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(QE), monetary policy has done everything it could, but it 
could not do enough on its own. In this context, running 
large deficits and accepting the resulting increase in public 
debt was the right policy. Engineering a large exchange rate 
depreciation would have been an alternative, but only as 
a way of exporting the problem of low demand to other 
countries, which would not have played well with trade 
partners. 

The depth of Japan’s demand weakness can be seen in 
actual and shadow interest rates. Policy interest rates have 
been constrained by the ELB, but the Bank of Japan has 
embarked on the largest QE program of any central bank, 
decreasing longer maturity rates as well. Since it hit the ELB, 
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admittedly noisy, signal of where the economy stands is 
the behavior of inflation. Since 2018, inflation measured 
by the consumer price index (CPI) has been running at 
roughly 1 percent—about 1 percent below the Bank of 
Japan’s target of 2 percent.7
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is about 0.5 percent today.11,12 Blanchard (2019) shows that 
welfare costs depend on the balance of two relations: the 
relation between the safe T56apenn thgrowthfe T56d on the 
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requiring larger deficits then or leading today to expec-
tations of a recession, further decreasing demand today.

2. Very low nominal rates and even lower real rates 
increase risk-taking. Some higher risk-taking is desir
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CONCLUSION 

In an environment of very low neutral rates, fiscal policy has 
an essential macroeconomic role to play, even if monetary 
policy is no longer at the ELB. In the current Japanese envi-
ronment, there is a strong case for continuing to run primary 
deficits, perhaps even to increase them and to accept a 
higher debt level. Primary deficits help sustain demand and 
output, alleviate the burden on monetary policy, and can 
increase future output. In short, the costs of primary deficits 
are small, and the costs and risks of high debt are low. 
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