
President, Mario Draghi.

In 2012, the Euro zone was in the 
throes of crises, with bailouts of debt
-laden members pushing the curren-
cy union to the brink of collapse.  
Draghi�s �whatever it takes� speech 
calmed the markets, saved the euro 
and demonstrated the power of a 
central bank economist.

Whatever it takes meant an extraor-
dinary monetary policy experiment: 
zero-bound interest rates and various 
Quantitative Easing (printing money 
to buy bonds) measures. The think-
ing was low interest rates plus QE 
would generate future growth and 
demand, and would also allow con-
sumers to maintain their debt-fuelled 
expenditures. 

�Whatever it takes� has not worked 
out quite as intended. For the first 
time, low interest rates have become 
contractionary in Europe, with both 
economic growth and core CPI-
inflation decelerating. Debt and de-
mographics are two of the culprits. 
The European population is too old 
for the amount of debt in the system 
and there is no way to repay it. The 
growing numbers of elderly are 
straining social services, further tax-
ing severely indebted governments. 
These two factors alone have kept 
interest rates low and the demand for 
money falling. Some countries, such 
as Germany, Europe�s biggest econo-
my, are on the cusp of recession. 

Meanwhile, European banks have 
been slowly suffocating from low 
and now negative rates. Bank profits 

depend on the spread (lending money 
at a higher rate than what it pays to 
borrow). But this spread narrows as 
interest rates fall. Banks have two 
counter-measures: one is to increase 
their leverage; the other is to lend for 
longer duration. These counter-
measures are proving ineffectual in 
an environment of negative rates.

In a paper published last year, two 
Princeton economists examined the 
�effective lower bound� for interest 
rates, at the edge, where low rates 
become ineffective.1

�The �reversal interest rate� is the 
rate at which accommodative mone-
tary policy �reverses� its intended 
effect and becomes contractionary 
for the economy. It occurs when re-
capitalization gains from duration 
mismatch are more than offset by 
decreases in net interest margins, 
lowering banks� net worth and tight-
ening its capital constraint�

�As the negative wealth effect fur-
ther tightens banks� equity con-
straint, banks cut back on their credit 
extension and are forced to increase 
their safe asset holdings. As safe as-
sets yield lower returns, banks� prof-
its decline even more, forcing banks 
to substitute out of risky loans into 
safe assets, which in turn lowers their 
profit, and so on.�

Draghi�s extraordinary monetary 
policy is now posing an existential 
threat to Europe�s banks (see chart 
next page). 

This month, the ECB introduced a 

�The edge of chaos is a transition space 
between order and disorder that is hypoth-
esized to exist within a wide variety of sys-
tems. This transition zone is a region of 
bounded instability that engenders a con-
stant dynamic interplay between order and 
disorder.� Wikipedia

Up until the early 1950s, economists 
working for America�s Federal Re-
serve were thought best kept at their 
desks down in the basement, along 
with old files and the rats. Their coun-
sel was safely removed from any Fed 
decisions.

After all, an economy is a complex 
system with dynamic financial, behav-
ioural and political factors subject to 
significant uncertainty. The task of 
trying to manage an economy is chal-
lenging enough and central bank objec-
tives were not to be considered as reli-
ably achievable.  

All that changed during the 1960s with 
the rise of celebrity economists, such 
as Milton Friedman. For the next forty 
years, economists rose to the top jobs 
in the Fed, and under Alan Greenspan, 
attained superstar status. Clever econo-
mists were no longer just on tap, they 
were on top! With an hubristic sense of 
confidence in the reliability of their 
monetary models, the Fed would now 
shape the economy. 

Central banks around the world took 
note. The Bank of England, the Bank 
of Japan and the European Central 
Bank all followed suit, putting into 
place their own celebrity economists.  
This is particularly noticeable at the 
ECB under its soon-to-be retiring  
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small deposits up to �100,000 and 
converting larger deposits into bank 
equity as Cypriot banks defaulted. 

In other words, the BRRD changed 
the nature of money within the EU: 
large deposits in in the banking sys-
tem were now not considered money 
but instead a debt/equity hybrid. The 
depositor now bears the brunt of the 
collapse of a bank - neatly removing 
the ECB as lender of last resort. 

If one applies some behavioural anal-
ysis to this, what do you think deposi-
tors with large cash balances will do?  
Why, of course, keep a minimal cash 
balance in their bank and buy only the 
safest government bonds. This in turn 
collapses the velocity of money be-
cause people are hoarding money in 
government bonds and short-term de-
posits, making it harder for banks to 
make loans.3

European negative �rates are now a 
function of how much [one] will pay 
for insurance against the banking sys-
tem going under. And what makes it 
worse is that the lower rates go, the 
higher the odds are of the banks going 
under and the more negative yields 
need to go to price the default option. 
And that in turn hits the banks, as 
yields fall ... a classic death spiral.�4

The ECB is now a prisoner to the 
markets, dictated to by asset prices 
rather than by future economic condi-
tions. Do we get a potential collapse 
of European banks with QE, or do we 
get a potential collapse of the Europe-
an economy without QE?

With Draghi retiring, one might won-
der if space isn�t being cleared for 
desks in the ECB�s basement. 
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3. Ibid
4. Ibid
5. Chart this page: Ibid, Bloomberg, Ever-
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tiered interest rate to alleviate the cost 
of holding excess reserves at negative 
rates. (Whereas the Fed pays banks 
interest on their excess reserves, the 
ECB charges European banks on their 
excess reserves, at a rate of negative 
0.5%). The ECB hopes this latest 
measure will increase liquidity in an 
already illiquid market. The reason: to 
bail out a systemically important bank. 

That systematically important bank, we 
suspect, is Deutsche Bank AG. In 
2008, it was the second largest bank in 
the world; in 2019, Germany�s largest 
lender is sliding towards bankruptcy. 
Deutsche Bank will benefit the most 
from the ECB�s new tiered deposit rate 
and stands to save roughly �200 mil-
lion in annual interest payments.2

This month, the ECB also announced a 
resumption of its QE programme as of 
November to the tune of �20bn per 
month. There�s little evidence that 
these extraordinary monetary policies 
will do anything positive for the econo-
my, or to increase inflation. The bene-
ficiary of these policies is not produc-
tive real economic activity but specula-
tive market activity. 

Now shrinking profits aren�t the only 

risk to a bank. Depositors have the 
right to withdraw their money at any 
time but the bank does not have the 
right to call its loans. If depositors 
want to withdraw cash, and if the bank 
does not have enough on hand, then it 
must sell assets, even at a loss, to pro-
vide cash. Could cash withdrawals trig-
ger a banking crisis?

A potential incentive has been un-
veiled. Danish (and Swiss) banks now 
charge their customers 0.75% interest 
on large deposits. Negative rates aren�t 
some �equilibrium� outcome of a weak 
economy; they are the by-product of 
blatant pressure by the ECB to encour-
age Europeans to spend. This coercion 
could extend until cash held by Euro-
pean banks has been withdrawn and is 
safely buried in peoples� back gardens. 

There�s a diabolical twist here: in 
2012, as Greek banks were going un-
der, the European Union suddenly real-
ised that it was going to bankrupt the 
entire EU trying to save the Greek 
banking system, so they introduced the 
Bank Recovery and Resolution Di-
rective (BRRD). It is a law whereby 
large deposits could be �bailed-in� in 
the event of a default. The law was 
used ruthlessly in Cyprus, protecting 
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