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Reasons for low real rates 

• Secular stagnation hypothesis. How much is secular (e.g. 
lower population growth, increased life-expectancy and lower 
productivity growth) and how much due to: 

• (1) Limits to monetary policy effectiveness ? 
• (2) Lack of application of fiscal policy ? 
• (3) Negative forward guidance implied by fiscal rules ? 
• Textbook mechanism of lower yields works by expanding 

higher demand now in exchange for lower demand in the 
future. Partly through inter-temporal substitution, but mainly 
through driving asset prices above fundamentals and 
therefore increasing household debt.  But higher household 
debt constrains household spending –eventually puts 
temporary debt-fuelled stimulus into reverse. And higher 
asset prices don’t always encourage spending. 
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Limits to QE 

• Effectiveness of QE is very institution- and context-dependent. 
• Early QE in US was very effective – helped restore liquidity of 

financial institutions; supported prices of risk assets – 
equities, homes and corporate bonds; later QE improved 
credit flows, especially to US mortgage market.   

• Our research shows that in the US, the powerful home equity 
channel of monetary policy transmission works via higher 
house prices and availability of mortgage finance and 
refinance. Duca and Muellbauer, ‘Tobin Lives’ (2013). QE in 
the US lowered mortgage rates and eased credit flows. 
https://www.ecb.europa.eu/pub/pdf/scpwps/ecbwp1581.pdf 
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Some drivers of US cons./income 
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But in Germany, Japan, France, … 

• Higher house prices contract consumer spending (given income 
etc):  home equity withdrawal is expensive or impossible so US-type 
channel is missing. Prospective FTBs need to save more for the 
large cash deposit needed to get mortgage. Renters worry about 
higher housing rents in future and are more cautious. 

• “Credit, housing collateral and consumption in the UK, U.S., and 
Japan”, with Janine Aron, John Duca, Keiko Murata and Anthony 
Murphy, Review of Income and Wealth, 58(3), 397–423, 2012. 
France (Chauvin and Muellbauer, 2013), Germany (Geiger, 
Muellbauer & Rupprecht, 2016), Canada (Muellbauer, St Amant and 
Williams, 2015). 

• In Germany and esp’y Japan, savers’ liquid assets greatly outweigh 
household debts: lower real returns therefore reduce aggregate 
household spending – key reason for failure of BOJ policy.  
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Saving for retirement  

• Low rates affect not only the interest income and hence 
consumption of those already retired, but if expected to 
continue, should raise the saving rate of those saving for 
retirement. 

• Low returns imply more has to be put aside from current 
income to achieve a given retirement income. 

• High cost of annuities reflects this fact. 
• Stress on, and withdrawal of defined benefit pensions is 

another symptom. 
• This negative effect of low rates on the consumption/income 

ratio should be stronger where the share of working age 
adults in the 45-65 age group is high and where stock market 
participation is low. 
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Other limits on EZ QE effects 

• Other reasons why conventional Euro Zone QE is not working: 
defined benefit pensions are hugely in deficit using lower 
discount rates, so companies need to put aside profits, try to 
reduce benefits or raise contributions. 

• Higher house prices are socially divisive: mainly the affluent or 
their children  can overcome down-payment constraints. 

• Negative rates hurt bank profits and bank equity and reduce 
credit flows – hence ECB TLTRO subsidy wheeze. Long-term 
insurers’ business model under threat. 

• Retaliation by other central banks weakens QE’s beggar-thy-
neighbour exchange rate stimulus. 

• The attempt to push the monetary policy pedal to the floor in 
the EZ risks stalling the car by flooding the engine. 
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How long will real rates stay low? 

• Demographic drivers might reverse:  rising life expectancy increases saving 
for retirement, driving down interest rates. 

• But eventually the retired population, much larger than before, will spend 
some of its accumulated assets, and perhaps overcome the saving for 
retirement of the working age population. 

• Could Solvency II regulation on long-term insurers be reformed? 
• In advanced G20 economies, public infrastructure investment/GDP 

reached record low in 2012. 
• Fiscal policy will (need to) reverse: infrastructure spending should crowd-

in private investment, raise growth, the demand for capital and real rates.   
• Negative ‘forward guidance’ in fiscal rules: if relaxed now, will tighten soon 
• Either amend fiscal rules or use monetary finance: Muellbauer (2016) 

http://voxeu.org/article/helicopter-money-and-fiscal-rules 
• Muellbauer (2014) http://voxeu.org/article/combatting-eurozone-

deflation-qe-people 
• Could monetary finance of fiscal stimulus ever happen? Probably a pipe-

dream in the EZ. 
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Lisbon article 127 vs 123 

• Lisbon Treaty’s article 127 –price stability, plus ECB target of 
under but close to 2% inflation- now contradicts article 123 – 
no overt monetary finance of government (preceded by 
Maastricht Treaty’s article 104). 

• Price stability is primary target. Treaty could be amended to 
make article 123 ‘state dependent’ – allow temporary 
suspension, at discretion of ECB, e.g. if 3-year inflation rate is 
below 1% or 1-year inflation rate below 0.5%. 

• ECB could then operate a money finance policy that does not 
interfere with each government’s fiscal plans, e.g. offer to 
finance in the first year an amount equal to X% of each 
country’s GDP, where X might be 2% say. But difficult politics! 

• Option of ECB buying EIB bonds to be spent on infrastructure 
still looks unlikely to happen. 
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