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Summary: There is no uniform theoretical standpoint on the effects of changing interest rates and the role of money among
gconomists. Though these disputes exercise a great influence on the economic policy measures adopted as well. For the
management of the 2008 global financial crisis many central banks entered into forceful interest rate cuts to contribute to the
revitalisation of the economy. The economic recession caused by the pandemic of 2020 again raises the issue how central
banks can stimulate growth. In this study we deal with the liquidity trap issue attributed to Keynes. Keynes pointed out that
there might exist a lower interest rate limit under which money demand becomes infinite. His conceptions put the foundations
to the question, at what interest rate levels might the liquidity trap — a term coined later by Robertson — phenomenon become
effective. He was followed by numerous renowned economists dealing with the conception. In this paper we are discussing the
most important theoretical approaches — among others the views of Hansen, Hicks, Tobin, Patinkin, Krugman, Brunner and
Meltzer and Eggertson. We provide an overview on the effects of low interest rate levels adopted by Japan, by the central banks
of Japan, the USA and the ECB aimed at stimulating the economy. Based on the study it can be confirmed that central banks
can contribute to economic growth keeping interest rates low and therewith fostering investment. Nevertheless, beyond keeping
short-term interest rates low, it might be adequate to control interest rates of other maturities and, especially under deflationary
expectations, central banks should express their prolonged commitment to low interest rates.
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The question whether monetary policy is able
to contribute to economic recovery arises in
times of crisis. It is a fundamental assumption
that keeping interest rates low can contribute
to the growth of investments. However, in the
debates provoked by low interest rate levels,
the concept of ‘liquidity trap’ is often used.
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There are assumptions that the liquidity trap
could hinder the efficacy of monetary policy.
The theory of money was integrated into the
general economic theory by Keynes. He broke
away from the dichotomy approach used by
the classical and neoclassical economists. With
regard to the main pillar of the monetarisation
of the economy, the introduction of the
liquidity function is linked to Keynes (Gupcsi—
Tarafis, 1983). According to Keynes, thereisan



interest rate threshold under which the money
demand becomes infinite. The ‘liquidity trap’
term itself — although it is attributed to Keynes
— is in fact owed to Robertson, who interpreted
and criticised Keynes. In his work titled ‘Essays
in Monetary Theory’, Robertson (1940)
referred to the phenomenon as Yiquidity is a
trap for savings, i.e. the savings concentrate
in funds and do not finance the investment
activity, therefore, in contrast to Keynes and
his followers, Robertson did not object to the
excessive extent of liquidity but to the lack
thereof.

Today the phenomenon understood as
liquidity trap by economists across refers to
the case where the interest rates are restricted
by lower bounds in the economy, the room
for manoeuvre of monetary policy is narrowed
by deflation expectations and where the
decreasing price level — in particular if it goes
hand in hand with the appreciation of the
already high debt — could push the economy
into a prolonged recession easily.

As a result of the 2008 financial crisis,
banks their

interest rates. In a number of countries,

numerous central decreased
the interest rates dropped to zero, or even
became negative in some cases. The debates
about how these affect savings and economic
growth became more prominent. When the
signs of recovery from the crisis appeared, a
lot of experts called for the ‘normalization” of
interest rates. The economic crisis caused by
the 2020 coronavirus epidemic once again
raises questions for the economic policy-
makers about how to stimulate the economy.
Presumably, the maintenance of low interest
rates will continue to be a central bank
practice. As a result of these, the debates
about the liquidity trap and the impact of low
interest rates are expected to remain on the
surface.

Since in a Public Finance Quarterly article
Pesuth (2016) — while quoting Fischer (2013) —
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had already drawn attention to the importance
of the historical overview being crucial for the
determination of central bank activity, our
study reviews the history of the theoretical
background of the questions related to the
liquidity trap. We examine the cases which
were developed by practical economic policy
based on these, and which could provide
lessons for the future in the recovery process
following the coronavirus crisis.

LIQUIDITY TRAP APPROACHES

The concept of the liquidity trap can be traced
back to Keynes’s thoughtselaborated in hiswork
titled “The General Theory of Employment,
Interest, and Money (Keynes, 1936; 1965).
As explained therein, when accumulating
money, individuals consider the advantages
of giving up liquidity. The quantity of money
held by every person cannot be changed. All
the economic actors combined can change
only the interest rate at which their intention
to hold cash is equal to the total amount of
money. Interest is the price of refraining from
accumulating money for speculative purposes.
Depending on their expectations, economic
actors are potentially also willing to hold a
specific amount of money which is determined
by the speculative pattern. The actual cash held
depends on the conditions subject to which the
financial authority creates the amount of cash
concerned. Keynes thought that the interest
rate could not drop to zero either, considering
that there is a cost to bringing lenders and
borrowers together, and the psychological
factors arising from uncertainty do not allow
the interest rate to drop that low. Keynes
considered this limit to be at 2-2.5 percent,
in which case the interest rate elasticity of the
speculative money demand could become
infinite, i.e. having bonds would be replaced
completely by the accumulation of money.
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The phenomenon of the liquidity trap
became a commonly known concept with the
help of the IS-LM curves? drawn up by Hicks,
which curves were later widely criticised
for linking stock and flow processes, while
ignoring the role of expectations, and for
simplifying Keynes ’theory in general (Hicks,
1937; Abel, 2019; Brady, 2018). Hicks
(1974) however evaluated his own approach
as partially approved by Keynes himself, and
through this abstraction, he contributed to
the textbook-level interpretation of Keynesian
theory. The LM curve shows the interest rate
and output level at which money demand and
money supply are in balance. The LM curve
becomes horizontal below a given interest rate,

which means that money demand is perfectly
interest elastic, monetary policy intervention
is ineffective in terms of output and it is
unable to stimulate economic performance
(see Figure 1). Hicks interpreted this lower
interest rate bound for the short-term interest
rates, in contrast to Keynes assumption that
the theoretical lower bound occurs in case
of long-term maturities. Hicks elaborated
how the effectiveness of monetary policy was
compromised by the lower interest rate bound
in the framework of his theoretical system
for the elasticity of interest rate expectations
and price expectations, in his work titled
‘Value and Capital’ (Hicks, 1939; 1946).
Hicks’

economic views were commended

Figure 1
THE IS-LM CURVE SYSTEM
r —interest rate
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Note: The figure is based on the simplified linear case, which is close to Lange’s interpretation.

Source: Based on Krugman (1999), own edited
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by — among others — Lejjonhufoud (1984)
and Boianovsky (2004), highlighting Hicks’
references related to the money-creating role
of the banking system, which were in line with
the endogenous approach to monetary theory.

In Langes graphical depiction — which was
developed independently of Hicks — the LM
curve appears as an isoliquidity curve (interest
rate and income combinations representing
the same liquidity) as well. Lange understood
Keynes’ limit case as the interest rate elasticity
of the liquidity demand becoming infinite, i.e.
in this case the isoliquidity curve becoming
horizontal. This graphic approach provided a
point of reference for the application of the
simplified linear IS-LM curve.

Modigliani (1944) interprets the LL curve
in a way similar to Hicks, and attributed the
lower interest rate bound to the transaction
costs, based on Hicks” work titled *Value and
Capital’. Samuelson (1967) depicted the end
of LM curve stretching to the left as not being
slightly positive but approximating to zero,
probably based on some short-term interest
rate — such as that of treasury bills — as the
alternative cost of money (Boianovsky, 2004)

Hansen’s LM curve is very similar to the
curve in Hicks' original concept. Hansen’s
(1953; 1965) bound interpreted in case of
long-term interests is intended to represent the
decrease in the liquidity premium occurring
together with the decrease in the interest
rate. Furthermore, following on Keynes
Hansen concludes that — assuming risk-averse
investors — the interest rate elasticity of money
demand increases if the interest rate converges
to zero. Namely, along with the decrease of
the interest rates there is increased risk that
the bonds and other fixed-income investments
would generate exchange rate losses in the
future when the interest rates start to rise
again. However, an increase in the money
supply does not necessarily go hand in hand
with decreasing interest rates and recovering
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investments if the demand for liquidity
expands more dynamically. The demand for
liquidity is mostly determined by the marginal
efficiency of capital and thus ultimately by
the development of the economic boom.
In case of recovery, the willingness to hold
money decreases, while in times of crisis the
willingness to accumulate intensifies.

Money differs from other investment
instruments in that its interest rate is fixed by
law, therefore changes in the money supply do
not affect the interest rate of money (Tobin,
1971; 1984), Szepesi, 1984; 8-9). Tobin
(1971) emphasised that the lower interest
rate bound is in fact the reason why there is
no balance between investments and savings,
provided that the increased demand for
money inhibits the formation of real capital
(Boianovsky, 2004). The oversupply of money
in excess of the demand for money, i.e. the so-
called Fellner trap, transforms into a Keynesian
(i.e. liquidity) trap in case of infinite demand
for money as the lower interest rate bound is
reached (Tobin, 1971; 1984).

The formulation of the version of the
Keynesian neoclassical synthesis which is
included in the final theorems is credited to
Patinkin (1956) (Rubin, 2008).* According
to Patinkin, in Hicks’, Modigliani’s and
Hansen’s interpretation, at a given level of
unemployment, equilibrium can be achieved
in case of continuously decreasing prices
if the interest rate remains unchanged, i.c.
if the liquidity trap occurs. In fact — in the
opinion of Patinkin (1974) — Keynes took
this as a situation of imbalance, and according
to this approach it is not the infinite interest
rate elasticity that is decisive but partially
the high interest rate elasticity of the money
demand, combined with the low interest rate
elasticity of investments, and partially the
effects related to the expectations and the
distribution of income (if the real balance
effect is disregarded). From here, it is unlikely
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that the full employment equilibrium would
recover quickly through the self-regulating
behaviour of the market. Furthermore,
having overhauled Hicks views, Patinkin
also concluded that the liquidity trap is not a
consequence of the money demand function
but can rather be attributed to the increased
liquidity in the securities market (Boianovsky,
2004). According to Leijonhufvud (1984;
1987), it follows from the contradiction of
the relationship between the IS (low) and the
LM (stock) that in a system assuming a joint
commodity and money market equilibrium,
we forget about a series of events within the
period between two equilibrium states, which
difficulties for
analyses in particular. Due to the erroneous
traditional interpretation of the IS-LM curve,

movement in one curve does not affect the

causes comparative  static

other, in the Lucasian world of rational
expectations, however, this does not hold, and
not even does for the equilibrium that emerges
in the adaptive Friedmanian case. When
monetary policy measures are anticipated,
both curves shift — see for example, the effect
of the changes in the quantity of money —
which implies that the different interest rate
elasticities of the two curves are irrelevant for
the monetary transmission in general and for
the liquidity trap in particular. According to
Krugman (1998), previous approaches to the
liquidity trap are inappropriate because they
do not take into account the intertemporal
decisions, the openness of the economic or the
financial intermediaries, and for this reason
Krugman did not consider the approaches
based purely on (static or comparative static)
IS-LM analysis to be appropriate, but he
strived for a more general interpretation.
In Krugman’s (1998) model drawn up
for the interpretation of the liquidity trap
and assuming a dynamic, pure (closed)
endowment economy with a cash-in-advance
constraint, after a certain point the increase in
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the quantity of money — in case of given long-
term money supply and price expectations for
the coming periods — has no effect on the price
level if the (‘one-period’) nominal interest rate
is zero. At the zero lower (interest rate) bound
the liquidity constraint is no longer binding,
as money also has a store of value function.
Money and bonds become perfect substitutes
for each other, and the monetary policy cannot
redirect the economy towards full employment
through open market operations. In this case,
the liquidity trap occurs when the agents of
the economy rely on deflationary expectations
or, due to their time preference — the marginal
utility of future consumption is higher than
in the current period — that is the economy
is characterised by a negative natural interest
rate. The expected deflation can be triggered
by, among others, exogenous expectations
related to future production capacities, for
example, as a result of declining demographic
trends (Werner, 2005). According to Krugman
(1998), the liquidity trap may also exist in case
of an open economy and in a model drawn up
and extended to the financial intermediation
system.

THE EFFECTIVENESS OF MONETARY
POLICY AND THE LOWER INTEREST
RATE BOUND

As a result of Hicks it became
commonly known that the lower interest rate
bound in fact prevents control over the money
supply when prices drop. *..
interest policy — which is monetary policy — gets
very high marks as a means of checking booms,
bur very low marks as a means of checking
slumps.” (Hicks, 1939; 1946; 263). Thus, in
the end the Hicksian interpretation of the
liquidity trap is understood as the state in
which monetary policy becomes ineffective

work,

we may say that

in case of low interest rates and where the



monetary expansion does not help boosting
the economy (Figure 2).

Patinkin (1974) argues that according to
Keynes’s original interpretation it is certainly
true that the greater the interest rate elasticity
of money demand is, the greater the monetary
expansion is required to restore balance,
moreover, beyond a certain point, monetary
policy may become ineffective. Nevertheless,
Patinkin argued that Keynes presumed the case
where monetary policy was ineffective only in
theory, in fact, Keynes in turn claimed that
there might be a situation where the interest
rates which decline along with wages do not
decline to the extent necessary to restore the
labour market equilibrium. Nevertheless,

m FOCUS ON RESILIENCE #—————

according to Patinkin (1965), the real balance
(while influencing consumption through
changes in price levels or the amount of
money) or — as Patinkin called — the Pigou
effect
intervention even in the event of a liquidity
trap (Ireland, 2005).

Two monetarists, Brunner and Meltzer
(1968) proved through elasticity calculations
that a liquidity trap in the absolute sense does

enables effective monetary policy

not really exist, and at most ‘asymptotic traps
can emerge when the efficacy of the monetary
policy variables converges to zero. In their
opinion, the liquidity trap should be separated
from the outset according to the effects of
monetary policy on the money supply, the

Figure 2

ILLUSTRATION OF EXPANSIONARY MONETARY POLICY WITH HICKS’ LL CURVE

Interest rate

Source: Based on Hicks, 1937, 153., own edited
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interest rates, the bank loan supply and the
money demand. They introduced a separate
term, the ‘base trap’, to be used to describe
the case where the central bank unsuccessfully
tries to influence the variables mentioned
above by increasing the MO. Brunner and
Meltzer (1968) prove that although the size
of money supply and demand in the USA
in the late 1930s fell short of its statistically
estimated value?, the liquidity trap did not
appear in their opinion. They drew the final
conclusion that if there are three different
types of instruments that are not perfect
substitutes — money, bond, capital — then this
cannot happen (Meltzer, 1999).°

Later Meltzer (1999), with reference to
his 1968 study written jointly with Brunner,
emphasised that attention should be paid to
the positive impact of the money supply on
the price of securities. Thus, attention should
be paid to the relationships between the money
supply and wealth if financial instruments are
not perfectly interchangeable, in the same
way McCallum, among others, showed it for
foreign and domestic assets, as did Tobin for
capital goods and bonds. Namely, this effect
on assets is missing from the IS-LM analyses.

In addition, Melezer established that the
monetary base is a better indicator for the
stance of monetary policy than the interest
rate level, as the latter is highly dependent on
the credit demand of the private economy.
From this, Meltzer deduced that the monetary
policy could remain effective regardless of
whether the interest rate reaches the lower
limit, since the central bank can sell and buy
securities, which are not perfect substitutes
for money and do not have zero interest rates.
Meltzer also supported this argument by
historical examples.

The limited efficacy of monetary policy
soon raised the interest of the representatives
of the modern economic theories based on
rational expectations, and it was featured
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prominently in macroeconomic textbooks
as well (see, among others, Blanchard, 1997;
Walsh, 2003). According to the generally
accepted liquidity trap approach supported
by these macroeconomic models, in case of
deflationary expectations, the real interest
rate has a lower bound. Therefore if monetary
policy is committed to a policy following some
kind of a Taylor or similar rule, then it can be
shown that the nominal lower bound can lead
to a self-fulfilling deflationary spiral, which the
monetary policy cannot escape (Boianovsky,
2004; Whelan, 2020).

Krugman upholds his assumption related
to the inefficacy of monetary policy in case
of liquidity trap only if the money supply is
given in the long run, i.e. if the economic
actors consider the actual expansion of the
money supply as temporary. If the increase
in the quantity of money can be considered
permanent the price level will increase given
flexible or the output will expand given sticky
prices even in case of zero nominal interest
rate. Based on the Japanese example, in this
context the issue of the liquidity trap raises
the issue of the ‘credibility of economic
policy, i.e. monetary policy is ineffective only
if the economic actors trust that the increase
in money supply is only temporary. If the
monetary policy is able to convince the agents
to be permanently ‘irresponsible’, then it can
be a way out of the liquidity trap (Krugman,
1998).

Eggertsson and Woodford (2003) were also
inspired by the Japanese example when they
defined a monetary policy to be applied
in case of a zero lower threshold. In their
New Keynesian model — which assumes
complete financial markets and borrowing
opportunities covered by unlimited future
income — Eggertsson and Woodford prove
that even open market operations — including
unconventional intervention —are ineffective if
they are unable to change the economic actors’



expectations regarding the expected direction
of economic policy. Although they did discuss
the portfolio-balance approach referred to
by Meltzer as well®, however, they ignore the
impact thereof. For Eggertsson and Woodford,
the optimal policy is embodied in an interest
rate policy that changes over time and which
aims at a price level consistent with the
liquidity trap. Eggertsson and Woodford make
recommendations not for a specific period but
regarding the future trajectory of the interest
rate policy and staggered pricing, so that a zero
lower bound remains a relevant factor which
limits the room for manoeuvre of monetary
policy in the entirety of the optimisation
horizon. According to Eggertssons (2008)
DSGE model, monetary policy could be
effective despite reaching the lower bound,
provided that the central bank commits itself
to low interest rates until the performance of
the economy recovers after the recession. In
this case, the expectation channel could be
strong enough to prevent the occurrence of
a liquidity trap. Eggertsson bases his result
on the efficacy of the political regime change
introduced during the ‘Great Depression’. In
response to the 2007-2008 global financial
crisis, Eggertsson and Krugman (2012) show
in a New Keynesian model framework how
an economy burdened by indebtedness drifts
into crisis, i.e. how the balance sheet recession
of debtors due to the shock hitting financial
markets leads to a decrease in interest rates,
which can trigger the occurrence of a liquidity
trap.

Over the last decade, in the wake of the
2008 global financial crisis, a number of
other studies discussed the optimal fiscal
and monetary policy measures to be taken
in the event of a liquidity trap (or zero lower
bound) (see, among others, Mertens-Ravn,
2010; Eggertsson, 2011; Christiano et al.,
2011; Cook-Devereux, 2011; Werning, 2012;
Correia et al., 2013) and the importance of
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the macroprudential policy (Korinek-Simsek,
2014). The New Keynesian macro models
which include liquidity friction often arrive
to the conclusion with regard to the monetary
policy that when nominal interest rates
cannot be reduced further, the central bank
can prevent the formation of a liquidity trap
by continuously increasing the availability
of liquidity (see, inter alia, Del Negro et al.,
2017).

PRACTICAL CASES OF THE LIQUIDITY
TRAP PHENOMENON

Keynes based his liquidity trap theory on
the empirical phenomenon that in the years
following the 1929-33 worldwide crisis, the
attempts to boost the economy or stimulate
investments failed despite moderate interest
rates. The theory remained in the spodight
until the 1960s, however, it seemed to lose
its relevance due to the subsequent period of
high inflation. Analyses related to the liquidity
trap were given a new momentum by the
deflationary spiral in the Japanese economy
after the bursting of the Japanese financial
bubble, starting from the early 1990s. Before
that, the Japanese monetary policy relied
fundamentally on the endogenous monetary
theory, however, as it was pointed out later
by Ueda (2001) among others, with near-zero
interest rates, as a result of the liquidity trap
and from the point of view of the quantity
theory of money, the velocity of circulation
of money decreased in the Japanese economy
in the 1990s. This questioned the belief in
the endogenous monetary theory, therefore
increasing the monetary base lost its relevance.
According to Krugman (1998), the Japanese
‘liquidity trap’ manifested in the fact that
even though the central bank increased the
monetary base in the Japanese economy, the
deposit aggregate in the broader sense, the
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M2+CD (certificate of deposit), did not grow
enough (Werner, 2005). This recalled one of
the crisis phenomena of the 1929-33 period,
which was accompanied by an insufficient
expansion of the M2 aggregate.

In Japan, the increase in the quantity of
money did not even cause the proportional
price increase assumed in case of money
neutrality, in addition, it did not essentially
have any effect on the performance of
1998). With
respect to the situation in Japan, Krugman

the economy (Krugman,

recommended that the inflation expectations
were stimulated, along with a commitment to
an inflation target, as a result of which real
interest rates could drop to negative levels and
the economic actors would not think that the
central bank interest rate cuts were temporary.
Krugman recommended that Japan applied an
annual inflation rate of 4 percent for fifteen
years, in order to recover from the liquidity
trap 1998; 181).
Krugman forgot that the central bank already
had the right to set negative interest rates for

(Krugman, However,

certain money market instruments — such
as excess reserves — and has the right to use
instruments other than interest rate policy
— for example asset purchases — in order to
regulate the quantity of money (Werner,
2005).

According to Ueda (2001), due to a lack
of credibility, the monetary policy measures
do not work in the case of a liquidity trap.
Ito (1999) and Kumar et al (2003) also
actribute  the weak performance of the
Japanese economy since the 1990s to the
liquidity trap phenomenon, as Ito (1999; 4)
put it @ situation like this is termed a liquidity
trap in Keynesian economics', however, they
return to the Hicksian approach, when they
refer to a horizontal LM curve. Furthermore,
Ito (1999) also mention in support of their
arguments that the expansion of the monetary
base was not followed by sufficient growth in
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the M2 aggregate, and a decline in interest
rates. Itoh—Shimoi (2000) consider the fiscal
intervention to be reasonable, complemented
by bond purchases by the central bank, which
altogether would result in an intervention
similar to ‘helicopter money’. Another solution
considered possible is that the central bank
announces an inflation target, which target is
set with not only an upper but also a lower
bound, so that no liquidity trap occurs. In the
liquidity trap case, as they assert, the Fisher
equation does not hold and inflation does
not cause an increase in the nominal interest
by the same rate, thereby preventing the real
value of high corporate and public debts from
decreasing.

On behalf of monetarists, Meltzer (1999)
actributed the failure to boost the economy
to the lack of credibility of Japanese monetary
policy, since — in his opinion — the central
bank announces that its goal is to stop
deflation and bolster up growth to no avail
if the central bank’s inability to achieve these
goals becomes built in the economic actors’
expectations. Namely, Meltzer’s interpretation
was similar to Krugman’s arguments in that
the transmission mechanism did not function
properly in Japan due to the expectations.
Melezer recommended that the monetary
in order to enhance

base was increased

consumption, while relying on the real
McKinnon-Kenichi (1999)
the announcement of an

balance effect.
recommended

exchange rate target, arguing that due to the
liquidity trap, expectations cannot be used as
a channel to affect the economy, and urged
joint US-Japanese intervention in the foreign
exchange market (Werner, 2005). According
to Swvenssons (2001) ‘foolproof’ solution for
open economies, a path for future price level
targets should be announced in the Japanese
economy, which target should correspond to a
moderate long-term positive inflation target,
also complemented by a one-time larger



devaluation of the currency and a temporary
fixed exchange rate (in a crawling peg) regime.

As a result of the economic policy applied,
the quantity of the broader monetary aggregates
in Japan did increase significantly since 1992,
however, it was still unable to facilitate
economic growth enough, which undermined
the steady foundation of the quantity theory
of money. In a number of publications BOJ
itself acknowledged the ineffectiveness of
monetary policy, and it entrusted the fiscal
policy to recover the economy.

Werner (2005) refuted the idea that the
failure of the Japanese economic policy could
be explained by a liquidity trap or by an
exogenous or endogenous monetary theory.
Werner argues that Japanese interest rates had
been gradually declining before 2001, which
means that the left-horizontal section of the
LM curve being flat for a stretch cannot be
verified. Gradually declining interest rates
did not boost the economy either, while the
interbank call rate — which was reduced to less
than 0.1 per cent — from 1998 failed as well
(not to mention that interest rates were even
increased occasionally). Werner emphasises
that the liquidity trap is a comparative static
analysis. It compares the case where interest
rates can no longer be reduced to the economy
boosting effect achieved through interest rate
cuts, and the analysis does not explain how
the economy arrived at the situation limited
by the lower interest rate bound. According
to Werner, the reason behind the Japanese
phenomenon is not the liquidity trap but the
fact that in the quantity theory of money, the
quantity of money used for the exchange of
goods and services included in GDP and the
quantity of money used exclusively for the
purchase of assets are not distinguished. And
although the latter is line with the expected
growth of the overall amount of credit, it does
not shift the income and the general price level
to the expected favourable direction. Instead,
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it precipitates in the market of various assets
— such as real estate — and thereby creates an
asset price bubble.

The

interest rates which were reduced close to

base rates and other short-term
zero (or even lower) in numerous regions
due to the 2008 global financial crisis raised
the liquidity trap issue in wider scope. The
spreading of quantitative easing and forward
guidance by central banks also indicated this
macroeconomic problem.

After reducing the short-term interests
even further became impossible, central banks
mitigated the long-term interests through
quantitative easing. Although this type of
intervention by central banks was supported
by the practice, it is actually difficult to justify
in theory; the central bank signalling itself
and then the shift of the portfolio towards
longer-term securities — and therewith the
deceleration of asset sale waves occurring
due to the interest rate reduction — are the
two main channels of the mode of action of
central bank intervention (Abel, 2019). If the
yields drop so low that investors are no longer
willing to buy longer-term assets for fear of
yield expectations but only want to keep cash,
a liquidity trap may emerge. In this case, the
central bank can intervene most efliciently
with forward guidance because in this way it
can reduce future uncertainty (Abel, 2019).

Using the DSGE models, researchers have
shown that in 2008-2009, approximately
30 percent of the economic downturn was
attributable to the lower interest rate bound
(Lhuissier et al., 2020). In the DSGE models,
the interest rate rule steers the economy
towards the lower bound due to the negative
demand shocks, which causes the economy to
lose its key adaptation ability and could enter
a deflationary spiral. While monetary policy
loses some of its role in this case, fiscal policy
may still be able to stimulate the economy,
especially if interest rates do not rise, not even
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as a result of the intervention. In reality, there
is no reason to interpret rational expectations
so strictly, and monetary policy has numerous
options for adjustment through the adjustment
of various interest rates of different maturities
and the use of asset purchases and other
unconventional instruments, with the help
of which expectations related to short-term
interest rates, credit, maturity and liquidity
premia can be influenced.

Many criticise the use of unconventional
instruments to prevent a liquidity trap, arguing
that these instruments are costly, since they are
far less effective as the conventional interest rate
cut. Nevertheless, a series of studies verified
that quantitative easing had helped restore
the inflation and the output at low interest
rates [Gambacorta, Hofmann, & Peersman,
(2014); Panizza, Wyplosz, (2018); Weale,
Wieladek, (2016); Koeda (2019); Kimura,
Nakajima, (2016)]. Altavilla, Giannone, and
Lenza (2014) found that it was verified in case
of OMT announcements (Outright Monetary
Transactions) that the monetary policy could
be able to provide a suitable solution through
its unconventional instruments, even if an
effective interest rate bound is set.

The empirical study of Lhuissier et al.
(2020) analyses those periods during which
the nominal interest rate — even if negative
— reached its effective lower bound in the
euro area, in the United States and in Japan.
Lhuissier et al. put these periods between
2009 and 2015 in the US, after 2012 in the
euro area and after 1996 in Japan, so the
latter two are deemed valid to this day (see
Figures 3/a—c). (The authors acknowledge
that, as a result of the current crisis, the
analysis has become relevant again in the
US, see Figure 3/b). The effective lower
interest rate bound is understood as the state
where short-term interest rates become flat
on a level close to zero, and their standard
deviation is at a historically low figure. They
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compare the periods characterised by normal
and effective interest rate bounds by using
IVFs. A two-year interest rate is used as a
monetary instrument, considering that the
interest rates with a shorter maturity do not
fluctuate during periods of interest bounds.
Among the monetary policy shocks, Lhuissier
et al. analyse the prior announcement and
implementation of the quantitative easing
measures as the changes in the exogenous
monetary policy stance. While in most DSGE
model frameworks the effective lower bound
prevents the economy from adapting, in
their structural VAR model frameworks it is
demonstrated that monetary policy remains
effective even if the interest rates reach the
effective lower bound. The monetary shocks
— although to varying extents and for varying
periods - cause noticeable movements in the
output, in the price levels in this case as well,
and the IVFs show similar outcomes in low
and normal interest rate environments. This is
used to refute the existence of a liquidity trap
in the Hicksian sense, if any of the economic
actors is faced with any credit limitation,
furthermore, they support Friedman and
Schwartz’s (1963) opinion that lending can be
unlimited even in a deep recession. However,
the authors emphasise that similar empirical
analyses can always be evaluated only if the
Lucas critique is also taken into consideration.

Currently, the economists are discussing
the macroeconomic effects of the new crisis
emerging in 2020 only on the level of possible
scenarios. Of the leading central banks, only
the Fed and the Bank of England has had some
room for manoeuvre to cut the base rate even
further therefore the asset purchases continued,
and the targeted lending operations became
even more prominent, which by now had
appeared among the instruments of the Fed,
too. The current, New Keynesian model-based
theoretical literature raises the most concern
about the eflicacy of the monetary policy in
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Figure 3/a

THE INCREASE OF MO, M1 AND M2 IN JAPAN
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Figure 3/b

THE INCREASE OF MO, M1 AND M2 IN THE UNITED STATES
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Figure 3/c

THE INCREASE OF MO, M1 AND M2 IN THE EURO AREA
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Note: Based on monthly data, cumulative growth compared to the starting month, 1 January 1995 = 1 for Japan and the United States,
1 February 1999 = 1 for the euro area, data are available until August 2020. For Japan, M1 and M2 data were estimated using annual /

annual growth rates before April 2003; the authors’ own calculation.
Source: BoJ, Fed St. Louis, ECB, own edited

the event of positive supply shocks, if the lower
interest bound prevails (Kiley, 2016; Lee-
Boussard, 2018). It is, however, the negative
supply shock phenomenon that is mentioned
the most frequently in connection with the
coronavirus crisis. However, the supply shock
resulting from the restrictive measures taken
due to the coronavirus was also followed by a
demand shock, which can be attributed to the
restricted movement and the strengthening of
risk avoidance (Hardi, Szapdry, 2020).

The economic shutdown which took place
due to epidemiological restrictions created a
completely different situation compared to
the previous crises, which had a bearing on
the functioning of the economies in recent
decades. Currently, the goal is to preserve
the capacities and jobs of the economies
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which were abruptly shut down. Once the
pandemic is overcome, the new investments
could have a key role in replacing the lost
income and consequently, in the replacement
of consumption. Monetary policy should be
given a leeway in the further stimulation of
investments worldwide, including in Hungary.
The importance of this is further reinforced by
the fact that the crisis might cause a never-
before-seen accumulation of debt.

SUMMARY AND CONCLUSIONS

Keynes described the factors that shape the
interest rates and the effects of interest rates
on economic processes differently than the
economists preceding him. Keynes perceived



the role of money in the economy totally
differently than the concepts until then.
Keynes introduced the theoretical possibility
of a possible lower interest rate bound which
could limit the efficacy of the monetary policy.
The phenomenon that became known as the
liquidity trap has since served as the basis for
a number of theoretical explanations. The
theories also wanted to reflect on the economic
policy problems of the eras concerned. Keynes
himself — in course of the development of
his General Theory — sought solutions to
the problems of the British economy of his
time. The works described in our study, and
which discuss further elaboration of the topic
can be interpreted not only as theoretical
ideas but also as practical economic policy
recommendations. Therefore, having relied on
theoretical explanations, in our study we were
also able to present those economic situations
where low interest rates were actually applied
in monetary policy.

Naturally, similarly to other economic
processes, the topic of the liquidity trap
cannot be discussed under ‘sterile laboratory’
circumstances. The different economies of
different times cannot be compared accurately.
However, there is indeed opportunity to
recognise the existence of certain trends.

The monetary policy which introduced
the low interest rates was not the answer to
the stagnation of the Japanese economy
that has started in the 1990s. This points to
that overcoming the depression requires the
simultaneous use of other economic policy
instruments. It is also possible that other
exogenous factors — such as demographic
trends, — require a different approach for the
assessment of economic growth.

After the 2008-2009 global financial crisis,
most central banks started radical interest
rate cuts. After addressing the initial liquidity
crisis, the central bank base rates remained
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low in order to boost economic growth by
making funds cheaper. Near-zero or even
negative interest rates persisted permanently.
Although the historically extremely low
interest rates did not lead to a liquidity trap,
keeping interest rates low for short-term
maturities did not lead to an unambiguous
turnaround in growth. Central banks had to
anchor interest rates over longer maturities
as well. In addition, instruments had to be
used which could also offset the decline in
the lending activity of commercial banks and
which could lead to an increase in cash in the
economy. These instruments were the central
bank asset purchase schemes (quantitative
easing) in general. In addition, the central
banks had to support their commitment to
their goals, which was achieved with the help
of applying forward guidance. The theoretical
and empirical literature argues both for and
against the use of these unconventional
instruments. Some researchers are already
talking about the QE trap, where the cost of
the quantitative easing outweighs the social
benefits thereof, however, the central banks
still return to their asset purchase schemes as
soon as the interest rate levels are low. Even if
extensive empirical analysis is conducted, the
assessment of the net real economy impacts of
their interest rate policy leads to questionable
results, however, the yield-decreasing effects
achieved in case of long-term maturities can
be verified in the current crisis, similarly to the
previous periods.

Based on the study it can be confirmed
that central bank can contribute to economic
growth keeping interest rates low and
therewith fostering investment. In addition to
keeping short-term interest rates low, it might
be adequate to control interest rates of other
maturities and, central banks should express
their prolonged commitment to low interest
rates, especially in a deflationary environment.
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! Robertson’s (1940) argument is not identical to
the assumption that additional quantity of funds
is ineffective with regards to the development of
investment, in contracts, his view implies that
monetary policy should provide sufficient funds
to the economy, thereby preventing the economic
output from being halted, which means that it is
not the abundance of liquidity but the lack thereof
that carries inherent risk. (quoted by Hicks, 1942,
56; Barens, 2018, 2; 8-9).

2 According to Hicks' (1937) original description:

IS-LL curve

Reference to Patinkin’s work titled ‘Money,
Interest, and Prices: An Integration of Monetary

and Value Theory’ published in 1956.

* A value justified by regression estimates made for a
more than thirty-year period and which took into
account the effectiveness of monetary policy.

> Vickrey (1954), similarly to Brunner and Meltzer,

rebutted that monetary policy would be ineffective

because of the lower interest rate bound, and he
explained his claims with the phenomenon of
the so-called programmed inflation phenomenon

(Boianovsky, 2004).

¢ According to this theory, the value of assets will

decrease relatively of which there is an oversupply

in those states of the world whenever the asset
concerned  makes

disproportionately  larger

payments due to the oversupply.
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