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The more financially sophisticated households who hold a significant amount of long
duration assets benefit from a lower interest rate, while the less financial sophisticated
ones suffer a large welfare loss. Given that sophisticated households tend to be older and
income richer and that unsophisticated ones tend to be younger and income poorer, our
welfare analysis indicates that a low interest rate policy induces a regressive distribution
effect between income rich and income poor as well as an intergenerational transfer from
young to old.

Japan is at the forefront of the demographic transition. In fact, aging society, secular
decline in growth, and high debt-to-GDP are common theme either already faced or about
to happen among many countries. Our study cautions that low rate policies might
expand the government’s fiscal space but could come with a large welfare cost.

In the long run, the Japanese low-rate approach is not sustainable. The Japanese
government has made risk-free promises to pensioners and to bondholders, but it is
funded by risky tax revenue and risky investments.

(Yi-Li Chien, Harold L. Cole, and Hanno Lustig, 2023,
“What about Japan?” NBER Working Paper No.31850, p.35.)
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