
Japan’s central bank has accepted defeat on its fundamental strategy: influencing
consumer expectations.
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Bank of Japan Tries Another Way to
Spur Inflation
Central bank’s policy shift is an acknowledgment that it can’t sway consumer expectations
with words

Bank of Japan Gov. Haruhiko Kuroda describing the central bank’s policy shift to the press last Wednesday. PHOTO:
KAZUSHIGE FUJIKAKE/KYODO NEWS VIA AP
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The Bank of Japan’s policy shift last week shows the theory that has underpinned Gov.
Haruhiko Kuroda’s 3½ years at the helm is untenable, officials say. Mr. Kuroda had
theorized that by proclaiming a strong commitment to a 2% inflation target and
channeling huge amounts of cash into the economy, he could quickly sway consumer
and investor expectations. It was supposed to be a self-fulfilling prophecy: Inflation
would happen because people expected it to do so.

The strategy proved useful in taming inflation decades ago. But it turns out that
sparking inflation is a lot harder these days, especially in Japan, where prices steadily
fell for 15 years. The bank concluded last week that Japanese generally decide where
prices will go based on what they see, not what they are told.

“The mechanism of formation of inflation expectations in Japan tends to be heavily
influenced by the course of the past inflation rate,” Mr. Kuroda said Monday in a speech
in Osaka, adding that this psychology “plays a considerably larger role in Japan than in
other countries.”

Mr. Kuroda hinted at his theory’s demise in a speech last year when he invoked a fairy
tale. He said that like Peter Pan, “the moment you doubt whether you can fly, you cease
forever to be able to do it.”

Both Mr. Kuroda and Prime Minister Shinzo Abe contend that Japan needs a modest
degree of inflation to generate a virtuous cycle of investment and growth. When prices
fall, companies are reluctant to borrow money to invest and consumers tend to hang
onto cash even though it earns zero interest at the bank.

The latest figures show core inflation in Japan—all prices minus fresh food—is running
at minus 0.5%, far from Mr. Kuroda’s target of 2%.

Until last week, Mr. Kuroda’s primary method of influencing consumer expectations was
by buying assets, mostly government bonds but also real estate and stock. Under Mr.
Kuroda, Japan’s monetary base nearly tripled to ¥400 trillion, or roughly $4 trillion, to
accommodate the vast asset purchases.

In theory, more money sloshing around the banking system should raise prices. But
economists are divided over whether Mr. Kuroda’s approach—called quantitative easing
—can spark inflation in a country such as Japan, where the population is declining and
productivity growth is slow.

“The Bank of Japan has been doing what is written in economics textbooks,” said Kazuo
Momma, until recently an assistant Bank of Japan governor. He said the unsatisfactory
results posed a problem for “economics as a whole.”
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Other central banks in the developed world have struggled with the same problem.
Many are increasingly skeptical about the power of monetary policy alone to overcome
stagnation or even weak inflation. They say easing monetary policy must be
accompanied by fiscal stimulus—some advocate “helicopter money,” the direct
underwriting of government spending by central banks. Some economists go further,
saying structural changes, such as boosting the workforce with immigrants in Japan’s
case, are needed.

Either way, the goal is to jolt consumers and businesses out of their caution in a way that
central bankers in Japan and Europe, for instance, haven’t been able to.

Things might have turned out differently, according to Mr. Kuroda, if oil prices hadn’t
nose-dived just as his initial efforts were having some effect. An increase in Japan’s
national sales tax in April 2014 also hurt consumer sentiment. Companies that raised
prices—such as Fast Retailing Co.’s Uniqlo—quickly felt a backlash. Cheap oil and
natural gas made it easy for some companies to lower prices to gain market share.

All this struck at the heart of the problem with the expectations game. Actual prices
began to contradict the Bank of Japan’s statements. The bank’s credibility was damaged
when it moved back its target time for reaching 2% inflation several times.
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“Until the summer of 2014, everything was progressing perfectly well,” Mr. Kuroda said
at a July news conference. In Monday’s speech, he blamed oil prices among other factors
for subverting his plans. “Frankly speaking, overcoming deflation is taking more time
than we expected,” he said.

Last week, Mr. Kuroda eliminated the bank’s targets for expanding the monetary base
and instead introduced a target to keep the interest rate on 10-year government bonds
at zero until inflation clearly tops 2%. Unlike his old policy, Mr. Kuroda’s new strategy
has a clear mechanism—holding down credit costs so businesses and consumers will feel
like borrowing and spending more. He hopes to get help from a stimulus package from
Mr. Abe’s government.

If that happens, the economy might grow and generate inflation. And, crucially, that
would happen regardless of whether people expect it.

But economists say the central bank now faces a long-term struggle, not the quick jump
to 2% inflation envisioned by Mr. Kuroda’s “if you believe it, it will come” psychology.
The Bank of Japan will end up keeping 10-year yields at zero at least until 2030,
predicted Toshihiro Nagahama, chief economist at Dai-ichi Life Insurance Co.,
suggesting a long period of slow growth.

Mr. Momma, the former assistant bank governor, sees the changing debate as positive,
heralding a liberation from an excessive reliance on monetary policy.

“We are finally entering a new stage of discussions: whether fiscal policy can get the job
done alone, or it isn’t possible without implementing structural overhauls in a steady
manner,” he said. “The debate has taken a major step forward.”

Write to Takashi Nakamichi at takashi.nakamichi@wsj.com
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