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Abstract:
The sluggish macroeconomic performance of advanced market economies in the years after the Great
Recession has raised interest in the possibility of the economy becoming stuck in a stagnation state for
long periods. Many central banks lowered their interest rates very close to zero which is thought to be a
lower bound (ZLB) for these rates. One possible explanation for the stagnation state is that it is caused by
a wide-spread lack of confidence on the part of economic agents. A persistent stagnation regime or a
steady state with low output, deflation and interest rates constrained by the ZLB may be a self-fulfilling
outcome. I examine efficacy of fiscal policy in a New Keynesian model with adaptive learning determining
expectations. Pessimistic expectations may sink the economy into a stagnation regime or even a steadystate with deflation. Then a large temporary fiscal stimulus is needed to avoid or emerge from
stagnation. A modest stimulus is sufficient if implemented early. Large scale asset purchases (APP) have
been used as a tool for easing of monetary policy in the ZLB regime. I comment on the various APP
programs and outline a theoretical approach to analyze efficacy of APPs using a New Keynesian model.
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