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Figure 14: U.S. Federal Funds and Japan Gensaki Rates (Overnight) from January 
1970 to February 2007 
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Source: IFS, Federal Reserve. 
 

The liquidity trap has major implications for economic policy. 
 

(1) During Japan’s  lost decade and even today, the central bank has not been able to 
stimulate domestic demand by the traditional technique of lowering short-term interest rates 
when they are bounded from below by zero. Once deflation was set in motion by the greatly 
overvalued yen in the early 1990s, within the liquidity trap there was (is) nothing the central 
bank could do to stop it.  Engineering a major devaluation of the yen against the dollar in 
nominal terms, if technically possible, was  and is out of  the question after the  previous 
episodes of Japan bashing to get the yen up. 

 
(2) Having  short-term interest rates compressed toward zero greatly reduced(s) the profit 
margins, the spread between loan and deposit rates, of Japanese commercial banks.  After 
the real estate and stock market bubbles burst in 1990-91, numerous defaults on bank loans 
led to a rash of non-performing loans (NPLs) on bank balance sheets.  No surprise there. 
What is surprising, however, is that the banks had not grown out of their NPL problem more 
than a decade later—even after several subsidized re-capitalizations. Goyal and McKinnon 
(2003) attributed this anomaly to the artificially reduced bank profit margins arising out of the 
persistent liquidity trap. 

 
(3) Once yen interest rates fall near zero, greater portfolio instability in the holding of dollar 
versus yen assets within Japan is generated.  Because yen interest rates cannot be forced 
below zero, the condition for portfolio stability—equation (1) above—is violated  at shorter 
terms  to  maturity,  with  echo  effects  at  longer  terms.  With  private  Japanese  financial 
institutions fearful of another big yen appreciation, episodic runs out  of dollars into yen 
become more likely. And, to prevent the yen from appreciating sharply, the BoJ becomes the 
residual buyer of the surplus dollars—resulting in a substantial build up of official exchange 
reserves. 
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