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EDITORIAL.:
Liquidity Trap or Safety Trap?

Many among the academic and central bank communities are willing to
describe the current situation in most advanced economies - where the key
monetary policy interest rate is at its (zero) lower bound - as a Keynesian
liquidity trap. And indeed, if viewed patrticularly through the lenses of
Keynesian economics, the current situation seems to share many of the
features of a Keynesian liquidity trap: central-bank cash injections into
private banks have limited effects on interest rates so that (conventional)
monetary policy becomes ineffective. In effect, because of free disposal, the
zero lower bound prevents nominal interest rates from taking negative
values. The key underlying macroeconomic factor driving the economy into
a liquidity trap is a large deflationary aggregate demand shock. Such a
shock is more often than not either propagated or triggered by a financial
crisis. The combination of zero lower bound on nominal interest rates and
low actual and expected inflation rates, which usually prevails during liquidity
trap type situations, as well as a nearly consensus view about the difficulty
of getting out of a trap, seems to be that the real interest rate is still too high
relative to the equilibrium or natural real interest rate. If so, inflating the
economy, ie. generating higher inflation expectations on a temporary basis
via policy actions in order to reduce the real interest rate, appears to be an
appropriate policy strategy. This obviously may pose a serious policy
problem for central banks, since theoretically at least generating temporarily
higher inflation expectations through monetary policy may be extremely
difficult and higher inflation expectation, even if perceived initially as
temporary, may seriously challenge central banks' credibility in pursuing
stable prices. Not least, because the latter point is an indication that central
banks do not operate in a vacuum: fiscal and monetary policy regimes and
the interaction of the related policies, in the end, determine the monetary
policy space and its capacity.

Recent literature® has, however, introduced a competing view to the
liquidity trap as regards the key drivers that take the economy to the zero
lower bound and keep it there. This view is based on the notion of a safety
trap, which emerges from the following reasoning.2 One of key structural
features of the global economy during the recent years seems to be a
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! See R Caballero and E Farhi (2014), "The Safety Trap", working paper
http://economics.mit.edu/faculty/caball/papers. Since the critical aspect of this paper is the assumption of a (global)
shortage of safe assets, the original contributing paper is R Caballero, E Farhi and P-O Gourinchas (2005), " An
Equilibrium Model of "Global Imbalances" and Low Interest Rates" , working paper version (2005), journal article
(2008) American Economic Review 98:1, pgs 358-393. See also R Caballero (2006), "Macroeconomics of Asset
Shortages" in The Role of Money: Money and Monetary Policy in the Twenty-First Century, The Fourth European
Central Banking Conference 9-10 November 2006, Andreas Beyer and Lucrezia Reichlin (eds), pgs 272-283.

% The text follows Caballero and Farhi (2014) closely.
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shortage of safe assets. This excess demand for safe assets was the main
macroeconomic driver of the financial engineering underlying the subprime
crisis, and it was the key factor affecting the spike in funding costs in the
euro-area problem countries. Furthermore, this shortage has introduced new
constraints on monetary and fiscal policy.

In its most acute manifestations, a shortage of safe assets can generate
macroeconomic outcomes quite similar to those found in liquidity-trap
models, such as severe recessions and (safe) interest rates, so low that
bonds and money become perfect substitutes (as a store of value). As noted
by Caballero and Farhi (2014, p. 2), despite the similarities, there are
important differences between liquidity and safety traps. These differences
have implications for the relative effectiveness of different economic policies
and potential market solutions to the underlying problem. For one, forward
guidance, ie. commitment to low future interest rates once the economy
recovers, is usually more effective than quantitative easing in the context of
a standard liquidity trap argument, but the opposite holds in a safety-trap
context. Quantitative easing, eg. in the form of swapping risky private assets
for safe public debt, reduces the excess demand for safe assets.

Figure 1: Safety trap.
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Caballero — Farhi 2014, p. 11.

On the other hand asset bubbles (market solutions) and public debt are both
effective in a liquidity trap, whereas only the latter is effective in a safety
trap. The intuition here is that a shortage of safe assets is equivalent to a
lack of or deficit in a specific form of wealth, namely safe wealth. If the
government is not constrained by its fiscal capacity, it has a comparative
advantage in supplying safe assets. Available fiscal capacity is critical, since
it determines how much public debt the government can credibly pledge to
honour, should the economy be subject to a major adverse macroeconomic
shock in the future. Finally, forward guidance and financial bubbles, by
increasing risky wealth, fail to stimulate an economy that is in a safety trap,
because they tend to be drained away by wider spreads.

As Caballero and Farhi argue (2014, pgs 3-4), their model of the safety
trap is related to a number of important issues in economics and finance: the
identification of a shortage of safe assets as the key macroeconomic fact
(via the literature on aggregate liquidity), the pricing of government (short-
term) securities using standard asset pricing models, short-term debt and
systemic instabilities, and the literature on liquidity traps. An interesting
speculation relates to the idea that liquidity traps and safety traps are
complementary in the sense that aspects of a safety trap are dominant

Research Newsletter 2 » 2014 2



Y

et RESEARCH NEWSLETTER
-

during the most severe phases of crises and deep recessions, which
gradually mutate into a liquidity shortage or trap as the recovery grudgingly
evolves.® Another idea to ponder is the potential implications of
macroprudential supervision, in that the global safe asset deficit can
increase due to the need for economic agents to hold increasing amounts of
safe assets, unless the structure of the global financial system improves so
as to timely increase the supply of these assets.

Jouko Vilmunen

Unconventional monetary policy measures also
affecting emerging economies

The Bank of Finland Institute for Economies in Transition (BOFIT) hosted the
Asian Economic Panel meeting on 9-10 June 2014, in cooperation with,
among others, the University of California (Davis). The Asian Economic
Panel normally includes both more scientific presentations and introductions
directly related to different policy issues. The content of the event was also
similar this time, and the first day was additionally concluded by a panel
discussion on unconventional monetary policy measures and possible
effects of their reversal. The panel discussion was chaired by Professor
Wing Thye Woo (University of California, Davis), and the panellists were
Seppo Honkapohja, Member of the Board of the Bank of Finland, Professor
Kiyohiko G. Nishimura (Tokyo University, former Deputy Governor of the
Bank of Japan) and Chalongphob Sussangkarn (Thailand Development
Research Institute, former Finance Minister of Thailand).

From left to right: Seppo Honkapohja, Kiyohiko G. Nishimura, Chalongphob Sussangkarn and
Wing Thye Woo as well as Michael Plummer, Yuan Yangzhou and Zhichao Zhang.

A varied range of themes were addressed at the panel discussion. The
impact of major economic regions’ divergent monetary policy on capital
movements and, possibly, on exchange rates was of great concern. These
concerns also affect emerging economies, which need to ensure that they
have a sufficient array of effective economic policy tools in place to respond
to the prospect of increasing capital flows. The last twelve months have
shown that, for example, mere expectations of changes in US monetary
policy are enough to redirect the flows of capital.

% Caballero and Farhi (2014, p. 32).
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The Asian Economic Panel meeting dealt with different Asian
economies in a diverse manner. Among others, Jan Fidrmuc (Brunel
University) presented a study on the relationship between changes in
employment and changes in GDP in China, in other words, a study on how
Okun’s law operates. Research findings indicate that the relationship
between employment and GDP broadly follows Okun’s law in those regions
that have gone further ahead with economic reforms and already have
higher living standards. Deunden Nikomborirak (Thailand Development
Research Institute) looked at ASEAN countries’ economic integration from
several different angles. Despite ambitious plans, the countries’ integration
has not advanced very fast. It also seems that progress will be slow in the
years ahead. This may be due, in part, to the fact that the United States and
China, among others, are more important trading partners for all ASEAN
countries than are other ASEAN countries.

The programme of the Asian Economic Panel is posted online at:
http://www.suomenpankki.fi/bofit en/bofit/ajankohtaista/uutiset/Pages/AEP2

014.aspx

likka Korhonen
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Events

Expectations in Dynamic Macroeconomic Models

7-8 August 2014, Bank of Finland, Helsinki
Organized by Bruce McGough, Bruce Preston and the Bank of Finland

The conference aims to bring together leading experts in the modeling of expectations in dynamic
macroeconomic models. Please see the programme on the conference site
http://www.suomenpankki.fi/en/tutkimus/konferenssit/konferenssit _tyopajat/Pages/ExplnMacroModels201

4.aspx

Entrepreneurial finance, innovation and growth

23-24 October 2014, Helsinki
Organized by the Bank of Finland and CEPR

The Bank of Finland and CEPR will jointly organise a two-day conference on Entrepreneurial finance,
innovation and growth. Start-ups with high growth potential, and small and medium sized firms are vital to
any economy. They are in the core of innovation activity that is a key to more efficient resource allocation,
job creation and, ultimately, economic growth. They also provide the critical flexibility for an economy in
the face of adjustment challenges brought by external shocks. In taking advantage of new business
opportunities identified by entrepreneurs, financial conditions and other economic institutions play a
critical role. There is an ongoing debate in Europe and elsewhere on whether the structure and behaviour
of the financial system, and whether economic environment more generally are conducive to
entrepreneurial effort, innovation and new business generation. Academics can best contribute to this
debate by pursuing high quality, timely research on issues relevant to and factors affecting new venture.

For more information, please visit the conference site
http://www.suomenpankki.fi/en/tutkimus/konferenssit/konferenssit_tyopajat/Pages/BoFCEPR2014.aspx

Conference on China’s financial market liberalization

18-19 September 2014, Bank of Finland, Helsinki
Organized by Bank of Finland Institute for Economies in Transition (BOFIT), City University of Hong
Kong, Department of Economics and Finance, and Research Center for International Economics

China has already taken many steps to liberalize its domestic financial markets and cross-border financial
flows. However, many important steps remain to be taken, and therefore it is of interest to assess the
current state of financial market liberalization and its future path. The conference invites researchers to
present their original works on issues related to the liberalization of China’s financial markets.

The programme and the accepted papers will be posted on the conference site
http://www.suomenpankki.fi/bofit_en/tutkimus/tyopajat/Pages/China2014 Helsinki.aspx

Banking in Emerging Markets: Challenges and Opportunities
Moscow, October 3, 2014

The Center for Institutional Studies, National Research University Higher School of Economics (CInSt
HSE), with the support of the Bank of Finland Institute for Economies in Transition (BOFIT) organizes

the 4th Annual CInSt Banking workshop "Banking in Emerging Markets: Challenges and Opportunities".
The workshop will be held on October 3, 2014, in HSE, Moscow. It is aimed at bringing together scholars
involved with various aspects of banking in emerging markets, including but not limited to those of Central
and Eastern Europe, CIS countries, Latin America and China.
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Bank of Finland Research Seminars

Research seminars continue in the autumn. Please follow the seminar site.

Research seminars organized by the Bank of Finland's research unit are held on the first Thursday of the
month at 13.30-15 in Rauhankatu 19, 3rd floor big meeting room (unless indicated otherwise). Research
seminars are open to all interested parties. Please register in advance at seminars@bof.fi by noon of the
preceding day.

BOFIT Seminars
For seminars organized by BOFIT, please visit the seminar site.

The seminars are open to all economists interested in the subject areas covered. You need to pre-register
for the seminars at bofit@bof.fi.

Recent Bank of Finland research publications

Bank of Finland Research Discussion Papers

Bill Francis — Iftekhar Hasan — Xian Sun — Maya Waisman: Discussion Paper 17/2014: Can firms learn
by observing? Evidence from cross-border M&As

Bill Francis — Iftekhar Hasan — Qiang Wu — Meng Yan: Discussion Paper 16/2014: Are female CFOs
less tax aggressive? Evidence from tax aggressiveness

Bill Francis — Iftekhar Hasan — Qiang Wu: Discussion Paper 15/2014: Professors in the boardroom and
their impact on corporate governance and firm performance

Patrizio Laina — Juho Nyholm — Peter Sarlin: Discussion Paper 14/2014: Leading indicators of systemic
banking crises: Finland in a panel of EU countries

Seppo Orjasniemi: Discussion Paper 13/2014: Optimal fiscal policy of a monetary union member

Topias Leino — Jyrki Ali-Yrkkd: Discussion Paper 12/2014: How well does foreign direct investment
measure real investment by foreign-owned companies? — Firm-level analysis

Bruce A. Ramsay — Peter Sarlin: Discussion Paper 11/2014: Ending over-lending: Assessing systemic
risk with debt to cash flow

Peter Nyberg — Mika Vaihekoski: Discussion Paper 10/2014: Descriptive analysis of the Finnish stock
market: Part I

Eero Tol6 — Esa Jokivuolle — Matti Virén: Discussion Paper 9/2014: Do private signals of a bank’s
creditworthiness predict the bank’s CDS price? Evidence from the Eurosystem's overnight loan rates

Maritta Paloviita — Matti Virén: Discussion Paper 8/2014: Analysis of forecast errors in micro-level
survey data
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BOFIT Discussion Papers

Carsten A. Holz: BOFIT Discussion Paper 13/2014: Wage determination in China during the reform
period

Qing He — Chang Xue — Chengi Zhu: BOFIT Discussion Paper 12/2014: Financial development and
patterns of industrial specialization: Regional evidence from China

Anna Krupkina — Elena Deryugina — Alexey Ponomarenko: BOFIT Discussion Paper 11/2014:
Estimating sustainable output growth in emerging market economies

Zuzana Fungacova — Laurent Weill: BOFIT Discussion Paper 10/2014: Understanding financial
inclusion in China

Chun-Yu Ho: BOFIT Discussion Paper 9/2014: Switching cost and deposit demand in China

John Bonin — Iftekhar Hasan — Paul Wachtel: BOFIT Discussion Paper 8/2014: Banking in transition
countries

Christian Dreger — Tongsan Wang — Yanqun Zhang: BOFIT Discussion Paper 7/2014: Understanding
Chinese consumption: The impact of hukou

Subscriptions to electronic alerts for Bank of Finland research publications

Bank of Finland publications
http://www.bof.fi/en/julkaisut/sahkoisten julkaisujen_tilaaminen/index.htm

SSRN (Social Science Research Network) http://hg.ssrn.com/Pub_Login.cfm?iacm=y
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