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2. UNCONVENTIONAL POLICY TOOLS 
Once regarded as an historical relic of the Great Depression, the significance of the zero 
lower bound (ZLB) on interest rates as a constraint on the effectiveness of monetary policy 
has received much attention as a result of Japan’s experience with deflation between 1999 
and 2006 and concerns about the risk of deflation in the United States (US) following the 
collapse of the information technology bubble in 2000. Ironically, the seeds of the current 
recession in the US could partly be traced to the concerns of the US Federal Reserve about 
avoiding deflation in the early part of this decade, which led it to adopt an overly easy 
monetary stance. Although this bias toward easing was aimed at stabilizing the consumer 
price index (CPI), it ended up destabilizing housing and other asset prices, which contributed 
to the development of the housing bubble there. Now the US and much of Western Europe 
have fallen into liquidity traps as well. This can be seen most obviously by the breakdown of 
the traditional relationship between the monetary base (M0) and broad money (M2) (see 
Figure 2). In other words, the money multiplier has broken down. 

Much of the current literature on unconventional monetary policy can be traced back to 
Krugman, Dominquez, and Rogoff (1998), which focused on the problem that deflation 
prevents the real interest rate from falling enough to achieve full employment. Krugman and 
others argued that, in principle, the central bank must offset this by trying to raise the 
market’s expectations about future inflation in order to bring down the real interest rate 
sufficiently to stimulate aggregate demand. 

Figure 2: US Money Multiplier has Broken Down 
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LHS = left-hand side, M0 = monetary base, M2 = broad money, RHS = right-hand side. 

Sources: CEIC Data Co. Ltd. database, Asian Development Bank Institute estimates. 

Bernanke and Reinhart (2004) divided unconventional monetary policy tools into three main 
categories: 

(i) providing assurance to investors that short rates will be kept lower in the future 
than they currently expect (“commitment effect”); 

(ii) increasing the size of the central bank's balance sheet beyond the level needed to 
set the short-term policy rate at zero ("quantitative easing"); and 

(iii) changing the relative supplies of securities in the marketplace by altering the 
composition of the central bank's balance sheet (“qualitative easing” or “credit 
easing”). 


