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In each simulation, monetary policy in Japan and in the other major industrial countries
follows a standard Taylor rule. Depending upon the simulation, the exercise consisted of
permanently reducing the intercept term in the Japanese policy rule by 250 basis points in
1991 Q1 (the simulation represented by the red line), 1994 Q1 (the blue dotted line), and 1995
Q2 (the green dashed line). The policy rules respect the zero bound on nominal interest rates
by specifying that the policy rate is the maximum of zero and the rate implied by a Taylor rule.
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What if the BOJ had loosened substantially in 1994, to guard against the risk of deflation,
and then unanticipated favorable shocks had lifted output gaps and inflation well into positive
territory? In that scenario, based on the logic of the simulation results discussed above,
inflation would have risen above desired levels for a number of years, but a tightening of
monetary policy by the BOJ in response would have caused short-term interest rates to rise
and inflation eventually to decline back to its original baseline.



Fujiwara et al.(2006)

(BRAFEOEBANGETDHEIE)
1990
25

Ahearne et al.(2002) 1990
FED IMF
1990

6 “The way to make monetary policy effective, then, is for the

central bank to credibly promise to be irresponsible”
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4 Woodford(2008)

| think that talking about the likely future course of rates can be quite valuable, at least at
certain times. The economic effects of monetary policy depend almost entirely on the
anticipated future path of the policy rate, rather than on the current level itself of a rate such
as the federal funds rate; announced changes, or non-changes, in the funds rate operating
target matter only to the extent that they also often imply changes in the expected path of the

funds rate months or even years into the future.
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Exhibit V.2

FRB/Global Simulations of Alternative Japanese Monetary Policies
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Exhibit Ill.2

Inflation Forecasts
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