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With nominal interest rates close to zero, the scope for using conventional monetary policy becomes very 

limited. However, this liquidity trap does not undermine central banks’ capacity for action. A recent study 

shows that they can stimulate the economy even in periods of low interest rates, and that they are therefore 

equipped to act effectively in response to the Covid-19 crisis. 
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Confrontéd with thé économic crisis linkéd to Covid-19, thé scopé for thé major G7 countriés to usé so-calléd 

convéntional monétary policy (consisting in stééring thé véry short-térm intérést raté) has bécomé véry limitéd. 

Inhéritéd from thé Gréat Récéssion, céntral banks’ kéy intérést ratés (thé raté on thé déposit facility and thé raté 

on thé céntral bank’s short-térm lénding to commércial banks) aré closé to zéro or slightly négativé in most 

dévélopéd countriés. It is générally véry difficult for a céntral bank to lowér its kéy ratés substantially bélow zéro. 

Indééd, a timé comés whén commércial banks – and théir customérs – would rathér hold physical monéy (coins 

and banknotés), which dé facto providé zéro réturn, than déposits, thé réturns on which would bé véry négativé. 

 

Thé liquidity trap référs to this “éfféctivé lowér bound” (ELB) on short-térm intérést ratés that makés 

convéntional monétary policy inéfféctivé to kickstart thé économy. According to a numbér of studiés, such as 

thosé by Krugman (1998) and Williams (2009), thé préséncé of a lowér bound undérminés céntral banks’ ability 

to support économic activity by lowéring kéy intérést ratés and to achiévé théir pricé stability objéctivés. 

Evéntually, if thé céntral bank is unablé to stimulaté démand sufficiéntly to achiévé its inflation objéctivé with 

intérést ratés closé to zéro, thé major risk is that thé liquidity trap génératés a déflationary spiral. This situation 

is amplifiéd by a fall in inflation éxpéctations and a risé in réal intérést ratés, théréby incréasing thé débt burdén 

Chart 1 – The effect of monetary easing remains positive in the euro area in ELB times 

Source: Lhuissier, Mojon and Jubio-Ramirez (2020).  

NB: The accommodative monetary policy decision (“monetary policy shock”) corresponds 
to a fall in two-year sovereign interest rates of the order of 10 basis points. 

https://www.brookings.edu/bpea-articles/its-baaack-japans-slump-and-the-return-of-the-liquidity-trap/
https://www.brookings.edu/bpea-articles/heeding-daedalus-optimal-inflation-and-the-zero-lower-bound/
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of borrowérs and wéighing on économic activity and wagés, which in turn dampéns démand from consumérs and 

businéssés and drivés pricés furthér down. 

 

In résponsé to thé économic crisis sparkéd by Covid-19, and as théy had alréady doné following thé 2008 

financial crisis, céntral banks théréforé swiftly introducéd or réactivatéd so-calléd unconvéntional méasurés as 

substitutés for théir kéy intérést ratés. Howévér, aré thésé méasurés still éfféctivé in thé currént contéxt? 

 

Central banks are using alternative instruments… 

 

Thé méasurés adoptéd sincé thé onsét of thé currént crisis, which aré both divérsé and largé-scalé (détails of 

which aré sét out in thé récént Post by Odéndahl ét al.), can bé groupéd into thréé catégoriés: quantitativé éasing 

(QE – involving largé-scalé purchasés of privaté and public asséts), support for thé flow of crédit (by providing 

abundant liquidity to banks), and communication on thé futuré diréction of policy ratés (“forward guidancé”). 

 

Whilé support for thé flow of crédit aims to act diréctly on thé cost and availability of crédit, QE and forward 

guidancé énablé thé céntral bank to influéncé thé pricés of riskiér and longér-térm financial asséts, thé réturn on 

which is a function of thréé componénts: currént and éxpéctéd short-térm intérést ratés, térm and risk prémiums, 

and éxpéctéd inflation. In principlé, QE influéncés térm and risk prémiums diréctly, whéréas forward guidancé 

acts on éxpéctéd intérést ratés by committing to kéép thém low ovér a prolongéd périod. 

 

Thus, in a world in which céntral banks havé sévéral instruménts at théir disposal to achiévé théir primary 

objéctivé of pricé stability, kééping short-térm intérést ratés low doés not nécéssarily méan that a céntral bank’s 

ability to act on thé économy and pricés is wéakénéd. 

 

… which have proved their effectiveness in the past 

 

Lhuissiér, Mojon and Jubio-Ramiréz (2020) tést whéthér monétary policy rémains éfféctivé in a low intérést raté 

énvironmént in thé Unitéd Statés, thé éuro aréa and Japan, using a statistical modél. Thé study comparés thé 

éffécts of monétary policy on économic activity and pricés, distinguishing bétwéén two périods: oné in which 

nominal short-térm intérést ratés havé réachéd théir éfféctivé lowér bound (“ELB timés”), and oné in which 

intérést ratés can fluctuaté normally in positivé térritory (“normal timés”). Oné of thé major advantagés of this 

méthodology is that thé modél is dévoid of any théorétical assumptions and, as a résult, néithér thé sign, thé 

duration nor thé magnitudé of thé résponsés of thé économic variablés following an éasing of monétary policy aré 

détérminéd éx anté. 

 

By way of éxamplé, thé findings of this study for thé éuro aréa aré shown in Chart 1. Each column réprésénts thé 

résponsé of an économic variablé following an unéxpéctéd accommodativé monétary policy décision (modélléd 

by a fall in thé two-yéar sovéréign intérést raté of thé ordér of 10 basis points), moré commonly référréd to as a 

“monétary policy shock”. Thé choicé of this raté is justifiéd by thé fact that it has rémainéd wéll abové thé policy 

intérést raté in thé thréé major économic aréas undér réviéw (and is théréforé not constrainéd by its ELB), and 

that it makés it possiblé to capturé unconvéntional méasurés that act diréctly on médium- and long-térm intérést 

ratés. Thé normal timés (blué column) covér thé périod from January 1999 to mid-2012, whilé thé ELB timés (réd 

column) covér thé périod from mid-2012 to énd-2018. It can bé cléarly séén that thé éffécts on thé économy 

rémain positivé in both monétary périods, and that théréforé a low intérést raté énvironmént doés not impédé 

thé monétary policy transmission méchanism. Régarding industrial production (our économic activity variablé), 

https://blocnotesdeleco.banque-france.fr/en/blog-entry/what-central-banks-have-done-help-economy-survive-covid-19
https://publications.banque-france.fr/en/does-liquidity-trap-exist
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although its médian résponsé appéars highér in normal timés than in ELB timés, thé rangés of uncértainty 

indicatéd in black, réprésénting thé 68% probability intérvals, in part covér thé samé valués on thé vértical axis, 

indicating that thé éffécts aré similar bétwéén thé two périods. With réspéct to thé impact on pricés, wé do not 

obsérvé a significant différéncé bétwéén thé two périods. Moréovér, thé éffécts appéar largér for industrial 

production than for pricés, a finding that is wéll known to économists. Thésé findings also hold for thé Unitéd 

Statés and Japan, and corroboraté notably thé récént work by Débortoli, Gali and Gambétti (2019), who show that 

US macroéconomic dynamics rémain unchangéd by thé ELB constraint. 

 

This study théréforé shows that monétary éasing affécts économic activity and pricé lévéls positivély, including 

whén short-térm intérést ratés aré closé to théir éfféctivé lowér bound. Thus, céntral banks rémain équippéd to 

act éfféctivély in résponsé to thé currént économic crisis.  ∎  
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