
What should monetary policymakers do 
when the policy rate is effectively at 

zero? Several colleagues and I have released 
a working paper that we hope will contribute 
to the ongoing debate on this question.1

Since the financial crisis, the main mon-
etary policy recommendations for stimu-
lating the economy after hitting the zero 
lower bound have consisted of quantitative 
easing and forward guidance. Quantita-
tive easing—which refers to buying publicly 
issued or privately issued debt—seems to be 
effective according to the empirical literature 
but not the theoretical literature. To sum-
marize former Fed Chairman Ben Bernanke, 
quantitative easing works in practice but not 
in theory.2 Forward guidance, which has had 
a lot of influence at central banks around 
the world during the period when rates have 
been near zero, refers to public promises 
by policymakers to keep the policy rate at 
zero even longer than they otherwise would. 
Conventional theory suggests that forward 
guidance should lead to good outcomes for 
the economy, such as higher current con-
sumption, and eventually to higher inflation. 

Unfortunately, despite keeping nominal 
policy rates near zero for several years in the 
U.S. and the eurozone and for even longer 
in Japan, the expected consumption boom 
and increase in inflation have arguably not 
materialized. Whether these effects will hap-
pen in the future remains an open question, 
but because the core prediction has not yet 
come to pass, some researchers are rethink-
ing monetary policy at the zero lower bound. 
Newer theories consider aspects of monetary 
policy beyond the most traditional views 
that have dominated thinking in the past five 
years.3 It is an apt time to reassess the current 
thinking and to explore other models.

Somewhat ironically, even though the 
2007-2009 financial crisis was about prob-
lems in credit markets, leading monetary 
policy advice today is based on models that 
de-emphasize credit markets. In contrast, 
our paper puts heavy emphasis on the per-
formance of the private credit market. This 

market plays an important role in how the 
economy operates in our model, which, it is 
interesting to note, has considerable income 
inequality. In the model, households in the 
middle of the life cycle are peak earners, but 
at the beginning and end of the cycle, people 
are earning little. Those in the middle part 
save for their eventual retirement later in the 
life cycle, and those in the early part borrow 
for purchases such as houses and cars. This 
is a real phenomenon that accounts for a 
large portion of actual borrowing and lend-
ing in the economy—for instance, mortgage 
debt outstanding is on the order of $13 tril-
lion in the U.S. If this credit market did not 
exist, households would have to consume 
whatever they earned in a particular period. 
Therefore, in this model the credit market 
must work well in order to allow all the 
different members of society to reallocate 
income over their life cycle so they can 
consume smoothly.

Along with this emphasis on the private 
credit market, we assume one important 
credit market imperfection: Contracts 
between borrowers and lenders must 
be made in nominal terms and cannot 
depend on the state of the economy. This 
essentially means that debt contracts are 
insufficiently flexible when shocks hit the 
economy. Economists have long thought 
that this credit market friction may be quite 
important. The role of monetary policy in 
the model is then to fix this credit market 
imperfection by adjusting the price level 
appropriately in response to shocks. This 
keeps credit markets working smoothly. In 
addition, when the economy encounters the 
zero lower bound because of an exception-
ally large negative shock, monetary policy 
can keep credit markets working well by 
allowing a special upward adjustment in the 
price level. 

The upshot is that the optimal monetary 
policy in this model is something very close 
to nominal gross domestic product (GDP) 
targeting. With such a policy, inflation 
would be relatively high in periods of low 
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growth and relatively low in periods of high 
growth—an equilibrium outcome quite 
different from what has been observed in 
the U.S. in recent decades. At the zero lower 
bound, forward guidance would not be a 
good policy, and the effects of quantitative 
easing are unclear. Thus, the policy implica-
tion of our model at the zero lower bound is 
different from the two main policy recom-
mendations in recent years. 

Our paper is an academic exercise meant 
to provoke discussion about longer-run 
issues in monetary policy; it is not meant to 
have implications for immediate policy deci-
sions. The results in our paper may help to 
inform the debate about appropriate mon-
etary policy at the zero lower bound, and we 
encourage further research on the topic. 
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