The Zero Lower Bound: Addendum (in 2022) to page 341 (of 10th edition of World Trade & Payments)

In response to the Global Financial Crisis of 2008-09, the US Federal Reserve cut short-term interest rates virtually to zero.  Other advanced-country central banks eventually followed suit.  it was assumed that central banks could not drive their interest rates below zero, because people always had the option of holding cash. With the interest rate up against the Zero Lower Bound, the case of the liquidity trap suddenly became much more relevant. Monetary policy lost effectiveness. At least, the channel of stimulus that operated through the short-term interest rate has reached its limit.
A note: Beginning in 2014-15, some European central banks did drive their interest rates below zero, to -0.25%, -0.50%, or even -0.75%.  It is not easy to hold one’s financial wealth as currency, so depositors were willing to suffer a slightly negative interest rate.  Thus, the interest rate at which the LM curve becomes flat is perhaps slightly negative, because that is the level below which depositors would rather hold cash.  This is called the Effective Lower Bound,
In any case, with the short-term interest rate constrained, increased attention fell on other mechanisms of transmission of monetary stimulus.  Four other channels of transmission are particularly relevant.  (They are also relevant in normal times, even when the short-term interest rate is above zero.)
· First, expected inflation.  If the monetary authorities can convince people to believe that the inflation rate will be higher, e.g. via Inflation Targeting, then the real interest rate falls.  The real interest rate is defined as the nominal interest rate minus expected inflation.  It is the real interest rate, not the nominal interest rate that determines Aggregate Demand.
· Second, the exchange rate.  As we will see in the Mundell-Fleming model (Chapter 23), a monetary expansion depreciates the currency.  With sticky prices, the nominal depreciation is also a real depreciation.  It improves the price competitiveness of domestic producers on world markets – raising exports and lowering imports.  This improvement in the trade balance is expansionary for domestic output and employment.
· Third, asset prices.  Monetary stimulus raises prices in the stock market and real estate market.  The result is that the lower corporate cost of capital raises real investment, while the boost to household wealth raises consumption.
· Fourth, long-term interest rates.  Decisions whether to expand a factory or build a house depend on the long-term (real) interest rate, not the short-term interest rate.  Typically, the long-term rate is higher than the short-term rate, so there is still room to push down the former even when the latter is constrained at zero.

[bookmark: _GoBack]Central banks adopted a variety of Unconventional Monetary Policies (UMP) to reduce long-term interest rates and thus stimulate recovery from the recessions of 2008-09 and 2020.  One category of UMP is forward guidance: the monetary authorities go beyond reducing today’s short-term interest rates to zero, and promise to keep rates “low for long.”  When the market expects that short-term rates will be low over much of the next 10 years, that works to drive down the long-term interest rate, which in turn stimulates construction and other components of aggregate demand.  The other category of UMP is Quantitative Easing (QE).  The central bank expands the monetary base, not just by buying short-term Treasury bills, which is the Fed’s traditional method, but by buying long-term assets, such as mortgage-backed securities.  Under QE, the prices of long-term securities rise, which means the long-term interest rate falls, again stimulating demand.

