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SHOOTING BLANKS?

BANKS

For the past eight years, monetary policy has
been stretched to its absolute limits by central
banks around the world. Faced with the task of
rebuilding after the deepest recession since the
Great Depression, central banks have resorted
to unconventional ways of dealing with low
inflation, stagnant growth, and high
unemployment. Approximately US$12.3 trillion
of new money has been created and the total
amount in global official quantitative easing
(QE) has reached almost US$200 billion per
month. Credit conditions are the loosest they
have ever been, as the average yield on global
government bonds (across all maturities) has
decreased to approximately 0.7%. But as
Winston Churchill once said, ‘However beautiful
the strategy, you should occasionally look at the
results.’
In this month’s feature article, we take a step
back and heed Churchill’s advice. We examine
the effectiveness of the unconventional
monetary policies that have been used around
the world, with particular focus on four
examples – the United States (US), Japan,
Europe, and Australia. We show that global
growth continues to be lower than historical
averages, inflation levels are still well below
central banks’ targets, and governments
continue to grapple with larger and larger debt
loads. Asset prices are at all-time highs and
unemployment in developed nations has
decreased, but income inequality is worsening.
With interest rates near their lower bound
(which was once thought to be zero, but some
central banks have pushed it lower), there is
little room left for manoeuvre in terms of being
able to spur global growth. We discuss potential
solutions for this problem, which if left
untreated, is very worrying.

1.1 Introduction
Keeping savings in a bank account has typically
made logical sense – you can earn a bit of
interest while also having the peace of mind that
your savings are safe. The implementation of
negative interest rates by some central banks
has muddied the waters of this concept
however. Negative interest rates tell logical,
risk-adverse savers that they can make more
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money (or in fact, lose less) if they keep their
savings tucked under their mattresses.
Of course, storing cash under a mattress comes
with complications. First, in the case of a
burglary or house fire, the cash is at risk. Savers
are finding ways around this – hardware stores
in Japan have said that safety deposit boxes have
been flying off their shelves (negative interest
rates were implemented in Japan in
January 2016). Many European banks have also
noted an increase in demand for customer
deposit boxes (the European Central Bank
(ECB) implemented negative interest rates in
2014).
There is also the annoyance of withdrawing all
of one’s savings in bank notes. There has been
speculation as to if the US Federal Reserve (Fed)
and the ECB will take the US$100 note and the
€500 note out of circulation. This would be in
an effort to make it more of an annoyance for
depositors to withdraw their savings.
This is the exact opposite outcome of what
central banks are hoping for. Negative interest
rates have been implemented to encourage
savers to invest in riskier asset classes, rather
than in a zero-interest earning asset class such
as safety deposit boxes.
Needless to say, the current investment
environment is at the very least, interesting.
How have we gotten to the point where safety
deposit boxes are more appealing than bank
accounts? To the point where, in any moment of
market volatility, we look to the major global
central banks to automatically find a way to
minimise the impact? We are now in an era
where the central banks are struggling with the
law of diminishing returns. The harder they try
to stimulate the economy, the less of an impact
their tactics are having. It is a difficult place to
be given that central banks are mandated with
exactly that – ensuring price stability and
achieving inflation targets.
Throughout the remainder of this feature
article, we discuss why and how we have gotten
to this point, with particular focus on several
key examples – the United States, Europe, Japan,
and Australia. In the latter half of the article, we
address ways that central banks can avoid
getting to the point where they are shooting
blanks – which is the precipice that they are
currently on the edge of.
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1.2 The Basics of Monetary Policy
Central banks around the world use monetary
policy to control the supply of money, with the
explicit goals of targeting a specific inflation rate
or an interest rate, ensuring price stability, and
in some cases targeting levels of employment
and confidence in the currency. Conventional
monetary policy typically involves directly
affecting the money supply and in turn, setting
the level of overnight interest rates.
Expansionary monetary policy is used when
economic
growth
is
stagnant,
the
unemployment rate is high, or consumer
spending is lower than long-term averages.
Typically, this is achieved by a central bank
buying short-term government bonds, which in
turn expands the money supply. A central bank
can also lower its funds rate, making borrowing
cheap and spending easier.
The extreme severity of the financial crisis led
central banks to resort to unconventional
monetary policy to try to stimulate a recovery.
Around the world, central banks were
continually lowering interest rates, to the point
that in many nations, the central banks’ fund
rate was 0%. The Bank of Japan (BoJ) and the

ECB took it one step further and implemented
negative interest rates, breaking through the
theoretical lower bound for interest rates of 0%.
Central banks that have not yet resorted to
negative interest rates are doing everything
they can to avoid having to revert to such
measures. To deal with this issue, central banks
have turned to quantitative easing (QE). The
goal of QE is to lower the nominal long-term
interest rate, encouraging savers to save less
and spend more, and encouraging investors to
invest in riskier asset classes with higher
returns. When a central bank adopts QE, it will
purchase mass amounts of sovereign (and more
recently, corporate) bonds, driving up the price
and lowering the yield. This encourages
investors in search of yield to buy other, riskier
assets.
The hope is that this stimulates
economic activity and supports recovery. The
increased liquidity in the market should cause a
depreciation of a nation’s exchange rate, which
further supports recovery.
Credit easing is another technique that is used,
in which central banks purchase private-sector
assets to boost liquidity, making credit more
readily available during periods of financial
stress.

Figure 1: Timeline of Major Monetary Policy Events, 2008 to Present

Source: Whitehelm Advisers
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1.3 Case Study #1: United States
Why?
The financial crisis found its footing in the
United States, and diffused around the world
from there. Severely constrained liquidity,
plummeting asset prices, and a blow-out in
credit spreads were among the immediate
results of the crisis. US gross domestic product
(GDP) decreased at an annual rate of
approximately 6% in the fourth quarter of 2008
and the first quarter of 2009. Within a year, the
unemployment rate increased to 10.1%,
approximately double the rate that was seen
before the crisis. The average number of hours
worked per week decreased to 33, the lowest
the level has been since the government started
collecting the data in 1964. Banks, insurance
companies, and financial services companies
went bankrupt. The economy was in a state of
panic.

What?
As evidence began to mount in support of
difficulty in the financial markets, the Fed
started to take action. Between September
2007 and April 2008, through a series of seven
moves, the federal funds rate was reduced from
5.25% to 2%. With the bankruptcy of Lehman
Brothers in September 2008 and a full onset of
the financial crisis, the Federal Open Market
Committee (FOMC) reduced the funds rate
further, to a target range of [0%, 0.25%] on
16 December 2008.
The Fed also injected a massive amount of
liquidity into the market, primarily through its
lending facilities. Between September 2008 and
January 2009, the monetary base doubled. In
November 2008, the FOMC initiated its first
round of QE, announcing that it would purchase
up to US$1.75 trillion in mortgage-backed
securities, agency debt, and long-dated
Treasuries. A second round of QE followed, with
the purchase of an additional US$600 billion in
longer-term Treasuries (US$75 billion a month
from November 2010 to June 2011). Operation
Twist was also initiated, which involved the
purchase of US$400 billion in longer-term

Treasuries while simultaneously selling the
same amount of short-term Treasuries. The
third and final round of QE was announced in
September 2012, which was an open-ended
commitment to purchase US$40 billion agency
mortgage-backed securities per month until the
labour market started showing signs of
substantial improvement.
Chart 1: Breakdown of Federal Reserve Assets,
2006 - 2015

Source: U.S. Federal Reserve, Whitehelm Advisers

The Fed had two main goals in mind when it
implemented its extreme monetary policy
measures. The first was to make borrowing
easier for both corporations and consumers so
that companies would borrow more to invest in
new productive capacity and consumers would
buy the new goods and services being produced,
both of which can be achieved with the cheap
credit offered by the Fed. The second was to
spark a rally in stocks, bonds, and real estate
that would in turn trigger a wealth effect. As a
result of a market rally, households would see
their net worth rise, and would ‘feel wealthier’,
encouraging them to borrow more money to
buy more goods and services.

The Result?
The Federal Reserve’s mandate is ‘to promote
effectively the goals of maximum employment,
stable prices, and moderate long-term interest
rates.’1 Grazing the surface across a broad range
of metrics, it appears that the zero interest rate
policy and three rounds of QE implemented by
the Fed have helped achieve the first two of the
three stated goals of the Fed’s mandate.
Unemployment has returned to pre-financial

1 Refer to Federal Reserve Act, Section 2A: Monetary Policy

Objectives
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crisis levels, while inflation has remained low
and asset prices stable.
Stability in the US stock market has meant a bull
market that has lasted for eight years (as seen in
Chart 2 below). At this point, of equal
importance to stability is sustainability. How
long can this bull market persist? What will be
the straw that breaks the camel’s back?
The two charts below indicate a potential
causality of the bull market. In particular, the
second chart shows the very high correlation
between the Fed’s monetary policy (in
particular, the expansion of its balance sheet)
and the S&P 500 index level.

American companies have been doing the exact
opposite. In 2015, the volume of buybacks by
US companies was close to US$1.5 trillion,
significantly greater than the amount of money
entering the market through new investments
in mutual funds and ETFs.
Chart 4: Quarterly Share Repurchases (US$M)
and Number of Companies Repurchasing
Shares

Chart 2: Federal Funds Rate versus S&P 500
Index, Quarterly Data, 1999 - 2016
Source: FactSet

Source: Bloomberg, Whitehelm Advisers

Chart 3: Federal Reserve Assets versus S&P
500 Index, Weekly Data, 2007 – 2016

Source: U.S. Federal Reserve, Whitehelm Advisers

On the Back of Buybacks
To understand if this is sustainable, we need to
understand the root cause of the relentlessly
increasing share prices. The story in the US is
one of companies preferring short-term profits
over long-term growth prospects.
Theoretically, one reason that a company is
publicly listed on the stock market is to raise
money to invest in its future growth. Many
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Since a buyback reduces the number of a
company’s outstanding shares, the company’s
profits per share, through measures such as
cash flow per share and earnings per share
(EPS), become inflated. This is true when the
price / earnings multiple for the stock is
unchanged. These increasing measures of profit
are what typically lead to the increase in the
share price.
A company can use dividend increases and
share buybacks as a way to reward its
shareholders. It has historically been viewed as
a rational way to use idle cash. The current
market environment and accommodative
monetary policy has created the ideal
conditions for such volumes of share buybacks.
Many large US companies have a significant
amount of cash on their balance sheets. With
interest rates near zero for eight years, keeping
this cash as cash is not an attractive option.
But it is not just companies using free cash to
buy their shares back. The cheap borrowing
conditions have made it easy for many
companies to boost their share price through
buybacks, not just those that have high profit
margins and excess cash. Many companies
without excess cash are opting to use debt to
finance leveraged buybacks. This is illustrated
in Chart 5 below. The increase in the debt of US
companies has coincided with the volume of
buybacks historically, including since the
financial crisis. Of course US companies can use
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borrowed funds for other purposes, specifically
capital expenditure and mergers and
acquisitions, but many companies also have
organic cash creation to use for these purposes.
Chart 5: Net Buybacks and Change in Debt for
US Companies, 1990 - 2014

Source: Société Générale

An example is IBM, which, between 2004 and
2013, spent US$116 billion on buybacks even
though its profit margins were falling and it was
struggling to find a new business model. The
buybacks were used to keep its shareholders
happy during a time when the outlook for the
company was less than optimistic.
The volume of buybacks has given a clear
indication of the short-term thinking of many
corporate leaders. Rather than investing in
innovation, essential capital expenditure, and
skilled workforces, many corporate leaders
have opted to deliver immediate returns to
shareholders. Remuneration schemes are often
constructed to reward such behaviour, with a
significant portion of executives’ bonuses
coming from profit metrics such as EPS. This
short-term thinking and decision making will be
destructive for longer-term growth prospects.
Buybacks are not necessarily a bad thing at all,
they can be a very sensible form of capital
management. Historically, however, they have
coincided with peaks in markets and not
necessarily in a positive context. If share prices
are elevated (which we currently consider them
to be), we must ask if leveraging up when debt
is cheap to purchase equity when it is very
expensive is in the interest of long-term
investors? Or is it primarily in the interest of
investors and management teams with a shortterm view? Once a conservative company is
leveraged up to a ‘normal’ level, what comes

next? If and when interest rates eventually
normalise, there will be considerable
downward pressure on earnings, unless
revenue growth is greater than the increase in
debt servicing costs.
Not Good News for All
The effect that the inflated share prices as a
result of accommodative monetary policy has
had on the US economy is not equitable for all
Americans. While a bull market lasting eight
years is good news for those invested in the
share market, it does not help half of the
American population that is not invested in the
share market. The zero interest rate policy has
encouraged reckless spending and has punished
savers.
This seems to be reflective of the attitude of
some of the members of the FOMC. When asked
about the effect of negative interest rates on
savers, Federal Reserve Vice Chair Stanley
Fischer said:
‘Well, clearly there are different responses to
negative interest rates. If you’re a saver, they’re
very difficult to deal with and to accept, although
typically they go along with quite decent equity
prices. But we consider all that, and we have to
make trade-offs in economics all the time, and the
idea is, the lower the interest rate the better it is
for investors.’2
A comment from a powerful individual in the
central banking world such as Fischer shows
that the Fed’s policies are clearly in favour of a
small number of Americans who own the vast
majority of the financial assets. Is this just the
consequence of the very blunt tool that is QE, or
does it reflect a Fed that has a blatant disregard
for the destructive effect that low or negative
interest rates can have on many lower to middle
class Americans? Regardless as to how the Fed
justified the setting of these policies, its policies
have become politically sensitive, as they have
led to the impoverishment of savers and a
further exacerbation of income inequality.

What’s next?
Of the major central bank policies over the past
decade, the Federal Reserve’s are viewed to be

As per Fischer’s interview with Bloomberg TV on
30 August 2016.
2
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among the most successful. The US economy
has showed signs of strength over the past
couple of years, with low unemployment, a
rebound in consumer spending, and a stronger
growth rate than many other developed nations
in the world.
The Federal Reserve chose to leave the interest
rate at 0% for nearly eight years, finally
increasing the interest rate by 25 basis points in
December 2015. Initially the Fed outlined a
plan that involved raising the interest rate four
times in 2016, but as of the end of
September 2016, there has yet to be a rate
increase this year.
The anticipation of when the Fed will raise rates
has caused uncertainty and volatility in the
markets and the longer the rate increase gets
delayed, the more painful the result will be. By
keeping rates low rather than letting them
normalise over the past couple of years, the
financial system has become unbalanced, and
asset prices have become artificially high. For
investors, a set of interest rate increases means
that bondholders will see the value of their
bonds get pummelled. Shareholders will have a
similarly painful experience.
For the Federal Reserve, this is concerning
because the unconventional monetary policy
that has been used to date does not give it much
‘wiggle room’ to react to any deflationary
pressures that may arise from a tough time in
the bond and equity markets. Historically, the
Fed has had to lower interest rates on average
5-6% during a recession. If the US economy
were to slide into a recession tomorrow, history
tells us that the Fed should reduce its funds rate
to -5%, an outcome that is difficult to
conceptualise.
Keeping accommodative
monetary policy in place for so long has left the
Fed with little to no ammunition.

1.4 Case Study #2: Japan
Why?
Three decades ago, the Japanese economy was
one of the strongest and fastest growing in the
world. However, the days of the Japanese
economy being referred to as ‘the rising sun’ are
most definitely over. Japan has been trying to
fight off weak growth and deflationary forces
for over 25 years, ever since the stock market
and property bubbles burst in the 1990’s. The
7

economy essentially ground to a halt and has
been in an extended period of stagnant
economic growth ever since.
Despite
exhaustive monetary and fiscal policy efforts,
the economy has continued to be in a rut. This
is primarily because of the persistent problem
of insufficient demand (in other words, a
decrease in consumption).
Japan’s economic problems are entrenched in
the nation’s demographics. Since 2010, the
population has been shrinking due to falling
birth rates and virtually no immigration. More
Japanese people are dying than are being born,
which is staggering when we consider the fact
that Japan has one of the highest life
expectancies (at 81 years) in the world. More
than a quarter of its citizens are over age 65 and
the nation’s labour force has shrunk by 0.17%
per year since 2000.
Because of the exhaustive fiscal and monetary
policy that has been used over the past two and
a half decades, the government debt has
exploded, now well more than double its GDP.
The level of debt has risen by 360% since 1996.
This only exacerbates the problem in that the
Japanese government has to fight stagflation
while trying not to make the government debt
problem worse.

What?
The Bank of Japan has been using monetary
policy to combat slow economic growth for a
while now, but our focus is on the past four
years in particular. Current prime minister of
Japan, Shinzō Abe, was elected into office in
December 2012. He was immediately assigned
the task of stimulating a stagnant economy,
leading him to propose three ‘arrows’ of what is
now commonly known as ‘Abenomics’:
monetary stimulus, fiscal ‘flexibility’, and
structural reform.
Abe has implemented
policies with respect to each of the three arrows,
although some have been more successful than
others. For now, we focus primarily on the
monetary policy arrow.
More conventional monetary policy has been
used for years in Japan, but because of already
low interest rates and deflation, the usefulness
of such policies was waning. Unconventional
monetary policy has been implemented over the
past several years so as to fight deflation, keep
interest rates low, and increase lending (and in
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turn consumption). In 2013, the BoJ announced
a quantitative easing framework involving the
purchase of ¥50 trillion per year in order to
reach its inflation target set at 2%. The
framework has evolved so that the BoJ now aims
to purchase ¥80 trillion per year.
The BoJ followed in the ECB’s footsteps by
implementing negative interest rates in early
2016.

The Result?
Weak Capital Expenditure
The Japanese Tankan Survey is released
quarterly and is viewed as one of the most
important surveys in terms of measuring the
nation’s economic progress. Its results provide
a measure of general business, economic, and
trade activity.
The two reports released so far in 2016 have
shown that Japanese monetary policy has not
had the desired effect, particularly in the
manufacturing sector. Due to Japan’s small size
and the fact that it lacks natural resources, the
nation is heavily dependent on its
manufacturing (and export) market, as foreign
reserves are necessary to sustain the economy.
Business confidence in the sector is down, in
large part because of an appreciating yen and
weak exports. The knock-on effect of this is
reduced capital expenditure (capex) in one of
Japan’s most important industries. Stimulating
capex is one of the main goals of Abenomics.
A recent article in the Financial Times examined
why capex has not been stimulated as Abe
would have hoped. The article describes
Tomoharu Iguchi, a highly successful
technology ‘cannibal’, who makes a living by
scavenging parts from obsolete computers to
sell them to his clients. His clients just happen
to be a list of one thousand Japanese companies
that include drug makers, retailers, major
railway operators, and auto-parts giants. His
clients are choosing to keep old computers
operating rather than investing in new
technology. Unfortunately for Abe, this is not
just a trend for Iguchi’s clients. It is a trend
across Japan. According to the Tankan survey,
most large Japanese manufacturers are
planning to only narrowly increase their
spending on IT over the next year. The smaller
companies are not likely to increase their IT
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budget at all. This is a cultural trait in Japan –
the Japanese people are more likely to cut costs
than spend excessively, and will be rewarded
for such behaviour in the workplace.
An Appreciating Yen
Disappointing corporate investment is one of
several key reasons why Japan is still fighting
deflation and why GDP growth continues to be
low. A strengthening currency in 2016 has also
made progress difficult.
Theoretically,
introducing negative interest rates should push
banks to lend as much yen as possible, while
also discouraging foreign investment in the
Japanese bond markets, and in turn causing the
yen to depreciate. The Bank of Japan introduced
negative interest rates at the end of January
2016. The yen appreciated sharply, by 8%
versus the US dollar in February, the exact
opposite of the desired outcome. This has
certainly cast a shadow on the credibility of
Abenomics.
Chart 6: Japanese Yen versus US Dollar,
2011 – 2016

Source: Bloomberg, Whitehelm Advisers

What’s Next?
In an effort to fight back against companies that
are not increasing their capital expenditures
despite the easy credit conditions, a new stock
index has been created composed of leading
Japanese companies that are not only
considered top quality companies, but are also
reinvesting in physical and human capital.
iSTOXX MUTB Japan Proactive Leaders 200
Index is comprised of 200 companies that meet
the selection criteria, which includes several
metrics across both physical and human capital
investment factors.
An ETF based on this underlying index has been
created and was made available on the Tokyo
Stock Exchange at the end of June 2016. In
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December 2015, the BoJ announced that, as part
of its quantitative and qualitative easing
measures, it would set aside ¥300 billion per
year to purchase ETFs. The BoJ primarily wants
to support domestic firms that are ramping up
their capex programs, and this ETF received
approval by the BoJ in June as one of the ETFs
that the BoJ can invest in.
It is safe to say that we can expect more of such
measures from the BoJ in the coming months
and years as it continues to shoot for its
ambitious targets of a real GDP growth rate of
2% and an inflation rate of 2%. Abenomics to
date has been unsuccessful at achieving both of
these targets, and instead has left the BoJ and
the government with limited room for fiscal and
monetary stimulus given the high level of
government debt and already negative interest
rates.
The country needs bolder reform to achieve
these targets that extend well beyond
unconventional monetary policy. The IMF has
called for significant labour market reforms,
new income policies that will encourage firms to
increase wages, and a renewed focus on fiscal
policy, as will be discussed in the latter half of
this feature article.

1.5 Case Study #3: Europe
Why?
As we have elaborated on in a few recent feature
articles, Europe has faced several challenges
since the financial crisis. The crisis left them in
a weak starting position to deal with some
major shocks – including Europe’s sovereign
debt crisis, the risk of Grexit, the reality of
Brexit, and the ongoing refugee crisis.
Many European nations have a debt problem
that they are having trouble getting rid of.
Leading up to 2008, several European countries
had sectors that had built up excessive levels of
debt. Reducing the debt overhang generally
weakens demand and puts downward pressure
on prices.
Debt deleveraging has been
happening very slowly relative to other major
developed nations.
As we discussed in July’s feature article on the
Italian banking sector, the banking sector across
Europe has become increasingly fragmented.
Not only does the fragmentation lead to low
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bank profitability, but it also makes it
increasingly difficult for monetary policy to be
effectively transmitted through the euro area.
Finally, there has been a significant amount of
uncertainty and risk, particularly geopolitical,
economic, and regulatory risk, across Europe.
With the United Kingdom voting to leave the
European Union, the future of the EU and the
potential for its complete dissolution has
significantly hindered confidence in the bloc.
This has made banks less likely to invest, and
has reduced consumption and investment for
companies and households alike.

What?
In the middle of the financial crisis, the ECB
jumped in and appointed itself as the lender of
last resort. It offered banks unlimited liquidity
and extended the maturities of relevant loans.
Similarly to the other major central banks
around the world, the ECB also reduced rates.
Nearly six years after the onset of the financial
crisis, in June 2014, the ECB introduced negative
interest rates, destroying the 0% standard for
the assumed lower bound for interest rates.
Over the past two years, the ECB has also
implemented several rounds of quantitative
easing.
On 22 January 2015, the ECB announced the
Public Sector Purchase Program (PSPP), which
involved the purchase of sovereign bonds from
euro-area governments and debt securities
from European institutions and national
agencies. On 3 December 2015, Mario Draghi,
President of the ECB, announced an extension of
the PSPP, so that it would last until March 2017
rather
than
the
originally
planned
September 2016. This extension also permitted
the ECB to purchase regional and local
government bonds.
On 10 March 2016, the ECB expanded the PSPP
further, by announcing that the monthly
amount purchased would be increased from
€60 billion to €80 billion. The Corporate Sector
Purchase Program (CSPP) was also announced,
which involves the purchase of investmentgrade euro-denominated bonds issued by nonbank European corporations.
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Chart 7: Monthly Purchases Under the ECB’s
Asset Purchase Programs (€ billions)

Source: European Central Bank, Bruegel

The Result?
One of the main goals of the ECB’s monetary
policy has been to achieve its inflation target of
just under 2%. The ECB has missed this target
in each of the past three years, and based on
economic projections, it may take until the end
of 2018 to reach that goal. The current rate is
about 20 basis points. In Germany, a country
with record low unemployment, the inflation
rate is a meagre 30 basis points.
Bank Profitability
Missing its inflation target is one of the avenues
in which the ECB’s monetary policy has had
difficulties. More concerning is the impact that
negative interest rates have had on banks across
Europe. Many European banks are already in
the middle of restructuring and recapitalising
because of new legislation implemented by the
ECB.
Low or negative interest rates strain a bank’s
ability to make profits. The gap between what
banks can charge on loans and what they must
pay for deposits narrows, causing banks’
margins to tighten. To ease this strain, banks
can increase fees for their retail customers on
transactions, card issuance, or current accounts,
however most banks have refrained from this to
date. Passing on negative rates to its customers
comes with the risk that its customers realise
their money is worth more stashed under their
mattresses compared to in their savings
accounts.
Germany is an interesting example. Its banks
are highly exposed to negative interest rates
because of the significant amount of cash that
Germans
have
in
savings
accounts.
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Commerzbank, Germany’s second largest after
Deutsche Bank, had a cost to income ratio of
76% in the June quarter of this year, which is
similar to that of other banks, but unsustainably
high. As long as interest rates stay at their
current level, higher margin loans continue to
expire and get replaced with new loans at lower
spreads. The bank has predicted that if interest
rates stay as low as they currently are, the
bank’s revenues will drop by €100 million per
year.
Commerzbank has tried to find a solution to this
problem by increasing its market share in the
retail and private banking spaces. In a highly
fragmented market like the German banking
sector (the three largest banks only control
about 20% of the market), a bank trying to
increase its market share will undercut its
competition based on price, putting further
pressure on a bank’s bottom line.

What’s Next?
The ECB’s current bond buying program is
slated to continue until March 2017, but there
has yet to be an announcement as to what will
come after that. Regardless, the ECB is likely to
face difficulty in the coming months, as the €80
billion monthly purchase of bonds is creating a
scarcity of bonds left available for the ECB to
buy.
According to Dutch bank Rabobank, there is
currently about €7.5 trillion of outstanding
government, agency, supra and sub-sovereign
debt. The problem for the ECB is that it has rules
in place regarding the type and volume of debt
it can buy. For example, the ECB cannot hold
more than a third of any specific bond issue or
more than a third of any one country’s debt. The
ECB can only buy bonds with maturities
between two and 30 years, with a yield higher
than the eurozone’s deposit rate of -0.4%.
These restrictions significantly reduce the
amount of debt that is available for the ECB to
buy. There is significant concern that the ECB
will simply run out of bonds to buy.
In early September 2016, ECB President Mario
Draghi talked about the effectiveness of the
monetary stimulus policies that have been used
over the past several years, but was evasive as
to future moves by the central bank. He
indicated that policymakers have yet to discuss
what will happen when the current QE
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framework ends. He did address that the ECB
will consider ways to ensure the current
program can face the worsening scarcity of
bonds.
Draghi has been emphasizing the success of
monetary policy to date but is playing down the
likely success of it going forward given the
current market environment. This aligns with
statements from the G-20 outlining that
governments should be doing more on the fiscal
stimulus side, while central banks should be
doing less.

What?
The RBA has not yet delved into quantitative
easing territory, nor has it gone as far as to
reduce the cash rate below 0%. The RBA has
lowered its target cash rate to the lowest it has
ever been however, with a 25 basis points cut
from 2% to 1.75% in May 2016 and a further 25
basis points rate cut in August 2016. Low
inflation was cited as the primary cause for the
rate cuts, as well as the continued need for
stability following the end of the mining boom.
Chart 9: RBA Cash Rate Target, 2000 - 2016

1.6 Case Study #4: Australia
Why?
The Reserve Bank of Australia (RBA) is
mandated with the task of maintaining price
stability, full employment, and the economic
prosperity and welfare of the Australian people.
The RBA attempts to achieve this by aiming to
keep consumer price inflation in the economy to
an average of 2-3% over the medium term.
Substantial declines in commodity prices over
the past couple of years, combined with the end
of the very profitable mining boom, have
created headwinds for the commoditydependent Australian economy. Commodity
prices have ticked back up more recently but the
economy’s growth is still below long-term
averages.
Inflation has remained very low, well below the
RBA’s 2-3% target range. Since the June quarter
of 2014, inflation has fallen from 3% to 1%, with
a negative CPI figure in the first quarter of 2016,
the first of its kind since December 2008. Even
more alarming is that break-even inflation (the
market’s expectation for inflation) is 1.6% for
the next decade.
Chart 8: Australian CPI, 2000 -2016

Source: Bloomberg, Whitehelm Advisers

The Result?
To a certain extent, the RBA has been using the
cash rate in a preventative manner, rather than
a reactionary manner. This is most evident in
the way that the cash rate has been used to keep
the value of the Australian dollar low relative to
the US dollar. There is obvious benefit in this,
primarily because it makes Australian exports
relatively cheaper, which is good news for an
economy so dependent on commodities and
exports.
Between the end of 2010 and the middle of
2013, the Australian dollar floated around par
value with the US dollar. A strong Australian
dollar makes Australian exports relatively more
expensive and less competitive, creating
headwinds for the Australian economy.

Source: Bloomberg, Whitehelm Advisers
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Chart 10: Australian Dollar versus US Dollar,
1985 – 2016

Source: Bloomberg, Whitehelm Advisers

The RBA has addressed the fact that the
unconventional monetary policies being
implemented around the world have created
volatility for the Australian dollar. The lack of
interest rate increases in the United States has
kept the Australian dollar artificially high. In the
RBA’s statement regarding the rate cut in May,
it indirectly referenced that the rate cut would
help depreciate the Australian dollar relative to
the US dollar. The RBA has received criticism
for using rates and associated commentary to
deflate the dollar, and interestingly, it made
sure to be less explicit about such rationale in
the press release for the August rate cut.

What’s Next?
The RBA has revealed that it has completed an
internal study into its own unconventional
monetary policy options given that the world’s
major central banks continue to use extreme
monetary policy, keeping global interest rates
historically low, and the value of the Australian
dollar frustratingly high. The study has been
viewed as a contingency plan should a downside
tail risk event occur, rather than a playbook for
the next steps for the RBA.

1.7 Short-Term Jolt
After discussing the states of the monetary
policies from four major central banks, it should
be clear that central banks have painted
themselves into a corner. They have little room
left for manoeuvre, and with each additional
monetary stimulus move, the associated impact
diminishes. Negative interest rates have not
been as effective as the BoJ and the ECB had
hoped, and the Fed has left interest rates at 0%
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for so long that it is finding it virtually
impossible to raise them.
The US has deemed its QE program to have been
successful and the nation’s growth has finally
picked back up. But Japan and Europe are still
fighting deflationary forces and stagnant
growth. In the short-term, if either the ECB or
the BoJ really want to stimulate growth, they
must surprise the market with an unexpected
monetary policy move. The market has come to
expect easy monetary conditions so an
announcement from a central bank that
involves the continuation of easy monetary
conditions has not been having the desired
impact.
One option which has been widely discussed is
helicopter money. Helicopter money is a
combination of fiscal and monetary policies and
usually involves the government distributing
cash through a fiscal policy program. Such a
program
could involve
spending
on
infrastructure or a direct deposit into the bank
accounts of a nation’s citizens.
It should be noted that the helicopter money
option is a form of fiscal policy, which will be
discussed as a long-term solution in the next
section. To date, governments have chosen to
borrow to fund fiscal expansion and central
banks have then purchased large swaths of this
borrowing to keep interest rates low and to
expand the money supply. However,
governments could choose to print money to
fund deficits and therefore directly inject
liquidity.
The benefit of such a strategy is that it is
different from quantitative easing and negative
interest rate strategies. QE has received
criticism (both in this feature article and
elsewhere) for artificially boosting asset prices,
which only benefits asset-holders. The effect of
helicopter money would be more broadly felt
across a nation’s population, and would
counteract the previous policies that have had
the effect of fuelling household debt.
Helicopter money has led to hyperinflation
(Germany in the 1920’s is one example), but the
current market environment of low inflation, or
deflation in some cases, is an ideal starting point
for such a policy. For a country with high public
debt, helicopter money rather than stimulus
funded through debt, would be a better option
so as not to threaten sovereign solvency.

Page 12

FEATURE ARTICLE
Commercial-in-Confidence

We are certainly not arguing that helicopter
money is the only option for central banks and
governments to spur growth, rather it is the
timing of such an action that is most important.
Negative interest rates and bond yields at 0%
have not encouraged consumption in the way
initially dreamt, and it is unlikely that even
more negative interest rates or bond buying
programs will turn consumption around.
Instead, a shock to the system and a short-term
change to past practice, is more likely to change
behaviour, hopefully over the longer term.

started to rebound. With the Bank of England’s
announcement that it would pump £250 billion
to ensure that markets continued to operate
smoothly, and it would take ‘all necessary steps’3
to ensure financial and monetary stability,
European equity markets bounced back to preBrexit levels.

1.8 Options for the Long Term

It is not sustainable for this to continue. There
are a couple of reasons for this. The first is that
central banks have been so accommodative for
so long that they must revert to extraordinary
measures (purchasing ETFs, corporate bonds),
to get an ounce of an uptick in growth or
inflation. What happens if an event triggers a
major recession? What do they turn to then?
The second is that with every additional policy
easing, the asset price balloon gets increasingly
inflated and more likely to burst. What will be
the straw that breaks the camel’s back? Or in
this case, the pin that pops the balloon?

While helicopter money, or an equivalent
strategy would help spur short-term growth, it
is clear that status quo is not going to cut it over
the longer term. Status quo would mean that
central banks will have virtually no influence or
room to act should the economy find itself in the
middle of another financial crisis. We see that
situation in the United States, as the Federal
Reserve has had its back against the wall for
nearly eight years. Throughout this section, we
will discuss routes that central banks can take
over the next several years to avoid a situation
where they are left shooting blanks when
ammunition is most needed.

1.8.1 More of the same
Albert Einstein has defined insanity as doing the
same thing over and over again and expecting
different results. His definition of insanity has
found particular relevance in the world of
monetary policy over the past several years.
Central banks have continued to use similar
tactics repeatedly to stimulate their economies.
Not so surprisingly, the tactics are having less
and less of an effect. Central banks seem to
continue to maintain the conviction that they
will.
The day after the UK voted to leave the EU, the
markets were in a state of panic. There was a
massive sell-off in many equity markets,
including double digit losses in the European
equity markets. As the dust settled from the
Brexit vote and investors became optimistic of
more monetary stimulus, the equity markets

The financial markets have come to expect that
central banks will step in at any sign of panic or
in the wake of a risk-off event. After the initial
panic wears off, share prices tick back up, and
so-called stability is restored in the market.

Not deviating from the current course of
monetary policy leaves financial markets
exposed. Continuing to ease at any sign of
trouble makes it extremely difficult for a central
bank to react when its economy is starting to
show signs of recovery. Take the Federal
Reserve for example. The anticipation of an
interest rate increase in the US has caused
significant trepidation among global investors.
This situation could have likely been avoided
had the Fed decided to increase interest rates
when the US was first starting to show signs of
improvement. The ‘more of the same’ tactic has
made it incredibly difficult for the United States
to get back to a normalised environment.

1.8.2 More Unconventional
Of course, central banks could opt to take it one
step further. We have already gotten a taste of
this from the Bank of Japan in late September
2016, when it announced a change to its policy
regime. The BoJ will now target interest rates

Refer to Statement from the Governor of the Bank of
England following the EU referendum result, 24 June
2016
3
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on government bonds to achieve its 2% inflation
target, rather than increasing the volume of
money that the Bank prints each month. The
Bank has adopted ‘yield curve control’ which
involves buying long-term government bonds to
keep 10-year bond yields at their current level
of about 0%.
The following week, the bank’s governor
Haruhiko Kuroda said ‘There is no limit to
monetary policy. In designing monetary policy,
the BoJ will relentlessly pursue innovation and
never hesitate to challenge.’4
This raises the question as to just how far the
BoJ (and the ECB for that matter) will go in
terms of using monetary policy to stimulate the
economy. Will interest rates go even more
negative?
Will they broaden their asset
purchases in terms of both volume and scope?
The BoJ did not cut interest rates any further in
the September announcement, although it has
certainly not ruled it out as an additional option
in the future. The potential benefit of this is
hard to see however, because to date, negative
interest rates in Europe and Japan have not had
the desired effect. Consumption has not
increased and growth has not been stimulated.
Instead, savers are being punished.
Central banks could also broaden asset
purchases. As part of the BoJ’s September
announcement, the BoJ announced that it would
increase the volume of equity ETF purchases to
boost share prices.
As per Chart 11, Japan is already a top five
owner in 81 companies in the Nikkei 225 stock
index and according to Bloomberg, is set to
become the top shareholder in 55 companies by
the end of 2017. This is concerning, particularly
if the BoJ continues to ramp up its ETF
purchases, as the asset price bubble problem is
only going to get worse. The BoJ is artificially
inflating equity valuations, while also
counteracting the push for Japanese companies
to become more efficient.

As per “Comprehensive Assessment” of the Monetary
Easing and “QQE with Yield Curve Control” – Speech at
4
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Chart 11: BoJ’s Stake in Nikkei 225 Companies

Source: Bloomberg, Whitehelm Advisers

While we are not ruling out further moves into
more negative territory for interest rates and
more expansive asset purchases by central
banks, we do not deem this to be a suitable
solution over the long-term. Continuing the
trend of artificially high equity prices just means
the further they will fall if and when there is a
market correction.

1.8.3 Changing Tactics
Over the past several years, the appropriateness
of the mandates of central banks has been
widely discussed. Most central banks have an
inflation target that they are trying to achieve,
and most are failing to meet it. Is it because the
target is too high or too low and is inflation even
the right metric for measuring the health of an
economy?

Changing Inflation Target
Conventional monetary policy is less able to
stimulate the economy when the interest rates
are as low as they currently are because of the
theoretical lower bound for interest rates. One
possibility of a way for central banks to get
around this is by increasing their target inflation
rate.
Many central banks have a target for their
nation’s inflation rate of approximately 2%.
Proponents of increasing the target inflation
rate argue that such a strategy would give
central bankers more room for manoeuvre
during a recessionary period. This is because if
the inflation target is higher, the average
interest rate over the longer term would be
higher. In the event of an economic downturn,

a Meeting with Business
26 September 2016

Leaders

in

Osaka,
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central banks would be able to lower the
interest rate if need be, while ensuring the rate
stays positive.
The opponents to such a strategy believe that if
the central banks raise their inflation targets,
faith in the conviction of central banks will be
diminished and the public will believe that such
adaptations will be made whenever monetary
policy is not going their way.
Interestingly, there has been discussion about
the RBA lowering its inflation target range
rather than increasing it. The RBA has a target
range for its inflation rate of 2-3%, a range
which many critics have said is unattainable for
the RBA to achieve in today’s market
environment. Low inflation readings have led
the RBA to cut rates twice in 2016, even though
the economy is quite robust, with low
unemployment and strong growth. In the
middle of September, new RBA governor Philip
Lowe and Treasurer Scott Morrison agreed to
keep the inflation target range unchanged for
Lowe’s tenure. Lowering the range would have
left the RBA with less room for manoeuvre
should the economy face significant headwinds
in the future.

Nominal GDP Growth Targeting
Alternatively, central banks could do away with
inflation targeting altogether. Instead, central
banks could target a nominal GDP growth rate.
This idea does not entirely do away with
inflation because the suggestion is to use a
nominal rather than a real growth rate, which
takes inflation into consideration. Central
banks could set a nominal GDP growth rate
target of 4-5% and react with appropriate
monetary policy when the actual rate shifts up
and down.
The method is in some ways a response to
criticism of inflation targeting. Inflation may
not always be reflective of the full economic
story in a country. In the case of a large spike in
the oil price for example, inflation will also
increase. A central bank could respond to this
increase in inflation by increasing interest rates,
making life even harder for everyday
consumers. By targeting nominal GDP growth,
the impact of an increase in one commodity
price is muted. If the oil price is going up, there
is usually downward pressure on nominal GDP
because of the high cost for both households and
15

corporations. Nominal GDP would be flat in this
case (increased inflation, but lower output), and
the RBA would not need to respond with
monetary policy, which is the right thing to do
in this case.
Another scenario where GDP targeting could be
beneficial is when a technology boom
significantly improves a nation’s productivity.
Real GDP would be positively impacted but
inflation would go down. Inflation targeting
would lead central banks to ease monetary
policy, which could lead to asset bubbles,
whereas nominal GDP targeting would not have
called for any action.

1.8.4 More than just Monetary
Policy
After just four days on the job, new RBA
governor Philip Lowe called for the Australian
government to pull its weight when it comes to
infrastructure spending, fixing the budget, and
boosting jobs growth. In his maiden speech to
the House of Representatives Economics
Committee on 22 September 2016, Lowe said
that his primary job at the helm of the RBA is to
target inflation, but more than just monetary
policy will need to be used to meet inflation
objectives.
His comments show that in today’s world of low
interest rates, slow global growth, and low
inflation, monetary policy cannot be the only
tool in the toolbox. In this section, we discuss a
few options that could be complements to
appropriate monetary policy.

Fiscal Policy
Over the course of the last year, both the
Organisation for Economic Co-operation and
Development (OECD) and the IMF have
addressed that monetary policy has been
exhausted, leaving central banks little room to
manoeuvre in any future economic downturns.
‘On the demand side, accommodative monetary
policy remains essential where inflation is still
well below central banks’ targets. However, a
comprehensive approach is needed to reduce
over-reliance on monetary policy. In particular,
near-term fiscal policy should be more supportive
where appropriate and provided there is fiscal
space, especially through investment that boosts
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both the demand and the supply potential of the
economy.’5
Any developed countries that are not currently
drowning in debt are being encouraged to
stimulate their economies by borrowing and in
turn, spending. In April, the finance ministers of
the G-20 nations discussed (and informally
recommitted) to using their budgets to
stimulate economic growth, however no formal
agreements were made. As the OECD has
pointed out, now is the time for fiscal policy
measures, because the low interest rate
environment means that governments can
borrow for long periods of time at very low
interest rates.
Canada has been a leader on this front, forging
ahead with strong fiscal stimulus, while keeping
monetary policy accommodative. In the lead-up
to last year’s federal election, Liberal candidate
Justin Trudeau pledged to spend C$125 billion
on new infrastructure projects, distancing
himself from his Conservative and New
Democratic Party competitors who were
promising to balance the budget. The Liberal
party went on to win a parliamentary majority.
In March 2016, Finance Minister Bill Morneau
announced the government’s plan to run a
deficit of C$29 billion, compared to the deficit of
C$5.4 billion in 2015. Nearly C$12 billion will be
spent on an infrastructure overhaul, including
upgrades to public transit, water, affordable
housing, and childcare facilities. Morneau has
said that spending decisions were made in
response to the IMF and OECD’s calls for a more
comprehensive approach to monetary and fiscal
policy.
Canada has been able to implement such strong
fiscal policy measures because Trudeau
inherited an economy that was in reasonably
good shape. In the early 1990’s, Canada was
saddled with one of the developed world’s
largest debt burdens. Years of austerity since
then have helped shrink the federal debt to GDP
ratio to just 31%.
Unfortunately, some of the developed countries
that should rethink their growth initiatives the
most are the ones that are most indebted, as

shown in Chart 12 below. In the short term, an
increase in fiscal spending will increase the level
of public debt, worsening the debt to GDP ratio.
Chart 12: Gross Public Debt Ratios, 2006 - 2020

Source: AMP Capital, International Monetary Fund

The counterargument is that the lack of fiscal
stimulus has dampened nominal GDP growth
since the financial crisis (decreasing the
numerator). Fiscal spending, particularly when
targeted at infrastructure, education, and tax
policies, can increase nominal GDP growth over
the long term.
Until other nations start using fiscal policy more
aggressively, countries like Canada will face
headwinds. Keeping the interest rate at its
current level and spending fiscally has meant
that the Canadian dollar has remained high
versus the US dollar. This hurts the everimportant trade sector (Canada is a net
exporting nation), but it helps the global
economy.
Game theory tells us that today’s global
economy is like a version of a collective action
problem – countries are worse off by pursuing
their own interests rather than acting
collectively. Many other nations are only using
monetary policy, and continue to cut interest
rates, in part to depreciate their currencies and
boost exports and inflation. If more developed
countries were willing (and able) to enhance
their fiscal spending, the long-term global
growth prospects would be more promising.
Strong fiscal spending plans put upward
pressure on interest rates, which would give
central banks more room to react should it be
necessary.

Refer to Global Prospects and Policy Challenges,
G-20 Finance Ministers and Central Bank Governors’
Meetings, February 26-27, 2016, Shanghai, China
5
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Structural Reform
The need for structural reform is most obvious
in Japan. It happens to be one of the arrows of
Abenomics, but has not been the one that has
received the most attention from the Japanese
government.
In this context, structural reform is meant to be
implemented so that monetary policy is more
effective. As alluded to earlier in this feature
article, Japan’s problems are of a demographic
nature. Even with the most extreme monetary
policy measures, the ageing and shrinking
population hinders the potential impact of such
policies.
Most of the structural reform that has been so
far proposed for Japan has been to the labour
market, including a proposal from the IMF to
boost wages nationwide. This is not necessarily
an easy reform to implement because it means
convincing all Japanese companies to raise
wages. The IMF said that a last resort option
would be to punish profitable corporations that
are not sharing the profits with their employees
through wage increases.
Part of the problem in Japan surrounding
inflation and wage stagnation is rooted in
Japanese culture. In the United States, wage
increases often come from people changing
jobs. In Japan, there is a significant lack of
labour mobility, in part because there is a
culture of lifetime employment. Japanese
people would typically accept lower wages than
what they could earn at a new job in exchange
for remaining faithful to their current employer.
Relaxing immigration rules has also been
proposed, which would help combat the impact
of a shrinking Japanese labour force. This is a
politically sensitive issue however as Japan
currently has one of the strictest immigration
policies in the developed world. Only skilled
foreign workers can get permanent residency,
and even they must wait five years to be able to
obtain such status.

1.9 Looking to the Future
The four case studies of this feature article show
how monetary policy has been used since the
financial crisis and point out both the successes
and the failures of the different tactics that have
been used. Section 1.8 outlines ways central
banks can move forward – some of which will
17

likely be more effective than others. In this final
section, we will discuss the impact that central
bank decision-making regarding monetary
policy tactics could have in different market
environments.

Base Case
The
current
global
macroeconomic
environment is a bit of a mixed bag. As we have
discussed throughout this feature article, the US
and Australian economies are showing signs of
strength, but Europe and Japan continue to miss
inflation and real GDP growth targets. Status
quo in such a market environment is dangerous.
The Fed has chosen not to increase interest
rates despite improving economic conditions.
The decision has been made primarily because
the Fed wants to ensure the market
environment is in a good place to deal with an
interest rate increase in the US. Unfortunately,
this will create short-term gain but long-term
pain. In the absence of an increase in interest
rates, the Fed is hindering its ability to deal with
the next recession.
The base case for Japan is many more years of
stagflation and a shrinking workforce and
population. Status quo for Japan means that the
BoJ will continue to use every form of monetary
policy it can think of to try to meet its inflation
targets and keep the value of the yen low. This
has been going on for years, and has yet to be
successful.
Mario Draghi, has not yet confirmed whether or
not QE will continue in Europe, but growth
continues to be slow and inflation low. Similarly
to the BoJ, the ECB seems to be continuing to
test the limits of QE, so it could very well
broaden its asset purchases and implement
more negative interest rates. Such measures
have not yet been entirely effective, and we
would expect this to persist in the base case.
In the current market environment, with many
investors becoming blasé to monetary policy
actions, central banks should act to regain
confidence and credibility. Now is the time to
rethink mandates, reconsider inflation and
growth targets, and try to find suitable
arrangements between governments and
central banks to work together to implement
structural reform and fiscal policy. Not acting
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now means limited ammunition for a downside
scenario.

Downside Scenario – Recession
The Bank of International Settlements
published a paper in July 2016 in which the
authors argued that there will inevitably be
another recession, and central banks will have
difficulty dealing with it:
‘Unconventional monetary policy measures, in
our view, are likely to be subject to diminishing
returns. The balance between benefits and costs
tends to worsen the longer they stay in place. Exit
difficulties and political economy problems loom
large. Short-term gain may well give way to
longer-term pain. As the central bank’s policy
room for manoeuvre narrows, so does its ability
to deal with the next recession, which will
inevitably come. The overall pressure to rely on
increasingly experimental, at best highly
unpredictable, at worst dangerous, measures
may at some point become too strong.
Ultimately, central banks’ credibility and
legitimacy could come into question.’6
The Bank of Japan would be the most vulnerable
in the case of a global recession, while the ECB
is slightly better equipped to deal with one, and
the Fed has the most room for manoeuvre. The
Fed’s room for manoeuvre comes from the fact
that it is not yet delved into negative interest
rate territory, but the effectiveness of such
policies for the BoJ and the ECB call into
question how effective a negative interest rate
policy in the US would be in fighting a fullfledged recession.
There are signs that the global economy is doing
moderately well – employment in many nations
is returning to pre-financial crisis levels, and
global growth is positive, although lower than
expected. The risks of a market correction are
prevalent though. Thanks in large part to the
eight years of accommodative monetary policy,
share prices are currently incredibly
overvalued. With the risk of a recession and a
market correction, share prices could quickly
tumble.

It has been argued that the Fed should have
started raising rates back to a normalised level
a few years ago, when unemployment was
decreasing and growth was starting to be felt.
Instead, the Fed has continued to wait for the
perfect market conditions (signs of strong
domestic growth and global financial market
stability) to raise rates. While the impact of
raising rates is expected to be painful, if the Fed
bites the bullet, it can only help deal with a
potential recession in the future.
For the US, if the economy were to slide into a
recession, the Fed would likely reduce rates
back to 0% and implement a round of
quantitative easing. As the multiple rounds of
QE and negative interest rates have shown in
Japan however, there is a limit to the
effectiveness of such tactics.
Ideally, the governments of developed nations
around the world should take initiative
immediately to do their part in fighting
deflationary pressures. This would best be done
with fiscal policy and the implementation of
structural reform, because using both of these
tools would make the use of monetary policy
more effective in the next recession. The
likelihood of this happening is slim however,
because of the amount of public debt that the
Japanese and many European governments are
currently grappling with.
Changing tactics altogether is much more of a
longer-term plan for central banks, so a central
bank opting to increase its inflation target or use
nominal GDP target would not help if a
recession is just around the corner. However,
over the longer term, a higher inflation target
means a higher steady state for interest rates,
and more room for downside movement in the
case of a recession.
The financial crisis was painful, but the recovery
from it was possible because central banks had
ammunition to fight it. Because of the eight
years of accommodative monetary policy,
central banks do not have much ammunition
left, so if status quo persists, another recession
could be more painful and much more difficult
to claw back from than the last.

Refer to BIS Working Papers, No 570.
Unconventional monetary policies: a re-appraisal. By
Claudio Borio and Anna Zabai, July 2016.
6
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Upside Scenario – Rising Inflation and
Growing Real GDP
In an upside scenario where inflation finally
starts to tick up and there is growth in real GDP,
central banks will inevitably have to respond
with an increase in interest rates. We have
already been seeing signs of this in the United
States, and the pain that comes with it. Even the
anticipation of interest rate increases by the Fed
has created uncertainty in the global market,
primarily because of the effect that interest rate
increases can have on exchange rates and asset
prices.
An increase in interest rates will hurt
bondholders and shareholders alike, however
each increase in a central bank’s interest rates
gives the central bank more flexibility to react in
a downside scenario.
An upside scenario gives central banks
breathing room. This could help central banks
assess the effectiveness of their policies, both
looking back on the past decade, but also
looking forward.
This is likely when
considering a change to inflation targets or
nominal GDP growth targeting would be most
feasible.

important for monetary policy to get back to a
more ‘normal’ state, in which a central bank can
respond to both upside and downside scenarios
efficiently and effectively.
For superannuation plans, the last several years
have meant very strong equity returns thanks to
the bull market supported by accommodative
monetary policy. Bond yields are now at levels
where the risks appear to be asymmetrically
against investors, and buy and hold investors
might get a zero real rate of return at best. This
situation penalises risk-adverse investors with
overweights to fixed interest and cash.
At this juncture it is necessary for central banks
to not remain with the status quo going forward.
Monetary policy has become incredibly
predictable, which in itself reduces the
effectiveness of it. Investors need to be
surprised by moves from central banks, not
dependent on them. We believe that central
banks cannot do this alone.

1.10 Conclusion

More accountability from governing bodies is
needed. The state of monetary policy requires
immediate consideration from both central
banks and governments. This consideration
should include many of the options we
discussed – alternative monetary policy tactics,
complementing monetary policy with both
fiscal policy and structural reform, and a review
of central banks’ mandates. Without such
consideration, central banks could find
themselves in a situation where they are
holding a gun but shooting blanks. The reality,
however, is that it might take a recession for the
need for such reform to be exposed.

Central bank policy has been exhaustive over
the past eight years. We have seen quantitative
easing that originally only involved the
purchase of government bonds, and lower
interest rates. This has evolved into corporate
bond purchases, equity ETF purchases and
negative interest rates. Monetary policy has
been used time and again to spur growth and
fight deflation, and at this point, it is quite
simply exhausted. Now, more than ever, it is

Current discussions in and around the central
banking communities recognise both soft
economic outcomes and the perverse
consequences (penalising savers, crippling the
banking sector, reducing business confidence
etc) of current policies. Change is likely, but
what the new model looks like and when this
occurs is very uncertain. Overall, we see this as
a risky investment environment and
recommend a cautious approach for investors.

A market environment with inflation and GDP
growth would be painful for investors in the
short term, but incredibly beneficial for central
banks over the longer term. It would enable
central banks to regain some room for
manoeuvre.
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D ISCLAIMER
Whitehelm consists of the following companies; Whitehelm Capital Pty Ltd (ACN 008 636 717), Australian Financial Services Licence 244434; and Whitehelm
Capital Limited, authorised and regulated by the Financial Conduct Authority (FCA) FRN 599417, Registered No 06035691 and Registered Office: 15th Floor, City
Tower, 40 Basinghall Street, London EC2V 5DE (together, ‘Whitehelm’).
This document has been issued and approved by Whitehelm for information purposes only without regard to any particular user’s investment objectives, financial
situation, or means and Whitehelm is not soliciting any action based upon it. This material is not to be construed as a recommendation, or an offer to buy or sell, or
the solicitation of an offer to buy or sell any security, financial product, instrument, asset or business as described herein and shall not form the basis of any contract.
Any information contained herein is directed at Eligible Market Counterparties and Professional Clients only. It is not directed at, or intended for Retail Clients as
defined by the FCA.
Any forecasts and/ or investment analysis contained within this document are preliminary and our professional assessment based on available historical data (the
accuracy of which has not been independently verified by Whitehelm) but, by their nature, cannot be guaranteed and should not be relied on as an indication of
future performance. Actual results could vary from any anticipated performance referred to herein, and such variations that may arise could be material. This
document has been prepared by Whitehelm solely for information purposes and may include certain statements, estimates and projections provided by persons
other than Whitehelm and is being provided solely for information purposes only. In furnishing this information, Whitehelm undertakes no obligation to provide
the recipient with access to any additional information or to update or correct the information provided herein. Except as provided for in a written agreement
between the parties, neither the receipt of this information by any person, nor any information contained herein constitutes, or shall be relied upon as constituting,
the giving of investment advice by Whitehelm to any such person.
Opinions expressed in this document are based on assumptions and contingencies mentioned in this document that involve known and unknown risks and
uncertainties and other factors which are beyond the control of Whitehelm. Our opinions may change without notice. To the extent permitted by law, Whitehelm
and its officers, employees, agents, associates, and advisers accept no liability whatsoever to any third party in relation to any matter arising from this document.
US INVESTORS
This document does not contain or constitute, and should not be construed as, an offer to sell or the solicitation of an offer to buy securities in the United States.
The securities referred to herein have not been, and will not be, registered under the United States Securities Act of 1933, as amended (the "Securities Act"), or any
U.S. state securities law. The securities may not be offered or sold within the United States or to, or for the account or benefit of, any U.S. Person (as such terms are
defined in Regulation S under the Securities Act), except pursuant to an exemption from, or in a transaction not subject to, the registration requirements of the
Securities Act. Any failure to comply with these restrictions is a violation of U.S. federal or applicable state securities laws.
The securities have not been recommended by, and this document has not been filed or registered with, any United States federal or state securities commission,
including, but not limited to, the United States Securities and Exchange Commission or any United States or other statutory or regulatory authority. Furthermore,
the foregoing authorities have not passed upon the merits, confirmed the accuracy or determined the adequacy of this document or the information contained
herein. Any representation to the contrary is a criminal offence.
C ANADA
This document is not, and under no circumstances is to be construed as, an advertisement or a public offering of the securities described in this document in
Canada. No securities commission or similar authority in Canada has reviewed or in any way passed upon this document or the merits of the securities described
in this document, and any representation to the contrary is an offence.
D ISTRIBUTION IN THE UK AND E UROPEAN E CONOMIC A REA
Neither this presentation nor any accompanying letter or any other document have been delivered for approval to the Financial Conduct Authority in the United
Kingdom and no prospectus (within the meaning of section 85 of the Financial Services and Markets Act 2000 (FSMA)) has been published or is intended to be
published in respect of the securities. This document does not contain or constitute, and should not be construed as, an offer to sell or the solicitation of an offer to
buy securities in the European Economic Area.
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