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ABSTRACT

Should We be Afraid of Friedman’s Rule?*

Should one think of zero nominal interest rates as an undesirable liquidity trap
or as the desirable Friedman rule? I use three different frameworks to discuss
this issue. First, I restate Cole and Kocherlakota’s (1998) analysis of
Friedman’s rule: short-run increases in the money stock – whether through
issuing spending coupons, open market operations or foreign exchange
intervention – change nothing as long as the money stock shrinks in the long
run. Second, two simple ‘Keynesian’ models of the inflationary process with a
zero lower bound on nominal interest rates imply either that deflationary
spirals should be common or that a policy close to the Friedman rule and thus
some deflation is optimal. Finally, a formal ‘baby-sitting coop’ model implies
multiple equilibria, but does not support the injection of liquidity to restore the
good equilibrium, in contrast to Krugman (1998).
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NON-TECHNICAL SUMMARY

Recently, monetary policy in Japan, the USA and Europe has come
remarkably close to achieving zero inflation at low nominal interest rates. In
particular, in Japan, nominal interest rates have actually bumped against the
lower bound of zero. Is this desirable? Or is this dangerous? There are some
prominent economists who believe the latter and argue that Japan has fallen
into a liquidity trap, raising the spectre of ‘depression economics’. On the other
hand, Friedman has proposed a regime of zero nominal interest rates together
with a slightly negative rate of inflation as the ultimate goal of monetary policy.
Which conclusions should be drawn?

This Paper contributes to this debate, taking the perhaps unorthodox
perspective of viewing a zero nominal interest rate regime as both a
(dangerous) liquidity trap and as a (desirable) implementation of Friedman’s
rule. I discuss three different frameworks in order to gain a few more insights
into the phenomenon of a liquidity trap, of Friedman’s rule and of runaway
deflation. None of these models are sufficiently satisfactory.

In the first section, I examine a cash-in-advance economy, restating some
results by Cole and Kocherlakota (1998). It turns out that Friedman’s rule can
be implemented by shrinking the money stock at the appropriate rate in the
long run. As this leaves ample room in the short run, one important lesson to
be drawn here is that increases in the money stock – be they through outright
helicopter drops, through any form of open market operation, or through
foreign exchange intervention – change nothing as long as the economy
remains in the equilibrium of a long-run shrinkage of the money stock.

Next, I examine two simple ‘reduced form Keynesian’ models of the
inflationary process. One was inherently unstable, offering a dire warning:
perhaps we should expect to see economies spending a substantial fraction of
time in deflationary regimes. The second considers an inherently stable price
change process, offering a conclusion which is perhaps too panglossian: in
this scenario, the central bank will set the nominal interest rate to zero a large
fraction of times, thus erring on the side of deflation rather than inflation.

Finally, I examine a formal ‘baby-sitting coop’ model, taking up a line of
argument promoted by Krugman (1999). While I indeed find the multiple
equilibria, I find the conclusion about the injection of liquidity unwarranted: in
fact, it can make matters even worse.

The Paper therefore challenges the conventional wisdom that liquidity traps
are bad.
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