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Transition to the Deflationary Equilibrium in Japan

A central bank sets the nominal
interest rate i according to expected

_ / inflation 17, but it cannot lower the
Nominal policy interest rate (%) Non-linear Taylor Rule rate below zero.

5 i = F(m)
1992/Q1 Fisher Relation (FR)
. I i=r+ A nominal interest i has a real
5 Inflation Equilibrium _~"Where r=2.0% \ component r plus an expected

with r = 2.0% \

[ inflation component 17. In this
FR with r = 0.5% chart, r shifted from 2% to 0.5%
-7 in response to a decline in
potential growth.

Equilibrium can be obtained as
an intersection of the two lines.
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Core CPI inflation rate (%)

Deflation Equilibrium

with r = 0.5% 2 -

Note: Core CPI inflation rate, which is a proxy of expected inflation, is defined as CPI excluding food and energy.
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Source: BOJ staff estimate.



(Chart 3)

Inflation and Deflation Equilibrium

Nominal interest rate (%)

Non-linear Taylor Rule
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Note: Dots are data plots of nominal interest rate and core CPI inflation rate from January 2002 to April/May 2014.
Core inflation is defined as CPI excluding food and energy.

Source: Bullard, J. (2010): "Seven Faces of 'The Peril'," Federal Reserve Bank of St. Louis Review,

September/October, pp.339-352
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Output Gap
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Source: BOJ staff estimate.



