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Negative interest rates turn conventional lending dynamics on their head and, bankers say, 
threaten the liquidity, risk and maturity transformation that lie at the heart of credit 
intermediation. In other words, they put the entire ethos of traditional banking in peril. Have 
central bankers misunderstood how the credit transmission channel works in their desperate 
attempts to stave off deflation?  
 
Negative interest rates are the most honest signal yet of an unspoken market truth: central 
banks have formally ended the market-based system for credit allocation. Over the last 
seven years regulators have subsidized lending to targeted sectors – forcing bankers to 
allocate to favoured markets, clients and business models – and unleashed a flurry of edicts 
micro-managing banks’ assets and liabilities.   

But a negative interest rate policy (Nirp) is a game-changer for the European banking 
industry. Some €8.7 trillion of eurozone deposits are approaching zero yield. Zero rates on 
retail deposits and low asset yields squeeze bank net interest margins and curb capital 
generation while capital requirements are rising.  

 In recent years, Nordic lenders have imposed extra premia to new lending business to offset 
margin pressure at the back-end of the loan book. This is not how the credit transmission 
channel is supposed to work.  

In the eurozone, the banking system is struggling with a €1 trillion stock of bad debts, 
moribund credit demand, regulatory controls and a crisis of confidence in bank business 
models. Could negative rates prove not just counter-productive to Europe’s attempts at 
reflation, but the final straw for Europe’s already weakened lenders?   

Many of the bankers interviewed by Euromoney believe it could be.  

They say the monetary experiment is unsustainable. To the extent lenders are incapable of 
transferring the cost of negative rates to their depositors, the reduction in bank earnings 
could reduce credit supply and eventually tighten lending conditions, bankers warn.  

Four European central banks have pushed rates into negative territory. The ECB cut the 
deposit rate to negative (meaning lenders are now charged when they park cash at the 
central bank) in June 2014. In March, amid protests from bankers, the ECB cut the deposit 
rate to -40 basis points and its main refinancing rate to zero. Sweden’s Riksbank took the 
deposit rate into negative territory as far back as July 2009 (its main repo rate followed suit 
in February 2015) in a desperate attempt to slow the appreciation of its currency.   

For similar reasons, the Swiss National Bank lowered the interest rate on sight deposits to -
0.75% in January 2015, with the three-month Libor rate currently at -0.74%. In Denmark, the 
Danmarks NationalBank (DNB) applied a negative rate on deposits in July 2012, and again 
in September 2014.  



Negative rates are a crude attempt to reflate the real economy, both through the asset price 
channel and the banking channel. Lower borrowing costs to households and firms should 
provide a fillip to consumption and investment, the theory goes. Failing that, outflows would 
at least weaken the currency to boost export competitiveness.    

There is a huge mispricing in the deposit market and the credit market. Currently, for private 
banks, the negative margin in short-term deposits is bigger than the positive additional 
margin in credit   - Martin Sieg Castagnola, Vontobel  

During the collapse of eurozone banking stocks this spring, the chairman of one of Europe’s 
leading banks issued a stark warning to Euromoney: "The current crisis in the banking 
industry is not one of capital, nor is it liquidity: it is the chronic lack of profitability. Negative 
interest rates kill banking as they destroy money."  

He added that Nirp is sowing the seeds of deflation while breaking the credit transmission 
channel: "Banks, if they are being hit by negative rates on central bank deposits and 
holdings of government bonds, have to use pricing power wherever they have it to bolster 
their margins, and that means increasing pricing on small and medium-sized enterprise 
loans, consumer loans and other credit products. Far from easing the flow of credit, negative 
interest rates can create credit shortages."   

He concludes: "At negative rates, the whole business model of banking is turned upside 
down. Maturity transformation becomes money destructive. Discrimination between good 
and bad loans disappears." In public, monetary chiefs claim a negative interest rate policy 
staves off deflation, bails out non-performing companies, reduces provisioning costs for 
lenders and cuts wholesale funding costs. At the same time, off-the-record, they issue a 
worrying caveat: it is not clear markets and policymakers understand the system-wide 
consequences of an extended period of Nirp. The experimental policy may simply further 
demolish banks’ earnings prospects while delivering no tangible benefits to the real economy 
as real-estate prices overheat, they admit.   

In March, ECB governing council member Jozef Makuch did not play by the public script 
when he said the impact of negative rates is principally "psychological" and would not deliver 
"concrete" results. Board member Benoît Coeuré helpfully added: "Banks... know we will not 
take rates into absurdly negative territory. But we can never rule out further moves."  

Even bankers that have a good mix of fixed-rate banking assets – wealth-management and 
other fee-generating businesses – are up in arms. "If interest rates go more negative, then 
banks make a bigger loss on the right-hand side of the balance sheet, on the deposits," John 
Cryan, Deutsche Bank’s co-CEO, said earlier this year. "You have to compensate by making 
more profit on the other side – this means charging more for credit. That’s exactly what 
central bankers are trying not to do."  

Floating-rate fear  

Spare a thought then for savings banks and mortgage lenders in floating-rate banking 
systems, such as Germany and Italy, that lack fee and commission income to offset net 
interest margin (NIM) pressure. Savings banks fear deposit flight and the ensuing risk of 
insolvency if they further cut rates to corporates for time deposits. Such lenders have little 
room for manoeuvre; in Germany, Italy, Austria and Portugal, it is illegal to impose negative 
charges on household overnight deposits.  An exasperated Joachim Wuermeling, head of 
the association of Sparda banks, the group of 12 cooperative banks in Germany, servicing 
3.6 million customers, says: "Wouldn’t you like banks that are small, risk-averse and 
independent from the volatilities of the capital markets? In Germany those banks account for 



80% of retail markets." Responding to criticism that Germany’s perceived self-interest 
threatens the ECB’s reflation bid, he says: "It is not the existence of small and medium-sized 
banks but their disappearance that would threaten European stability." 
 
Bankers point to other issues. An erosion of bank profits will create capital scarcity, putting 
upward pressure on real policy rates at the short-end; a development that will work counter 
to the ECB’s desire for lower rates, they say. 

 It is difficult to get a lender-by-lender breakdown of NIM as much of it is booked in the 
corporate, rather than the retail, division, and the figures include returns from bond holdings 
as well as lending margins, among other interest-bearing items. First-quarter results paint a 
mixed picture, but for now they do suggest a big gulf between bankers’ bearish rhetoric and 
the numbers. For example, Deutsche Bank posted an 8% decline in wealth management 
revenues in the first quarter of 2016, versus the corresponding period in 2015, due to lower 
market trading. But this was partially offset by higher net interest margins from deposits as 
banks bit the bullet and imposed negative rates on select corporate clients.   

Danske Bank reported a 6% reduction in net interest income for the first quarter of 2016 
compared with the same period in 2015, citing stubbornly negative short-term rates. But its 
profit before tax overall grew by 56% to DKr1.3 billion ($197 million), in part thanks to a 
reversal in loan impairment charges aided by the monetary stimulus. UBS bucked the trend 
and generated a 4.9% increase in net new business volume from retail clients, the highest 
rate since 2012, helping the personal and corporate banking unit deliver a 7% increase in 
profit before tax at SFr422 million ($450 million). 

In the first quarter, Deutsche, UBS, Credit Suisse, ING, UniCredit and Commerzbank posted 
NIMs of 1.59%, 1.04%, 1.45%, 1.53%, 1.45% and 0.98%, respectively. For some lenders, 
NIMs have declined in recent years; for others, the margin pain has been worse. For 
Commerzbank and ING, for example, it was particularly acute in the third quarter of 2013 
when they recorded NIMs of 1.23% and 0.87%, respectively. In any case, current European 
lenders’ NIMs are tight relative to US lenders. JPMorgan, Bank of America, Wells Fargo and 
Citi posted NIMs of 2.07%, 2.35%, 2.93%, and 2.92%, respectively, in the first three months 
of the year.  

In sum, the data do not yet prove negative rates are a paralysing burden for banks. 

 Nevertheless, sector-wide NIMs across Europe have contracted in recent years at 0.98%, 
1.21% and 0.98% in Sweden, Denmark and Germany, respectively, in 2015 compared with 
1.03%, 1.23% and 1.24% in 2011, according to S&P Global Market Intelligence.  

 Alastair Ryan, bank analyst at Bank of America Merrill Lynch, explains the implications for 
earnings: "There’s no magic number whereby negative rates suddenly become terrible for 
bank earnings; it has a linear relationship, so a slight decrease of policy rates becomes 
slightly more negative for bank earnings and so on. 

 "On the asset side, negative rates don’t necessarily directly impact margins or income. But 
in practice, negative rates compress term and risk premia while central banks’ asset 
programs mean corporate spreads tend to fall. If a given bank’s corporate loan book is 
priced off Euribor or Libor – one of the explicit intentions of negative rates is to bring down 
interbank rates – interest margins, therefore, fall," he adds.  

The question is how bank earnings and business models will fare over the next year, given 
rising liability costs, as Claudia von Turk, global banking analyst at Lombard Odier, explains: 
"Banks are managing, in general, the NIM pressure quite well relative to expectations, and 



are benefiting from lower funding costs and have the potential to reprice some deposits. The 
real question is what happens over the next year? There won’t be much room to reduce 
liability costs. Banks will seek to unbundle products to reduce cross-subsidies, starting to 
charge for services, from account fees to ATM withdrawal fees."   

With 12-month eurozone rates turning negative from February, hitting -0.012%, as of mid-
May, banking assets are yielding next to nothing. Fee income needs to rise to offset margin 
pressure. New credit will need to subsidize the back of the loan book, bankers say. Together 
with new liquidity regulations, current accounts are increasingly discouraged. Up to 90% of 
floating-rate banking markets, from Spain, Italy, Finland, to the periphery, are swimming in 
negative rates.  

Jan Wolter, head of European banks at Credit Suisse, explains the balancing act on 
margins. "Banks can mitigate the negative-rate hit in a couple of ways. They can reprice the 
lending book, cut deposit rates, grow the fee line, or grow the lending book. With the Euribor 
12-month rate being negative, there’s no economic sense anymore to pay around 60bp for 
short-term retail deposits."  

 The IMF estimates that a 10bp decline in net interest margins would reduce interest income 
by a similar margin in most markets. Negative rates lower asset yields further while deposit 
funding costs fall closer to zero. In Sweden, Switzerland and Denmark, deposit rates are 
effectively stuck at zero because of lender reluctance to pass negative rates onto retail 
depositors. This reluctance squeezes the margin between the liability and asset side of the 
balance sheet. The earnings hit is particularly burdensome for those with large household 
time deposits, constraining Germany, Italy, Portugal and Spain, in particular. In relative 
terms, banks in France, Netherlands and the UK are better positioned. Nordic banks, 
meanwhile, benefit from an unusually low share of deposits as a proportion of their total 
liabilities – relieving the Nirp pressure.   

Dieter Enkelmann, CFO at Julius Baer, explains the Swiss experience for private banks. "We 
have seen an inflow from clients based in Sweden, Denmark and the euro-area seeking to 
avoid negative interest rates. We currently implement negative interest rates on a case-by-
case basis on specific currencies, depending on the relationship with a client and the cross-
selling opportunities. The negative interest rate burden can’t all rest on the shoulders of the 
banks. This train has left the station. We have sophisticated clients and they realize how the 
game has changed. 
 

"Some 25% of our client money is in deposits, and that figure, perhaps surprisingly, has 
been roughly stable over the past five years. This probably reflects the lack of liquid 
investments that offer yield." 

 Birger Krøgh Nielsen, CFO at Jyske Bank, sums up the challenge for Danish private banks. 
"Bankers are asking themselves the following questions: Is it possible to charge customers 
negative interest rates? If you are the first mover in this regard, will it be very negative for 
your franchise? At what point do negative rates change customer behaviour to the 
dangerous point where clients take money out of a bank?"  

He adds: "There has been a massive deleveraging in the economy, in part, given low 
interest rates. Corporates are waiting for private individuals to spend but the momentum is 
still slow. At the same time, negative rates are adding to the risk of a possible bubble in the 
real estate market. As the credit demand is low, we see a narrowing of margins in, for 
example, corporate loans, putting pressure on P&L and on bank management more 
generally."  



Nielsen’s conclusion is candid: "We have to accept that returns in the market are lower, 
direct returns on liquidity are lower, we have to focus on reducing costs, and industry 
consolidation will probably rise. However, though financials offer a lower return, the risk-
adjusted return might not have changed significantly given the improvement in the quality of 
the loan portfolio."    

Negative rates work poorly as a function of monetary policy because one is moving away 
from a market-based system of credit … to a central-bank driven system that is counter-
productive to its objectives   - Göran Bronner, Swedbank  

Göran Bronner, CFO at Swedbank, gives his perspective on the liability repricing challenge: 
"We don’t think it’s possible to pass on negative rates to the overwhelming majority of 
clients, especially retail clients or small and medium-sized enterprises because that would 
really hurt our brand, clients would be negatively affected by such a move and it would 
create a demand for physical cash. As a banker, you are striving to reprice your liability on 
the deposit side but there are few clients where you can impose negative rates. In our case, 
more than 90% in volume or value terms are deposits that are not in negative territory." 

 Swedish lenders’ decision to relieve the bulk of its deposit base of the Nirp pressure is 
triggering large inflows. "The banking system is absorbing a higher degree of the savings 
market because of negative rates in the securities market from commercial paper, short-
dated mortgages to government bonds," Bronner says.   

Martin Sieg Castagnola, CFO of Vontobel, a Swiss private bank, sheds further light on the 
margin pain in Switzerland: "There is a huge mispricing in the deposit market and the credit 
market. Currently, for private banks, the negative margin in short-term deposits is bigger 
than the positive additional margin in credit. Typically business and retail banks in 
Switzerland have more lending than deposits but the situation is different for private banks.  

 "We have a challenge with negative rates because the deposits base is larger than the 
lending positions. As long as the large banks don’t apply negative rates, it is hard for private 
banks to pass on negative rates to depositors. Private banks haven’t really imposed negative 
rates but this is changing along with the big banks thinking aloud about imposing negative 
rates to high net-worth individuals."  

Arbitrage and hedging opportunities are limited, he says. "There is no simple way to 
arbitrage out negative rates. In the past it was possible to buy floaters in the eurozone, which 
are yielding marginally positive or flat nominal yields, and then hedge the FX risk through a 
cross-currency swap. You could make a 20bp return with this strategy, which is better than a 
cost of, say -75bp for holding deposits. But this approach comes with credit risk and got 
even more challenging as the eurozone slipped further into negative territory."  

The impact of Nirp depends on lenders’ ability to pass on costs through repricing loans, 
deposits and other liabilities, their ability to generate fees and commissions and the relative 
importance of net interest income to profitability.  

 Under pressure  

The immediate profitability pressure is most acute in markets where loan books reprice the 
quickest and for banking systems with structurally low revenue pools in the first place. In 
Italy and Spain, mortgages make up 40% of the banking system’s loan book. These lenders 
are under pressure, in particular, given the dominance of variable rate mortgages in the 
market, shorter loan maturities and high levels of bank competition. In such markets, the 
aggregate interest rate on bank loans is acutely sensitive to the benchmark interbank rate. 



Lower wholesale rates, therefore, cause continental European banks’ asset yields to drop to 
barely economic levels given the liability costs.   

By contrast, Sweden and Switzerland have maintained asset yields and lending margins. In 
other words, the absolute rate level does not drive NIMs but the spread between the asset 
and liability. Nordic lenders, for example, have high equity valuation and strong profits 
despite negative rates. This outperformance is, in part, thanks to low cost-to-income ratios 
for lenders operating in an oligopolistic market.  

Geoff Dawes, bank analyst at Société Générale, adds: "The pressure is by far toughest in 
markets that have a variable rate with a fixed customer spread. This means lower rates are 
immediately passed through to customers, with no ability for banks to reprice. In Spain, the 
position is worse still – some banks had previously offset the pain with mortgage floors, 
which are now in the process of being phased out."  

Wolter at Credit Suisse notes: "France, Germany, Belgium, Netherlands and the US are 
predominantly fixed-rate markets. Finland, Spain and Italy have predominantly variable retail 
mortgages, but the spread over the benchmark is fixed over the life of the loan. This means, 
banks cannot (quickly) reprice the back book; rather this happens over a 10 to 20 year 
period. That said, if consumers refinance a fixed rate loan, banks charge penalty fees, 
providing up-front income. An issue in Finland, Spain and Italy is that banks are unable to 
compensate for the negative Euribor rates and back-book spreads have been under 
pressure." 
 
Banks are deferring the pain; some time deposit levels are at staggeringly uneconomic 
levels. As of end February, the Dutch time account for less than 12 months was 1.66%, 
compared with 0.2% for Belgium and 0.65% for the eurozone average. In Spain, Italy and 
Finland the "entire mortgage book is at risk of earning nothing at all," says Dawes.  

Nigel Myer, credit analyst for banks at Commerzbank, comments: "Leads and lags is a 
traditional pricing policy for banks: when rates are coming down, banks attempt to reprice 
their liabilities more quickly than their assets to get a temporary earnings boost. But price 
discovery is now made easier thanks to new technology and new entrants have come into 
the market with a low cost base. All this challenges the ability of banks to control asset 
pricing.  

"Bank share prices, in general, remain low. Banks are trying to increase revenues, reduce 
costs and tackle bad debts. At some point, they, as profit-maximizing institutions, are going 
to say: 'Enough is enough, this is what it costs to fund myself and I am going to impose 
higher fees to offset lower margins’. But, for now, no one wants to be the first mover, and 
strategic issues are being deferred," he adds.  

Huw van Steenis, head of European banks research at Morgan Stanley, sees a 5% extra hit 
to eurozone bank earnings for 2017 – representing 40bp of their return on tangible equity – 
on the back of the ECB’s March decision to cut the deposit rate by 10bp to -40bp.  

 Central banks have attempted to sweeten the pill for banks. The ECB provides targeted 
long-term refinancing operations (TLTROs) to dish out limitless funding – at between zero 
and -40bp for four years – to finance new corporate lending. The SNB has a system of tiered 
reserves, so a limited portion of excess reserves are at negative rates and the pain 
disproportionately falls on private banks to relieve some pressure on retail clients.  

Nirp has also allowed some banks to cross-sell more effectively in their wealth management 
business, a boost to trading income as clients seek refuge from negative deposit rates.   



 Frank Czichowski, treasurer of KfW, is a Nirp fan: "When the ECB cut rates into negative 
territory, there was some concern in the market about dealing with negative rates. But 
although short-term money market instruments experienced a dip in trading volumes, most 
market segments went back to normal relatively quickly. The market, from repo to interbank 
transactions, has adjusted. The systemic problem of negative rates, at least for fixed income 
markets, is the dog that didn’t bark."   

He adds: "I am not particularly concerned about negative interest rates. In many European 
countries they have improved the overall lending environment. I have no doubt negative 
rates provide a challenge for banks, requiring them to be more nimble, but I think the 
banking system overall is now much safer [thanks to post-crisis regulation]."  

A modest reduction in eurozone banking profitability as a result of Nirp could be a relatively 
benign outcome compared with the more bearish forecasts of higher corporate lending rates 
and financial instability. Ryan at BAML is a Nirp bear. "With the industry’s ROE already well 
below its cost of capital, negative rates dragging it ever-further down would drive higher loan 
pricing and tightened credit conditions and invite debate over the viability of some euro-area 
banks," he says.   

Swedbank’s Bronner notes: "Negative rates work poorly as a function of monetary policy 
because one is moving away from a market-based system of credit – according to the 
principle that the market sets the price of money – to a central-bank driven system that is 
counter-productive to its objectives, while creating problems for the banking industry." 

 Lack of understanding  

The Nordic banking experience suggests eurozone central bankers do not understand how 
the transmission mechanism works in practice or, if they do, they see a counter-productive 
pass-through from policy to lending rates as a small price to pay for a weaker exchange rate. 
In Sweden, further rate cuts into negative territory – with the repo benchmark reduced to -
0.5% in February – led banks to offset deposit margin pressure by hiking mortgage spreads 
for three-month variable and two-year fixed products. Meanwhile, corporate lending rates 
have increased at every maturity below five years. Mortgage margins increased by around 
10bp to 15bp on average in 2015, reflecting lender moves to not fully pass through the fall in 
three-month interbank rates.  

 "Swedish banks in general have been lucky so far – at the same time as we have seen 
shrinking interest margins, we have seen increased margins on mortgages," explains 
Bronner. "The latter is not related to negative rates but relates to higher capital 
requirements. As a result, we have been able to reprice mortgages to reflect increased 
capital requirements and increased risks in the sector more generally. Commercial banks 
and borrowers are aware of the risks, which has led to industry-wide repricing on mortgages 
while margins on deposits have shrunk." 

 Bronner echoes the views of many bankers interviewed by Euromoney for this story in 
saying there are few opportunities to deliver returns in the core lending business, because of 
the diminishing pool of positive-yielding assets and capital requirements that restrict 
leveraged-loan growth. "We have not needed to increase risk exposures to compensate for 
diminishing net interest margins," says Bronner. "It’s important you get paid for the risk in 
core lending such as mortgage loans."  

According to Credit Suisse, mortgage spreads in Sweden and Denmark have increased by a 
factor of 2 and 1.5, respectively, since 2009. "Sweden and Switzerland have a banking 
oligopoly, with very rational players in a market structure that enables them to use their 



pricing power to offset the pressure on the liability side of the balance sheet," says Lombard 
Odier’s von Turk.  

Vontobel’s Castagnola explains further: "For fixed-rate longer-term mortgages, if I want to 
hedge long-duration risk with a payer-swap at the long end, perversely, I receive some basis 
points, but due to negative interest rates the short receiver leg of my swap cost me, say, 
75bp. This is an absolutely extraordinary situation. Lenders pass on these hedging costs to 
borrowers. This explains why, when the SNB imposed negative rates, some mortgage costs 
went up as banks sought to hedge long-duration risks and passed this cost onto borrowers. 
Few players in the financial sector want to be receivers of 10-year risk except insurance 
companies who want to match their long-dated liabilities."  

Danish banks are unique. They have managed to offset half the cost-pressure of negative 
rates by cutting SME deposit rates to negative – a wildly unpopular move and unlikely to be 
repeated elsewhere in Europe, say bankers. In 2015, Danske Bank posted a modest 4% fall 
in net interest income driven by a DKr2 billion ($301 million) drag from deposit margins. 

 The question is: how low can rates go?  

SocGen’s Dawes thinks the ECB is compromising banking dynamics as deposit rates slip 
further into negative territory: "Floating-rate wholesale funding cannot turn negative, neither 
can the equity base. Interbank markets will dry up significantly as rates move further 
negative, with banks desperate to avoid negative-yielding assets. Even if we assume 
funding is completely free – which is a bold assumption, given the existence of paying time 
deposits – then the lower bound price for a loan is pretty close to where it is now."  

Bankers are also sceptical that monetary chiefs will be able to engineer a further reduction in 
market spreads from current levels. According to SocGen, Europe’s lowest average prices 
are 101bp for a corporate loan (Luxembourg), 125bp for a mortgage (Finland) and 177bp for 
an SME loan (Belgium). Van Steenis at Morgan Stanley reckons the financing cost spread in 
Germany and France has been stable in recent years, especially over the last 12 months. 
Monetary efforts to reduce further the marginal costs of bank borrowing are now found 
wanting, he says.  

An ECB deposit cut to -100bp, from the current level of -40bp, would cost eurozone banks at 
least €20 billion a year, a 20% cut to industry profit, argues BAML’s Ryan. Meanwhile, since 
quantitative easing creates deposits while net loan demand is weak, some €2 trillion of 
excess liquidity, with a negative carry, could swamp the eurozone by the end of 2018. This 
would mean an income headache for lenders at a time when retained earnings are a key 
source of regulatory capital generation, he says.  

Ryan sees many ironies in the Nirp stance thanks to a lack of monetary and regulatory co-
ordination. For example, regulators have promoted liquidity as a crucial tool to address 
asset/liability mismatches, but at a big cost, given the monetary stance. Banks are paying 
governments for the privilege of offering them 10-year money to fulfil the high-quality liquid 
assets (HQLA) buffer on which a 5% capital charge is levied to comply with  leverage ratio 
requirements. UBS, for example, is required to hold SFr50 billion of HQLA, mostly in 
government bonds, which are now mostly offering negative yields. It must allocate 5% of 
equity capital against those high-quality liquid reserves, representing SFr2 billion of capital 
that might otherwise be deployed in lending with positive yields.  

Further, the leverage ratio imposes a 3% capital charge against the assets with which a 
given deposit must be remunerated. Bank of America Merrill Lynch estimates a cost of carry 
of 45bp a year to support the required minimum 10% return on equity necessary to balance 



the deposit cost from a given client. To the extent to which QE is creating deposit growth, the 
cost rises further. Ryan estimates that eurozone banks held €200 billion in excess deposits 
in 2015, rising to over €1 trillion now. ECB purchases of non-financial corporate bonds are 
also depressing demand for, and pricing of, bank loans, working against a lender strategy of 
loan volume to compensate for margin pressure.  

Market analysts also offer a more fundamental criticism of the ECB’s monetary stance: a 
negative deposit rate compromises the QE policy since the former is, in effect, a tax on the 
latter. Excess bank reserves, generated by QE, are now taxed through the deposit rate and 
QE cannot discourage banks from holding excess liquidity because, by definition, the system 
as a whole cannot reduce its quantum of reserves. All the policy can achieve is a boost to 
the velocity of reserves.  

The stakes are high. Central bankers admit they are experimenting to determine the level at 
which nominal or real yields generate private-sector credit expansion to jump-start growth in 
the absence of fiscal support and structural reform. If monetary authorities determine the 
equilibrium policy rate is negative at the short-end, they could punish not just vehicles for 
savings, such as banks, but savers outright, through wealth taxes. Such warnings come from 
an eclectic group including Deutsche Bank economists, gold bugs and bitcoin anarchists. As 
a policy of financial repression, Nirp is, therefore, a political balancing act since it raises the 
spectre of social conflict, inter-generational transfers of wealth and financial disruption from 
the growing liability costs for banks and pension funds.   

There are unspoken risks for the plumbing of financial markets too. Bankers fear an 
extended Nirp policy could trigger banks to lower deposit levels, creating financial risks in a 
downturn, while pushing corporate and institutional clients into shadow saving vehicles that 
offer deposit-like products.  
 
 

 

 

 

	  


