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It's Baaack: Japan’s Slump and the
Return of the Liquidity Trap

THE LIQUIDITY TRAP—that awkward condition in which monetary policy
loses its grip because the nominal interest rate is essentially zero, in
which the quantity of money becomes irrelevant because money and
bonds are essentially perfect substitutes—played a central role in the
early years of macroeconomics as a discipline. John Hicks, in intro-
ducing both the IS-LM model and the liquidity trap, identified the
assumption that monetary policy is ineffective, rather than the assumed
downward inflexibility of prices, as the central difference between Mr.
Keynes and the classics.' It has often been pointed out that the Alice in
Wonderland character of early Keynesianism—with its paradoxes of
thrift, widows’ cruses, and so on—depended on the explicit or implicit
assumption of an accommodative monetary policy; it has less often
been pointed out that in the late 1930s and early 1940s it seemed quite
natural to assume that money was irrelevant at the margin. After all, at
the end of the 1930s interest rates were hard up against the zero con-
straint; the average rate on U.S. Treasury bills during 1940 was 0.014
percent.

Since then, however, the liquidity trap has steadily receded both as
amemory and as a subject of economic research. In part, this is because
in the generally inflationary decades after World War Il nominal interest
rates have stayed comfortably above zero, and therefore central banks
have no longer found themselves ‘‘pushing on a string.”’ Also, the
experience of the 1930s itself has been reinterpreted, most notably by
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Milton Friedman and Anna Schwartz.? Emphasizing broad aggregates
rather than interest rates or the monetary base, Friedman and Schwartz
argue, in effect, that the Depression was caused by monetary contrac-
tion; that the Federal Reserve could have prevented it; and implicitly,
that even the great slump could have been reversed by sufficiently
aggressive monetary expansion. To the extent that modern macroecon-
omists think about liquidity traps at all (the on-line database EconLit
lists only twenty-one papers with that phrase in title, subject, or abstract
since 1975), their view is basically that a liquidity trap cannot happen,
did not happen, and will not happen again.

But it has happened, and to the world’s second-largest economy.
Over the past several years, Japanese money market rates have been
consistently below 1 percent, and the Bank of Japan plausibly claims
that it can do no more; yet the Japanese economy, which has been
stagnant since 1991, is sliding deeper into recession. Since Japan is
such an important economy, and its slump threatens to shatter the al-
ready fragile prospects for economic recovery in the rest of Asia, un-
derstanding what is going wrong there has become quite urgent. And
there is also a deeper reason for concern: if this can happen to Japan,
perhaps it can happen elsewhere. In short, it is time to reexamine the
theory of liquidity traps, which has turned out not to be irrelevant after
all.

But surely economists already understand liquidity traps well enough
to formulate policy. Can we not just pull the old models out of the
basement, dust them off, and put them to work? In effect, that is what
policymakers at the U.S. Treasury and elsewhere have done: drawing
on the simple liquidity trap framework that appeared in macroeconom-
ics textbooks a generation or so ago, they have urged Japan to follow
the classic recovery strategy of pump-priming fiscal expansion. (Since
hardly anybody in the thoroughly urbanized societies of modern Amer-
ica and Japan has any idea what it means to prime a pump, I hereby
suggest that we rename this the jump-start strategy.) Macroeconomics
has, however, moved on in several ways that require a rethinking of
the issue.

In particular, one might identify three strands of modern thought that
are missing from the classic IS-LM analysis. First is the intertemporal
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nature of decisions. Economists now understand, perhaps better than
fifty years ago, that how one formulates expectations is a crucial matter
in macroeconomic analysis, and that a good first pass assumption is that
these expectations are rational. Second is the openness of the economy.
Although the Britain of Keynes and Hicks was actually a quite open
economy, with a share of trade in GDP more than twice that of modern
Japan, their analysis, and almost all subsequent analysis of the liquidity
trap, ignores foreign trade and capital mobility. It is a justifiable stra-
tegic simplification; but since many of the disputes surrounding Japan’s
direction involve the future of the country’s current account and ex-
change rate, one needs to know what happens when this assumption is
relaxed. Finally, traditional IS-LM analysis neglects the role of finan-
cial intermediaries. But how one interprets the experience of the 1930s
hinges crucially on how broad a monetary aggregate one chooses; and
the same has turned out to be true in recent arguments over Japan.
Furthermore, one school of thought about the Depression argues that a
troubled banking system lay at the heart of the problem; a similar view
has become near orthodoxy about contemporary Japan. So one needs
at least a basic sense of how financial intermediation fits into the picture
of the liquidity trap.

There are two major parts to this paper. The first is an extended
generic discussion of the causes and consequences of liquidity traps. I
use a succession of small, highly stylized models to address both the
traditional questions regarding liquidity traps and a number of novel
issues. The central new conclusion of this analysis is that a liquidity
trap fundamentally involves a credibility problem—but it is the inverse
of the usual one, in which central bankers have difficulty convincing
private agents of their commitment to price stability. In a liquidity trap,
the problem is that the markets believe that the central bank will target
price stability, given the chance, and hence that any current monetary
expansion is merely transitory. The traditional view that monetary pol-
icy is ineffective in a liquidity trap, and that fiscal expansion is the only
way out, must therefore be qualified: monetary policy will in fact be
effective if the central bank can credibly promise to be irresponsible,
to seek a higher future price level.

My theoretical analysis also appears to refute two widely held be-
liefs. First, international capital flows, which allow a country to export
savings to the rest of the world, are not a surefire guarantee against a
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liquidity trap; because goods markets remain far from perfectly inte-
grated, the required real interest rate in terms of domestic consumption
can be negative even if capital is perfectly mobile and there are positive-
return investments abroad. A corollary is that a successful monetary
expansion, in which the central bank does create expectations of infla-
tion, will probably be less of a beggar thy neighbor policy, expanding
demand at the rest of the world’s expense, than is widely imagined.

Second, putting financial intermediation into a liquidity trap frame-
work suggests, pace Friedman and Schwartz, that it is quite misleading
to look at monetary aggregates under these circumstances: in a liquidity
trap, the central bank may well find that it cannot increase broader
monetary aggregates, that increments to the monetary base are simply
added to reserves and currency holdings, and thus both that such ag-
gregates are no longer valid indicators of the stance of monetary policy
and that their failure to rise does not indicate that the essential problem
lies in the banking sector.

In the second part of the paper, I turn to some specific questions
surrounding Japan. I survey other analysts’ estimates to consider four
main issues. First is the size of Japan’s output gap. I argue that this is
probably considerably larger than the standard estimates, and hence
that the need for expansionary policy is even greater than is commonly
supposed. Second is the reason for the apparent large gap between
saving and willing investment at full employment. Third is the rele-
vance of Japan’s banking woes to its macroeconomic malaise. Although
the conventional wisdom is that Japanese banks are at the center of the
problem, I argue that they have played less of a causal role than is
widely assumed. Finally, I make a first attempt at quantifying the size,
duration, and side effects of the inflation that would be needed to lift
Japan out of its trap.

The Theory of Liquidity Traps

It is useful, in considering Japan’s liquidity trap, to begin at a high
level of generality, to adopt what one might almost call a philosophical
stance. Popular discussion of the current situation has a strong tendency
to plunge too quickly into the specifics, to cite one or another structural
issue as the problem, missing the central point that whatever the details
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of its history, Japan is now in a liquidity trap, so that the generic issues
surrounding such traps apply.

A liquidity trap may be defined as a situation in which conventional
monetary policies have become impotent, because nominal interest
rates are at or near zero: injecting monetary base into the economy has
no effect, because base and bonds are viewed by the private sector as
perfect substitutes. By this definition, a liquidity trap could occur in a
flexible price, full-employment economy; and although any reasonable
model of the United States in the 1930s or Japan in the 1990s must
invoke some form of price stickiness, one can think of the unemploy-
ment and output slump that occurs under such circumstances as what
happens when an economy is trying to have deflation—a deflationary
tendency that monetary expansion is powerless to prevent.

This may seem a peculiar way of putting the issue, but it does
highlight the central mystery of a liquidity trap, and the reason why
structural explanations, in a fundamental sense, cannot by themselves
resolve that mystery. For if there is one proposition with which every-
one in macroeconomics agrees it is that, aside from the possibility that
price stickiness will cause monetary expansion to be reflected in output
rather than prices, increases in the money supply raise the equilibrium
price level. Indeed, the normal view is that money is roughly neutral:
that an increase in the money supply produces a roughly equipropor-
tional increase in the general price level.* Or to be more specific, an
increase in outside money—the monetary base—must raise prices.

Putting the issue this way immediately reveals that many of the
common explanations of why Japanese monetary policy is ineffectual
are wrong, or at least inadequate. One often hears, for example, that

3. Strictly speaking, in traditional models money is not quite neutral when the private
sector holds nominal claims on outside agents, such as government debt, because
changes in the price level then have wealth effects on these assets, a point emphasized
by Metzler (1951). Even leaving aside empirical doubts about the importance of the
Metzler effect and theoretical questions about its relevance (with Ricardian equivalence
the effect goes away), this complication can at most dampen the effect of money on the
price level, but cannot eliminate it.

That said, many macroeconomists bristle at the mention of monetary neutrality. The
reason for their disdain is the widespread belief (which I share) that because prices are
not perfectly flexible, increases in the money supply often get reflected mainly in output
rather than in prices. However, this has nothing to do with the puzzle of a situation in
which increases in outside money can raise neither output nor prices, and indeed seem
powerless to prevent deflationary pressures.



