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Questioning Inflation Targets
Japan’s Recent Experience Provides New Insight

Most central banks manage their monetary policies based on an inflation target. Few of them have managed to achieve their objective
in the last few years, however. Would targeting price level instead of price changes be a better idea? This idea is not new; the
Bank of Canada has already considered this option when renewing its inflation target." Besides the debate on whether it would be
more effective, targeting price levels would certainly force the central banks to recoup lost ground after several years of weak inflation.
Some could prove to be more patient before they start tightening their monetary policies.

In fall 2016, the Bank of Japan (BoJ) opted to apply, albeit indirectly, a price-level target by targeting a 2% average inflation rate for
the full economic cycle. As such, periods of weak inflation have to be offset by periods of sharper inflation to make up the losses and
achieve the desired average. That said, inflation remains weak in Japan and the BoJ might have to keep its monetary easing measures
in effect for a long time if it hopes to reach its objective.

Targeting Price Level, Not Price Changes
Targeting price level means tracking a predetermined path for
price advances. Let's assume that in 2017 the target price index
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inflation. Cases where the initial inflation is too high would have
to be offset by a period of lower inflation.

Inflation expectations are yet another difference. Expectations

that have accumulated between the posted level and the target.
If prices fail to rise fast enough, inflation expectations should
increase temporarily. Conversely, inflation expectations should
diminish after a period of too-rapid price hikes.

usually converge toward the target in an inflation targeting
regime. In a price level regime, expectations will—in theory—
change over the short and medium terms, based on the gaps

Such shifts in inflation expectations would have an impact on
real interest rates. Real interest rates are in fact nominal interest

' Renewal of the Inflation-Control Target — Background Information — November 2011, Bank of Canada, November 7, 2011, 39 p.
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rates minus anticipated inflation. Higher inflation expectations
weaken real interest rates. In a situation where the economy
was struggling and prices fell below the target path, inflation
expectations would increase and real interest rates would fall.
In the end, kick-starting an economy would be much easier in a
price-level targeting regime.

This mechanism would require a great deal of credibility from
central banks, however. It is also necessary that consumers and
businesses have rational inflation expectations; in other words,
their expectations must be based on all the data available and

a good understanding of the price-level targeting regime. In
practice, expectations could be formed differently and be more
adaptive, which would be a game changer. After a long period of
weak inflation, inflation expectations could fall instead and push
up real interest rates. This would make it tougher to stimulate the
economy and kick-start price growth.

The Targets Have Been Tough to Reach in the Last Few
Years

Inflation is rising at the moment in most economies, after several
years of missed inflation targets (graph 2). Yet, central banks
have applied different tactics to ramp-up price increases.

GRAPH 2
Inflation in the major advanced economies has hovered below
2% in the last few years
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The gap accumulated in each major economy in the last few
years looks much bigger compared to changes in price levels with
a hypothetical path where price growth is consistent and equal to
the inflation target (graph 3). Since 2012, Japan has accumulated
a gap of more than 7% compared to a stable 2% growth rate for
prices. The euro zone is not very far behind, with a gap of 5.6%
compared to stable price growth of 1.9%.2 The Unites States has
accumulated a gap of 3.8% vs. a gap of 3.1% in Canada and
2.0% in the United Kingdom. The pound’s sharp deterioration

2 Most central banks target a 2% inflation rate. The European Central Bank (ECB)
targets lower inflation, but close to 2%.
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GRAPH 3
The shortfall would be substantial against steady price level
growth

Difference vs. steady price level growth*

4~ ==United States Canada Euro zone =—United Kingdom =—Japan

8 J
2012 2013 2014 2015 2016 2017 2018

* Indices used: Personal consumption expenditure price index for the United States; Consumer price
index (CPI) for Canada, euro zone and United Kingdom; CPI excluding fresh food for Japan.
Sources: Datastream and Desjardins, Economic Studies

after the referendum on the U.K.'s split from the European Union
unleashed rapid price hikes in that country.

Central banks might have been better off targeting price levels.
That said, the effectiveness of these targets still has to be actually
demonstrated. Though no central bank is currently on a price-
level targeting path, Japan could offer some fresh insights.

Japan Changed Its Target Formulation in 2016

On September 21, 2016, the BoJ announced changes to its
monetary policy, including the formulation of its inflation target.3
Instead of simply striving to bring inflation back to 2%, it now
targets average price growth of 2% over the full economic cycle.
As a result, the longer weak inflation persists, the more prepared
the BoJ will be to tolerate high inflation over the longer haul to
achieve average price increases of 2% per year. In fact, this is
consistent with price-level targeting. The BoJ hopes that inflation
expectations will self-adjust upwards temporarily, thereby
reducing real interest rates and kick-starting price growth.

While isolating the impact of this new target formulation

in Japan can be difficult, inflation has increased since

September 2016. More specifically, the target set by the BoJ is
based on inflation, excluding prices for fresh food—this measure
has shifted up from -0.5% to almost 1.0% (graph 4 on page 3).
Other countries saw their inflation rates rise without having to
make the same monetary policy changes as the BoJ, however.
What's more, rising inflation in Japan seems to be closely tied to
rising energy prices. Excluding energy prices, Japan's inflation rate
is currently 0.4%, compared to 0.2% in September 2016.

This new inflation target formulation most likely had an impact
on the changes in inflation expectations as well. Expectation
estimates based on the difference between nominal and

real rates on the bond market point to a modest increase in

3 New Framework for Strengthening Monetary Easing: “Quantitative and Qualitative
Monetary Easing with Yield Curve Control”, Bank of Japon, September 21, 2016,

11 p.

MARCH 20, 2018 | ECONOMIC VIEWPOINT = 2


https://www.boj.or.jp/en/announcements/release_2016/k160921a.pdf
https://www.boj.or.jp/en/announcements/release_2016/k160921a.pdf

Desjardins

GRAPH 4
Inflation in Japan has increased since September 2016
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expectations of about 0.3 percentage point (graph 5). Instead, a
survey by the BoJ to measure inflation expectations in households
directly points to a 1.0 percentage point increase over a 1-year

horizon compared to 0.4 percentage point over a 5-year horizon
(graph 6).

GRAPH 5
Inflation expectations barely increased in Japan
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GRAPH 6
Households inflation expectations have increased a little more
over a one-year horizon
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We had hoped to see stronger inflation expectations, especially
over a 5-year horizon. These expectations would have to rise,
given the growing lag the BoJ is facing to reach its target.

With an inflation rate still well below 2%, the gap continues to
widen quickly (graph 7). A shortfall of 1.8% has already been
accumulated since September 2016. This means that even if
inflation were to climb to 2% in 2018, which seems unlikely, the
BoJ would have to tolerate an inflation rate of close to 3% for at
least two years to reach its target.

GRAPH 7
The Bank of Japan is still moving away from its 2% average
inflation target
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Potential Lack of Clarity and Credibility

The limited effectiveness thus far of this new inflation target
formulation could stem from a poor understanding of the
measure itself or the BoJ's poor handling of the communication
process. The BoJ should perhaps more clearly set out the lag
accumulated since the new target was introduced to hold more
sway over inflation expectations. For the time being, the BoJ is
reiterating that it will maintain its monetary easing measures
until inflation exceeds 2% and stays above this target in stable
manner.

The BoJ's credibility could also be a factor. Its road map

on setting inflation targets is not impressive. Inflation has
significantly exceeded zero only twice since 1999, that is in 2008
when oil prices soared and in 2014 when Japan raised its sales
tax.

A central bank’s capacity to influence inflation may also depend
on the tools in its arsenal and any leeway it may have. Again, this
simply raises more doubts about the BoJ, as its massive securities
purchases have already magnified the size of its balance sheet.

Its total assets are nearing 100% of Japan’s nominal GDP, about
80% of which is Japanese government securities (graph 8 on
page 4). No other central bank has gone this far in taking action.
By comparison, the total assets held by the Federal Reserve
represented a tad more than 20% of U.S. nominal GDP—and are
now shrinking.
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GRAPH 8
The Bank of Japan's balance sheet is nearing 100% of GDP
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Will the securities the BoJ will have to purchase be available

in the future? The BoJ’s control over its 10-year bond yield is
amplifying this issue. To prevent this rate from shifting too far
away from 0%, the BoJ must adjust the pace of its securities
purchases. In a context where global bond yields are trending
upwards, the BoJ may have more difficulty sticking to its current
monetary policy.

Bottom Line: This Could Be a Risky Bet

The idea of targeting price level to provide more leeway on real
interest rates may seem appealing, especially given the difficulties
central banks’ have had to achieve their targets in recent years.
That said, the practical vs. theoretical outcomes can vary for a
host of different reasons.

ECONOMIC STUDIES

Inflation expectations are not necessarily rational in real life. As

a result, the desired adjustments on real interest rates could be
limited, as the example in Japan illustrates. Also, any change in
the target must be properly explained and communicated. The
BoJ could put more emphasis on its current lag vis-a-vis its target
to better quantify the inflation it hopes to recover in the next
few years. In the end, central banks have to make sure they enjoy
strong credibility before changing their target. This implies having
a solid road map and all the necessary tools to generate inflation
pressures.

The BoJ might have to maintain its monetary easing measures
for an extended period of time, just when monetary tightening

is becoming more widespread around the world. This lag in
normalizing its monetary policy could weaken the BoJ if a new
economic shock materializes in the next few years. The BoJ might
have difficulty applying new accommodative measures at that
time.

If a target on price level was applied in other countries, like
Canada or the Unites States, some imbalances could be
aggravated if the central banks opted to be patient and wait
before tightening their monetary policies. For example, it could
pave the way for price bubbles in certain asset classes and
household debt could also become a bigger problem. As such,
applying a target on price levels seems like a risky bet.

Hendrix Vachon, Senior Economist
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