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Negative interest rates: when are they coming to a central bank near you?
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The problem

I agree with Greg Mankiw[1] that it is time for central banks to stop pretending that zero is the floor for nominal interest rates.  There is no theoretical or practical reason for not having the Federal Funds target rate and market rates at, say, minus five percent, if that is what your Taylor rule, or whatever heuristic guides your official policy rate, suggests.

Economics as a science and economic reality have never had problems with negative real (inflation-adjusted) interest rates.  So what is the problem with nominal rates?  In a word, it’s currency.  [The most real kind of money we use is “the problem”!]
Financial instruments can be categorised as bearer instruments (bearer securities) or registered instruments (registered securities). Bearer instruments are instruments for which the issuer does not know the identity of the owner.  So, unless you can prove the opposite (after a mugging say), the holder or bearer is the owner - possession is most of the law.  Currency is an example of a bearer instrument.  It is a negotiable bearer bond - it is transferable to another party by delivery.  And it does not have to be endorsed by the party transferring it.  Many bonds are bearer securities as well, but through a variety of arrangements (including clipping coupons in the old days) it has been possible to get over the problem of paying interest on these non-currency bearer instruments.

Registered securities or instruments are securities or instruments where the issuer knows the identity of the owner.  Shares are an example, so are bank accounts and reserves held by banks with the central bank.  Paying interest, negative or positive, on registered instruments is trivial.  In many cases today interest payments are entries in some electronic ledger.  When I get a positive five percent annual interest rate on my deposit account, I put in $100 and get out $105 a year later.  When I get a negative five percent interest rate, I put in $100 and get out just over $95 one year later.  The same holds for bonds.  I issue a one-year zero-coupon bond with a minus five percent interest rate and a year later I repay my creditors just $95 for every $100 borrowed through bond issuance.

Central banks have no problem whatsoever paying negative interest rates on deposits (reserves) held by banks with them.  Neither is it any more difficult to charge a negative interest rate on collateralised borrowing by commercial banks from the central bank than it is to charge a positive interest rate.  If there are Millennium-Bug-style problems with programs and spreadsheets that take the logarithm of a nominal interest rate (rather than the logarithm of one plus the interest rate, as any sensible person would have coded it), it’s time to do some overtime correcting such silly ‘technical’ obstacles to negative interest rates.  The brainless should not be in banking.

Currency is the only problem.  Paying positive interest on currency is difficult because you don’t know the identity of the owner.  The same note could be presented repeatedly to earn the interest due for a single period.  To get around this problem, the instrument itself must be clearly identified as current or non-current on interest.  Once interest has been paid, it is marked, traditionally by stamping it or by clipping a coupon off it.

With negative interest, the problem is not the owner turning up too often to claim his interest.  It is getting him to turn up at all.  Since the authorities don’t know I am the owner of the currency I own, why should I volunteer to pay the government money for the privilege?

It is this prima facie trivial obstacle of paying negative interest on currency that has prevented central banks from breaking through the lower floor (no stories about Switzerland, please).

Stricly speaking this story must be qualified in minor ways.  If currency is the most liquid security, no other risk-free nominal instrument can earn less than it, net of carry costs (costs of storage, safekeeping and insurance).  Carry costs for currency are higher than for Treasury bills or reserves with the central bank.  The zero lower bound is therefore, strictly speaking a lower bound somewhat below zero.  But not enough to achieve a minus five percent Federal Funds target rate.

Fortunately [O lepidem diem!], it turns out to be extremely simple to remove the zero lower bound on short, risk-free nominal interest rates.

Solutions

There are three practical ways to implement negative nominal interest rates.

(1) Abolish currency. This is easy and would have many other benefits.  The main drawbacks would be the loss of seigniorage income to the central bank.  There may be a ‘millennium bug’ type transitional problem, if a lot of bad programmers have written code that blows up when the nominal interest rate hits zero (taking the logarithm of zero or of a negative number has interesting consequences), but all that means is a couple of wasted weekends at the office re-writing the relevant code.

Advanced industrial countries can move to electronic and bank-account-based means of payment and media of exchange without like problem.  Negative interest rates on bank accounts and on balances outstanding on ‘centralised or networked electronic media’ like credit cards are as easy as positive interest rates.  Debit cards simply transfer money between two accounts, both of which could pay negative interest rates and don’t pose a problem.  You could even retain a measure of anonymity and have ‘cash-on-a-chip cards’, which, whenever the balance on the card is replenished by drawing funds from some account, calculate the average balance held on the cash card since the last replenishment and arrange for the appropriate interest rate (positive or negative) to be applied.

The only domestic beneficiaries from the existence of anonymity-providing currency are the criminal fraternity: those engaged in tax evasion and money laundering, and those wishing to store the proceeds from crime and the means to commit further crimes.  Large denomination bank notes  are an especially scandalous subsidy to criminal activity and to the grey and black economies.  There is no economic justification for $50 and $100 bank notes, let alone for the €200 and €500 bank notes issued by the ECB.  When asked why the ECB subsidises and encourages crime by issuing these large-denomination notes, the answer comes back that Spaniards like to make large transactions in cash, and that the ECB does not want to be responsible for an increased incidence or herniated discs, caused by people having to schlep large suitcases filled with small bills to make their next home purchase.  There is an answer to that answer: kvatsch!

For foreigners in developing countries and emerging markets with high-inflation-prone monetary systems, the disappearance of the US dollar notes and the euro notes could be a setback, as these provide welcome stores of value when domestic inflation rages.  It has been estimated that as much as 70 percent of all US dollar bills (by value) are held outside the USA (not all by people wanting to hedge against hyperinflation at home, of course) and that up to 50 percent of all euro notes (by value) are held outside the Euro Area.  To those people I would say, I feel your pain, but this is the time to replace exit with voice.  Go and create a polity that will support a government that does not abuse the printing presses.
As a concession to the poor, we could keep a limited number of 1$ and 5$ bills (1€ and 2€ coins and 5€ bills) in circulation.  I cannot envisage banks and other big financial players would wish to store warehouses full of small bills).  If the small bills were not supplied on demand, but had their quantity exogenously determined, my option 3 below would be likely to kick in.  The remaining dollar bank notes would not exchange at par with dollar deposits, dollar cash-on-a-chip or other dollar e-money, but would trade at a varying relative price (exchange rate) vis-a-vis these other, negative interest-bearing means of payment and media of exchange.  The depreciation of this exchange rate would make traders and portfolio holders indifferent between holding zero interest currency and negative interest bank deposits.

My good friend and colleague Charles Goodhart responded to an earlier proposal of mine that currency (negotiable bearer bonds with legal tender status) be abolished that this proposal was “appallingly illiberal”.  I concur with him that anonymity/invisibility of the citizen vis-a-vis the state is often desirable, given the irrepressible tendency of the state to infringe on our fundamental rights and liberties and given the state’s ever-expanding capacity to do so (I am waiting for the US or UK government to contract Google to link all personal health information to all tax information, information on cross-border travel, social security information, census information, police records, credit records, and information on personal phone calls, internet use and internet shopping habits).

But given the fact that e-money that can pay positive or negative interest without any additional cost can now be made available to all, in the advanced (post-) industrial countries, and given that even traditional bank accounts, credit cards and debit cards can take care of most of the retail payment system without creating a zero lower bound constraint on nominal interest rates, we really don’t need cash to facilitate trade and commerce.  It is a redundant, indeed dominated medium of exchange and means of payment for legitimate transactions.   Do we really want to retain cash just because it (1) allows us to hide some of our legitimate financial transactions from the government (as insurance against government abuse of the information), and (2) is a source of revenue to the central bank?  These arguments pro are surely dominated by the two arguments against currency, (1) that, as currently construed (but see my third way of removing the lower bound), currency imposes a zero lower bound on nominal interest rates and (2) that it subsidises the grey and black economies and makes life easier for the global criminal and terrorist fraternity.

Instead of abolishing currency altogether, we could only issue low denominations, say nothing larger than $5 or €5.  The carry costs (safe-keeping, insurance and storage) for large amounts of cash are likely to become prohibitive if you have to do it all in fivers.  The zero lower bound would be likely to shift to a significantly negative lower bound.

(2) Tax currency and ‘stamp’ it to show it is ‘current on interest due’. This is Silvio Gesell’s proposal, supported by Irving Fisher and re-introduced into the policy debate by Marvin Goodfriend and by myself and Nikolaos Panigirtzoglou.[2] When the interest rate on currency is positive, the currency must be marked (by stamping or clipping coupons) to make sure the (anonymous) bearer does not present it repeatedly for the payment of interest.  When the interest rate is negative, the (anonymous) bearer must (a) be induced to come forward to receive his negative interest (i.e. pay interest to the central bank) and (b) must be able to demonstrate that the negative interest has been received.  To ensure (b), the currency must again be stamped or marked (electronically tagged).  To get the bearer to come forward to pay the negative interest we can either rely on honesty and a sense of patriotic duty, or we can impose sanctions for non-compliance.  I am afraid penalties for non-compliance (fines, a day in the stocks) would be required to make negative interest on currency work.  This would require random checks etc.  It would be administratively costly and unpleasantly intrusive.  This may well endear the notion to our governments.  

(3) Unbundle currency from the unit of account. This ideal goes back at least to Eisler (1932), was drawn to my attention by Stephen Davies in 2004 and has been formalised by me in a couple of papers since then.[3] The basic idea is simple.  In an economy where the dollar is the unit of account for price and wage contracts and most other market transactions, the fact that the currency is also the dollar (that is, the fact that X dollars worth of currency purchases X dollars worth of short-term nominal public debt (or X dollars worth of reserves with the central bank) establishes a zero lower bound on the nominal interest rate (what matters is that the exchange rate of currency and short nominal debt is constant, not that it is unity).

Now abolish the dollar currency and introduce a new currency, the rallod.  The exchange rate between the rallod and the dollar is not constant. It can either be determined by the government or let by the market.  In the first case, the government (central bank) supplies rallod on demand at the government-determined exchange rate; in the second case, the stock of rallod currency is exogenous (determined by the government but not available from the government in whatever quantity demanded at a given exchange rate.  Since the rallod is the currency, there is a zero lower bound on the rallod interest rate on rallod-denominated securities (I am ignoring carry costs and assume that solution 2 is not applied to the rallod).  However, since there no longer is dollar currency, the nominal interest rate on dollar securities can be negative as easily as it can be positive.

Let St be the spot exchange rate between the dollar and the rallod in period t (number of rallods per dollar), Ft+1,t the forward exchange rate between the dollar and the rallod in period t, it+1,t the one period interest rate on safe dollar securities and i*t+1,t the one-period interest rate on safe rallod securities. No arbitrage implies that these four variables are related through covered interest parity (CIP):



As long as the interest rate on rallod securities is positive, it does not matter what the spot and forward exchange rates between the dollar and the rallod are.  Assume that we hold the spot exchange rate constant and keep the forward rate equal to the spot rate. This means, from CIP, that dollar interest rates are the same as rallod interest rates.

Now assume that both interest rates would have to go below zero if the monetary authority were to follow its Taylor rule, or whatever heuristic for driving the policy rate that floats its boat.  The rallod interest rate is constrained to be non-negative and therefore equals zero.  However, the dollar interest rate is set at whatever negative value the central bank thinks best - minus five percent, say.  Can the dollar interest rate be - 0.05 and the rallod interest rate 0.00 without this creating opportunities for pure profits - a certain positive payoff without putting any money at risk?  It can provided the forward price of the dollar in terms of the rallod is five percent higher than the spot price.  This follows straight from the CIP condition above.  With it+1,t = - 0.05 and i*t+1,t = 0.00, the no-arbitrage condition is satisfied provided St/Ft+1,t = 0.95. If the authorities announce a path for the future spot exchange rate that is perfectly credible, the forward rate will be equal to the expected (and actual) future spot rate.  Let Et denote an expectation or anticipation formed at time t, then, with perfect credibility, Ft+1,t = EtSt+1 = St+1. In this case there is uncovered interest parity (UIP) as well as covered interest parity.



UIP

The monetary authority has three instruments in the rallod currency world: the interest rate on dollar securities (the central bank’s official policy rate), the spot exchange rate of the dollar and the rallod and the forward rate.  Given these three, the interest rate on rallod securities follows (subject of course, to the non-negativity constraint on rallod interest rates.

The zero lower bound on dollar interest rates has been removed.  It has been replaced by a zero lower bound on rallod interest rates, but these don’t matter, as it is the dollar general price level that matters, and the dollar is the numéraire/unit of account.

Those who want to work through these things will note that, if there is UIP, real interest rates (inflation corrected interest rates) will be the same on nominal dollar bonds as on nominal rallod bonds.  This is because the law of one price implies that the dollar price level, P, say, is related to the rallod price level, P*, say, by the law of one price, that is

PS = P*
Even though dollar and rallod real interest rates are the same, the creation of the rallod and the unbundling of the medium of exchange/means of payment and the numéraire/unit of account makes a real difference to the behaviour of the economy and the effectiveness of monetary policy, whenever there is any probability that the zero lower bound would become binding in the dollar currency economy.  In that case, in the rallod currency economy, dollar real interest rates and rallod real interest rates will be equal to each other, but they are different from what they would have been in the dollar economy.

What can go wrong?  The only thing that can go wrong is that the dollar would cease to be the numéraire for key private contracts (especially wage and price contracts) when the dollar is replaced by the rallod as the currency.  If that were to happen, if the numéraire ‘followed the currency’, the price level that matters is the rallod price level, not the dollar price level.  We would be back in the dollar currency economy, simply having renamed the dollar the rallod.  This would be a currency reform of the kind that replaced 100 old French francs with 1 new French franc.

The numéraire is not chosen by the monetary authority or by the government.  It is the outcome of an uncoordinated social decision process.  Sometimes multiple numéraire have coexisted.  But while the authorities cannot legislate the numéraire, they can strongly encourage the use of a specific numéraire.  In the rallod currency economy, the government can insist that all contracts in and with the public sector be denominated in dollars.  They can require tax returns to be made using the dollar as numéraire, and they can insist that taxes be paid with dollar deposits or other dollar-denominated (non-currency) means of payment.  They can discourage or ban the creation of checkable accounts denominated in rallods, etc. etc.

So I have little doubt that the rallod currency economy could be nudged towards retaining the dollar as the numéraire in systemically important contracts and transactions.  So the zero lower bound that matters would have been removed.

After this good news, the better news.  It isn’t even necessary to abolish the dollar currency and replace if by the rallod currency.  You can keep the dollar currency.  All that is required is that the authorities no longer maintain a fixed exchange rate (equal to 1) between bank reserves with the central bank and currency.  Instead they let the exchange rate between dollar reserves with the central bank and dollar currency, St, be market-determined.  The authorities of course can no longer supply dollar currency on demand (or take it back on demand) at a fixed exchange rate (currently 1) with bank reserves with the central bank.  Instead they determine the stock of currency dollars exogenously.

So the authorities have two instruments in the floating exchange rate case: the dollar interest rate and the quantity of dollar (or rallod) currency it issues.  The remaining degree of freedom has to be provided by a terminal condition for the exchange rate in the long run.  Speculative bubbles could arise in this market, if the exchange rate is left to float.

With a floating exchange rate between the reserve dollar and the currency dollar, UIP will not in general hold.  Instead we have an equilibrium relationship, shown below, that says, effectively, that the interest-rate differential between the reserve dollar and the currency dollar equals the expected proportional rate of depreciation of the reserve dollar vis-a-vis the currency dollar plus an exchange rate depreciation risk premium, as shown below.



So a reserve dollar would no longer automatically be worth a currency dollar.  If that is confusing, call the currency dollar the rallod instead.

I gave a lecture on these issues at the Center for Financial Studies of the Goethe University in Frankfurt, Germany, today.  Otmar Issing was in the audience.  He listened carefully (he always does) and gave me quite a grilling during dinner afterwards.  I don’t think I have convinced him yet of the merits of the case for breaking through the zero lower bound on nominal interest rates, but here’s to hoping!  The Powerpoint slides of the presentation can be found here.
Conclusion 

Removing the zero lower bound on nominal interest rates would represent a valuable addition to the policy arsenal of the central banks.  We know something about how interest rates work.  There is no reason to believe there would be any dramatic change in the effectiveness of policy rate cuts if these cuts bring the official policy rate to a level below zero.  We know next to nothing about the effectiveness of the alternative policies that central banks are forced to adopt if they don’t just want to sit on their hand once the official policy rate hits the zero lower bound: quantitative easing and credit easing, relaxing the collateral requirements for central bank lending etc.

All these alternative measures also blur the distinction between the responsibilities of the monetary and the fiscal authorities.  It undermines central bank independence, something which, up to a point, I consider valuable.

There are at least three ways to remove the zero lower bound that are feasible: abolish currency, tax currency and ensure that currency is not the numéraire.  Taxing currency may be awkward and intrusive, but abolishing currency is not just easy (just do it) but also has considerable advantages as a blow against criminality and terrorism.  Unbundling currency and numéraire is something that can be done over the weekend.

I really don’t understand why central banks are not aggressively pursuing options for removing the zero lower bound.  It is that they love the seigniorage so much?  But they retain seigniorage revenue from currency issuance in the rallod economy.  Is it hidebound conservatism and lack of imagination?  Quite possibly.  But if so, this is a costly mistake.  Central banks should act to remove the zero lower bound on nominal interest rates now.
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1. 3. I suspect the reason why it's not aggressively pursued, is that the visible decrease in the numerical amount of money in the masses' pockets would incite a revolution which would string up the instigators of the policy from the nearest lampposts. Either that, or something worse, where the government wins.

Posted by: Barry Kelly | May 7 06:01am | Report this comment 

……………………

……………………………..

2. 9. I still think it's simpler for the central bank to just print more currency and allow the resulting inflation to serve as negative interest. (Excuse me if that idea is not original.)

Posted by: PWG | May 7 09:52am | Report this comment 

…………………………..

……………………………
3. 13. Willem,
you are a scholar, pretty well acquainted with various economic theories, you have some experience at the BoE MPC, but do you understand that every theory has limitations, bounds within which it functions and sometimes the environment renders it totally useless?
who will be better off if confidence in paper money is destroyed as you suggest? 
isn't 5% tax on all savings and liquid assets not equal to your suggestion?
is it an abrogation of property rights that you are suggesting?
is it perpetual subsidies to ignorant borrowers what you are suggesting?
or plainly put, you are trying to find a way to restore confidence with con games. 
well, there are no marginal fools left who have not burnt themselves. 
to describe your ideas in a methaphor: grabbing the hand of a fool and placing it on the stow will not entice natural and sustainable tissue growth, although growth will occur ... after some serious damage. in the end, the fool and everyone else will be worse off.

Posted by: baychev | May 7 11:12am | Report this comment 

4. 14. One of the reasons inflation should never be allowed to get anywhere near 0% is that inflation is a tax on holding idle cash, instead of putting it to work in the real wealth producing economy as quickly as possible. The same applies to risk free investments and deposits.

If a man has £100 he has no immediate use for, and inflation is 5%, he will be content to lend it to another man on receipt of risk free collateral as long as he gets £105 back at the end of the year, so that the cash still has the same utility to him. The man who borrows the money invests it in the real economy and makes 5% inflation plus 3% risk return. If inflation was 0% it would simply not be worth the effort of the man to lend the money.

There are endless examples of why inflation at about 5% with long term risk-free interest rates at 5% is better than 0% and 0%. In short, inflation acts as the oil in the economic engine.

An important example is wages. Apparently Paul Volker sees nothing wrong with an inflation target of 0%, by which he means that overall pay increases would have to be in line with productivity increases. But that would mean that people working in dying industries, with falling volumes, low investment and declining productivity in terms of unit costs, would have to take a pay cut. In practice the owners would take an even bigger pay cut.

But the problem with pay cuts, is that wages are a contract with wage rates fixed in nominal terms, and implementing wage cuts is difficult. Implementing pay cuts is also demoralising, because there in nothing intrinsically less efficient than workers who happen to find themselves in dying industries than workers in growth industries. In practice, a worker who gets a pay cut is a deeply demoralised worker, and what help is that to the economy. Furthermore, businesses in declining industries desperately need not to lose their best employees, and so will be forced to offer pay increases to some.

So the minimum non-demoralising back edge of wage inflation is effectively something like 3%, a pay standstill plus a 3% decline in productivity. Meanwhile at the leading edge where Google and Microsoft compete head on for the best talent in an environment of fast technological innovation and explosive growth of developing nations, wages might be bid up by as much as 10% with productivity gains at 6%, thus giving 4% unit wage inflation. In short, the only way to keep inflation as low as 0% is to have masses of unemployed workers and masses of demoralised workers.

We are of course experiencing the disaster for home owners and for banks when house price falls have to be largely in nominal terms, rather than largely in real terms as in the nineties. Home owners are sunk in negative equity and bank collateral becomes worthless.

Not to mention that 0% inflation is by definition always on the edge of deflation, with all its devastating consequences for spending and borrowers, which is one reason why the need for negative real interest rates is urgent, as you say.

The root cause of this desire for very low inflation is a desire on the part of the bond holding classes to see a real return on risk free investment and deposits, in order to maintain relative rather than absolute wealth, whereas the only way to maintain relative purchasing power of wealth should be to invest in the real economy, which should be able to be done relatively risk free with a portfolio of blue chip shares. It is scandalous that people should be paid a real return for lending cash back to the central bank that prints it.

But as another commentator says, the lobbying power of savers, particularly the bondholding classes, is considerable. In my experience they are scandalised by being told that if they burned their £1m cash, bank deposits or bonds, it would make no difference to anybody but them. The central bank would simply print another £1m, and it would be millionaire minus £1m, tax payer plus £1m.

The need for rich people, lightly taxed, is that they can afford to take risk, and so drive investment and growth in the real economy. If they want part of their portfolio in risk free deposits, they should not expect it to maintain its relative wealth.

Perhaps the most important benefit of moderate inflation is that it keeps the effective, or real, savings ratio higher, in that it effectively causes people to pay off their mortgages faster in real terms, increases their home equity faster, and thus causes people to accrue capital which they might use to invest in businesses, as happened to many people who bought their first house in the seventies.

I agree with your view that there is no reason why there cannot be negative real interest rates, but agree even more with Martin Woolf, that inflation should never be allowed to drop low enough to make it necessary.

Posted by: David Goldsby | May 7 11:42am | Report this comment 

5. ………………………………….
Posted by: Kees van Ravenhorst | May 7 12:05pm | Report this comment 

6. 16. Dear Willem, I like economic theory and I like discussing it with friends over a good glass of wine until deep in the night. But sometimes intituition and consience warns you in advance not to turn theory into pratice. Great scientist are led by intuition and consience, where the heck is yours? Scary indeed!

Posted by: Willem's consience | May 7 12:10pm | Report this comment 

…………………………………….
7. 19. This would just drive up the gold price. Or do you want to outlaw gold or silver as well?

Posted by: User3798633 | May 7 02:08pm | Report this comment 

8. 20. Besides the obvious social consequences and turmoil that such a move would create, how long do you think it would take to forge the stamp? Or to promote a de facto parallel system based on metals, shells or rocks? Luckily not a single politician would be so dumb to support anything resembling this "plan", unless the final aim is to replace democracy with something else.

Posted by: Gian Marco Mensi | May 7 06:18pm | Report this comment 

9. 21. I hope you , Greg Mankiw and Stalin will be very happy living in your centrally planned Utopia. I hear NASA is looking for volunteers to live on Mars!

Posted by: User3393963 | May 7 06:40pm | Report this comment 

10. 22. It wouldn't just drive up the goldprice, as suggested by comment #19, it would +massively+ drive up the gold price. More importantly, that price would not go down again as long as such cash clipping would remain in place. For that reason alone this scheme will never happen as long as JP Morgan and Goldman Sachs still hold their massive short positions in gold and as long as the US government would like to have any chance to get its leased & swapped out gold back.

Nevertheless, from a technical and theroretical point of view, it seems to me you're making a convincing case the idea could be implemented. However, I would be keen to read another just as thorough blog from you on what the unintended practical consequences would be once governments start telling people that their cash will be intentionally made worth less. On merit it wouldn't be different from just any other tax; but how would people react -and act- if this negative rate scheme would be perceived, rightly or wrongly, as just plain theft?

Posted by: Walter W | May 7 07:07pm | Report this comment 

………………………….
11. 24. @comment 6(User3183266):
The bank would lend with a negative interest because the bank would create at the same time money with an even more negative interest rate (for example, the bank would lend at -5% but would renumerate depositors at -4%).

@comment 9 (PWG): 
Inflation is indeed a solution to have a real negative interest rate: this the idea defended by Greg Mankiw but also many others (like Paul Krugman). The main point is however is how to cause inflation. As you mention, printing money is definitely an option. But the problem is to whom this money should be given and how. Just look at Obama stimulus plan: a lot of money will be probably wasted (this has nothing to do with him. It is just that the plan has to be launched quickly). Putting negative interest is an other solution to that problem. Of course, there is the problem of cash management. The two solutions have their shortcomings.

Posted by: long_john_silver | May 7 09:42pm | Report this comment 

12. 25. In my comment 24, you should read:
(for example, the bank would lend at -5% but would renumerate depositors at -6%).

Posted by: long_john_silver | May 7 09:44pm | Report this comment 

13. 26. It's a reflection of the mess we are now in that usually intelligent people are making such stupid suggestions.

How did we manged to sink so low?

Posted by: HinTat | May 7 09:44pm | Report this comment 

………………………
14. 28. I did not read this completely or carefully, but I reason thus as the average Joe.
The idea(s) is complicated; you aim to ‘fool with my money’, which is scary and I fear being cheated; I notice that all financial villains are not yet crucified; you sure know how to enhance my production and consumption behaviors -- with a minus sign.

Posted by: Edwin Hamilton | May 8 03:55am | Report this comment 

15. 29. your suggestions put in practice a few hundred years ago and their result. have a good listening.

http://mises.org/multimedia/mp3/audiobooks/rothbard/CIL/II/2_2_26.mp3
Posted by: baychev | May 8 12:45pm | Report this comment 

16. 30. the Gesell idea of stamp scrip was not only theorized and supported by Irving Fisher and others. During the Great Depression the idea was practised in some countries by private (most local) money issuers: Germany, Austria, Switzerland, USA and Canada (Alberta). In Europe most of the projects were forbidden by authorities fearing the monopoly of central banks, but not in the USA. The research of these currency experiments is still very poor, but some of the projects had remarkable results in increasing the velocity of money during deflation (eg Mason City in Iowa). 

It is interesting to see that the idea of stamp scrip as stimulation instrument of local economy is coming back after 70 years. It started a few years before the Great Depression 2.0 in Germany. It is called "Regiogeld". About 25 local de-central banks are issuing notes with anti-hoarding negative interest at the time being. The most successful initiative is in Bavaria called "Chiemgauer" with about 600 local retailers who are accepting this money. So it is not only theory...

Posted by: Hugo Godschalk | May 8 12:48pm | Report this comment 

17. 31. YES, YES, YES ! You get it !

One important point : Most of the resistance to the idea of negative interest rate comes from the fallacy that there is such thing than a riskless asset, I.e a natural right to postpone consumption in the future. It is wrong.
Postponing consumption in the future requires that the structure of society remains ; for instance that producers who die are replaced by younger ones that must be educated. It entails costs. Of course, it entails benefits also, because one can redirect productive capacity to investments that will allow more production/consumption in the future. The crucial point is that there is nothing that guarantees that costs are lower than benefits. In most cases, it is true. But with aging population, dwindling natural resources, and best opportunities for investment ideas already implemented, it may well happen that it is not the case today in some countries (Germany and Japan, I am thinking about you !). In such case, the market price of real interest rate is negative. 

I think it is important to frame the debate in "free market" terms, especially if you want to convince an Austrian-minded economist like Otmar Issing ! The role of the Central Bank is not to determine the level of interest rate straight from the superior wisdom of Central Bankers (for the quantity of money, a fixed rule will do). It is to set the institutional framework so that the price of credit stems from the deepest possible market, as free of manipulation as possible (a liquidity crisis is after all nothing but a short squeeze on money). If in this deep market, the price of a 1Y TBill is 100 or 110, so be it !

More importantly, the advantage of setting up the institutional framework for negative rates is that it is STRUCTURAL. I.e. as soon as you announce it, long term expectations are affected because it provides a clear way out of the credit bubble mess we are in, without inflation, without massive bankruptcies and without the necessity of a bloated government sector (I.e. potential for gross malinvestment). If this is not appealing for an inflation fighting Austrian central banker, what is ?!

A few additional comment :

First, regarding the programming of banking/accounting software : it is not really that software use the logarithm of interest rate that is a problem - actually, it is the contrary, interest rate IS a logarithm - , it is more that the fact interest rate could be coded in a "unsigned" data type, and that could be fairly common,due to the fallacy stated above . It is certainly not more difficult to solve than the millennium bug, but it may not be simpler.

Second, solution 3 is not exclusive to solution 1. In fact, it is probably a necessity. During periods of monetary turmoil, Governments usually have to take steps to ensure that the unit of account stays what it is supposed to be. This is why there are tender laws, and this is why indexation clauses are made illegal for public policy purposes. The most famous example is of course the Great Depression abolition of Gold Clause in the United States (that was coupled with prohibition of private ownership of gold), but you can find it elsewhere (France for instance prohibited monetary clauses for a long time except in quite restrictive cases,such as minimum wage). This has wide repercussion, notably because monetary/indexation clauses can be embedded very easily in Derivative contracts. Allowing negative rates practically requires the Central Bank to vet any derivative contract that is entered by its residents (This is feasible, South Korea does just that).

Third, for property rights fanatics, I would remind that it is the law that define what is property and what is not. This can change with time. In the 18th century, there was no intellectual property, but you could sell people. Today, it is the reverse way round. A piece of paper with written "I hereby commit to..." on it is therefore not necessary enforceable by the courts.

Posted by: charles monneron | May 8 01:06pm | Report this comment 

18. 32. Crazy Stuff. If you wanted to achieve this you would simply make the notes void unless they were stamped at the appropriate period and had had the relevant interest rate deducted, but it is a crazy plan. People would move all their savings into gold or another fiat currency.

The fact that we now get these crack-pot plans suggested as serious economic solutions, just shows we are near the end game. We either take the pain now or take twice as much pain later: evidently, most people want to take twice as much pain later. 

Watch precious metals and commodity prices soar as we print more money and devalue the currency further.

Posted by: Chris Riley | May 8 03:18pm | Report this comment 

19. 33. @Ed (comment 10): 
If you limit bill and coins emission, you create a cash shortage (since you have to limit cash withdrawals) and only electronic money would be used (this would be another application of Gresham's law).
So, your proposition is more or less equivalent to abolish cash as a mean of payment. The big drawback is that the whole cash would be saved (and it is something like 700 billions euros for Euro zone, and 900 billions dollars for the USA, so it is not neglectible).

Posted by: long_john_silver | May 8 03:46pm | Report this comment 

20. 34. A tax on average bank balances combined with restrictions on available currency seems to have the same effect as the negative interest rate you desire to impose.

Posted by: JD Swampfox | May 8 04:26pm | Report this comment 

21. 35. Hugo, Thanks for the references:

http://www.chiemgauer.info/237.0.html?&tx_ttnews[tt_news]=713&tx_ttnews[backPid]=197&cHash=344be28449

Harvard-Professor Mankiw empfiehlt der US-Notenbank Negativ-Zinsen

Take care,

Don

Posted by: Don the libertarian Democrat | May 8 05:00pm | Report this comment 

22. 36. Hi all,

I think a negative rate is a little premature. Maybe the academics may want to live out a social science experiment come true, but it's really not that neccesary. 

We can print money. That has a slightly different psychological effect than setting a below zero rate. 

Best,

Youri
http://globalviewtoday.blogspot.com/

Posted by: Youri_Kemp | May 8 05:29pm | Report this comment 

23. 37. Dear Sir:

With all due respect to your credentials and usual clarity of thought, are speaking like a nut. Such a policy will only result in the wholesale abandonment of a country's fiat money standard and hasten the re-enactment of a de facto gold standard, as everyone buys and hides their gold. This would have massive geopolitical consequences as gold producing countries would suddenly become the powerbrokers of the world.

I would hope that citizens of free countries would have the foresight to swiftly end the careers of the leaders responsible for even floating such an idea.
Posted by: User3415296 | May 8 07:33pm | Report this comment 

24. 38. Is this a case of the emperor's new clothes?

Your suggestion #3 is ingenious, except that comment #6 has toppled your whole edifice: what incentive would there be for a commercial bank to lend at negative interest rates? Or for an investor to invest in negative yield bonds? The policy rate could be negative, but negative bank lending rates could never be an open market equilibrium.

Didn't Mr Issing point that out?

Posted by: RCS | May 8 08:09pm | Report this comment 

25. 39. All this is fun, and points to a future which should be come real.

Here (I am in Spain) and now there is an opportunity to abolish the €500 note; and maybe even the €200 one. The Bank of Spain is quite badly worried that Spanish banks will not be able to go on increasing their deposits in the current climate. About half the total issue of €500 notes are believed to be in private Spanish cash hoards. This looks like the ideal moment to announce the withdrawal of the notes, with banks accepting them only for deposit, not for changing into lower denominations.

Posted by: David Heigham | May 8 08:17pm | Report this comment 

26. 40. Then again my previous comment only applies to the case where the banking system as a whole is a net borrower from the central bank. Would it suffice for reserve requirements to be lowered so that the banks become net lenders?

Posted by: RCS | May 8 08:28pm | Report this comment 

27. 41. I am not an expert but I would like this explained: bank reserves at central banks would have to bear negative interest. That means banks' equity would be constantly shrinking. The best that could be achieved would be to limit the damage by lending at a higher, albeit negative if that were the market equilibrium, interest rate. Who would want to engage in banking?

Posted by: RCS | May 8 08:56pm | Report this comment 

28. 42. Further to my comment #8, I should have added that the most significant hidden cost of cash is the human cost of processing it. Electronic payments lend themselves to automation both of collecting the payment and of processing it through accounting systems in a way that cash payment does not. They cut out all the costs of having systems in place to prevent fraud. Abolishing cash would almost certainly add percentage points to long term GDP.

Posted by: SG | May 8 09:13pm | Report this comment 

29. 43. Here is what you will get:
http://online.wsj.com/article/SB122290720439096481.html
Posted by: User3151142 | May 8 09:42pm | Report this comment 

30. 44. @RCS 

comment 39: The Open Market is not a problem: the central bank just gives 105$ for a bond with face value of 100.
comment 41: Banks holds reserves which are much higher than the requirements. So, lowering reserve requirements would have no effect.

Posted by: long_john_silver | May 9 12:19am | Report this comment 

31. 45. It's reassuring to learn that I'm not the only one advocating the abolishment of currency. Only my proposal goes a bit farther. How about abolishing currency AND money, all in the same fell swoop? Instead of a money economy we could have an economy based exclusively on rationing. Our credit cards could be transformed into ration cards simply by reprogramming some banking software. Such a plan would come in handy on the day the monetary system collapses of it own weight, which may be sooner than anyone thinks: http://amoleintheground.blogspot.com/2009/02/shape-of-things-to-come-part-8.html
Posted by: User4434193 | May 9 12:51am | Report this comment 

32. 46. According to the WSJ, dollar hoarding has subsided, lessening the prospect (your supposition) of it becoming a negative bearer instrument ---- for now. Though I suppose the reduced demand could increase the acceptance of an abolishment. 

I wont indulge any hoarding suppositions about the CHF.

Posted by: Doug | May 9 01:12am | Report this comment 

33. 47. I dare say this is one of the most idiotic posts I have ever read at the FT. They must have taken a stupid pill to let this utter baloney be posted on their site. Only an economist could rationalize such stupidity.

Posted by: EQ | May 9 03:37am | Report this comment 

34. 48. @ RCS Re 42 :
For banks to make money, the only important thing is that aggregate interest on assets is higher than aggregate interest on liabilities. It doesn't matter if the above quantities are positive or negative. You are probably victim of the "bank as warehouse" fallacy. I.e. you imagine that if banks couldn't lend at anyone with a positive interest, they would just "keep the money in vault". The problem is that the "money vault" of banks is essentially their account at the Central Bank ! Central Bank banknotes form only a small part of it because it is not cheap for a bank to hold physical cash (insurance, specialized real estate, etc...). Of course if charges on reserves are applied at a significant level, the balance tips and it is economically rational to hold paper cash. This is why it is nece
If the central bank charges 2% per annum on balances, then the bank is better of lending to trusty debtors even if it is at a negative rate (provided it is above 2% of course). And don't forget that the bank charges at least 2% on all deposits it receives. Overall, it is still profitable.

Posted by: charles monneron | May 9 04:40am | Report this comment 

35. 49. Charles Monneron,

Thank you for clarifiying that up. Indeed, in a negative interest rate environment the bank would attract profitable deposits at, say -2% (as opposed to costly deposits in a positive interest rate environment) and would then have the option of either investing in central bank reserves with a -2% return or lending at say -1%.

In fact, this is already something which happens, when real interest rates are negative. Nominal interest rates are only important in the way they affect the real rates.

Posted by: RCS | May 9 05:51am | Report this comment 

36. 50. Now I understand why otherwise very smart people created this mess we are in. It was not just greed, fraud and overconfidence and obviously not only Governement find "good" reasons to take away a little more of our freedom, Are you aiming for a job at a CB Willem ?

Posted by: Reinhard | May 9 10:11am | Report this comment 

37. 51. Since he deleted my last post where I said this was the most idiotic thing I had read on the FT site, I'll post a response based on facts so his ego won't be bruised so much. Maybe I'll teach the economist some economics. First of all, we are in a negative interest rate environment. We are in a race to the bottom of the barrel by the devaluations going on around the globe. That means cash is trash. Whether that be monetizing Treasuries or Agencies or burdening society tyrannically with massive stimulus or any of the other profligate policies of central bankers. Yet forcing cash into speculation is going to end in even more suffering because it is too much speculation that caused this crisis. The unwinding isn't done and it surely isn't taking place because people are hoarding money. It is taking place because there isn't enough money to pay for the asinine policies of central bankers that created this crisis. 

Need I remind you that the gold standard, of which the British used to vehemently defend, was so important to the Bank of England because of the tyranny of lords and kings where they used to devalue currency. The BoE used to stand by the belief they would never allow that to happen again. Now we have people like this Willem guy. 

So, let's say for argument's sake that negative rates could be achieved. Do you not believe in the rule of law? In personal property rights? Because your policy is a destruction of those values. Secondly, were negative rates to be achieved, what would keep people from sticking their entire life savings in tangible assets? You would outlaw them too? As you propose to outlaw money? And, if everyone would go out and immediately buy a tangible asset to defeat the profligate policy of idiocy, then the economy would immediately collapse as there would be no money left in circulation. 

I could go on and on and on with the unintended consequences of such foolishness but why would I? This is an article better served in Mad magazine rather than a serious economic discussion.

If you can't take the heat, don't publish the article for peer review. If you delete this post again, you are simply trying to restrict the free flow of information in markets. A free flow that clearly understands your post is utter nonsense.

Posted by: EQ | May 9 02:35pm | Report this comment 

38. 52. To EQ: I never delete comments that attack/insult me or my views, regardless of how offensive or off-the-wall the comment is. 

I have not published a comment on one occasion. This was before my blog moved to FT.com. The post was "Tintin: racism vs. freedom of speech". The comment was from a spokesman for a white supremacist group in the USA. As far as I'm concerned, he had the right to peddle his poison, but not on my blog. 

The FT.com editors sometimes censor, without consulting me, comments that they consider possible triggers for lawsuits. The comment of yours that was deleted, obviously does not fit into that category, and I have reinstated it. [So how did it get deleted?] The original comment is actually far better than your follow-up comment - it is much shorter.

Posted by: Willem Buiter | May 9 07:19pm | Report this comment 

39. 53. to EQ @ 52 :
my comment placed @ 32 addresses all the shortcoming you are referring to. 

Regarding the switch to "tangible assets", the problem is that the more tangible and inalterable they are, the further they are from being useful in every day's life. What are you going to do with gold or silver ? Nothing !
Anything really useful (fuel, lodging, food, clothes, appliances) is either naturally decaying, or with a very high storage cost, which, for the matter of postponing consumption in the future, is equivalent to a negative interest rate. For instance, crude oil - IMHO a much better candidate than gold to be a store of value - currently attracts a NEGATIVE rate circa -20% p.a. for the 12 months to come (the spot price is much lower than the forward price).

When you have many more economic agents that want to save than economic agents that want to borrow, the equilibrium price of a discount bond may happen to be above par. It is just free markets, pure and simple. Removing obstacles that stand in the way of free markets is the kind of policies that the FT usually promotes, so this column is definitely fit to be published here.

Posted by: charles monneron | May 10 01:44am | Report this comment 

40. 54. I'm very happy that you wrote about this topic, as its implementation is far overdue. Eliminating the liquidity trap is far more valuable than the psychological cost of negative nominal interest rates. Now is not the best time to make this transition because it would have disruptive effects on current markets, which outweigh the beneficial effect of eliminating the liquidity trap. In a few years, when inflation is back to positive levels, we should eliminate currency as you propose. Given that the likelihood of future deflation will be deemed low, the transition will not disrupt markets (as it would today). I'm guessing at that time, comments on maverecon will also be more poised than they have been recently.

I find it discomforting that central banks have not done as you suggest while inflation was in positive territory, despite having a salient liquidity trap right in front of them in Japan, a large and similarly developed country.

I wrote an entry in my blog more than a year ago about this exact topic -- though I suggested using a fourth method, converting all paper currency into bearer bonds. I was afraid that I had missed something, because the benefits of eliminating the liquidity trap greatly exceed the cost of implementing this method, so I decided to remove the entry -- fearing ridicule! Today, I'm proudly putting it back up, because of you. Thanks! (ref: ablearcher.blogspot.com/2008/03/legacy-of-paper.html)

Posted by: Martin | May 10 06:56pm | Report this comment 

41. 55. Martin, 

I respectfully disagree with your timing assessment. I think there is no better time than now for Central Banks (at least in the US and EU) to announce the abolition of paper currency in order to allow for negative rates if needs be.

First, in order to be accepted by the public, any abolition of paper currency would have to be associated with the offering of "real" deposit accounts by Banks. By "real", I mean accounts that are backed by 100% deposit at the Central Bank and that are shielded from a bankruptcy from the bank (similar to what a securities account is, or should be !). This measure would of course siphon a lot of liquidity from the balance sheet of banks, that would be forced to refinance massively with the Central Bank to avoid default. It would be feasible today because the willingness to increase the balance sheet of Central Banks has never been stronger than in current circumstances.
It would also have the pleasant consequence of providing a clean exit route for the off balance sheet commitment that are currently taken by sovereigns (FDIC guarantees in the US, blanket guarantees in the rest of the world) in favor of more tractable ON balance sheet items at the Central Bank level. Such balance sheet commitments are supposed to lapse end of 2009 or 2010 depending of the countries. Planning for the exit should occur NOW.

Second, and more importantly, the mere fact of planning for negative rates provides much more than a bazooka against liquidity trap : it effectively provides the Central Bank such boundless overwhelming power that nobody will dare to bet on deflation. Put a tough guy like Volker or some bone headed German Central Banker at the helm and nobody will dare to bet on inflation either. Then, you will start to have a solid base to grow an economy on !

Posted by: charles monneron | May 11 02:10am | Report this comment 

42. 56. Negative interest rates would imply that all other asset classes would become more attractive...financial asset,commodity and only god knows what bubbles : here we come..again! Been there done that ! Deja´vu !!

Posted by: capitano | May 11 05:34am | Report this comment 

43. 57. All you negative interest rates proponents skirt around the issue that you don't need paper money to avoid the interest rate. Golden gold, silvery silver or coppery copper would do in a pinch (as would do Mackerel Money [use Google]). Only the terminally stupid would pay interest on their money.
Posted by: User3798633 | May 11 12:22pm | Report this comment 

44. 58. Isn't it real interest rates that are more important and cannot these be made negative very easily?
Why go to all the trouble outlined here when such easy expedients are at hand?

"The United States has a technology ... " after which helicopters shall fly.

Others have and have had that technology too.
It's been used many times.

The good thing about spreading such schemes about is the fact that that will bring into the public mind the recognition that fiat money can be distorted in all manner of ways by strokes of pens.

You do not want to know what will happen when confidence in the currency is destroyed.

Posted by: holomorphic | May 12 02:10am | Report this comment 

45. 59. I think that Willem is a closet revolutionary who wants to rend asunder the flimsy structure which our 
"civilization" has become.

Posted by: holomorphic | May 12 02:36am | Report this comment 

46. 60. I am assuming Mr Buiter's post was a joke, an exercise in intellectual 'show-boating'. I hope it was... I hope no one in authority is actually taking this stuff seriously... if so, I suggest that they read Elias Canetti's 'Crowds and Power' (1960)...

Posted by: firbankfell | May 12 01:56pm | Report this comment 

