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Transcript 



What is the liquidity trap and why does it matter?
“The liquidity trap - a situation in which conventional monetary policy loses all traction” (Paul Krugman,
March 2008)
In normal circumstances, monetary policy can be a powerful instrument in managing aggregate demand, output
and inflationary pressures and smoothing the impact of external economic shocks. But on occasions, monetary
policy can become ineffective – the liquidity trap is associated with this.
Briefly, a liquidity trap occurs when the nominal (or money) interest rate is close or equal to zero, and the
central banks find that they have run out of room to stimulate demand during a slowdown or a recession.
Why does the liquidity trap effect happen?
(1) Expectations of future interest rate movements
Consumers and businesses have expectations of what constitutes a normal rate of interest. Their expectations of
where interest rates are likely to head in the future can affect their spending and savings behaviour.
Consider a situation where a central bank has slashed interest rates to abnormally low levels perhaps because
they fear a deep recession or to reduce the threat of price deflation.
When interest rates are very low, people may downgrade their forecasts for the returns likely on investments
such as property, stocks and bonds. The low interest rates may tell them that something is badly wrong in the
economy. As a result they may choose to hoard cash or save a rising share of their income in short-term interestbearing accounts. The key is that they think that the next move in interest rates is likely to be upwards because
interest rates are rarely at abnormally low levels.
The expectation of interest rates moving higher may encourage them to save even more and postpone
consumption even though the central bank is trying to stimulate spending through a low interest rate policy.
(2) Credit crunches
A second reason why low interest rates may not work to stimulate demand is when there has been a collapse in
confidence in the financial sector leading to a credit crunch. In this situation the major financial institutions such
as banks, building societies and other lenders may decide to cut the amount that they are (i) prepared to lend to
each other and (ii) prepared to lend to personal and corporate borrowers.
A fall in the supply of lending raises inter-bank interest rates and creates a dis-connect between official policy
interest rates and the cost of borrowing in wholesale and retail credit markets. We have seen some evidence of
this in the UK in recent months with the Bank of England cutting interest rates gradually but at the same time,
mortgage interest rates have risen (and mortgage loans have become harder to get).
USA Interest Rates and Real GDP Growth
Per cent
7
Percent
Percent
6
7
Interest Rates
6
5
5
4
4
3
3
2
2
1
1
0
0
5.0
5.0
4.5
4.5
4.0
4.0
3.5
3.5
3.0
3.0
2.5
2.0
2.5
Economic Growth
2.0
1.5
1.5
1.0
1.0
0.5
0.5
0.0
0.0
-0.5
-0.5
-1.0
-1.0
95
96
97
98
99
00
01
02
03
04
05
06
07
Source: Reuters EcoWin
How low will the US Fed be prepared to cut interest rates in 2008 to prevent a recession in the United States?
How to overcome a liquidity trap effect?
1. In a liquidity trap, fiscal policy may become more important as an instrument of demand management
e.g. running a larger budget deficit to boost demand through the circular flow and increase the money
supply.
2. There is also pressure on central banks to supply the financial markets with extra liquidity to encourage
them to lend to each other again and increase the flow of funds available for borrowers
3. A rise in inflation can also help! Because higher inflation can lead to real interest rates becoming
negative and eventually stimulating an expansion of household and corporate spending. This is
happening in the USA now.
4. The central bank may want to establish in people’s minds that they will keep real interest rates low
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