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CENTRAL BANKS: OFFSIDE ? 

 
 

GENERALITIES 

1. British voters hesitated for a long time between what economist Milton Friedman 

called "the tyranny of the status quo" and "the politics of anger" to use the term 

employed by Mohamed El-Erian, chief economist of Allianz Management. 

 
2. And with the Brexit victory, the politics of anger has obtained its biggest scalp to 

date. While it is still too early to ascertain all the consequences of this earthquake, 

one element has now become obvious : the increasingly important victories by 

populist politicians in developed countries herald the end of the current cycle of 

globalization, of openness to the outside world, of privatizations and of laissez-faire 

in general. Whether the threats are real or not, what the people are asking for is to 

be protected and governments’ policies will move to that direction. 

 
3. This has now become a long-term trend, which will weigh more and more heavily 

on economic developments. From this point of view, the Brexit symbolically marks 

the birth of a new era, with all the uncertainties related thereto. 

 
4. Uncertainty is the word investors hate and it is therefore not surprising that stock 

markets reacted badly to the result. They were already under pressure before the 

vote, but the end result was that in June they had one of their worst performances 

since the 2008 financial crisis : -9.63 % for the Nikkei, -6.49 % for the Euro-

Stoxx50, -5.68 % for the DAX and -2.13 % for the Nasdaq Composite. Only the 

S&P 500 and the MSCI Emerging Markets index in USD are up of respectively  

0.09 % and 3.74 %. 

 
5. The Brexit result also pushed up the yield of the Bloomberg USD High Yield 

Corporate Bond from 7.45 % to 7.31 % at the end of June. On the opposite, 

sovereign bonds from developed countries benefited with the yield of the German 

10-year bond now comfortably in negative territory (-13 %), while the US equivalent 

dropped from 1.85 % to 1.47 %.  
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6. In the foreign exchange market, Brexit was favorable to the dollar against the 

euro (+0.23 %) and against the pound (+8.09 %). On the opposite, it has boosted 

the upward move of the yen against dollar which began after the Bank of Japan 

(BOJ) did not act after its mid-June meeting. At 103.20, the parity is dangerously 

close to the psychological level of 100 yen for 1 dollar. 

 
7. Finally, the rise in June of 3.45 % for the CRB commodity index at a difficult 

moment confirms its recovery. 

 

BONDS  

8. The former Bundesbank President and currently Chairman of the supervisory 

board of the bank UBS recently said that when investing : "our preferred assets are 

all the things central banks distort."  

 
9. This explains why managers are buying or keeping assets with negative returns, 

having therefore the certainty of making a loss if the investment is kept until 

maturity. 

 
10. This mountain of bonds with a negative yield exceeds presently USD 10 trillion 

and led legendary bond investor Bill Gross to tweet : "Global yields lowest in 500 

years of recorded history... This is a supernova that will explode one day." 

 
11. Meanwhile, investors are increasingly convinced that central banks have 

reached their limits and therefore find themselves offside, unable to accelerate 

growth and generate inflation. 

 
12. It is in this context that in a series of articles for the Brookings Institute, former 

FED's Chairman Ben Bernanke studied which further steps the FED could take if 

the US economy were to deteriorate. 

 
13. According to him the FED could firstly set negative interest rates as is already 

the case in Japan, Switzerland and the Eurozone. In his analysis he notices that for 

economists such a decision is not really a problem, since during recessions the 

real return (i.e. the nominal interest rate less the inflation rate) is often negative. He 

therefore considers that anxiety about negative nominal interest rates is overrated. 

But he also believes that the benefit of such a measure would be modest. 

 
14. The second tool available would be to push down long-term interest rates. This 

objective can obviously be achieved through the quantitative easing (QE) policy 

followed in recent years by central banks. 

 
15. But the goal can also be achieved by fixing a maximum return on long-term 

bonds. He mentions that this would not be a first, since the United States had 

already done it from April 1942 to March 1951, when the 10-year interest rate’s 

ceiling was set at 2.5 %; the FED intervening to prevent the yield from rising above 

this level. 

 
16. Mr. Bernanke has therefore the merit of reminding us that the QE policy is less 

revolutionary than it seems. 

 
17. And he concludes this chapter by indicating that a rate peg can be achieved as 

long as investors are confident that the management of short-term interest rates is 

consistent with the long-term target set by the central bank. 
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18. In any case, this policy of reducing long-term rates has already reached its limit 

in Japan, Switzerland and Germany, since yields on their 10-year sovereign bonds 

are already around zero percent. Therefore, what else can be done ? 

 
19. According to Mr. Bernanke, the ultimate weapon is the one he calls "Helicopter 

money". It is an idea that we have already mentioned in the March report entitled 

"Doing the unthinkable." The goal is to monetize debt in one way or another. 

 
20. In his article, Mr. Bernanke wrote : "When monetary policy alone is inadequate 

to support economic recovery or to avoid too-low inflation, fiscal policy provides 

powerful alternative -  especially when interest rates are stuck near zero. However, 

in recent years, legislatures in advanced industrial economies have for the most 

part been reluctant to use fiscal tools, in many cases because of concerns that 

government debt is already too high. In this context, Milton Friedman’s idea of 

money-financed (as opposed to debt-financed) tax cuts - helicopter money - has 

received a flurry of attention." 

 
21. As a reminder, Milton Friedman imagined that when monetary policy becomes 

ineffective, the solution would be to take a helicopter and throw banknotes from the 

air on a community in order for them to have money to spend. 

 
22. And Ben Bernanke to state that the goal of Friedman's unrealistic example was 

to demonstrate why governments should never have to give in to deflation and that 

there is always a way to fight it. 

 
23. Thus, he considers that if the US economy were to operate well below its 

potential and that monetary policy appeared to be unable to solve the problem by 

itself, then the FED should work with Congress. The goal would be, for example, 

that Congress approves a onetime tax rebate of USD 50 billion and an increase in 

infrastructure projects of USD 50 billion. And this increase of expenses of USD 100 

billion would not be financed by debt through bond issues, but by a simple credit of 

this amount by the FED to the US Treasury. Thus, the FED would create money 

without any counterpart. 

 
24. For Mr. Bernanke, this cocktail would be very powerful : the debt is not 

increased, major works have a multiplier effect in the economy and taxpayers will 

be tempted to spend the exceptional and single tax refund they have received. 

 
25. From an organizational point of view, the implementation of such a measure is 

not a big issue for a central bank. But as Mr. Bernanke noted, the difficulty is a 

political one. Only legislators should be in a position to decide on the use of funds, 

even if there are made available at no cost. 

 
26. He therefore suggests that Congress passes a law allowing the creation of a 

special Treasury account with the FED. This account would be almost always 

empty, but when the FED - and only the FED - would consider it as necessary, an 

amount - for example USD 100 billion - would be credited by the FED on this 

account. Congress could then vote to - or not to - spend the sum at its disposal. 

 
27. And such a mechanism could also work all over the world as it preserves the 

independence of the Central Bank, since it remains the only one to decide whether 

the special account shall be credited and for what amount. The sovereignty of 

parliament is also respected as it retains control over the decisions of fiscal and 

budgetary policy. 
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28. Thus, the answer to the question in the title of the comment : "Central banks: 

offside ?" is  both yes and no. Yes, since once interest rates are close to zero 

percent for both short and long-term rates and that still the economy continues to 

underperform, then the central bank cannot do anything on its own. But the answer 

is also no, as in coordination with the government and parliament, it can provide 

the ammunition needed to solve the problem. 

 
29. Anyway, the only country that should follow this policy today - and this has 

been the case for years - is Japan. Unfortunately the country seems unable to take 

such a drastic measure. 

 
30. But returning to Mr. Bernanke's comments, it is interesting to mention that if 

according to him the policy of "helicopter money" has become a credible option, it 

is in particular because fiscal policy in recent years has been too restrictive given 

the fears that indebtedness is already too high. 

 
31. Thus, he implicitly sides with those who have been against the austerity 

policies. And indeed, given the feeble recovery of recent years and the fact that the 

current level of long-term interest rates is close to zero percent, it seems 

reasonable that developed countries should borrow more than they currently do in 

order to boost their economic recovery. 

 
32. And Brexit has just significantly increased this probability since all politicians 

now know that populists have the people’s ears. 

 
33. In conclusion, one should expect that both fiscal and budgetary policy becomes 

far easier than today. And this will bring back into fashion the formula used by 

former US President Ronald Reagan towards those who criticized his expansionary 

fiscal policy : "Deficits do not matter". And indeed this is confirmed by the current 

investor appetite for bonds, even the most dangerous ones. 

 
 

EQUITIES  

34. Such a development would of course be positive for equities. But meanwhile 

the British vote strengthens investor’s pessimism which by the way has been 

visible long before the Brexit since equity funds’ redemptions have been going on 

for months. 

 
35. This pessimism is fed by the spread reduction between short and long-term 

interest rates which, historically, has often been an advanced signal of an 

economic slowdown. Thus, when the US 10-year sovereign bond's yield moves 

down towards 1.40 %, i.e. its lowest historical level reached in July 2012, the 

question many are asking is : what does the bond market "knows" that I do not ? 

 
36. Then, there are articles like the one published on April 18th, 2016 in the Wall 

Street Journal entitled "Stocks and bonds today :  expensive, expensive, 

expensive." 

 
37. In this article, the journalist notes that from a historical point of view equities are 

expensive : the price compared to expected profits for the next 12 months is at 

16.7 times, i.e. the highest level since this ratio was established in 1985. Likewise, 

the Shiller ratio - which calculates the price relative to the average profit of the last 

decade - is presently 50 % higher than its average since 1881. 
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38. Other analysts are concerned by the fact that productivity gains are much lower 

than in the past, thus leading to quite a feeble growth. 

 
39. Some even share the opinion of billionaire George Soros who recently sold 

significant equity positions and reinvested them in gold and in gold mines, since he 

believes that a hard landing for the Chinese economy is almost inevitable which will 

then increase deflationary pressures, drive down equities and favor US 

government bonds. 

 
40. Then there are all those who have been waiting since 2009 for, first the US 

economy, then the rest of the world, to move back into recession and who believe 

that all the central banks’ measures have only delayed the inevitable. 

 
41. And now we have this vote which could break once more the recovery in 

Europe; recovery which is becoming more and more visible. Indeed, growth in the 

last 12 months in the Eurozone was at 1.7%, i.e. at the same level as in America. 

Unemployment has been declining for 29 consecutive months and at 10.2 % it has 

moved back to its August 2011 level, down 2 % from the peak of May 2013. This 

favorable trend seemed able to become self-sustaining and the expected 

continuation of the decline in unemployment was even suggesting that a growth 

rate close to 2% for 2016 was achievable. It now remains to be seen the amount of 

damage that Brexit will bring. 

 
42. In the US also things were looking better. And indeed the poor figure of jobs’ 

creation in May did not worry economists who saw it as an aberration as they had 

already noticed that since the beginning of the year the positive surprises regarding 

economic indicators had been piling up. 

 
43. Furthermore the number of equities performing well in 2016 is much higher 

than during the upward move of the first half of 2015 and this is also the case for 

small caps. 

 
44. Also, the measures of how expensive the market is need to be put into 

perspective. Regarding the two ratios mentioned in paragraph 37 one must notice 

that, for one of them profits’ expectations during this cycle have been particularly 

wrong - both upwards and downwards - and, for the other, the high level of the 

Shiller ratio currently reflects the great recession of 2008, as well as the slow 

recovery which has followed it. 

 
45. One must also consider the current level of interest rates, which allows for 

higher valuations. And by the way the positive element of the current decline of 

bond yields is that it reduces the competitiveness of this sector, thus increasing 

mechanically the attractiveness of stocks. 

 
46. And it is in this environment that the Brexit brings a contradictory message to 

stock markets. On the one hand it immediately hampers an already weak growth 

and announces that in the long run developed countries are going to be more 

inward looking which could handicap in a permanent way world economic 

development. But on the other it increases the likelihood that budgetary and fiscal 

policy could quickly become much more lax. 

 
47. This lead us to keep unchanged for the time being our equity allocation but it 

can be noticed that events such as the Brexit justify the fact that our exposure 

needs to be maintained at a reasonable level in order to withstand bad moments 

as the present one. 
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COMMODITIES  

48. The UK vote was also favorable to gold which ended June at                       

USD 1321.90/ounce. Thus the bull move continues and it will be interesting to 

follow its evolution in the coming weeks. As a leading inflation indicator its behavior 

will be a good indicator of the effective amount of damage that the Brexit could 

create. 

 
49. Anyway gold seems now to be in a new bull market, which is consistent with 

the upward move of the Bloomberg Commodity Index as the index has risen 9.33 

% since the beginning of the year. 

 
50. And by the way it is interesting to note that the increase of the index came from 

agricultural products such as soybeans (+30.83 %), gold (+24.73 %) and oil 

(+30.48 %), while an industrial metal like copper is up only 3.53 %.. This illustrates 

the difficulties of the manufacturing sector because of the slowdown in Chinese 

growth. 

 

CURRENCIES  

51. Brexit also brought some excitement in this sector where nothing much had 

happened until then in June since when all major currencies have interest rates 

close to zero and interest rates rises fade away - as is the case in the US - 

arbitrage opportunities are greatly reduced. 

 
52. However, if the price of oil and of agricultural commodities can at least maintain 

their 2016 gains, then the currencies of producing countries such as Canada or 

Australia have still room to continue to move up. 

 
53. However, the main source of volatility remains potentially the BOJ which, once 

again, decided to do nothing in June. This situation naturally pushes the yen up 

and this at a time when inflation has once again turned negative and is now at the 

end of April for the last twelve months at -0.3 %. Until when will the BOJ tolerate 

this situation ? 

 

CONCLUSION  

54. In any case, the inability of the BOJ to generate inflation is the best argument 

for those who believe that sooner or later all the other central banks will end up in a 

similar situation, i.e. offside. 

 
55. But the case of Japan is quite unique because since the stock market and real 

estate bubble burst in 1990, the authorities - both monetary and political - have 

always been too timid and too late in their actions to prevent deflation to settle in. 

And the consequence is that, 25 years later, the Japanese stock market still needs 

to move up 150 % to regain its 1990 level. 

 
56. Japan's real estate also greatly suffered during this period with a fall which 

reached up to 70 % and even today the country remains one of the cheapest in this 

sector among developed countries. 

 
57. These figures help explain how devastating deflation can be for the valuation of 

assets and explain why the former chairman of the FED is considering the 

possibility of a measure as drastic as "helicopter money" if needed.  
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58. But perhaps it will not be necessary to go to such an extreme as the Brexit vote 

should act as a wake-up call to politicians and push them towards easier fiscal and 

budgetary policies. And from this point of view it is not impossible that this vote 

could symbolically represent the peak of deflationary pressures on the world 

economy.  

 
59. Anyway, in the short term investors' fears will increase, thus bringing an 

important test for the bull market which started in 2009. And this situation reminds 

us of an old Wall Street saying :  “Bull markets climb up a wall of fear while bear 

markets slide down a slope of hope”. 

 


