
Central banks struggle in a Brexit world
William  Allen outlines some of the problems facing the ECB and Bank of 
England as they deal with the aftermath of the financial crisis and the UK’s 
decision to leave the EU

Just over 10 years ago, central bankers were the 
masters of all they surveyed. They had conquered 
the inflation that bedevilled the 1970s and 1980s. 
Such was their prestige, and their ability to recruit 
economists who could influence political opinion, 
that they could, to a considerable extent, write 
their own rules. This brought the rapid spread 
of inflation targets in the 1990s, and a degree of 
independence for central banks, about which 
some of them were, unwisely, inclined to boast. 
But, unfortunately, financial stability did not fit 
into the macro-economic models to which central 
banks had become addicted; moreover, it did not 
appear immediately threatened. Accordingly, it 
was neglected. 

A few years earlier, central bankers had not been in control 
of the agenda when the plans for European Monetary 
Union were revived and implemented, beginning in the 
late 1980s. The creation of the euro was essentially a 
political project, part of the march of progress towards 
“ever-closer union of the peoples of Europe”. Many central 
bankers had reservations about it, but they were unable 
to prevent it, and some of them did not want to. But, by 
the time it came to implementation, central bankers were 
able to determine the terms on which it took place, so that 
the European Central Bank (ECB) is, on the surface, more 
independent than any other central bank. 

Overall, central bankers’ power and influence reached 
its zenith in the half-dozen years around the turn of the 
twentieth century. Since then, central bankers have not 
been making things happen; rather, things have been 
happening to them. The tidy financial world that they 
thought they had created has turned out to be rather 
more messy, and they have been largely engaged in 
clearing up. 

The mopping is far from complete. For example, European 
commercial banks still have serious problems: the European 
Banking Authority began its 2016 risk assessment by 
saying: “The EU banking sector continues to struggle with 

high levels of non-performing loans, low profitability and 
efforts to restore confidence, notwithstanding the steady 
strengthening of the capital base.” 

Both the ECB and the Bank of England (BoE) have been 
assigned new responsibilities for banking supervision. 
In the ECB’s case, the unstated intention is to remove 
national governments from the supervisory process – 
governments have a conflict of interest in that the banks 
are dealers and investors in the debt that they issue – and 
that stricter supervision is likely to aggravate the problems 
of public finance. The BoE has been given a larger role, 
even though some believe it failed to do its job as lender 
of last resort in 2007, turning the Northern Rock saga from 
a drama into a crisis.1 

Governments, too, have problems. Belgium, Italy, Greece 
and Cyprus all have government debt/GDP ratios of more 
than 100 per cent. Without their own currencies, they 
cannot inflate the problem away. Greece has already had 
considerable debt relief and Cyprus has had a period of 
capital controls. The need to deal with the flow of migrants 
across the Mediterranean is also aggravating the financial 
problems of southern European countries. 

Debt problems can be cured only by fiscal austerity 
or economic growth; and they are inherently divisive 
because those eurozone countries that have the largest 
government debt/GDP ratios also have the lowest growth 
rates. The promise by Mario Draghi, ECB president, in 
2012 that the central bank would do “whatever it takes 
to preserve the euro” was important because it implicitly 
recognised this divisiveness and undertook to combat it. 
Draghi added the qualifying phrase “within our mandate”. 
He was obliged to do so because the ECB’s statutory 
mandate is price stability and because “whatever it takes” 
might not turn out to be “within our mandate”. 

The eurozone’s economy has had to contend for 
several years with relentless pressure on government 
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budgets and, in many countries, a dysfunctional banking 
system. Consequently, the ECB has maintained a highly 
accommodative monetary policy. Moreover, in the 
interests of preserving the euro, it has provided assurances 
to national governments about financing and it has 
intermediated, on a truly massive scale, between the 
commercial banking systems of the member countries. 
Germany’s Target2 surplus was €839bn in July 2017, the 
equivalent of 27 per cent of its GDP. The ECB claims that 
the most recent rise in Target2 balances is merely an 
unfortunate side effect of its asset purchases, many of 
which are from banks outside the eurozone, but it remains 
clear that the banking system in the eurozone is still 
fragmented. The promises of the banking union have not 
yet convinced the bankers, who will not lend to each other. 

The ECB has become a prisoner of events, in public 
finance and in the banking industry. Can it escape? 
According to Jean-Claude Juncker, European Commission 
president, “Europe only moves forward when it is bold”. 
Two possible bold initiatives would set the ECB free and, 
perhaps, restore the functioning of the EU’s financial 
system. 

One would be mutualisation of government debt. 
Mutualisation would be a decisive step towards a much 
more federal Europe, with a far more powerful central 
executive. The consolidated government debt/GDP ratio 
of the eurozone countries is 89 per cent: high but perhaps 
manageable, bearing in mind that the growth rate of 
nominal GDP in the eurozone has averaged 2 per cent 
even over the past 10 difficult years. Will it happen? Well, 
Juncker also called for a more democratic Europe in his 
speech, and there is not much sign of popular demand for 
more federalism.

The other bold initiative would be inflation, which has been 
the traditional remedy for excessive government debts. 
Inflation would violate the ECB’s statute, but if the choice 
was between inflation and disintegration, who can say 
what the outcome would be?

On top of all this comes Brexit, which will divide the 
eurozone from its main financial market. The ECB has to 
decide whether to try to move the euro financial markets 
away from London into what will be the EU, or to tolerate 
their continuation in London after Brexit. 

The former strategy runs the risk that the markets will 
simply atrophy. Indeed, the post-crisis intensification of 
bank regulation has already impaired market liquidity: 
Credit Suisse has withdrawn from market-making in 
European government securities because of the need to 
meet Swiss financial regulations. Other market-makers 
have also reduced the scale of their commitment to 
government securities and cross-currency basis swap 
markets have been malfunctioning because banks no 
longer have the balance sheet capacity to make markets. 

The alternative strategy, namely tolerance of London, has 
two drawbacks. It is likely to aggravate still further the 
suspicion and resentment of financial markets that 
have long been widespread in continental Europe, and 
it will maintain the attraction of the UK as a destination 
for ambitious and able young Continental Europeans – 
provided the UK lets them in.

For the BoE, the main problems are to encourage the 
ECB and the EU to be tolerant and to ensure that UK 
financial regulation gives the EU no excuse for financial 
protectionism. It must also contain the damage that a 
more restrictive immigration policy may do to the UK’s 
financial industries.  
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