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Understanding Persistent Deflation in Japan
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Japan has experienced more than two decades of deflation. While this
deflation has been relatively mild, with prices falling at an annual rate of only around 1 percent,
a key characteristic is that it has been extremely prolonged. The reason for this prolonged
deflation is firms® price setting behavior: firms leave the prices they charge unchanged even if
their costs change. Whereas in other advanced economies such as the United States, the default is to

raise prices every year by 1-2 percent, the default in Japan since the late 1990s has been to leave
prices unchanged. This is due to a change in social norms with regard to price and wage increases.
On the other hand, on the household side, there is a strong expectation - especially among the
young, who since their birth have only known deflation - that deflation will continue in the future,
which makes it difficult to overcome deflation.
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