est rates. Negative rates?  

In the FOMC chart on the next page, 
notice the two dots that are below 
0.00. The dots mean that there are up 
to two voting members of the Fed 
who predict banks will be paying 
each other -0.25% for overnight bor-
rowings at the end of this year and 
next. This FOMC dot plot has set the 
markets abuzz that central banks will 
no longer be constrained by the zero 
interest rate bound.  

Being paid to lend your money for a 
while and paying somebody to use 
your money for a while are funda-
mentally different transactions. And 
there are at least a couple of econo-
mists on the Fed’s board who be-
lieve investors are going to wind up 
with the latter this year. 

If -0.25% is possible, why not -2.5% 

"Don't give me a low [interest] rate. Give 
me a true rate. Give me a true rate, and 
then I shall know how to keep my house in 
order." 

Attributed to Hjalmar Schacht 
       Reichsbank President, German Weimar Republic  

 

During the Second Punic War in the 
third century BC, Fabius Maximus, the 
Cunctator (Delayer), a notoriously cau-
tious Roman general, thwarted Hanni-
bal by employing delaying tactics and 
confronting Hannibal’s forces only 
obliquely. These methods were subse-
quently carried by Rome over to Africa 
and to the ultimate defeat of the Car-
thaginian empire. Fabius’s successful 
tactics against one of history’s greatest 
captains won him everlasting acclaim.  

Germany’s Chancellor, Angela 
Merkel, is known for this type of de-
laying behaviour, playing for time until 
a course of action seems evident, and is 
now Europe’s most powerful leader. 
The US Federal Reserve’s Chair-
woman, Janet Yellen, appears to be 
seeking membership in this illustrious 
company. The enemy these days is not 
Carthage but deflationary forces stalk-
ing the world’s economies. 

In August, the financial markets 
erupted in a storm of volatility from a 
panic over China and a tumult over 
emerging markets. In its latest Finan-
cial Stability Report, the International 
Monetary Fund issued a double warn-
ing over higher US interest rates, 
which it said could trigger a wave of 
emerging market corporate defaults 
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created. The strongest reason to nor-
malize monetary policy was to reduce 
those risks. At this point, obscene eq-
uity valuations are already baked in 
the cake on valuation measures that 
are reliably correlated with actual sub-
sequent stock market returns. At this 
point, hundreds of billions of dollars 
of low-grade debt have already been 
issued at risk premiums that are next 
to nothing. The bursting of this bubble 
is no longer avoidable.”4  

The Fed is damned if it does raise 
rates and damned if it does not, but by 
recoiling yet again it may well be 
storing up for different kinds of crises.  
One potential crisis on few radars: 
what if there is resurgent inflation 
while the economy is still weak? 

Six years ago, the financial crisis 
brought forward urgent demands on 
the world’s central bankers to do 
something, anything, now! Today, 
doing nothing is the order of the day.   

And so the world’s economies stagger 
on under the weight of ever increasing 
debt and of ever growing imbalances. 
Our modern Cunctator’s tactics may 
work - up to a point. Thereafter, the 
possibility of an associated financial 
crisis will lead to a rout in security 
prices as the distortions caused by 
ZIRP are finally purged.  

We are all Carthaginians now. 
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or less? Would the Fed Funds rate bot-
tom at minus 5%?  The day after 
Yellen’s press conference, the Bank of 
England’s chief economist, Andrew 
Haldane, raised the possibility of not 
just negative interest rates, but of also 
banning cash if people hoard it!  
 
Needless to say, negative interest rates 
would probably be accompanied by a 
massively expanded QE4 in the US.   
  
At first glance, it may appear sensible 
for businesses to have access to even 
cheaper financing. But what may be 
good for any one business is not neces-
sarily good for an economy. When in-
terest rates are artificially suppressed, 
it can subsidize struggling companies  
that might otherwise be driven out of 
business. As a result, productive capi-
tal can be locked into zombie compa-
nies. As such, a core tenant of capital-
ism, “creative destruction”, is under-
mined by ZIRP.  Negative rates could 
encourage a zombie apocalypse.  

Banks also use this cheap funding to 
finance other assets. But if they want to 

make money, the banks have to take 
credit risk and/or interest rate risk. The 
longer low (or negative) rates go on, 
the greater the tendency to build up 
imbalances in the banking system 
through credit and interest rate risks. 
 
Fed tightening cycles often start with 
tremors where short-dated financing 
for highly indebted companies evapo-
rates, because of the anticipation of 
higher financing rates. Fed tightening 
cycles often end with a market melt-
down, where a large indebted asset 
class that was thought better financed, 
was not financed well enough. And 
yet, that is part of what Fed policy is 
supposed to do: reveal parts of the 
economy that are running too hot, so 
that capital can flow from misallocated 
assets. The greater the amount of pol-
icy accommodation, however, the 
greater the difficulties of removal.3 

“Part of the reason the Fed finds it so 
difficult to justify a move away from 
zero interest rates is that the Fed seems 
incapable of recognizing, much less 
admitting, the speculative risks it has 
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