
Central banking goes negative 
By Stephen S. Roach 
February 18, 2016 – Project Syndicate 
 
In what could well be a final act of desperation, 
central banks are abdicating effective control 
of the economies they have been entrusted to 
manage. First came zero interest rates, then 
quantitative easing, and now negative interest 
rates – one futile attempt begetting another. 
Just as the first two gambits failed to gain 
meaningful economic traction in chronically 
weak recoveries, the shift to negative rates will 
only compound the risks of financial instability 
and set the stage for the next crisis.  
The adoption of negative interest rates – 
initially launched in Europe in 2014 and now 
embraced in Japan – represents a major turning 
point for central banking. Previously, 
emphasis had been placed on boosting 
aggregate demand – primarily by lowering the 
cost of borrowing, but also by spurring wealth 
effects from appreciating financial assets. But 
now, by imposing penalties on excess reserves 
left on deposit with central banks, negative 
interest rates drive stimulus through the supply 
side of the credit equation – in effect, urging 
banks to make new loans regardless of the 
demand for such funds.  
This misses the essence of what is ailing a post-
crisis world. As Nomura economist Richard 
Koo has argued about Japan, the focus should 
be on the demand side of crisis-battered 
economies, where growth is impaired by a 
debt-rejection syndrome that invariably takes 
hold in the aftermath of a “balance sheet 
recession.”  
Such impairment is global in scope. It’s not 
just Japan, where the purportedly powerful 
impetus of Abenomics has failed to dislodge a 
struggling economy from 24 years of 0.8% 
inflation-adjusted GDP growth. It’s also the 
US, where consumer demand – the epicenter of 
America’s Great Recession – remains stuck in 
an eight-year quagmire of just 1.5% average 

real growth. Even worse is the eurozone, where 
real GDP growth has averaged just 0.1% over 
the 2008-2015 period.  
All of this speaks to the impotence of central 
banks to jump-start aggregate demand in 
balance-sheet-constrained economies that 
have fallen into 1930s-style “liquidity traps.” 
As Paul Krugman noted nearly 20 years ago, 
Japan exemplifies the modern-day incarnation 
of this dilemma. When its equity and property 
bubbles burst in the early 1990s, the keiretsu 
system – “main banks” and their tightly 
connected nonbank corporates – imploded 
under the deadweight of excess leverage.  
But the same was true for over-extended, 
saving-short American consumers – to say 
nothing of a eurozone that was basically a 
levered play on overly-inflated growth 
expectations in its peripheral economies – 
Portugal, Italy, Ireland, Greece, and Spain. In 
all of these cases, balance-sheet repair 
preempted a resurgence of aggregate demand, 
and monetary stimulus was largely ineffective 
in sparking classic cyclical rebounds.  
This could be the greatest failure of modern 
central banking. Yet denial runs deep. Former 
Federal Reserve Chair Alan Greenspan’s 
“mission accomplished” speech in early 2004 
is an important case in point. Greenspan took 
credit for using super-easy monetary policy to 
clean up the mess after the dot-com bubble 
burst in 2000, while insisting that the Fed 
should feel vindicated for not leaning against 
the speculative madness of the late 1990s.  
That left Greenspan’s successor on a very 
slippery slope. Quickly out of ammunition 
when the Great Crisis hit in late 2008, former 
Fed Chair Ben Bernanke embraced the new 
miracle drug of quantitative easing – a 
powerful antidote for markets in distress but 



ultimately an ineffective tool to plug the hole 
in consumer balance sheets and spark 
meaningful revival in aggregate demand.  
European Central Bank President Mario 
Draghi’s famous 2012 promise to do 
“whatever it takes” to defend the euro took the 
ECB down the same path – first zero interest 
rates, then quantitative easing, now negative 
policy rates. Similarly, Bank of Japan 
Governor Haruhiko Kuroda insists that so-
called QQE (quantitative and qualitative 
easing) has ended a corrosive deflation – even 
though he has now opted for negative rates and 
pushed back the BOJ’s 2% inflation target to 
mid-2017.  
It remains to be seen whether the Fed will resist 
the temptation of negative interest rates. But 
most major central banks are clinging to the 
false belief that there is no difference between 
the efficacy of the conventional tactics of 
monetary policy – driven by adjustments in 
policy rates above the zero bound – and 
unconventional tools such as quantitative 
easing and negative interest rates.  
Therein lies the problem. In the era of 
conventional monetary policy, transmission 
channels were largely confined to borrowing 
costs and their associated impacts on credit-
sensitive sectors of real economies, such as 
homebuilding, motor vehicles, and business 
capital spending.  
As those sectors rose and fell in response to 
shifts in benchmark interest rates, 
repercussions throughout the system (so-called 
multiplier effects) were often reinforced by 
real and psychological gains in asset markets 
(wealth effects). That was then. In the brave 
new era of unconventional monetary policy, 
the transmission channel runs mainly through 
wealth effects from asset markets.  

Two serious complications have arisen from 
this approach. The first is that central banks 
have ignored the risks of financial instability. 
Drawing false comfort from low inflation, 
overly accommodative monetary policies have 
led to massive bubbles in asset and credit 
markets, resulting in major distortions in real 
economies. When the bubbles burst and 
pushed unbalanced economies into balance-
sheet recessions, inflation-targeting central 
banks were already low on ammunition – 
taking them quickly into the murky realm of 
zero policy rates and the liquidity injections of 
quantitative easing.  
Second, politicians, drawing false comfort 
from frothy asset markets, were less inclined to 
opt for fiscal stimulus – effectively closing off 
the only realistic escape route from a liquidity 
trap. Lacking fiscal stimulus, central bankers 
keep upping the ante by injecting more 
liquidity into bubble-prone financial markets – 
failing to recognize that they are doing nothing 
more than “pushing on a string” as they did in 
the 1930s.  
The shift to negative interest rates is all the 
more problematic. Given persistent sluggish 
aggregate demand worldwide, a new set of 
risks is introduced by penalizing banks for not 
making new loans. This is the functional 
equivalent of promoting another surge of 
“zombie lending” – the uneconomic loans 
made to insolvent Japanese borrowers in the 
1990s. Central banking, having lost its way, is 
in crisis. Can the world economy be far 
behind?  
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