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The number of academic papers related to
the “Liquidity Trap”

Econlit search for “Liquidity Trap” and “Liquidity Traps” in title, abstract and subject fjeld




An old but key idea:
The natural rate of interest could fall below zero
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Figure 4.

Klein, L. R., The Keynesian Revolution, 1947

“The full employment
equilibrium real interest rate
— the Wicksellian natural rate
that equates full employment
Investment and saving is below

zero.”

Tobin, J., Asset Accumulation and
Economic Activity, 1980




— Estimate of the natural rate of interest — Actual real call rate
Source: lwamura, M, T. Kudo, and T. Watanabe (2006)
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Optimal monetary policy with the zero bound
constraint

Watanabe, T. (2001)
Jung, T, Y. Teranishi, and T. Watanabe (2005)




The zero bound in an economy with credit frictions

Curdia, V. and M. Woodford, “Credit frictions and optimal
monetary policy” April 2008

Consumers randomly switch between being patient and
Impatient, thereby switching between savers and borrowers.
The borrowing and lending rates are not identical
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» The zero bound constraint is more likely to be binding in an
economy with a larger credit spread 8




Optimal monetary and fiscal policy rule in a liquidity trap

History dependent inflation targeting

[1] Central bank chooses overnight interest rate to achieve the target
criterion

as long as this is possible. If this is not possible, simply set overnight
Interest rate at zero

[2] The target inflation rate for the next period is determined by

where

Ricardian fiscal policy

Source: lwamura, M, T. Kudo, and T. Watanabe (2006)




Optimal Policy: The Case of Endogenous Capital Formation

A&

History-dependent inflation-forecast targeting:

[1] Central bank chooses overnight interest rate to achieve the target
criterion

as long as this is possible. If this is not possible, simply set overnight
Interest rate at zero

[2] The target inflation rate for the next period is determined by

where

Source: Takamura, T., T. Watanabe, and T. Kudo (2007)




Bank of Japan’s commitments to monetary easing

The BOJ will continue the Zero Interest Rate Policy “until
deflationary concerns are dispelled” (Statement by Governor
Hayami, April 13, 1999)

The BOJ will continue the Quantitative Easing Policy “until the
core CPI records a year-on-year increase of zero percent or more
on a stable basis” (MPM decision, March 19, 2001)

“First, It requires not only that the most recently published core
CPI should register a zero percent or above, but also that such
tendency should be confirmed over a few months.”

“Second, the Bank needs to be convinced that the prospective core
CPI will not be expected to register below a zero percent. To be
more specific, many Policy Board members need to make the
forecasts that the core CPI1 will register above a zero percent
during the forecasting period.”

“The above conditions are the necessary condition. There may be
cases, however, that the Bank will judge it appropriate to contlnue
with quantitative easing even if these two conditions are fulfilled.”
(MPM decision, October 10, 2003)




Was actual policy close to the optimal one? If not, why?

Monetary aggregates vs. interest rates

— The BOJ switched its policy instrument from interest rates to
monetary aggregates (“Quantitative easing”). But there was no
theoretical rationale for this, given that the marginal utility of money
already reached zero (Eggertsson and Woodford (2003)) . Instead,
the BOJ should have raised its inflation target so as to alter the
market expectation about the future course of monetary policy.

Time inconsistency

— The BOJ had strong incentive to reneging on its commitment when
the economy started to recover. Probably the BOJ should have
continued the zero interest rate policy a bit longer.

Fiscal policy

Forward vs. backward-looking

— Japanese version of IPN (Inflation Persistence Network) using micro
price data 12
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