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By GREG IP

 Washington

O
NE OF FEDERAL Reserve Chair-
man Ben Bernanke’s top priori-
ties is to improve the central

bank’s communication with the public,
especially about its goals for inflation
and growth and how it plans to achieve
them. But the more he and his colleagues
concentrate on that task, the harder it
appears.

Fed officials spent much of last
week’s meeting discussing communica-
tions, a topic that has been the focus of a
subcommittee headed by Vice Chairman
Donald Kohn, a 36-year Fed veteran. Min-
utes of that meeting, due out Nov. 15,
may offer clues to the discussion. There
has been sentiment inside the Fed for
change, and some sentiment for unveil-
ing any changes as a package rather
than one by one. But the complexity of
the issue suggests it could be months be-
fore officials agree to anything.

Under former Chairman Alan
Greenspan, the Fed resisted the interna-
tional trend of declaring a numerical infla-
tion target as a way of fostering clarity
and accountability for its goals. With Mr.
Bernanke, a longtime advocate of numeri-
cal targets, at the helm, opinion within
the Fed’s policy-making Federal Open
Market Committee is moving in favor of
some kind of numerical “objective.” The
FOMC is composed of the Fed’s six cur-
rent governors—there is one vacancy—
and presidents of its 12 regional banks.

Target advocates, including Mr. Ber-
nanke, have moved toward a flexible tar-
get that gives greater weight to restrain-
ing unemployment, not just prices. In
fact, they prefer to use the softer term,
“objective.” Meanwhile, Fed officials
who have been skeptical of targets in-
creasingly see that their deliberations
can be hurt when members are advocat-
ing different interest-rate policies be-
cause they have different inflation goals.

Agreeing in principle on a target is just
the first step,however.Officialswouldhave
to pick a number, a yardstick and time pe-
riod in which to hit their goal. In a 2002 con-
gressional hearing, Mr. Bernanke sug-
gested an inflation target of 1% to 2% using

the“core”price indexofpersonalconsump-
tion expenditures, or PCE, to be achieved
“over the medium term, say one to two
years.”The “core” index excludes the vola-
tile food and energy sectors, which can
mask the underlying inflation trend.

Since then, eight of the FOMC’s cur-
rent 18 members have advocated that
range or something close to it. But 1% to
2% may not be the preferred target. Gary
Stern, president of the Federal Reserve
Bank of Minneapolis, says, “There seems
to be something of a public perception that
that’s a semiofficial range, and from my
perspective there’s nothing remotely offi-
cial about it.”

Indeed, the closer some officials look,
the more they believe a 1%-to-2% range is
too low. At 1% inflation, there is a greater
risk a shock could tip the economy into
deflation, or generally falling prices. Be-
cause nominal interest rates can’t go be-
low zero, an inflation rate of 1% or less
gives the Fed little room to make the kind
of cuts in inflation-adjusted interest
rates that might be needed to remedy
severe economic weakness.

Research by Fed economist Athana-
sios Orphanides, Günter Coenen of the
European Central Bank, and Volker
Wieland of Goethe University Frankfurt
concludes the Fed would encounter this
“zero nominal bound” on interest rates
once every 20 years with a 2% target;

every 10 years with a 1% target; and
every five years with a target of zero.
This implies “a significant deterioration”
in economic performance with an infla-
tion target of 1% or lower, they conclude.
Their research finds these risks are insig-
nificant with a 2% target. The ECB’s
stated target is “below, but close to, 2%.”

Some Fed officials are reluctant to
voice misgivings about the 1% to 2% range
for fear of giving the impression they are
moving the goal posts while the Fed is
trying to nudge inflation lower. That con-
cern may be unnecessary: Surveys, and
yields on inflation-indexed bonds, suggest
investors and economists perceive the
Fed’s inflation goal to be 2% to 2.5%.

The price index that would be used is
also uncertain. For years the Fed has
preferred the core PCE price index, argu-
ing that its composition better reflects
consumer spending patterns than does
the popular consumer-price index. Mea-
sured by the PCE, inflation generally
runs about half a percentage point lower
than with the CPI.

But the case for using the PCE as a
target is no longer clear. In recent years,
the PCE has been subject to large revi-
sions. The CPI generally isn’t revised ex-
cept for seasonal adjustment. Many of the
features that led it to overstate inflation
have been corrected. And it is the infla-
tion measure most familiar to the public.

“Some of my earlier concerns about
the core CPI have diminished, in part
because my concerns about the core PCE
have increased,” says Mr. Stern of the
Minneapolis Fed.

Some foreign central bankers fault
the Fed for focusing on an inflation indi-
cator that excludes food and energy
prices. Because energy prices have risen
steadily in recent years, they say core
inflation has consistently understated ac-
tual inflation. But so far, Fed officials
appear content with the core indicator.
“Historically, headline and core inflation
rates have the same average.…The past
three years have been anomalous,” says
St. Louis Fed President William Poole.

Advocates of inflation targets usually
argue that a central bank should give a
timetable to achieve its target to avoid the
temptation to delay action when inflation
is above the target. “If a target is going to
be meaningful, it will have to have a hori-
zon associated with it,” Mr. Stern says.
Yet many of his colleagues argue for flexi-
bility to cope with a shock, such as an
oil-price surge. A rigid schedule might re-
quire sharply higher interest rates, driv-
ing up unemployment and compromising
the Fed’s duty to restrain inflation and
unemployment.

“I favor an elastic ‘medium term’
specification for an inflation target,
rather than a specific period such as two
years,” Mr. Poole says.

Another thorny issue is how detailed
an inflation forecast to make public,
something generally seen as critical to
explaining how the Fed expects to
achieve its goals. The Fed currently re-
leases a summary of all the FOMC offi-
cials’ forecasts; but because those offi-
cials may be using differing assumptions
for interest rates, oil prices and other
factors, the summary of their views may
not represent a coherent view, limiting
the summary’s usefulness. By contrast,
the nine members of the Bank of Eng-
land’s policy committee, all monetary-
policy experts, release a single forecast
with specific assumptions.

The British approach, however, might
not work in the U.S., some officials say,
because the FOMC is larger, more dis-
persed, and some of its members aren’t
experienced forecasters.

Fed Wrestles With Setting Inflation Target
Opinion Moves Toward a Flexible ‘Objective’ That Gives Weight to Unemployment
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Debating a Goal
 To adopt an inflation target, the Fed would have to pick a number and an index. 
Year-to-year change in key price indexes:

*Sept. PCE figure represents consensus forecast Sources: Labor Department, Commerce Department
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By YUKA HAYASHI

TOKYO—Since the Bank of Japan in
July abandoned its five-year policy of
keeping short-term interest rates near
zero, the biggest question has been
whether the central bank would raise
rates again this year. Now, many econo-
mists say that is unlikely to happen.

The reason is stubbornly weak con-
sumer prices. Despite growth in the over-
all economy, Japanese consumer prices
have been slow to rise. Prices of con-
sumer goods such as flat-screen televi-
sions and furniture continue to decline.
Meanwhile, price increases are limited
for most other products as a slow recov-
ery in wages keeps consumers from
splurging. Economists say consumer
prices will likely remain weak over the
coming months because of the recent drop
in energy prices and expected declines in
cellphone charges amid competition.

On Friday, the government said the
nationwide core consumer-price index,

which includes energy but excludes fresh
food, rose just 0.2% from a year earlier,
weaker than the 0.3% figure for August.
This surprised economists, many of
whom had predicted another 0.3% rise.

The latest CPI result is encouraging
the more-cautious market participants to
predict that the central bank will main-
tain its current policy of keeping the tar-
get for the overnight call rate at
0.25%—the rate it set in July—at least un-
til early next year. It also is prompting
some of the bulls to scale back their pre-
diction that another rate increase will oc-
cur in December, or even November.

“The growth in the core CPI re-
mains weak, and if we exclude energy,
prices are still declining,” says
Daisuke Yamazaki, a Goldman Sachs
economist in Tokyo. “In this environ-
ment, it’s obviously very hard for the
BOJ to justify a rate increase.”

Changes in interest rates have broad
implications for Japan’s economy and fi-
nancial markets. (See related article on

Page C10.) A higher rate would increase
the cost of borrowing for everyone from
big corporations and homeowners to
hedge-fund managers. And the globaliza-
tion of financial markets means that
these effects are felt well beyond Japa-
nese borders. Soon after the central
bank’s policy changes earlier this year,
prices in various overseas markets, in-
cluding Icelandic stocks and New
Zealand bonds, declined as market partic-
ipants feared flows of money from Japan
to these markets would shrink.

After the release of Friday’s CPI data,
the yield on the benchmark 10-year gov-
ernment bond declined to 1.735%, down
0.005 point from the previous day, as its
price rose slightly. The current level rep-
resents a sizable retreat from a recent
high of 1.84% reported on Oct. 23, when
more market participants were hopeful
of a rise in rates before year end.

The yen has been losing ground
against other major currencies over the
past several months, despite the Japa-

nese economy’s strength. During the
April-June quarter, Japan’s economy
grew at an annualized pace of 1%. Econ-
omists say the yen is weak because of a
continued wide gap in interest rates be-
tween Japan and other major markets,
which encourages investors to shift
money away from Japan.

Still, some say it is too early to give
up hope for another rate increase this
year. For one, the sentiment in the corpo-
rate sector remains buoyant, as indi-
cated in the Bank of Japan’s latest quar-
terly tankan survey released in early Oc-
tober. Stock prices in Japan have been on
a solid upturn since late September.

Themarket will likely receive abig clue
onthe timingof thenext ratechangetomor-
row, when the central bank is to release its
semiannual Outlook for Economic Activity
and Prices report. In the closely read docu-
ment, the policy-board members will re-
veal their latest forecast for economic
growth and the CPI for the fiscal year end-
ing March 2007 and the year after that.

Soft Consumer Prices May Keep Japan From Raising Its Low Rates
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One Nation? This month, Iraq’s Parliament ap-
proved a law allowing provinces to merge into
federal regions. More self-rule for Sunnis, Shi-
ites and Kurds may actually help unite the
country, University of Pennsylvania ethnic-con-
flict expert Brendan O’Leary argues in a Q&A.

(Online subscribers only)

Nearly 30 years after the smash album “Bat
Out of Hell,” rock singer Meatloaf talks about
the final album of the trilogy and a one-night
Broadway performance of the rock opera, at
WSJ.com/Video. (Free content at WSJ.com)

WSJ reporter Jacob Hale Russell interviews
abstract painter Brice Marden about a com-
ing career retrospective at WSJ.com/Video.

(Free content at WSJ.com)

Despite potential Halloween
overkill in theaters, the third
installment of the low-budget
“Saw” slayed its competition
at the box office. The movie
beat out recent openings of
sequels to “Texas Chainsaw Massacre” and
“The Grudge,” proving its core, gore-inclined
audience hasn’t tired of the franchise. Stat
Snapshot.

(Online subscribers only)

i i i
Public relations profession-
als have always wrestled with
protecting and managing
their clients’ images. But blogs are forcing pub-
licists to rethink their tactics for mitigating bad
word-of-mouth. John Bell of Ogilvy Public Rela-
tions Worldwide talks about how PR experts
can tap into the wisdom of the masses, at
WSJ.com/Reports. (Online subscribers only)

i i i

WSJ.com/Sunday
Dow-Wow: Yes, the blue-chip stocks of the
Dow Jones Industrial Average are on a tear,
but don’t overlook the rest of the market.
This unexpected autumn rally is wide open,
and Nasdaq stocks and even smaller compa-
nies are actually beating the Dow. Behind the
big surge? An economy that’s stronger than
nearly anyone expected.

(Free content at WSJ.com)
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OpinionJournal.com
John Fund says the growth of absentee voting
is warping our elections. Plus a transcript of
“The Journal Editorial Report.”

(Free Web site)
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CareerJournal.com
Starting a job hunt? Use the Salary Search
tool to research the going rate for managers
and professionals by title and city. Find in-
depth pay data in a range of functions and in-
dustries. (Free Web site)
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MarketWatch.com
A new exchange-traded fund is designed to
grab a piece of the private-equity market, tradi-
tionally the domain of savvy financial institu-
tions and millionaires, writes John Spence.

(Free Web site)

i i i

Recent fraud-related losses at online brokers
are underscoring the growing problem of iden-
tity theft and sending warning signals to inves-
tors, writes Robert Schroeder.

(Free Web site)
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For a year and a half, no one lived in the
260-year-old home the Reuter family bought
in 1998. No one living, that is. Amy Hoak of-
fers tips for selling “haunted” houses and
other stigmatized properties.

(Free Web site)

Vote in and see results of the Question of
the Day. Dowjones.com/alerts. This poll is
a snapshot of WSJ.com readers’ opinions,
but is not a scientific sampling.

What’s News Online
@ WSJ.com/OnlineToday

S truggling U.S. auto makers are looking to expand in China in search of profit growth. Mean-
while, Chinese companies like tiny Changfeng are gearing up to sell vehicles in the U.S. to

improve their brand image with consumers in their home market -- and the rest of the world, Jo-
seph B. White writes in Eyes on the Road. (Online subscribers only)

I s travel still travel when the computer and cellphone leave you working in the same virtual
place you were before? Jason Fry took a trip to Chicago and discovered that when it came to

working, the only substantive difference from a 700-mile trip was the chair -- which made the
real world seem strangely unchanged as well. Real Time

(Online subscribers only)
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Question of the Day
How will home prices in your
neighborhood change over the next year?

Previous Question
How much attention are you paying to
political polls this election season?

A great deal

Some

None

15%

34%

50%

Responses include online and cell phone voting. 
Total Respondents: 2,435
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