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Are Central Banks Losing Their Mojo? 

Market participants have recently become concerned that a repeat of the Global 

Financial Crisis (GFC) can no longer be ruled out. Excessive leverage caused the 2008-

2009 GFC, but in its aftermath, leverage continued to rise amidst extraordinarily loose 

monetary policies. With global leverage once again at an all-time high, investors’ 

concerns are focused on asset quality and the risk of financial instability. In the 

meantime, policy coordination has been all but absent, while traditional global 

rebalancing mechanisms have been frustrated. 

 

Moreover, an important perceptual change regarding the effectiveness of monetary 

policy seems to be underway. Whereas, until recently, “bad news” was typically deemed 

“good news” thanks to the accommodative policy response by central banks, the 

markets now appear to perceive bad news in its traditional capacity of undermining the 

investment outlook. Underlying this shift is the perception that monetary policy is losing 

its effectiveness. Continued efforts to further extend unconventional policy stimulus 

have resulted in widespread negative sovereign bond yields, calling into question fixed 

income’s traditional investment thesis while raising the specter of broadening financial 

repression and the attendant risks to financial stability. 

 

Against this backdrop, the market selloff that ended in mid-February built in significant 

risk premia across asset classes. Although some of these premia have been reduced by 

the subsequent rally, the following points nevertheless highlight the need for a 

comprehensive policy response to mitigate systemic risks. 

1. The share of government bonds with negative yields continues to rise.  

Either investors are so bearish that they willingly lock in a guaranteed loss or they are 

speculating on further capital appreciation as yields continue to fall further into negative territory. 

To the extent that the low-to-negative yield regime is seen as reversible, investors are keeping 

an eye on the exit door, and volatility is likely to stay elevated. 

An Expanding Universe of Negative-Yielding Sovereign Debt 

 

Source: Bloomberg, Deutsche Bank Global Markets Research. As of February 2016. 
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Switzerland 70%

Japan 57%

Germany 58%

Netherlands 47%

Finland 50%

Austria 46%

Sweden 45%

France 42%

Belgium 28%

Denmark 26%

Italy 11%

Spain 11%

Norway 0%

UK 0%
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2. Contrary to earlier expectations, leverage continued to rise following the GFC, even though it was the 

root cause of the crisis. Nominal GDP growth has tended to disappoint, while fiscal stimulus has tended to 

further raise leverage in the aftermath of the GFC. The resulting unfavorable debt dynamics have added to the 

policy challenges. 

The Ascent of Global Leverage Continues Post GFC (% of Respective GDP) 

 
Sources: Bank for International Settlements, PGIM Fixed Income. As of June 2015. 

3. Monetary policy is only a countercyclical instrument; it cannot raise potential output, which is the 

only way to sustainably improve global prospects. A return to sustainable debt dynamics—which is intricately 

linked to higher earnings and GDP growth—cannot be achieved by monetary policy and other demand 

management tools alone. Instead, lifting potential growth beyond its recent disappointing levels calls for 

comprehensive structural reform. Needless to say, such reforms tend to be politically difficult across the globe, 

leaving central bankers to fill the void—or enabling further reform delay (depending on one’s perspective). 

4. The global banking system has provided a significant share of the world’s record-high leverage and, 

therefore, is at the center of systemic risk concerns. The steady increase in global leverage is one plausible 

explanation for a continued slide in banking sector valuations. While equity markets are notorious for 

overshooting, the MSCI banking sector index—capturing 100 large and mid-cap banks in 23 key developed 

countries—recently traded at a price-to-book value of 0.86. In other words, the market is discounting the assets 

across the entire developed market banking sector at a rate of 14%, near an all-time high. Over the past two 

decades, price-to-book valuations have more than halved as they have fallen on a trend line to below par. An 

alternative explanation for the lower valuations may be expectations for sustained, lower profitability as these 

institutions transition to a new role as highly-regulated, utility-like entities. This transition is also underscored by 

the tendency for improved banking sector capitalization following the GFC, especially in the United States. 

 Banks’ Deteriorating Price-to-Book Valuations 

 
Sources: MSCI, Bloomberg. As of March 2016. 
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5. The possibility of a “race to the bottom” for policy rates appears to undermine market confidence in 

the omnipotence of the world’s leading central banks, while international policy coordination is largely 

absent. The Bank of Japan recently joined the European Central Bank in pushing policy rates negative, and the 

market has become concerned about a potential race to the bottom. These concerns are aggravated by the belief 

held by some (excluding ourselves) that the U.S. is faced with an immediate recession and that the Federal 

Reserve may well be next in resorting to negative policy rates. Meanwhile, global policy coordination has been all 

but absent. In accordance with their legal mandates, central banks aim to fulfill their national agendas, generating 

unintended but potent spillover effects. 

6. With more than one money center central bank resorting to negative policy rates, the intended, but 

competing, depreciation of one central bank’s currency may well be frustrated. By definition, one country’s 

capital outflows are another country’s capital inflows—the aimed for currency depreciation may therefore be 

frustrated, rendering the negative interest-rate policy largely ineffective. The net effect would be a much smaller 

impact on the exchange rate, if any, and increased volatility. A case in point is the renewed appreciation in the 

Japanese yen versus the U.S. dollar, despite the BoJ’s further easing via its recently introduced negative interest-

rate policy. 

7.  Market concerns notwithstanding, the policy arsenal is not empty and central banks could yet resort 

to helicopter money, at least in principle. Under such a policy, central banks would run the printing presses 

and bestow a substantial gift upon broad segments of the population or the government’s budget in the form of 

monetary transfers (without an offsetting liability on the part of the recipients). By funding private or public sector 

activity through running the printing presses, central banks would stimulate nominal growth without further 

bloating the debt overhang. However, such a highly unorthodox policy stance may be difficult to agree upon, 

especially given the complex and competing national interests represented in the Governing Council of the ECB. 

Any such policy action may therefore be forthcoming only relatively late in the game, if at all. 

8. However, competing and uncoordinated monetary policy approaches by national central banks 

cannot resolve global imbalances. Indeed, they may further aggravate them. In absolute terms, the world’s 

largest current account surpluses in 2015 were generated by the euro area, followed by China, and Japan as a 

distant third.
1
  However, both the euro area and Japan are seeking to weaken their currencies, while it cannot be 

ruled out that China may yet decide to further depreciate its currency as well. These current account surpluses 

give rise to capital exports that tend to boost leverage in the recipient countries. Absent a major policy shift, it is 

difficult to see how the U.S. dollar would not continue to be the appreciator of last resort, and the resulting 

tightening in U.S. financial conditions is likely to result in adverse impacts for the real U.S. economy. While this 

constellation may result in yet another easing spin of the unconventional “merry-go-round” of global monetary 

policies, this would leave the underlying problems unaddressed and only add further pressure to financial stability 

risks. 

 

                                                      
1 The IMF estimates current surpluses in 2015 to have been $365 billion in the euro area; $347 billion in China, and $124 billion in Japan, while the U.S. 
current account deficit is estimated at $465 billion. 
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NOTICE: IMPORTANT INFORMATION 

Source(s) of data (unless otherwise noted): PGIM Fixed Income as of December 2015.
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whatsoever is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information 
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