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A workhorse macroeconomic model predicts that negative interest rates would likely deepen a recession caused by
self-fulfilling pessimism about aggregate demand.

RWP 19-07, October 2019

Can central banks use negative nominal interest rates to overcome the adverse effects of the zero lower bound? I show that

negative rates are likely to be counterproductive in an expectations-driven liquidity trap. In a liquidity trap, firms expect low

demand and cut prices, which leads the central bank to reduce nominal rates to their lower bound. If the resulting decline in

real rates is not enough to stabilize demand, then the pessimism of price setters is fulfilled. Theoretically, the effect of a

negative nominal rate is non-monotonic: a marginally negative rate is not enough to escape the liquidity trap, but allows for

more pessimistic expectations and deflation, while a sufficiently negative rate eliminates the trap altogether. However,

plausible estimates of the cost and benefits of price adjustments in the U.S. suggest that negative rates are contractionary in a

liquidity trap, even at −100 percent.
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