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Among the more important monetary policy mistakes were 1) the
failure to tighten policy during 1987-89, despite evidence of growing
inflationary pressure, a failure that contributed to the development of
the “bubble economy”, 2) the apparent attempt to “prick” the stock
market bobble in 1989-91 which helped to induce an asset-price crash
and 3) the failure to ease adequately in the 1991-94, as asset prices,
the banking system, and the economy declined precipitously.
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Bernanke and Gertler (1999) argue that if the Japanese monetary
policy after 1985 had focused on stabilizing aggregate demand
and inflation, rather than being distracted by the exchange rate or
asset prices, the results would have been much better.
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In starting an inflation target of, say, 3-4%, the BOJ would be giving
the public information about its objectives, and hence the direction
in which it will attempt to move the economy.
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In this section I will discuss some options that monetary authorities
have to stimulate the economy. Overall, my claim has two parts: First,
that -despite the apparent liquidity trap- monetary policy makers retain
the power to increase nhominal aggregate demand and the price
level. Second, that increased nominal spending and rising prices
will lead to increase in real economic activity.
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