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Economic Policy Options at Low Interest Rates
With interest rates currently at record lows in many economies (Figure 1) yet inflation
(Figure 2) and growth subdued, policymakers face an unprecedented situation: conventional
monetary policy is unable to stimulate the economy. This essay will explore the nature of this
limitation and alternative fiscal and unconventional monetary policy options.

Figure 1: Policy interest rates.
Source: Reserve Bank of Australia, 2016

Figure 2: Core inflation.
Source: Reserve Bank of Australia, 2016

Monetary policy transmission channels
Suppose interest rates are at normal positive levels and the central bank decides expansionary
monetary policy is required. It lowers the target short-term interest rate, lending and deposit
rates adjust accordingly, and agents update their expectations about inflation and the future
path of short-term rates, influencing medium and long-term rates (European Central Bank,
n.d.). These changes support GDP and inflation. An interest rate reduction makes saving less
attractive, and credit more accessible, for households and firms, so aggregate demand rises,
particularly if a large proportion of consumers face liquidity constraints (Gross & Souleles,
2002). Consumption is also boosted through the cash flow channel: households’ disposable
income increases as, for example, mortgage repayment costs decline (Kent, 2015).
Indirectly, GDP is also strengthened by the exchange rate channel. The interest rate cut
depreciates the domestic currency, making domestic goods cheaper relative to foreign goods
and aiding domestic producers.
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Finally, investors’ search for yield and lower borrowing costs mean that asset prices rise as
interest rates fall. This supports investment in asset-based industries such as dwelling
construction (Figure 3; this is also aided by cheaper credit) and through the balance sheet
effect, with firms able to finance new projects more easily as the value of their assets
increases (Kent, 2015). Consumption is also boosted through the wealth effect: households
typically spend 3 or 4% of an increase in their net worth (Windsor, Jääskelä, & Finlay, 2013).

Figure 3: Dwelling Investment and Interest Rates. Source: Reserve Bank of Australia, 2015

Through all of these channels, the interest rate cut stimulates aggregate demand and therefore
economic growth and inflation.
Complications at low interest rates
However, monetary policy does not always achieve these desired effects: there may be
“several slips between the cup and the lip” (Keynes, 1936, p. 173). At low rates, a liquidity
trap can emerge, where conventional monetary policy fails to stimulate the economy because
agents are willing to hold any amount of money at that rate. This phenomenon is typically
attributed to issues with either the natural interest rate or public confidence.
The first set of theories suggests that the problem is structural: desired saving exceeds desired
investment, so the ‘natural’ interest rate (the rate at full employment) is negative (Krugman,
2013). There are competing explanations for the apparent recent decline. Bernanke (2015)
attributes the change to a “global savings glut” originating in China and other emerging Asian
economies over the last decade (Figure 4). Conversely, secular stagnation proponents blame
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more fundamental shifts. The excess of savings is ascribed to demographic (Figure 5) and
income distribution changes, while the reduction in the cost of investment goods and new
firms’ reduced capital requirements are held responsible for subdued investment demand
(Bean, Broda, Ito, & Kroszner, 2015, pp. 24-28, 36; Summers, 2014). Regardless of the
cause, if policy rates, though nominally very low, are above the natural rate, the effect is
contractionary: firms and households simply lack the incentive to spend, and central banks
are unable to continue cutting to reach the natural rate (The Economist, 2013).

Figure 5: Demographic pressure and savings propensities.
Source: Bean et al., 2015

Figure 4: Global Current Account Balances. Source: Bernanke, 2015
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The second school of thought suggests that agents are simply unwilling to spend, regardless
of the interest rate, because they lack confidence about the economic outlook. For example,
Kent (2015) highlights that Australian households have chosen to pay down debt, rather than
consume, in response to recent interest rate cuts, perhaps due to uncertainty about future
income. Similarly, Lane and Rosewall (2015, p. 6) found that business investment decisions
are “highly subjective,” supporting Akerlof and Shiller’s (2009, pp. 55, 143-144) claims
about the importance of shared economic narratives. Hence, even at very low rates, if
business leaders lack confidence, projects may not proceed, and central bankers lack the
capacity to shift this narrative by decisively cutting rates.
These theories are not mutually exclusive and all three are likely involved and interacting in
modern liquidity traps. In any case, conventional monetary policy is clearly limited in this
environment. Households and firms, whether because of lack of confidence or incentive, fail
to respond to low interest rates, so the desired effect on GDP and inflation is not achieved.
Crucially, central banks are unable to lower interest rates further because of the ‘zero lower
bound’: notwithstanding experiments by the European Central Bank and others, interest rates
cannot fall significantly below zero, or agents will have an incentive to pre-pay bills,
purchase gift cards, hold surplus inventory, or bear the costs of holding cash (The Economist,
2016). Inventive proposals to change the nature of the currency (see Agarwal & Kimball,
2015; Armstrong, Caselli, Chadha, & Haan, 2015) are impractical in the short term and fail to
deal with issues surrounding bank profitability, capital accumulation, and lending capacity at
negative rates (Cœuré, 2016). Conventional monetary policy cannot be the solution.
Alternative policy options
One monetary policy proposal designed to address the structural roots of the problem is for
the central bank to raise inflation expectations, reducing the real interest rate, even if the
nominal rate is unchanged. Doing so, however, requires the central bank to “credibly promise
to be irresponsible”: to convince the public that it will continue with expansionary monetary
policy, at the expense of any inflation target, after a recovery has occurred (Krugman, 1998,
p. 139). This is a difficult task as the public knows that future central bankers will have an
incentive to renege, so Eggertsson and Woodford (2003, p. 59) suggest that central banks
should take visible action, such as purchasing long bonds, to substantiate the commitment.
Similarly, the use of forward guidance which conditionally commits the central bank to a
course of action could be effective, forcing future policymakers to consider the damage to
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their credibility before deviating from previous promises (Woodford, 2013). More radically, a
shift to nominal GDP targeting could give a clear signal that the central bank was prepared to
prioritise the recovery, and could provide the psychological “regime shift” which Romer
(2013, p. 394) asserts is necessary to restore rapid economic growth.
Despite the theoretical neatness of these ideas, however, practical implementation would be
difficult. Cautious central bankers would likely be reluctant to sully their inflation-targeting
credibility, and even if they could be convinced to do so, it’s not clear that the public would
respond as desired, given their “money illusion” and systematic difficultes in accounting for
inflation (Akerlof & Shiller, 2009, pp. 41-50).
Quantitative easing and large scale asset purchase programs, designed to push down longterm interest rates, are another unconventional policy option, used extensively in Japan and
the United States. These programs raise asset prices, depreciate the domestic currency, and
aim to lower the cost of borrowing and encourage riskier investment (Feldstein, 2016;
Stevens, 2014). Williams (2014) and Eggertsson and Woodford (2003) also emphasise that
the policies can communicate the central bank’s ongoing commitment to expansionary
policies, again reducing long-term rates and stimulating the economy. As such, these
programs can address both the structural and psychological causes of the liquidity trap,
without facing any lower bound, which is clearly beneficial. However, the net effect on the
real economy is uncertain, and not costless, with risks to financial stability as asset prices
balloon (Feldstein, 2016; Stevens, 2014).
A ‘last resort’ monetary policy is the helicopter money proposal originally imagined by
Friedman (1969) and revived recently in Japan, which involves the central bank financing
fiscal stimulus (Irwin, 2016). This has the advantage of transmitting monetary policy much
more directly to the real economy but has many political and economic hazards.
Given these monetary policy risks, there is also an important role for fiscal policy to stimulate
growth and inflation in a low interest rate environment. As Christiano, Eichenbaum, and
Rebelo (2011) and Eggertsson and Krugman (2012) note, in a liquidity trap the government
expenditure multiplier is particularly large, governments can borrow at very low rates, and
there is little crowding out of private investment. As such, a liquidity trap is in many ways an
ideal time for governments to invest in infrastructure which will expand the productive
capacity of the economy in the future while making up the shortfall of aggregate demand and
supporting public confidence.
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Another key policy lever is the manipulation of the net tax burden. Transfer payments, for
example, can be designed to deliver the maximum stimulus to aggregate demand. An obvious
example is targeting transfers to consumers with a higher marginal propensity to consume out
of a temporary income increase, such as those with liquidity constraints (Wren-Lewis, 2010,
p. 76). Behavioural economics also offers insights in this area. Beatty, Blow and Crossley
(2014), for example, found that, on average, 47% of an unconditional transfer labelled the
Winter Fuel Payment was spent on fuel, compared to 3% out of an unlabelled payment. This
suggests that the careful framing of a transfer as, for example, a domestic industry stimulus
payment could enhance its effect on the dmestic economy.
Tax cuts can also stimulate economic growth and inflation where conventional monetary
policy fails. Correia, Farhi, Nicolini, and Teles (2013) suggest that governments should
implement a temporary investment tax credit while inflating consumer prices by committing
to future increases in value-added taxes. This proposal would, they assert, replicate the
expansionary effects of negative nominal interest rates without the detrimental consequences
of producer price inflation. It is also more likely to be understood by the public than a central
bank inflation plan – but may be politically unpalatable and difficult to implement.
A final category of policy options involve structural reforms designed to discourage excess
saving and encourage investment. Bean et al. (2015, p. 80) suggest that raising the retirement
age and developing social security nets, where they do not already exist, would reduce
consumers’ need to self-insure and prepare for a long retirement by saving aggressively in
middle age. Additionally, given the large body of behavioural economics literature about
influencing saving behaviour (see Egan, 2013) it seems likely that governments could
‘nudge’ consumer saving and spending according to macroeconomic needs, though strict
ethical review would be needed.
In terms of investment, reforms to address barriers to growth, such as changes to immigration
policy in ageing rich countries and infrastructure and human capital investments could be
beneficial (Dudley, 2013). In the short term, the key benefit would likely be the boost to
business confidence and expectations. As such, there may also be a role for greater
government consideration of the way these programs are framed and announced, in order to
maximise the impact on the economic narrative and public confidence.
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Conclusion
At low interest rates, central banks are unable to stimulate economic growth and inflation
with conventional monetary policy because of the zero lower bound. Despite the complexities
of this situation, some general policy recommendations emerge. Investment in public
infrastructure by governments is likely to be very beneficial. This supports aggregate demand
with little risk of crowding out, is relatively cheap to finance, has an amplified effect through
a larger than normal expenditure multiplier, expands the economy’s future capacity, and
boosts confidence. Coordination by fiscal and monetary authorities to encourage business
confidence and investment is also likely to be positive. Conditional commitments by the
central bank to maintain expansionary monetary policy, including quantitative easing, for a
continued period could be combined with investment tax credits, targeted household transfers
and the promise of future reforms to create a sense of opportunity and spur investment
spending. Despite the low interest rates, there is no shortage of options for creative
policymakers.
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