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In holding overnight interest rates at 0.25 per cent yesterday the Bank of Japan made the right 
decision. But having briefed the markets to expect a rise, the Bank has left the impression that it 
bowed to intense political pressure to keep rates steady, and thus undermined the institutional 
independence and integrity that it has fought so hard to maintain.

There is nothing wrong with the BoJ listening to the government's opinion - indeed it has a statutory 
duty to do so - and government pressure may not have been decisive. But this u-turn, after a 6-3 
majority decision by the Bank's Policy Board, only compounds confusion and uncertainty about the 
direction of Japanese monetary policy.

The BoJ's ambivalence would be easier to understand if there was a strong case for tighter monetary 
policy. But there is not. Strip out the cost of food and energy - which will start to fall again, in line with 
the declining oil price - and Japan is still in deflation.

This is in spite of a weak yen pushing up the price of imports. The low level of the currency is a boon 
to exporters, increasing profits and business investment, which supports the economy. But export-led 
growth has not turned into large and sustainable rises in domestic wages and consumption. Until that 
happens, expectations of future inflation will not take root, and any shock could send the Japanese 
economy spiralling back into deflation.

Against such a backdrop a rise in interest rates to 0.5 per cent, while probably not disastrous, is 
unnecessary. The BoJ worries about inflation two years hence, and is rightly keen to resume a more 
"normal" monetary policy, but its imperative should be to get prices rising at 2 per cent per annum, well
clear of the deflation trap.

The wider question now is how to run monetary policy in Japan. The BoJ has a mandate to maintain 
price stability through the conduct of monetary policy. Interest rates are decided by a board made up 
of three bank staff and six well-respected external members.

The main problem is that the BoJ, like a brilliant but shy mathematician, has communication issues. It 
is bad at explaining its definition of "price stability" and bad at explaining what it thinks is needed to get 
there. Though Toshihiko Fukui, the Bank's governor, is keen to increase "openness", a published 
policy framework and more frequent public comments are no use if they are ambiguous or imprecise.

There is a strong case for the government to set an explicit inflation target. The BoJ, unsure whether it 
could meet such a target in Japan's dislocated monetary environment, wants to keep maximum 
discretion. The government, meanwhile, finds it useful to blame the Bank when things go wrong in the 
economy. But playing these games risks the strengthening, but not totally solid, recovery in Japan. 
The managers of the world's second largest economy should be doing better than this.
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