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Money Mess
By ANIL K. KASHYAP
March 1, 2007

The Bank of Japan is yet again sailing without a rudder. Consider the 
farce that's unfolded over the past two months. The BoJ has adopted 
leaking to the press as a policy tool. It's become so erratic that market 
participants find it nearly impossible to make educated guesses about its 
policy moves. And it appears to have no clear idea of where Japanese 
monetary policy is headed.

Lack of monetary strategy isn't the problem, since Japanese law tells the Bank exactly what strategy 
to follow: The BoJ has a mandate to deliver price stability and nothing else. Rather, the trouble comes 
because the Bank has deviated from that strategy, to bizarre effect.

Consider the chaos that has enveloped the Bank board's two most recent meetings. In the run-up to its 
January rate-setting session, unidentified BoJ employees started leaking the board's intention to raise 
interest rates, before a different set of leaks signaled in the other direction. The meeting ended in a 
split vote in favor of leaving the policy interest rate at 0.25%.

The board said it wanted to see more data. Yet very little relevant data was due out before the 
February meeting, and what data did emerge were contradictory. GDP statistics showed a dramatic 
but suspicious spike in consumer spending. Meantime, core inflation forecasts suggested that inflation 
would drop. Thus, market participants had no idea what to expect.

Sure enough, the February meeting was marred by confusion and leaks. Sixty minutes before it ended, 
the press was already reporting (based again on leaked information) that the Bank would raise rates 
25 basis points. Ultimately, eight of the nine board members voted for a rate hike despite fears that 
deflation, not inflation, could be on the horizon.

What explains the leaking, unpredictability and nonsensical policy decisions?

The heart of the problem is the BoJ's strange definition of price stability. While the law obliges the 
BoJ to deliver price stability, the Bank decides on its own what "price stability" means. The BoJ has 
set itself an inflation target of only zero to 2%, lower than any other central bank's target. The Bank 
justifies this low goal by claiming that the Japanese people have come to expect low inflation, but that 
smacks of a justification chosen mainly to absolve the bank for its failure to reverse deflation more 
quickly.

Because it has adopted such a low range, the BoJ must have overwhelming evidence that deflation is 
reappearing before it is in violation of its mandate. Every other central bank in the world looking at 
the current Japanese situation would say that price stability has not been achieved and would dub the 
return to outright deflation as the primary risk in the current environment.

Instead, the BoJ seems to have convinced itself that it has delivered price stability and is turning its 
energy to worrying about other risks. For instance, Governor Toshihiko Fukui stated after the 
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February meeting that "as world financial markets become integrated, the time has come for us central 
bankers to conduct monetary policy while keeping firmly in mind its external consequences."

By this he might have meant that the Bank acted out of a desire to reduce the so-called carry trade, in 
which people borrow at the low Japanese interest rates and invest elsewhere. According to the 
minutes of the January meeting, one of the board members who had supported a rate increase worried 
about whether the bank might be viewed as "approving of the depreciation of the yen." But the 
connection between these "external consequences" and the BoJ's mandate is shaky, at best.

Further muddying the waters, the BoJ has been consistently unable to explain how keeping rates at 
0.25% would have delivered inflation above its target range. Data from bond markets and surveys of 
public inflation expectations suggest instead that forward looking measures of inflation show no sign 
of picking up. Indeed, the basis for the dissenting vote by the clear-thinking deputy governor 
Kazumasa Iwata at the latest meeting was precisely a risk of renewed deflation.

The disconnect between the Bank's legal obligation and its discussion of the carry trade and other 
factors tangential to its mandate leaves outsiders puzzled as to how decisions are being made at the 
BoJ. Making matters worse, the BoJ insists in official statements, despite abundant evidence -- 
including public remarks from board members -- to the contrary, that policy is being set solely based 
on forward-looking inflation assessments.

Which explains the leaks. Absent any discernible logic to the board's decisions from one meeting to 
the next, leaks in the media are the only way Japan's central bank can signal its intentions to market 
participants. Without the leaks, no one could understand the board's plans.

Nor is this problem likely to get better any time soon. The only way for policy to become more 
predictable and transparent is to dispense with consideration of factors not directly related to its 
price-stability mandate. Instead, the Bank needs to reorganize its decision-making around a more 
responsible inflation objective, to strive for better and more credible forecasts for inflation, and then 
match its actions with these forecasts.

Mr. Kashyap is the Edward Eagle Brown Professor of Economics and Finance at the University of 
Chicago Graduate School of Business, and the co-chairman of the U.S. Monetary Policy Forum.
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