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Monetary Policy in Japan Since the
Late 1980s: Delayed Policy Actions
and Some Explanations

TOSHIKI JINUSHI, YOSHIHIRO KUROKI, and RYUZO MIYAO

Introduction

Japan’s monetary policy is now at a crossroads. The overnight call rate,
the primary instrument of monetary policy in Japan, had been virtually
zero for almost a year at the time of this writing (February 2000). There
are increasing requests for further monetary easing, from both inside and
outside the country, to prompt economic recovery. The requests often
come with the proposal that the central bank should purchase some
specific assets, such as government bonds, stocks, foreign currencies
(implying unsterilized intervention), or even real estate. These proposals
are in some cases accompanied by the policy strategy of ‘‘managed infla-
tion,’’ in which the central bank makes an exclusive commitment to
achieve some targeted inflation, or, more broadly, ‘‘inflation targeting.’’

In contemplating further policy actions, it may be worthwhile to look
back at the history of Japan’s monetary policy and seek to draw some
lessons from the past. This essay reviews how monetary policy has func-
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116 JAPAN’S FINANCIAL CRISIS

tioned in Japan, especially since the late 1980s, and attempts to draw some
implications for the current discussions about Japan’s monetary policy.1

In the subsequent section, we first apply a Taylor-rule-type policy reac-
tion function to Japan and document possible delays of monetary policy
actions in the late 1980s and early 1990s. In the middle of the 1980s, Japan’s
monetary control since the late 1970s was viewed by some observers as
a success in holding down and stabilizing money growth (e.g., Friedman
1985; Hamada and Hayashi 1985). We therefore treat the reaction function
estimated for 1975-85 as the benchmark for a ‘‘good’’ policy rule and
compute the call rate after 1985 using the policy rule before 1985. From
this exercise, we detect some policy delays (i.e., the deviations of the
computed call rate from the actual rate), especially the delay of monetary
tightening in 1987-88 and the delay of loosening since 1992.

We then seek explanations for these delays from the following two
perspectives. The first explanation is based on a narrative analysis. We
attempt to identify the sources of these delays by inspecting various issues
of the Bank of Japan’s (BOJ) Monthly Bulletin. The inspection suggests
that the delays in policy action may be attributed to the political pressures
based on international policy coordination in 1986-87 and delays in judg-
ment by the BOJ in the early 1990s.

The second explanation is based on a time-series analysis. Using Svens-
son’s (1997) framework of inflation forecast targeting, we show that there
may be a shift in the implied policy rule relationship in 1987. We then
interpret the estimated shifts in the inflation and output coefficients as
suggesting that there may be a shift in the underlying economic structure
(a flatter aggregate supply/Phillips curve relationship) and a shift in
the monetary policy weight toward a more strict (or rule-like) inflation
targeting. The observed policy delays since the late 1980s can be attributed
to shifts in the policy reaction function.

On the basis of these results, we finally make some remarks on the
current policy discussions of Japanese monetary policy. The suggested
shift toward stricter inflation targeting may have led to destabilization of
Japan’s real economy in the late 1980s and early 1990s. Too strict an
inflation target is not a desirable strategy to take, as emphasized in the
existing literature. The current proposal for ‘‘managed inflation’’ in Japan
implies nothing but such inflation targeting as an absolute rule. More
moderate inflation targeting as a ‘‘framework’’ may also lead to inflation
targeting as a strict rule under the particular circumstances in Japan. This
signals the need to take extra caution in the current policy discussion on
this issue. It is still premature to conclude that Japan should adopt an
explicit inflation target at present in such a very-low-inflation (if not
deflationary) environment.

1. See, e.g., Miyao (1999a; 1999b) for other recent discussions.
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Delayed Policy Actions Since the Late 1980s

In this section, we apply the Taylor-rule-type policy reaction function to
Japanese monetary policy in order to examine its appropriateness in the
period since the late 1980s. We find that the monetary-policy actions were
delayed, primarily during the periods 1987-88, 1992-95, and 1997-98.2

A ‘‘Good’’ Policy Rule

We first estimate the BOJ’s reaction function in the ‘‘pre-bubble’’ period
of 1975-85. This is the period during which the Japanese economy enjoyed
rather better performance than the other industrial countries. The mone-
tary-policy rule in this period can be considered one contributing factor
to the country’s relative prosperity with lower inflation. If this is true,
the estimated-policy rule in this period is a ‘‘good’’ policy rule for Japan,
as long as the economic structure remains unchanged.

We basically adapt the empirical specification of Clarida, Gali, and
Gertler (1998) but add an exchange rate term:3

rt � b0 � b1(�t � �*t ) � b2(yt � y*t ) � b3(xt � x*t ) � �rt�1 � et , (1)

where rt stands for the real ‘‘call rate’’4 and et is a disturbance term. The
call rate is the interbank overnight lending rate in Japan and is considered
to be the main policy instrument of the BOJ. Following the original Taylor-
rule specification, all the explanatory variables are in gap form, defined
as follows. The inflation rate term is the gap between �t, the actual inflation
rate, and �*t , the 10-year average inflation rate around the period t. The
gross domestic product (GDP) term is the gap between yt, the log of actual
real GDP, and y*t , the quadratic trend value of yt. The exchange rate term
is the gap between xt , the actual exchange rate, and the 10-year average

2. A similar illustration of policy delays can be found in Bernanke and Gertler (1999). In
the exercise of Bernanke and Gertler, the deviations between the actual and targeted call
rate basically reflect the presence of the assumed partial adjustment mechanism. In the
present essay, we not only document the deviations but also explore possible explanations
at some length from several perspectives in the sections below.

3. We added this term because strong attention is paid to it in the arguments about monetary
policy in Japan. However, it often turns out to be not significant, as in the preceding analysis.
In addition, the basic results do not change if this term is deleted. Actually, most of the
results, the deviations and the changes, are robust against other specification changes, such
as deleting the lagged dependent variable or discriminating the positive and negative
inflation gaps.

4. The real rate is calculated using the actual inflation rate.
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Figure 6.1 Inflation rate and its 10-year average (percent)
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exchange rate around the period t. These three gap variables are depicted
in figures 6.1 through 6.3.5

We also followed Clarida, Gali, and Gertler’s empirical method of Gen-
eralized Method of Moments (GMM) estimation in order to take care of
the endogeneity bias. The correlation between the error term and the
explanatory variables comes partly from the contemporaneous causal
relationship between the policy instrument and policy goals. It is also
caused by the measurement error in the policy goal variables; for example,
the revision of GDP is significant, and the level of potential GDP is the
focus of the discussions.6 The instruments are the own lags (up to 4 lags)
of the explanatory variables.7

5. In calculating the inflation rate, we used the consumer price index (CPI) series adjusted
for the changes in the sales tax rate and the copayment rate for public health insurance.
We used the seasonally adjusted real GDP series. Its quadratic trend is estimated with a
rolling-regression method using the data up to the period t. We used the yen-dollar exchange
rate as the exchange rate series; it is known that the nominal effective exchange rate for
the Japanese yen moves closely with the yen-dollar rate.

6. Aoki (1999) shows the important implications of measurement errors for monetary policy
in the theoretical model.

7. For the GMM estimation to be valid, we rely on the assumption that all the gap variables
as well as the real call rate can be characterized as I(0) for the sample period 1975-85. Using
the standard Dickey-Fuller tests, the null of a unit root is rejected for the real call rate and
the exchange rate term. The null is not rejected for the output gap and inflation gap, yet
we view this acceptance as due to the low power of the test for our short sample period.
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Figure 6.2 Real GDP and its quadratic trend (percent)
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The results are given in table 6.1, which reports the estimation results
from several different specifications. In addition to the basic specification,
which utilizes the contemporary explanatory variables, we tried two other
specifications; they respectively use the 1-period lag and the autoregres-
sive (AR) forecast of each explanatory variable.8 The main purpose is to
check the robustness of the results. In all three specifications, all the
coefficients have the right signs. Both the inflation term and the GDP-
gap term are always significant. However, the exchange rate term is
mostly not significant; its t-statistic is barely in the basic specification.
There are some differences in the coefficient estimates, but most of them
seem to be caused by the different coefficient estimates (�) on the lagged
dependent variable. The long-run reaction coefficients, calculated as
bi/(1 � �), are much closer over the specifications. The basic specification
has a smaller estimate of �, which reflects the stronger explanatory power

A similar treatment can be found in Clarida, Gali, and Gertler (1998). The optimal weight
matrix and robust standard errors are computed using Newey and West’s (1987) covariance
matrix with the truncation of four lags. We also employ two and three lags, but the results
are unaffected.

8. Ordinary least squares (OLS) is used for these estimations.
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Figure 6.3 Exchange rate and its 10-year average
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Table 6.1 The ‘‘good’’ policy rule in 1975-85

Specification Estimation R2

� y and x method b0 b1 b2 b3 � SEEa

Current Current GMM 1.39 0.27 1.14 0.03 0.39 0.87
value value (0.34) (0.14) (0.37) (0.02) (0.14) (1.21)

1-quarter 1-quarter OLS 1.01 0.17 0.70 0.01 0.65 0.92
lagged value lagged value (0.21) (0.06) (0.20) (0.01) (0.08) (0.97)

Forecastb Forecastb OLS 1.02 0.25 0.68 0.01 0.66 0.91
current value current value (0.21) (0.09) (0.22) (0.01) (0.08) (0.97)

1-year Current GMM 1.13 0.17 0.62 0.03 0.57 0.88
lead value value (0.34) (0.16) (0.26) (0.01) (0.11) (1.15)

GMM � Generalized Method of Moments.
OLS � Ordinary least squares regression.

a. SEE � standard error of estimation.

b. Forecast values are based on autoregressive equations.

Note: Empirical specification: rt � b0 � b1(�t � �*t ) � b2(yt � y*t ) � b3(xt � x*t ) � �rt�1 � et

(see text for explanation). Numbers in parentheses are standard errors.
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Figure 6.4 Call rate and the rate implied by the ‘‘good’’ policy rule
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of the contemporary variables compared with those of the 1-period lags
or the AR forecasts. Thus, hereafter we adapt the basic specification.

Further, we tried one more specification, which uses the actual 1-year
lead value for inflation. Several researchers have adapted this, because
the variable may represent the inflation forecasts. The result is reported
in the last row of table 6.1. It shows that the 1-year lead value for inflation
is not significant. This may suggest that 1-year lead value is not close to
the inflation forecast the BOJ used at the time.

Delayed Policy Actions: Identifying Deviations from the
‘‘Good’’ Policy Rule

Next, we apply the estimated ‘‘pre-bubble’’ policy rule to the ‘‘bubble’’
and the ‘‘post-bubble’’ periods. We followed Taylor’s (1998) ‘‘historical’’
approach. We try to find the major deviations of the actual monetary
policy from the estimated ‘‘good’’ policy rule. The result is depicted in
figure 6.4, which shows the call rate implied by the good policy rule.

There seem to be four major deviations:
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1. The delay in policy restraint, 1987-88.

2. Insufficient policy restraint, 1990-91.

3. The delay in easing policy restraint, 1992 to early 1995.

4. The delay in easing policy restraint, 1997 to early 1998.

The first deviation is the well-known policy mistake. Three factors are
often mentioned as the main reasons for this prolonged delay. The typical
argument goes as follows. First, in the implementation of ‘‘international
policy coordination’’ after the Plaza Accord of 1985, the BOJ was pushed
to keep a low interest rate. Second, market instability caused by the US
stock market crash in October 1987 kept the BOJ from tightening policy
in late 1987. Third, in 1988, the domestic political requirements pushed
the BOJ to delay restraint until the sales tax was successfully introduced
in April 1989.9

The second deviation seems to be against the popular opinion that
monetary policy overkilled the bubble in 1990-91. However, in the final
stage of restraint, a couple of major nonmarket restrictions were mobilized
by the Ministry of Finance, such as the total volume limit on the lending
to the real estate business. Thus, this result might be interpreted as suggest-
ing that, in 1990-91, monetary policy was not too restrictive but that direct
credit control was.

The third delay has not been much argued. The BOJ eased rapidly after
the bubble burst but stopped further easing in 1994. However, figure 6.4
suggests that the BOJ should have continued to ease more. Further easing
in 1994 might have blocked the abnormal appreciation of the yen in March
1995. The BOJ lowered rates quickly to below the 1 percent level after
the appreciation.

The fourth deviation was the focus of debate at the time. The BOJ finally
adopted the so-called zero interest rate policy in February 1998. However,
the result suggests that it should have done so in early 1997, when the
short-lived recovery, which was caused mainly by the unusual fiscal
policy, ended.

It should be noted that the focus of this essay is monetary policy and
that therefore we will not dig deeper into fiscal policy. Of course, few
would doubt that fiscal policy played as big a role in the current depression
as monetary policy.10 However, its examination requires another essay.

We further discuss the reasons for these deviations in the next section,
using a ‘‘narrative’’ approach based on BOJ publications. We found sub-

9. Some discussions that emphasize the first and third factors can be found in Shimizu (1997).

10. For example, see Posen (1998).
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stantial material for the first and third deviations. The first deviation is
confirmed again below through the structural test in the cointegration
analysis.

Explanation from a Narrative Analysis

In this section, we utilize a ‘‘narrative’’ approach.11 We examined the
publications of the BOJ in order to search for the reasons behind the
policy-action delays, which we identified as the deviations of the actual
policy from the ‘‘good’’ rule. We first deal with the period of 1986-87
when ‘‘international policy coordination’’ was much emphasized. Second,
we look at the period from 1988 to early 1989. The delay in monetary
restraint is attributed to the shift in the relative weights of the policy
goals. The third period is the first half of the 1990s, when the policymakers
could have been misled by the delay in their judgment of the economic sit-
uation.

International Policy Coordination, 1986-87

Monetary Policy Stance in 1985 and the Plaza Accord

Loose money policy—which was followed beginning in August 1980 to
ride out the recession caused by the second oil crisis in 1979—brought
about relatively low but stable growth. Real GDP grew 3 percent on
average in the first half of the 1980s, and even faster in 1984.

The BOJ’s statements show that the Japanese economy was enjoying
relatively good performance in 1985: ‘‘Production and shipment are still
increasing’’ (Monthly Bulletin, January 1985, 23). ‘‘Domestic demand such
as capital investment and consumer expenditure steadily increase’’
(Monthly Bulletin, March 1985, 28). ‘‘The business firms’ judgment on the
economic situation is still cautiously optimistic’’ (Monthly Bulletin, June
1985, 32). Monetary growth, measured in M2�CD, was also effectively
managed and well controlled in a reasonable range (around 7-8 percent)
for most of the early 1980s.

The BOJ ascertained these situations and did not plan to change its
policy stance. Then-Governor of the BOJ Sumita told the 39th National
Bankers Conference that they must check the cost against the benefit of
stimulating domestic demand by monetary and fiscal policies, and of
further monetary expansion to redress the trade imbalance (8 July 1985). It
seems clear that he was reluctant to conduct further monetary expansion.

This policy stance, however, was obliged to change by the pressure of
the Plaza Accord on 22 September. The leading countries thereby agreed

11. The narrative analysis in this section draws heavily on Kuroki (1999, chap. 6).
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on a ‘‘commitment’’ to cooperative interventions in the foreign exchange
market to force down the appreciated dollar and stimulate domestic
demand through expansionary policy to rectify the international balance
of payments situation (see table 6.2). The relatively good economic perfor-
mance of Japan in those days surely depended on the weak yen, which
did not correctly reflect the fundamentals of the Japanese economy, in
particular large trade surpluses. The international coordination was rea-
sonable in the sense that the attainment of economic prosperity should
not involve sacrifices by other countries. However, we have to keep in
mind that the policy coordination brought a change in the domestic pol-
icy stance.

Discount Rate Policy, 1986-87

The coordinated intervention in the foreign exchange market by the lead-
ing countries based on the Plaza Accord produced an upsurge in the yen.
The yen’s rate shifted from $1 � �Y 240 in August 1985 to �Y 150 in mid-
1986. This rapid appreciation of the yen brought about recessionary effects,
and domestic production and capital investment declined (this is the so-
called yen-appreciation recession). The decline in industrial production
was accelerating, and real GDP growth shifted down from 5 to 3 percent
in 1986. The business circumstances of the manufacturing sector
worsened, and investment in that sector rapidly cooled down.

Fortunately, the yen hike also brightened the outlook for the Japanese
economy. The strong yen and the low price of imported oil encouraged
consumer expenditures, such as individual consumption and housing
investment, as well as capital investment by the nonmanufacturing sector.
The decline in the prices of imported goods and services as well as oil
also resulted in lower domestic price levels, and both consumer and retail
prices were moving in a stable direction. These benefits, driven by the
appreciation of the yen, helped make the 1986 recession relatively mild.

Under these economic conditions, the BOJ reduced the official discount
rate five times between January 1986 and February 1987. The discount
rate was pushed down from 5 percent to 2.5 percent, which was the lowest
level up to that time. These successive reductions aimed to (1) stabilize
exchange rates and (2) redress the trade imbalance by stimulating domes-
tic demand. Monetary policy goals, then, emphasized the importance of
external affairs. It is not legitimate to assert that Japan’s economic structure
is solely export oriented, that is, imports are hard to increase and exports
are hard to decrease. A monetary policy stance that stimulates the domes-
tic economy might be useful in recovering from a mild recession. However,
the issue here is whether revisions in the policy stance and the timings
of these revisions were based upon the BOJ’s own judgment. We will
solve this problem by investigating the circumstances that led to the
policy change.
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Table 6.2 Aims of changes in the discount rate level

Date of Tight or loose
change in discount
discount rate level Statements by chairman of
rate (percent) Targets policy board (extracts)

29 January Loose, Redress trade imbalance ‘‘Redress the trade imbalance
1986 5.0-4.5 by stimulating domestic

demand.’’
Stabilize exchange rates ‘‘Closely watch the movement

of exchange rates.’’

7 March Loose, Redress trade imbalance ‘‘Redress of the trade
1986 4.5-4.0 imbalance by stimulating

domestic demand.’’
Stabilize exchange rates ‘‘Avoid drastic exchange

fluctuations.’’

19 April Loose, Redress trade imbalance ‘‘Take more steps to correct
1986 4.0-3.5 the trade imbalance by

stimulating domestic demand
in coordination with the
government’s package of
economic policies.’’

Stabilize exchange rates ‘‘Contribute to stabilizing the
yen exchange rate.’’

31 October Loose, Redress trade imbalance ‘‘Since the government has
1986 3.5-3.0 Stabilize exchange rates prepared a supplementary

budget for this fiscal year for
the package of economic
policies, the BOJ . . . eagerly
expects stable exchange
rates to lead to continuous
economic growth.’’

20 February Loose, Redress trade imbalance ‘‘Lately, Japan and the United
1987 3.0-2.5 States reconfirmed their

cooperation in solving
problems of the foreign
exchange market, and we
expect that the leading
countries will closely
coordinate efforts to stabilize
exchange rates.’’

Stabilize exchange rates ‘‘Contribute to stabilizing
exchange rates and
encourage steady expansion
of domestic demand.’’

30 May 1989 Tight, Redress trade imbalance ‘‘Redress our trade imbalance
2.5-3.25 and promote sound

development of the world
economy.’’

Stabilize domestic prices ‘‘Contribute to attaining
continuous economic growth
based on the expansion of
domestic demand, and
keeping prices stable as well.’’
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Monetary Policy Stance and International Policy Coordination

Tables 6.3 and 6.4 show the discount rate policy in 1986-87 and both
international and domestic political trends at the time. These tables imply
that the third to the fifth reductions of the discount rate were brought
about by the political pressure of international policy coordination.

First, let us look at the reduction of 19 April 1986. In March, the US
Federal Reserve demanded the third reduction from the BOJ right after
the second reduction of the discount rate (Nikkei newspaper, 2 April 1986).
On 8 April, the Japanese government prepared the package of economic
policies, and an additional expansionary move in monetary policy was
listed in the first place to stimulate domestic demand. Moreover, the
Takeshita-Baker meeting reached an agreement on 9 April that both coun-
tries were in a favorable environment for coordinated reduction of the
discount rate.

During the course of these political movements, however, the BOJ
started moral suasion to reduce bank lending, and BOJ Governor Sumita
stated that he was closely watching the speculative transactions of land
and the hike of stock prices based on loose money (Nikkei newspaper, 3
April 1986).

We can see the same kind of political pressure on domestic monetary
policy in the cases of the fourth and fifth reductions in the rate. The
conference of G-7 finance ministers agreed that the country bearing the
trade surplus should attain the faster economic growth (27 September).
At the IMF-World Bank annual meetings, Japanese Finance Minister Miya-
zawa pledged publicly to stimulate domestic demand and US Secretary
of the Treasury Baker requested that Japan and Germany further reduce
their discount rates (1 October).

Again, the BOJ had a different policy stance. Governor Sumita stated
that we would not need further monetary loosening (Nikkei newspaper,
5 October 1986). The BOJ’s Monthly Bulletin said, ‘‘We will continue to
watch carefully the movements of economic situations, including the
money supply. We hope that financial institutions will keep a deliberate
lending attitude’’ (‘‘Kouteibuai hikisageni tsuite’’ [On the reduction of
the discount rate], Monthly Bulletin, November 1986).

Table 6.4 shows the BOJ’s judgment of the economic situations and
political trends in 1987. We can see from this table that the BOJ sounded
the alarm about the dangers of the financial and economic conditions.
For example, ‘‘The money supply is considerably high compared with
real economic activities. . . . The discount rate is at the lowest level up to
today’’ (Monthly Bulletin, January 1987). ‘‘Excessive monetary expansion,
however, does not contribute to real economic growth, but will quite
possibly support speculative transactions of existing assets’’ (Monthly
Bulletin, April 1987). ‘‘The deflationary shock can be widespread once
asset prices start falling, since the hike in those prices has been aided by
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Table 6.3 Policy stance of the Bank of Japan and political trends
as reported in the Monthly Bulletin, 1986

Judgments Monetary Political trends
of the economic situations policy (international and

Month by the Bank of Japan (discount rate) domestic)

January ‘‘The quantity of exports clearly Reduction
hit a peak because of the yen (29 January 1986)
appreciation.’’
‘‘Production of the mining and
manufacturing sectors is now
gradually decreasing.’’
‘‘Domestic demand has been
basically steady.’’
‘‘Wholesale prices declined
again in December, and
consumer prices were stable.’’

March ‘‘Mining and manufacturing Reduction (6 March) Bundesbank:
production are tending to mildly (7 March 1986) cooperative reduction
decline.’’ of the discount rate.
‘‘Increase in capital investment (7 March) US Federal
in manufacturing has been Reserve Board:
slowing down.’’ Cooperative reduction
‘‘Wholesale prices declined of discount rate.
drastically.’’
‘‘The yen has further
appreciated.’’
‘‘The current account has been
running a large surplus.’’

April ‘‘Mining and manufacturing Reduction (8 April) The
production are tending to mildly (19 April 1986) Japanese government
decline.’’ prepared the package
‘‘Domestic demand has been of economic policies.
still steady as a whole.’’ (9 April) Takeshita-
‘‘Wholesale prices declined Baker meeting
further in March.’’ reached an
‘‘Stock prices continue to soar.’’ agreement—‘‘ Both
‘‘The current account surplus countries are in a
was still high in February.’’ favorable environment

for cooperative
reduction of the
discount rates.’’

September ‘‘Consumer prices have fallen (19 September) The
for 3 consecutive months.’’ Japanese government
‘‘Money supply grows even prepared a package of
faster than it did last month.’’ economic policies.
‘‘Flow of money into the stock (27 September) G-7
market goes on.’’ finance ministers

conference.

October Almost the same as above. Reduction
(31 October 1986)
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Table 6.4 Policy stance of the Bank of Japan and political trends
as reported in the Monthly Bulletin, 1987

Judgments
of the economic situations by Political trends

Month Bank of Japan (international and domestic)

January ‘‘Money supply is considerably (21 January) Miyazawa-Baker
high compared with real meeting—‘‘ The Japanese
economic activities.’’ government would urge BOJ to
‘‘The discount rate is at the make a fifth reduction of the
lowest level up to today.’’ discount rate.’’
‘‘Business finance has been (22 January) Bundesbank
getting easier.’’ decided to reduce discount rate.
‘‘Monetary policy stance
supporting speculative
transactions of assets can
damage long-run price stability.’’

February Reduction of the discount rate (20 February) Louvre Agreement
(22 Feb.). at G-6 conference asserted that

the BOJ would reduce the
discount rate by 0.5 percent.

April ‘‘The velocity of money has been (8 April) G-7 conference
declining.’’ reconfirmed the Louvre
‘‘It is appropriate to keep today’s Agreement.
stance of easy money for a while (24 April) Package of economic
to attain continuous expansion of policies is decided on to conduct
domestic demand and stable appropriate and mobile monetary
exchange rates.’’ policy such as reducing deposit
‘‘Excessive monetary expansion, rate to the Fund Management
however, does not contribute to Bureau (Shikin Unyoubu) at the
real economic growth, but will Ministry of Finance.
quite possibly support speculative
transactions of existing assets.’’

May ‘‘The deflationary shock can be (1 May) Nakasone-Reagan
widespread once asset prices meeting— Nakasone referred to
start falling, since the hike in open-market operations to reduce
those prices has been aided by short-term interest rates.
speculative transactions.’’ (29 May) Package of urgent
‘‘Excessive monetary expansion economic policies is decided on
will have an adverse effect on to conduct appropriate and mobile
sound and stable economic monetary policy and reduce policy
growth in the long run, although it interest rates.
is appropriate to maintain today’s
easy-money policy for a while.’’

July ‘‘Decline of the velocity of money
is now larger than that in 1971-
72.’’
‘‘Money stock becoming
inactivated in comparison with the
activity level of the real
economy.’’

(continued next page)
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Table 6.4 (continued)

Judgments
of the economic situations by Political trends

Month Bank of Japan (international and domestic)

July ‘‘Lending by financial institutions
(cont.) has come to be active.’’

‘‘Prevent harmful effects of
excessive expansion while
keeping policy stance of today.’’

September ‘‘Monetary growth has fairly (4 September) US Federal
accelerated.’’ Reserve Board raised the

discount rate.

October ‘‘We do not have to worry about (26 September) G-7
the effects of Black Monday in communiqué— Some of the
October.’’ countries bearing current account
‘‘Money supply has been surplus need to attain further
accelerating faster than the real increase in domestic demand.
economy.’’ Each country needs to stabilize
‘‘The velocity of money has exchange rates around current
declined drastically.’’ levels.
‘‘Activity of financial institutions is (October) Black Monday
firmly expanding.’’

December ‘‘Monetary growth has fairly
accelerated.’’

speculative transactions. . . . Excessive monetary expansion will have an
adverse effect on sound and stable economic growth in the long run,
although it is appropriate to maintain today’s easy-money policy for a
while’’ (Monthly Bulletin, May 1987, 5-7).

Contrary to these alarms, though, the BOJ reduced the discount rate
again on 20 February and also started lowering short-term interest rates.
The Miyazawa-Baker meeting agreed that the Japanese government
would urge the BOJ to make a fifth reduction of the discount rate (21
January 1987). The Louvre Agreement at the G-6 conference asserted that
the BOJ would reduce the discount rate by 0.5 percent (20 February). The
G-7 conference in April reconfirmed the Louvre Agreement. The package
of economic policies decided on by the government included the appro-
priate and flexible monetary policy, as well as the reduction of the deposit
rate to the Fund Management Bureau (Shikin Unyoubu) at the Ministry of
Finance (8, 24 April). At the Nakasone-Reagan meeting on 1 May, Prime
Minister Nakasone referred to open-market operations to reduce short-
term interest rates.

As we now have seen, it is clear both that the BOJ had a policy stance
against further monetary expansion and that there is a common pattern
in these episodes. Requests from foreign governments and public commit-
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ments between foreign and domestic governments preceded the monetary
decision of the BOJ, and the BOJ then changed its policy stance and
undertook excessive monetary expansion. The third to the fifth reductions
of the discount rate were brought about by political pressure. Both domes-
tic and international political pressure, based on international policy coor-
dination, distorted monetary policy from mid-1986 to 1987.

Change in Policy Judgment, 1987-88

Bank of Japan’s Judgment of the Financial Situation, 1986-87

As we saw above, the BOJ comprehended that monetary growth was in
a reasonable range and did not plan to change its policy stance in 1985.
After the spring of 1986, the BOJ came to sound the alarm about the
monetary growth. ‘‘The cumulative decline of the velocity (nominal aggre-
gate demand / M2�CD) is larger than that of the last easy-money
period. . . . We cannot deny the speculative aspects of land transactions
based on the quantitative ease of money’’ (Monthly Bulletin, April 1986,
17). ‘‘Backed up by the increasing funds’ inflow to the stock market,
those prices are going higher, regardless of business prospects’’ (Monthly
Bulletin, July 1986, 17). ‘‘Money supply is considerably high compared
with real economic activities’’ (Monthly Bulletin, September 1986, 25).

The BOJ’s caution regarding excessive monetary loosening had become
fairly clear by 1987. ‘‘A large proportion of the increased money supply
is used in speculative transactions, with the result that the velocity has
been drastically declining. . . . These are] supported by the aggressive
lending attitude of financial institutions’’ (Monthly Bulletin, May 1987,
5). ‘‘We are afraid that there will be widespread deflationary shocks,
which will include financial institutions.’’ (Monthly Bulletin, May 1987,
45).

It is in fact remarkable that the BOJ was aware that monetary policy,
distorted by political pressure, caused the bubble and already pointed
out the danger of widespread ‘‘debt-deflation,’’ including that of the
overall financial system in the early stage of 1987.

Change in Bank of Japan’s Judgment, 1988

Despite the alarms by the BOJ, the excessive loosening stance continued
in the first half of 1987, due to the political pressures. Then came the US
stock market crash in October 1987—known as Black Monday—and this
led to a further delay of a preemptive tightening in Japan. Nevertheless,
it is fortunate that Black Monday did not have crucial negative effects on
the Japanese economy. In fact, domestic demand grew faster than before,
and real GDP growth was 6-7 percent in 1988, which was the highest
level since the middle of the 1970s. Business profits, in both manufacturing
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and nonmanufacturing sectors, rapidly recovered, and fixed investments
were also active. Exchange rates were largely stable, and the world econo-
mies were steadily expanding on the basis of the reasonable monetary
conditions.

Under the circumstances, the Bundesbank decided to raise its discount
rate on 30 June and 25 August 1988. Some of the other European countries
followed this decision, and the Federal Reserve also raised its discount
rate in August 1988. The reasons the Bundesbank decided to raise the
rate were (1) powerful expansion of the economy, (2) rapid increase of
the money supply, and (3) depreciation of the deutsche mark. This was
a precautionary tightening to avoid the inflationary pressures brought on
by easy money theretofore.

Why, then, did the BOJ not move on to monetary tightening in early
1988? The Japanese economy faced almost the same situation in which
the Bundesbank decided to raise the rate, and the yen-dollar exchange
rate was stable. The political pressures to maintain loose money policy
were still observed, for example, in Prime Minster Takeshita’s announce-
ment at the US-Japan leaders’ meeting in January 1988 and in the G-7
communiqué in September 1988. The second and more important factor,
however, is that the BOJ changed its policy stance and that the relative
weight of its policy concerns shifted from asset prices and possible debt
deflation to the prices of goods and services.

In the very beginning of 1988, the BOJ was still worried about the
financial situation. ‘‘We cannot ignore the fact that excessive monetary
expansion can disturb the financial and capital markets’’ (Monthly Bulletin,
January 1988, 3). However, the alarm about the hazardous by-products
of the redundant monetary expansion almost disappeared in the spring
of 1988. Instead, the basic stance of the BOJ became: ‘‘Monetary policy
that attaches weight to price stability will contribute to the long-lasting
expansion of domestic demand. . . . The BOJ will take appropriate and
mobile actions with closely monitoring movements in prices and exchange
rates’’ (Monthly Bulletin, April 1988, 2). At the time, the money supply
was large enough compared with the real economy, and this inactivated
part of money, which did not reflect the real activities, had still pushed
up the bubble of existing assets.12

The mistake of the BOJ in 1988 is that it slighted the movements of
asset prices (prices of ‘‘stock’’ variables) and their possible disastrous
effects and stressed the prices of ‘‘flow’’ variables. In the next section, we
will see, using time-series analyses, that the relative policy weight on
GDP relative to inflation goals decreased in the second quarter of 1987.
Here, the narrative approach can give fairly robust explanations for the
statistical result.

12. Monetary growth was still high, and the velocity of money continued to decline in 1988.
Meanwhile, the liquidity of businesses (as scaled by monthly sales) was drastically increasing.
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Optimistic Policy Operations and Delays in Judgment in the
Early 1990s

Bursting of the Bubble and Optimistic Policy Operations

In May 1989, the BOJ abandoned the easy-money policy that had lasted
for a decade and started monetary contraction. Its goal was to maintain
price stability and contribute to continuous growth based on domestic
demand. The BOJ raised the discount rate five times, and its level reached
6 percent in August 1990, which was higher than the level at the time of
the Plaza Accord. The policy stance of the BOJ at the time was to prevent
a rise in inflationary expectation in the early stage to attain price stability
(Monthly Bulletin, May 1990, 35). Again, the BOJ’s policy stance empha-
sized stabilizing prices of goods and services.

The Ministry of Finance also introduced restrictive laws and regulations
to land transactions. These devices possibly triggered the bursting of the
bubble. The increasing rate of stock prices hit a peak in 1989 and turned
negative in the second half of 1990. Land prices also started reducing
their increase rates in the middle of 1990, and recorded negative rates in
the fourth quarter of 1991.

In the face of this situation, the BOJ began loosening monetary condi-
tions in July 1991. However, the BOJ’s judgment of the situation was quite
optimistic, and hence it did not recognize that the bubble had already
burst and that the economy was at the entrance gate of the debt-deflation
cycle. For instance, ‘‘Since economic activities are still high, we shouldn’t
fail to watch price movements’’ (‘‘On the Reduction of the Discount Rate,’’
Monthly Bulletin, July 1991). ‘‘The policy action of this time hopefully
contributes to continuous growth based on price stability. . . . We will
conduct deliberate policy operations pursuing price stability’’ (‘‘On the
Reduction of the Discount Rate,’’ Monthly Bulletin, December 1991). ‘‘This
will contribute to our country’s smooth and steady movement toward a
balanced economy based on price stability’’ (‘‘On the Reduction of the
Discount Rate,’’ Monthly Bulletin, January 1992).

It is clear that the BOJ did not recognize the prospect of debt deflation
at that time and pursued an ‘‘optimistic anti-inflation policy.’’ In the early
summer of 1992, we can see that the BOJ recognized that the situation
was more serious than it had expected and also used the expression ‘‘the
bursting of the bubble’’ in the Monthly Bulletin (see, for example, Monthly
Bulletin, June 1992, 37-39).

Delays in Judgment in the Early 1990s

After April 1992, the BOJ reduced the discount rate five times in addition
to the previous reductions. Finally, the discount rate was reduced to 0.5
percent, the lowest level in the BOJ’s history, in September 1995. Its goal,
of course, was to recover from the prolonged stagnation. However, the
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large amount of debt that had accumulated during the period of the
bubble put a heavier burden on consumers, business firms, and financial
institutions than the BOJ had expected. Many economic indicators and
indices showed pessimistic figures. We do not need to show each figure
here, since Japan’s economic conditions in the 1990s are well known.
Consumption and business investments have declined. The unemploy-
ment rate has been rising. The long-range prospects for households and
businesses have been doubtful and gloomy.

While the Japanese economy has suffered from prolonged stagnation
for almost a decade, the situation was not monotonic. There was a faint
but favorable sign that the economy would improve in 1994 and 1995. The
confidence indices on consumption and the index of business prospects hit
bottom in the last quarter of 1993 and started to improve. The ratio of
current profits to sales of firms also turned upward in the same year,
although the growth rate was still stagnating.

In these situations, the BOJ maintained a loose money policy. The
problem was that the BOJ might have misjudged how serious the eco-
nomic situation was, so that the pace of monetary loosening lagged events.
Of course, the BOJ knew that the large amount of debt prevented the
economy from recovering and that the economy was still in a severe
condition. We can read this fact in the Monthly Bulletins for those days,
in which the BOJ referred to a ‘‘demand-supply gap.’’ However, as far
as we can tell, the BOJ did not use the expression ‘‘deflationary gap’’ or
‘‘debt deflation’’ in the early 1990s. This fact would seem to suggest that
the BOJ did not recognize the potential seriousness of debt deflation, and
it therefore can be interpreted as a delay in judgment by the BOJ during
that time. A further loosening in 1994 might have prevented the abnormal
yen appreciation in March 1995 and might have accomplished stronger
recovery afterward. This is the possible explanation for the delay in loosen-
ing in 1992-95 that we observed above (figure 6.4).

Explanation from Time-Series Analyses

In this section, we seek another explanation for the delayed policy actions
documented above by reexamining the time-series characteristics of the
policy rule relationship. The motivation for this exercise is as follows.
The coefficients of a monetary policy reaction function are in general
determined by the structural parameters of the underlying economy and
the relative weight placed on the policy objectives (say, inflation and
output) in the loss function of the central bank. If there is a shift in the
underlying economic structure, or if there is a shift in the relative weight
on the central bank’s goals, then the optimal policy response should
change accordingly, and we should observe some shift in the coefficients
in the policy rule relationship. This would cause the observed deviations
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of the actual call rate from the rate computed by the Taylor rule with
fixed coefficients. We document time-series evidence of a possible shift
in the policy reaction function of Japan and examine these possible sources
for that shift.

Reaction Function Implied by Svensson

For our purpose, we employ a policy reaction function implied by the
theoretical framework of Svensson (1997). In Svensson’s (1997) frame-
work, the economy is characterized by a simple Phillips curve and aggre-
gate demand relationships together with the central bank’s intertemporal
loss function. As we illustrate in the appendix, the framework is quite
useful for explaining the link between structural parameters and the
implied reaction function. The optimal policy reaction function in this
setting can be written as:

it � b0 � b1�t � b2 yt � et , (2)

where it is the monetary policy instrument (here the nominal call rate),
�t is the inflation rate, yt is real output, and b1 and b2 are policy rule
coefficients (b0 denotes a constant, and et is a disturbance term). The
coefficients b1 and b2 are in particular linked with the slope coefficient of
the Phillips curve and the relative policy weight set by the central bank
between inflation and output stabilization. These two parameters are
denoted as a and �, respectively, in the appendix and will be used as
primary factors in the interpretation of our empirical results below.

This reaction function appears similar to the Tayloresque reaction func-
tion we used above in equation (1). In the specification above, the real
call rate was used, and all the explanatory variables were expressed in
‘‘gap’’ terms. Here, the call rate is in nominal terms, and the explanatory
variables are not specified in gap terms. The important advantage in using
the present Svenssonesque specification is that, as we will argue below,
we are able to apply the idea of cointegration to the present policy reaction
function and therefore to make more reliable statistical inferences about
a possible shift in the reaction function.13

13. Above, the GMM analysis of a Clarida-Gali-Gertler type reaction function hinges on
the validity of the assumption that all the variables, including gap variables on the lefthand
side, are I(0). As we discuss in footnote 7, the issue of whether this assumption is really
supported by the actual evidence is not completely resolved, especially due to the short
sample period of 1975-85. Here, we examine the reaction function and its possible shift
using the full sample of 1975-95, and in fact the unit root test results below lend consistent
support to employing the idea of cointegration in equation (2). And when cointegration
really exists here, the estimates of the cointegrating vector (i.e., the coefficients in the reaction
function [2]) have a favorable property that is known as ‘‘superconsistency,’’ so that we
can make fairly reliable statistical inferences for the estimation results.
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Time-Series Evidence

We now examine time-series evidence on the policy rule relationship
(equation [2]) that is implied by Svensson’s (1997) inflation targeting
framework.

The econometric procedure consists of the following four steps. In the
first step, we run unit root tests for each of the variables in the reaction
function, it , �t, and yt . Here two unit root tests are performed—the aug-
mented Dickey-Fuller (1979) tests of a unit root against no unit root (ADF);
and a modified Dickey-Fuller test based on GLS detrending series (DF-
GLS), which is a powerful univariate test proposed by Elliot, Rothenberg,
and Stock (1996). The sample period is the first quarter of 1975 through
the fourth quarter of 1995 (these and other similar periods are hereafter
abbreviated ‘‘1975:1-1995:4’’).14 For each of the variables in levels, these
two tests do not reject the null of a unit root, and for the variables in first
differences, both tests find strong rejections. Thus each of the variables
can be characterized as a unit root I(1) process.15

In the second step, we examine whether there is a ‘‘long-run’’ or cointe-
grating relationship among these variables. A standard trivariate model
of cointegration can be applied to the policy reaction function of equation
(2) above to examine whether the inflation forecast targeting framework
implied by Svensson (1997) is consistent with the Japanese data.

Here, two conventional cointegration tests are performed: the aug-
mented Dickey-Fuller (1979) test of no cointegration against cointegration
(denoted as ADF) and Johansen’s (1988) and Johansen and Juselius’s
(1990) maximal eigenvalue test of no cointegration against one cointegrat-
ing vector (denoted as JOH).16 The second and third columns of table 6.5
show the cointegration test results. Each of the ADF and JOH tests does not
reject the null of no cointegration, suggesting that there is no cointegrating
policy rule relationship in Japan.

The third step of our analysis concerns the cointegration analysis that
allows for a possible structural shift. Although the evidence from conven-
tional ADF and Johansen procedures does not support the presence of cointe-
gration, there is some possibility that cointegration is detected when a struc-

14. The sample ends in 1995:4 because the call rate was lowered to a decimal level in late
1995 and there has been virtually no movement in this policy instrument since 1996.

15. Detailed results can be obtained upon request.

16. Note that all the tests are detrended. The lag length for ADF is chosen based on the
step-down procedure of Campbell and Perron (1991) with the maximum lag length equal
to six. For the Johansen test, the lag length is set to four. Since Johansen’s procedure has a
well-known problem of large size distortions in finite samples (see, e.g., Stock and Watson
1993), we correct critical values to avoid a possible over-rejection of the test as proposed
by Cheung and Lai (1993).
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Table 6.5 Cointegration test statistics

Break
Sample ADF JOH ADF* date

1975:1-1995:4 �2.71(1) 16.96 �4.30(5)
1978:1-1995:4 �3.30(5) 11.74 �5.65(0)* 87:2 (0.53)
1980:1-1995:4 �3.88(5) 13.79 �6.36(0)** 87:2 (0.47)

Note: ADF is the augmented Dickey-Fuller test of no cointegration against cointegration
(detrended case). JOH is Johansen’s maximal eigenvalue test of no cointegration against
one cointegrating vector (detrended case). ADF* is the augmented Dickey-Fuller test of the
null of no cointegration against the alternative of cointegration with a structural break, pro-
posed by Gregory and Hansen (1996). The lag lengths for ADF and ADF* are chosen
based on the step-down procedure, with the maximum lag length equal to six and shown in
parentheses, and the lag length for JOH set to four. The estimated break date is indicated
in the last column (and the corresponding fraction of the total sample is shown in parentheses).
Critical values for each of the three tests are tabulated by MacKinnon (1991) for ADF, by
Osterwald-Lenum (1992, table 1) for JOH with Cheung and Lai’s (1993) correction method,
and by Gregory and Hansen (1996, table 1) for ADF*. Superscripts to statistics † , *, and **
indicate rejections at the 10 percent, 5 percent, and 1 percent significance levels, respectively.

10 percent († ) 5 percent (*) 1 percent (**)

ADF 1975:1-1995:4 �3.95 �4.26 �4.89
1978:1-1995:4 �3.96 �4.29 �4.94
1980:1-1995:4 �3.98 �4.31 �4.97

JOH 1975:1-1995:4 21.60 24.42 29.72
1978:1-1995:4 22.27 25.18 30.64
1980:1-1995:4 22.90 25.90 31.52

ADF* �5.23 �5.50 �5.97

tural break is appropriately incorporated into the analysis. This in fact corres-
ponds to a shift in the policy rule relationship we are interested in here.

To examine this possibility, we apply Gregory and Hansen’s (1996)
residual-based test for cointegration with a regime shift, where the null
of no cointegration is tested against the alternative of cointegration, with
a break in the cointegrating vector in an unknown timing. In Gregory
and Hansen’s procedure, the following dummy variable is defined to
introduce a regime shift:

D�t � � 1.0 (t � [�T])
0.0 (otherwise),

(3)

where � is the unknown timing of the structural break in a relative term
defined over the (0, 1) interval and [T] is its integer part. Therefore, [�T]
denotes the break date. Using this dummy variable, we consider the
cointegration model where a possible break occurs in both constant and
slope coefficients (C/S model):
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it � b0 � b1�t � b2 yt � c0D�t � c1�tD�t � c2ytD�t � e�t , (4)

where c0, c1, and c2 denote the shifts in the intercept and the policy rule
coefficients.

Under this model, Gregory and Hansen’s procedure can be imple-
mented as follows. We first estimate the above regression model with a
break by ordinary least squares regression (OLS) for each possible break-
point �, and obtain the estimated residual ê�t . For the actual computation,
we consider � as a step function over (0.15, 0.85) that jumps every 1/T
period. Thus, the possible breakpoints here consist of all integers over
([0.15T], [0.85T]), and corresponding to each of these points we compute
the residual ê�t. Then an augmented Dickey-Fuller (ADF) test is applied
to each of those residual series, and the ADF statistic is calculated (in
each round, we select an optimal lag length using Campbell and Perron’s
step-down procedure, with the maximum lag equal to six). In the end,
we obtain a time series of the ADF statistics corresponding to all possible
break dates. We report the minimum value in the ADF series as the test
statistic of the Gregory-Hansen procedure.

The third and fourth columns of table 6.5 display the Gregory-Hansen
test results. (See the notes to the table for critical values tabulated by
Gregory and Hansen 1996, table 1, 109.) Using the sample of 1975:1-1995:4,
we cannot reject the null hypothesis of no cointegration. On the other
hand, when the sample period starts at 1978:1 or at 1980:1, we detect
strong rejection results. The estimated break dates are consistently 1987:2
for both rejection cases. The evidence here is in fact indicative of the
presence of a cointegrating policy rule relationship in Japan that includes
a shift in the coefficients in the middle of 1987.

Finally, in the fourth step, we estimate the policy rule coefficients before
and after the structural break. To estimate the shift, we use a dynamic
OLS (DOLS) procedure proposed by Stock and Watson (1993). Under the
maintained hypothesis that the short-run dynamics stay constant, the
regression model can be written as:

it � b0 � b1�t � b2 yt � c0D�̂t � c1�tD�̂t � c2 ytD�̂t

� d1(L)��t � d2(L)�yt � et , (5)

where D�̂t is a dummy variable equal to 1.0 after the estimated break point
�̂, and dj(L) ( j � 1, 2) is a polynomial of the lag operator, which contains
both leads and lags (dj(L) � �K

j��K drjLj), and K is the number of leads and
lags. Therefore (b1, b2) is the optimal policy rule coefficient before the
break, and (c1, c2) represents the structural shifts in these coefficients. We
compute DOLS estimates for the sample period of 1978:1-1995:4 with the
break date equal to 1987:2 (or �̂ equal to 0.53) using two leads and lags
(K � 2). Standard errors are computed using Newey and West’s (1987)
covariance matrix with the truncation of two lags.
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Table 6.6 Estimates for policy rule coefficients with a break

b1 b2 c1 c2 Wald statistic

1.134 0.132 0.940 �0.251 104.73
(0.176) (0.038) (0.214) (0.044) (0.000)

Note: All the estimates are computed using the dynamic OLS procedure of Stock and Watson
(1993) with two leads and lags. The sample period is 1978:1-1995:4, and the break date is
1987:2. Standard errors, shown in parentheses, are calculated using the Newey and West
(1987) covariance matrix with truncation of two lags. The Wald statistic in the last column
tests the hypothesis that all the shift parameters (c’s) are jointly equal to zero and have 	2

(3) distribution. Below the coefficients, the p-value is shown in parentheses.

Table 6.6 summarizes the estimation results. Before the break of 1987:2,
the point estimates for b1 and b2 are positive and significant. In particular,
b1 is estimated to be larger than 1, which corresponds to the prediction
of the theoretical framework. After 1987:3, the inflation coefficient rises
and the output coefficient falls, both significantly (positive c1 and negative
c2). The Wald statistic of the last column of table 6.6 tests the null hypothe-
sis that the shift parameters (c’s) are jointly equal to zero and have 	2(3)
distribution. We clearly reject the null hypothesis (see p-value shown in
parentheses).

Interpretations

Interpreting these empirical results, we first note that the evidence above
suggests the possibility that Japanese monetary policy was largely consis-
tent with Svensson’s (1997) framework of ‘‘inflation forecast targeting.’’
The call rate was (at least until recently) regarded as the best monetary
policy instrument in Japan (see, e.g., Okina 1993; Ueda 1993). And we
obtain the time-series evidence in support of a long-run cointegrating
relationship among the policy instruments, inflation, and output in Japan
(with a break), which suggests that the BOJ may have adopted implicit
inflation targeting (again with a break) after the late 1970s. This in fact
sounds plausible. Japan’s monetary policy in the early 1970s is often
viewed as a ‘‘mistake’’ that led to double-digit inflation in 1973-74.17 It is
conceivable that the BOJ learned some lessons from the experience of the
early 1970s and has adopted a strategy of implicit inflation targeting
since then.18

17. See, e.g., Ito (1992) for details of the mistake of Japanese monetary policy in the early
1970s. Ito (1992, 127) states that ‘‘In retrospect, it was a mistake to put forward a particular
exchange rate as an absolute target with priority over considerations of inflation and growth.’’

18. The success of the Bank of Japan’s monetary management for the late 1970s-early 1980s
was also acknowledged by Friedman (1985) and Hamada and Hayashi (1985) in terms of
holding down money supply growth for that decade.
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Having said that, let us now discuss the implications of the estimated
shift in the policy reaction function in 1987, namely, the rise in the inflation
coefficient and the fall in the output coefficient. Using Svensson’s (1997)
framework, we may be able to interpret these changes from two perspec-
tives—a shift in some parameters in the underlying structural model,
such as 
 and �’s; and a shift in the policy weight placed by the central
bank �. Among other things, we provide the following two interpretations
that would seem most plausible.

The first interpretation is that there may be a significant decline in

, which implies that the aggregate supply/Phillips curve relationship
becomes flatter. As seen in equation (A7) in the appendix, if there is a
decline in 
, this leads to a rise in � and thus a decline in a2 unambiguously.
This is also followed by a direct negative impact on the denominator of
a1. If this direct effect through the denominator is larger than the indirect
effect on the numerator, then a1 will increase. It appears that these shifts
in a1 and a2 explain the result of table 6.6. A recent study by Nishizaki
and Watanabe (1999) also finds evidence that the short-run Phillips curve
in Japan became flatter in the 1990s than before, which seems to support
this interpretation.

The second interpretation incorporates a shift in the weights on mone-
tary policy goals into the first interpretation. In addition to the shift in
the Phillips curve (the decline in 
), we consider the case of a possible
decline in �. This implies that the central bank places a lower weight on
output fluctuations and a higher weight on inflation (i.e., ‘‘stricter,’’ or
more ‘‘rule-like,’’ inflation targeting). The decline in � is followed by a
decline in � and therefore a rise in a1 and a2. Accordingly, this strengthens
the rise in a1 and weakens the decline in a2, which is suggested in the first
interpretation. Note that the narrative section above actually lends support
to the change in the BOJ’s policy judgment in 1988, which corresponds
to the shift in the BOJ’s policy weight in this interpretation. Adding the
shift in the policy weight � would seem to account for such a large
significant increase in the inflation coefficient and a relatively small decline
in the output coefficient shown in table 6.6.

These two interpretations should not be viewed as definitive. Neverthe-
less, we argue that the second interpretation, which builds on the first
one, seems to explain the situation in the late 1980s reasonably well and
therefore is quite suggestive. By a downward shift in the slope of the
aggregate supply/Phillips curve relationship, fluctuations in aggregate
demand lead to the relatively small movements in prices and inflation
and large fluctuations in real output that were actually observed in the
late 1980s and early 1990s. At the very time when the shift in the economic
structure took place, the BOJ shifted its relative weight on the policy
objectives toward stricter, more rule-type inflation targeting. Imposing a
larger weight on inflation under a low and stable inflation environment
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implies that the central bank is simply content with the fact of low and
stable inflation and does little to stabilize the real economy. Consequently,
with both factors combined, the business fluctuations could actually
become unprecedentedly large, as we observed they did in the late 1980s
and early 1990s.

Conclusion and Current Policy Discussions

This essay has documented arguable delays in BOJ monetary policy
responses to macroeconomic events in the late 1980s and early 1990s using
a Taylor-rule-type reaction function, and has sought explanations. In the
narrative analysis based on the Bank of Japan’s Monthly Bulletins, we
have argued that the political pressure resulting from international policy
coordination is a major factor in explaining the policy delays to tighten
policy of the late 1980s. In the time-series analysis, where we have
employed Svensson’s (1997) model of inflation forecast targeting, we have
indicated that there may have been a shift in the cointegrating policy rule
relationship in mid-1987, which may have led to the post-1987 deviations
detected in figure 6.4. Then we have interpreted the time-series evidence
as suggesting that in the late 1980s there may have occurred both a shift
in the underlying economic structure (flatter Phillips curve) and a shift
in the monetary policy weight toward stricter inflation targeting. We have
argued that the BOJ’s shift in policy weight destabilized Japan’s real
economy and unnecessarily amplified the business fluctuations from the
late 1980s to the early 1990s.

The literature on inflation targeting actually lends support to this con-
clusion. Adopting inflation targeting as a strict rule (or ‘‘inflation-only
targeting’’) would destabilize the real economy and therefore would lead
to a suboptimal outcome (see, e.g., Rogoff 1985). Friedman and Kuttner
(1996) raised a serious concern regarding the ‘‘Economic Growth and
Stability Act’’ that was then proposed to impose the constraint of exclusive
price level (or inflation) targeting on US Federal Reserve policy. Because
of this concern, the literature emphasizes again and again that inflation
targeting should be implemented not as a strict, absolute rule, but as a
flexible ‘‘framework’’ in which output stabilization should also be appro-
priately targeted in the policy decision (see, e.g., Bernanke and Mishkin
1997; Bernanke et al. 1999). As we have shown, Japanese monetary policy
in the late 1980s provides an actual example in which the problem of
strict, rule-type inflation targeting is indeed a serious one.

The conclusion of this essay has an important implication for current
discussions of Japan’s monetary policy.19 The requests for further mone-
tary easing are in many cases accompanied by a proposal for inflation

19. See, e.g., Krugman (1999), Posen (1998), and Okina (1999).
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targeting. The most extreme proposal would be known as ‘‘managed
inflation,’’ through which the central bank should make an exclusive
commitment to raise inflation to a targeted level for some period of time
(according to Krugman 1999, 4 percent inflation for 15 years). Whatever
the targeted level of inflation is (4 percent or, say, 2-3 percent), the absolute
commitment to hit the target would in fact imply ‘‘inflation-only’’ target-
ing, which is severely criticized in the literature. The problem of strict
inflation targeting should also be obvious from our main conclusion.
Thus, managed inflation is not a realistic option to take.

Then how about a more moderate proposal of inflation targeting as a
‘‘framework’’? As long as inflation targeting is carried out as a flexible
framework and output stabilization is also appropriately taken into con-
sideration, this would presumably raise the accountability and discipline
of monetary policy and therefore may be recommended in normal times
(see, e.g., Kuttner and Posen 1999 for a recent empirical study).

Under present circumstances in Japan, however, there is a calculated
risk that explicit inflation targeting as a framework would be confused
with inflation targeting as an absolute rule. There are increasing requests
for further monetary loosening by the BOJ from inside and outside the
country. As expansionary fiscal policy measures almost reach a limit,
these requests from the political sector will come in a more extreme
fashion, such as demanding that the central bank purchase newly issued
government bonds, stocks, and even real estate (or sometimes real
estate abroad).

The requests for further monetary loosening would be legitimate if in
fact the Japanese economy faced further (and serious) downside risks, or
actually was in a deflationary spiral situation. We tend to agree that
Japan’s current recovery will not be strong because it will take more time
to resolve the balance sheet problem in Japan. But it is safe to say that
the crisis-like situation of 1997-98 is over and that the economy is not
currently in a deflationary spiral situation, and probably will not be for
some time to come. Given these observations, requests for further expan-
sionary measures at any cost may not be relevant. Put differently, the
expected advantage of avoiding a serious deflationary spiral may not be
greater than the expected disadvantage that would occur should monetary
policy turn out to be too expansionary and destabilize the economy.

With the call rate and other short-term interest rates staying at virtually
0 percent, what is left for the central bank is an unfamiliar, less reliable
policy instrument, such as excess reserves or the monetary base. More
important, the transmission mechanism of monetary policy in Japan is
quite uncertain at present. The conventional transmission through the
banking sector does not and will not function with nonperforming loans
and the associated balance sheet problem for some time to come. Accord-
ingly, further monetary easing would affect aggregate demand and prices
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with an uncertain, much longer lag than usual. Then the political pressures
requesting that the BOJ meet the inflation target would possibly become
intense, even under the flexible framework.

Let us elaborate on the issue of the credit channel. It was shown that
the credit channel in Japan was significant before 1990 (e.g., Kuroki 1997).
Bank credit was the imperfect substitute for other assets or liabilities
for both banks and business firms. However, the following observations
suggest the possibility that the credit channel has been severed and the
massive liquidity supply by the BOJ does not flow into real investment
activity. First, banks’ lending attitude, as judged by business firms, has
been severe since the last half of 1997. The recent lending attitude toward
small business is the most strict in the past 25 years. Financial conditions
have also been tight for them since 1990, and have gotten even worse
since 1997. Second, business firms have increased the issuance of commer-
cial paper and borrowing from public financial institutions since 1997.
These facts imply that firms face the reduction in bank lending and try
to offset it by raising funds from other sources; but it seems to be unsuc-
cessful. It is clear that bank credit is still an imperfect substitute for other
sources of finance for business firms. On the other hand, commercial
banks have been reducing their credits since 1998 despite the massive
injection of liquidity by the BOJ. The growth rate of commercial bank
lending (total of city banks, local banks, second-tier local banks, trust
banks, and long-term-credit banks) has been negative for the past 2 years,
and the negative rate in absolute terms has been increasing. At the end
of 1999, it reached approximately �6 percent, and there is no sign of
reversal of this negative growth trend.20

The Japanese banks are now shrinking their business loans and total
assets to meet the Bank for International Settlements standard and to
reduce nonperforming loans. The massive liquidity injected by the BOJ
has been used to purchase marketable assets, such as government bonds,
and to reinforce their capital account, but has not led to the increase of
credit supply. It has also piled up in the deposit account of call market
dealers. All these observations are indicative of the fact that the credit
channel in Japan has broken down in the supply side of credits in
recent years.21

20. This number is taken from a figure of commercial bank lending in the BOJ’s Monthly
Bulletin (January 2000), which is also available at the download section of the BOJ Web site
http://www.boj.or.jp.

21. The Japanese banks have refused making loans because of the shortage of collaterals
of firms. However, city banks now plan to increase loans to small and medium-sized firms
in the IT sector from the end of 2000, based on their growth prospects (Nikkei newspaper,
31 July 2000).
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Given that the conventional credit channel is not working and that the
effects of other channels through foreign exchange rates or asset prices
are also unknown quantitatively, it would be reasonable to assume that,
despite the massive quantitative easing, actual inflation will stay below
the given target, if it is, say, in the 2-3 percent range. This would then
make the pressure to request further monetary easing more intense. The
BOJ would not easily overcome such pressures, because it is all the more
difficult to provide a convincing estimate for the path of future inflation—
which is needed to defend its own policy stance—under the present
circumstances, where structural changes are widely under way. After all,
a moderate inflation targeting framework within the 2-3 percent target
range may end up being treated as an absolute rule, and this would
destabilize the economy once again.

Let us elaborate our argument by making two observations. First, Krug-
man’s managed inflation proposal has had a big impact on the policy
discussion in Japan, and an influential national newspaper (as well as
some other media outlets) has made a big campaign to support the pro-
posal. Yet, Krugman’s policy is in essence ‘‘strict rule’’ type inflation
targeting, especially as it has been described in Japan. So, although it has
not been implemented, strict inflation targeting actually has become very
familiar to the public as a policy alternative, especially in certain media
circles. Second, it is quite arguable that a 2-3 percent inflation target would
be difficult to achieve due to the ongoing balance sheet problem, and the
associated breakdown in the credit channel, as well as the likelihood of
generally weak demand for another year or so. Given these two conditions,
it is highly likely that a failure by the BOJ to meet an announced target
would lead to a media campaign calling for still further monetary loosen-
ing to achieve the target at any cost. This likely scenario is why we
argue that a moderate inflation targeting framework may be treated (or
mistaken) as a strict rule in Japan today. This is a situation in which the
setting of policy instruments would be determined as much by public
or media pressures as by the BOJ’s own judgment. In this sense, then,
instrument independence would be seriously undermined.

This scenario would also jeopardize the instrument independence that
was finally assured in the new Bank of Japan Law of April 1998. Article
3 of the new law states that ‘‘the BOJ’s autonomy regarding currency
and monetary control shall be respected,’’ which implies the instrument
independence of the BOJ. In retrospect, there was no clear assurance of
central bank independence in the late 1980s. Consequently, the BOJ’s
policymaking was quite vulnerable to domestic and international political
pressures at that time, which actually led to the unnecessary easing of
early 1987. As we argued above, the current proposal for explicit inflation
targeting, if it is mistaken as an absolute rule, would lead to further
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requests for loosening with extreme policy measures, and this would
seriously undermine the instrument independence of the BOJ.

The new BOJ law clearly states its policy goal in Article 2: ‘‘Currency
and monetary control shall be aimed at, through the pursuit of price
stability, contributing to the sound development of the national econ-
omy.’’ In our view, the policy goal for which the BOJ must be accountable
is indeed given by this passage in the law. Yes, there is no numerical
inflation target, but we do not view this as fundamentally deficient. Rather,
it would be more hazardous to set a hard-to-achieve numerical goal
because it might cause dangerously large fluctuations in macroeconomic
conditions. This danger would be especially likely in the current zero-
inflation environment with a flat Phillips curve. Obviously, such destabili-
zation would be undesirable in the achievement of the ultimate policy
goal: ‘‘the sound development of the national economy.’’

Before we conclude, let us stress again the main findings that are related
to the current discussions of inflation targeting. An inflation targeting strat-
egy was implicitly implemented in Japan after the late 1970s and worked
well until the mid-1980s. Then the central bank appeared to change its
behavior and set a wrong policy weight in the late 1980s that implied too
strict inflation targeting. We view this suggested shift in the policy weight
as a mistake that since then has actually led to destabilizing the real econ-
omy. This mistake has nothing to do with the fact that inflation targeting was
implicit at that time. Even if explicit inflation targeting had been adopted in
the late 1980s, the mistake would have been likely because inflation was
actually reduced to a very low level at that time (CPI inflation was below
1 percent in 1987-88), resulting from favorable supply shocks associated
with the decline in the oil price. What is important for the central bank is
an appropriate balance between inflation and output stabilization objectives
in its policymaking. Japan’s experience in the late 1980s was an actual
example of such an inappropriate balance that implies the strategy of ‘‘too
strict’’ inflation targeting.

From all these issues raised above, it is still premature to conclude that
Japan should adopt an explicit inflation targeting framework in the present
environment with very low (virtually zero) inflation. Further discussions
are definitely needed. Especially, how the central bank should maintain an
appropriate balance between inflation and output stabilization objectives
in a low-inflation environment seems to be a more important issue than
the introduction of explicit inflation targeting itself.
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Appendix 6A
Svensson’s Framework of Inflation Forecast Targeting

In this appendix, we illustrate the theoretical framework of inflation fore-
cast targeting developed by Svensson (1997). Svensson’s model is used
to derive the reaction function above.

The economy is characterized by the following Phillips curve and aggre-
gate demand relationships:

�t�1 � �t � 
yt � t�1 (A1)

yt�1 � �1 yt � �2(it � �) � �t�1 , (A2)

where �t is the inflation rate, yt is real output, it is the monetary policy
instrument (here the call rate), and t and �t are structural disturbances
of the economy. 
, �1, and �2 are structural parameters of the underly-
ing economy.

Suppose further that the central bank conducts monetary policy with
an inflation target �* as well as an output stabilization target. Then one
period loss function of the central bank can be written as

L(�t,yt) �
1
2

[(�t � �*)2 � �y2
t ] , (A3)

where � denotes the relative weight on output stabilization (the natural
rate of output is normalized as zero here). The intertemporal loss function
is expressed as

Et��
j�t� j�tL(�j,yj) . (A4)

Now the central bank is considered to determine the policy instrument
{ij}�

j�t by minimizing (A4) subject to (A1), (A2), and (A3). Then the derived
first-order condition implies that

�t�2 �t � �* � �(�t�1 �t � �*) , (A5)

where �t�i �t is the i-year inflation forecast (� Et�t�i , i � 1, 2) and the
coefficient � can be shown as a function of �, 
, and � and, in particular,
increasing in � and decreasing in 
. Then the optimal policy reaction
function in this setting can be written as

it � �t � a1(�t � �*) � a2yt , (A6)

where
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a1 �
1 � �
�2


, a2 �
1 � � � �1

�2
. (A7)

The optimal monetary policy rule derived by Svensson can be used to
discuss the possible effects of a change in structural parameters such as

 and a change in the central bank weight �. This reaction function can
be further rewritten as

it � b0 � b1�t � b2 yt � et , (6.2)

where b0 denotes a constant, b1 and b2 are policy rule coefficients corres-
ponding to a1 and a2, and et is an I(0) disturbance term. This is an empirical
specification we used above.
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