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Three downside risks in the economy 
 

 
S u mm a ry  
 

The  economic  r ecove ry  o f  t he  J apane se  i s  f a c i n g  t h r e e  i n h e r e n t  r i s k s .   T h e  f i r s t  
i s  t h a t  t h e  g o v e r n me n t ’s  p r o s p e c t s  f o r  e l i mi n a t in g  d e f l a t i o n  a r e  t o o  o p t i mi s t i c .   T h e  
se co nd  i s ,  a l t ho u gh  t he  g ov e r n me n t  may  ha v e  n o  ch o i c e  bu t  t o  i n t e r v en e  in  t h e  mar ke t  
t o  ens u r e  a  l o w er  y en ,  t h e r e  i s  an  i n c r e a s ing  r i s k  t ha t  t h e r e  w i l l  b e  r e s i s t a n c e  f r o m  
ove r se as ,  and  a  g r ea t  r i s k  t ha t  t h ey  w i l l  be  s u b j ec t  t o  mass iv e  ex c han ge  r a t e  l o s s e s .   
T h i r d ,  i f  t h e  U S  c o n t i n u e s  t o  h a v e  “ tw i n  d e f i c i t s ” ,  t h i s  w i l l  r e su l t  i n  h i g h e r  U S  
lo ng - t e r m in t e r e s t  r a t e s ,  an d  t h i s  i n c r e a se s  t he  r i sk  t h a t  t h e  r eco v e r y  i n  t h e  U S  
e co no my  ( tha t  i s  c u r r en t ly  supp or t i n g  t he  J a pa n es e  e co n o my )  w i l l  be  c o m pr o mi s e d .    
 
 

A f te r  t h e  bu r s t  o f  t he  e c on o m i c  b u bb l e ,  t he  J a p a ne s e  e c on o my  h a s  go n e  
th r o ug h  t w o  ph as es  o f  e co no mi c  r eco v e r y  - -  f i r s t  i n  1 99 7  a nd  s e co n d  in  t h e  y e a r  200 0 .   
How e v er,  ne i t h e r  o f  t h e s e  r e c ov e r i e s  w e r e  r obus t  en o ug h  to  l e ad  t o  a  fu l l - f l e dg ed  
e co no mi c  e x p ans i on ,  an d  d e f l a t i on  h a s  g r ad u a l ly  be c o me  w or se .   T h i s  c u r r en t  
eco no mic  r eco ve r y  t ha t  was  t r i g ge r e d  by  t he  s to c k  cy c l e  i n  20 02 ,  i s  g a in in g  a t t en t i o n  
t o  s e e  i f  t he  t h i rd  t i me  i s  i n d eed  “ lu c ky ” ,  an d  i f  i t   w i l l  l e a d  t o  a  co mpr e hens i v e  
e co n o mi c  r eco v e r y.   I n  t h e  e a r l y  s t ag es  o f  t h e  r ec o v e r y,  ma i n l y  l a rge - s ca l e  
ma n u f a c tu r e r s  de p en d en t  o n  e xp or t s  w er e  t h e  o n es  e xp e r i en c in g  bus i ne s s  r eco ve r y.   
H ow e v er,  w e  a r e  n ow  s e e in g  mor e  f a vo r a b le  e c o n o mi c  i nd i c a t o r s  f o r  c a p i t a l  
i n v es t me n t  an d  e mp lo y men t ,  and  i t  wo u ld  a pp e a r  a s  t h ou gh  th e  r e co ve r y  i s  s p re ad ing .      
 Des p i t e  t h i s  dev e l op men t ,  i f  we  l o ok  a t  t h e  Gr os s  Do mes t i c  P r odu c t  ( GDP )  

de f l a to r  a s  an  i n d i ca to r  o f  p r i ce s  i n  t he  J a pa n es e  e co no my  as  a  w h o l e ,  d e f l a t i on  h as  
no t  i mpr o v ed .   T h e r e  a r e  a l so  c o n ce r n s  a bo u t  t h e  y en  a pp r ec i a t i ng  u nd e r  a  c u r r en t  
a cc ou n t  s u r p lu s ,  a n d  a l s o  t h e  s us t a i na b i l i t y  o f  t h e  U S  ec o n o my  th a t  i s  c u r r e n t ly  
ma i n t a in in g  “ tw i n”  b ud g e t  an d  cu r r en t  a cc ou n t  d e f i c i t s .  

I n  t he  cu r r en t  r e po r t  o f  t h e  F inan c i a l  M a r ke t s  Re s e a r ch  Gr o up  o f  t h e  J a pa n  
Cen t e r  fo r  Econ o mic  Res e a r ch  ( J CER) ,  “A n  E c on o mi c  A na ly s i s  o f  De f l a t i on ,  t he  
Ap pr ec i a t i ng  Yen ,  an d  Lo ng- t e r m In t e r e s t  Ra t e s ” ,  w e  an a ly ze d  t h e  do wnw a rd  f ac to r s  
t o  t h e  s us t a in ab i l i t y  o f  t h e  r ec o ve r y  o f  t he  J a p an es e  e co no my.   T ha t  i s ,  w e  l oo k e d  a t  
t h e  t h r e e  v a r i a b l e s  - -  d e f l a t i o n ,  a n  a p p r e c i a t i n g  y en  a n d  th e  U S  in t e r e s t  r a t e s  - -  a s  
pos s i b l e  d ow nw ar d  r i s k s  t o  t h e  eco no mi c  r e co ve r y  an d  con du c t ed  a  pos i t i v e  an a ly s i s .  

 
  El im ina t ion  o f  d e f la t ion  in  f i s ca l  2 0 05  t oo  op t imi s t i c  

I n  t h e  O c t o b e r- D e c e m b er  q u a r t e r  o f  2 0 0 3 ,  g r o w t h  o f  r e a l  G D P w a s  an  
an n ua l i zed  6 .4%  ov e r  t h e  p r ev io us  qu a r t e r,  t h ank s  t o  t h e  g r o wth  i n  e xp or t s  an d  i n  
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c ap i t a l  i nv es t me n t .   H ow e v er,  t h e  G D P d e f l a t o r  i n  t h i s  qu a r t e r  w a s  a n  an n ua l i z e d  
min us  4 .4 % ov e r  t h e  p r ev io us  qu a r t e r,  an d  o ve r  t h e  s ame  p e r i o d  i n  t h e  p r ev ious  y ea r  
i t  was  mi nus  2 .7%,  an d  so  a s  f a r  a s  t h e  d e f l a to r  i s  con c e r ned ,  de f l a t i on  i s  
a cc e l e r a t i n g .    

T he  Ban k  o f  J ap a n  a nd  s o me  p r iva t e  s ec to r  eco no mis t s  h a ve  p o in t ed  o u t  t h a t  
t h e  r a t e  o f  de f l a t i o n  bas e d  o n  t he  GDP de f l a t o r  i s  o ve r- e s t i ma t ed .   T he  r ap i d  d e c l i n e  
i n  p r i ce s  o f  I T- r e l a t ed  go od s  i s  d r i v ing  u p  t h e  r ea l  g r ow th  r a t e s  o f  c ap i t a l  i nv es t me n t .   
Th i s  me ans  t ha t  t he  GDP de f l a t o r  i s  w e i g h t e d  b y  r e c en t  r e a l  e x p e n d i t u r e ,  t h e  e f f e c t s  
o f  t he  l o w er  p r i ce s  o f  i nv e s t men t  g oo ds  wo u ld  b e  ov e r s t a t ed ,  and  t h e  GDP g r owth  
r a t e s  w o u l d  b e  e s t i m a te d  a t  t o o  h i g h  a  r a t e  a s  w e l l .  

T he  p r iva t e  p l an t  an d  eq u i pme n t  i nv es t men t  d e f l a t o r  f e l l  b e twee n  5  an d  6  
pe r cen t  i n  20 03  o v e r  t h e  p r ev io us  y ea r,  a n d  i s  dec l i n in g  by  abo u t  3  p e r c en t age  p o in t s  
mor e  t h a n  t h e  de f l a to r s  o f  t h e  o th e r  co mp on en t s ,  t ha t  h a ve  f a l l en  b e tw een  2  and  3 % .   
H o w e v er,  e v e n  i f  t h e  d e f l a t o r  w as  o v e r- e s t i ma t e d  by  3  p e r c en t a ge  p o i n t s ,  t h e  s h a r e  o f  
no mi n a l  p r i v a t e  f i x e d  in v es t me n t  t o  no mi n a l  GDP i s  on ly  15%  an d  w o u ld  on ly  a ff ec t  
t h e  GDP de f l a to r  by  l e s s  t han  0 . 5  pe r cen t age  p o in t s .   Mor e ov e r,  a s  many  o f  t he  da t a  
( i nd i c a t o r s )  u sed  t o  e s t i ma t e  t h e  GD P de f l a to r  do  n o t  f u l l y  r e f l ec t  qu a l i t y  
i mpr o v e me n t s ,  t he  d e f l a to r  i s  u nd e r es t i ma t ed  a s  a  r e s u l t .   T hu s  f o r  t h es e  r eas ons ,  w e  
w i l l  u s e  t he  cu r r en t  GDP de f l a to r s  t o  an a ly z e  de f l a t i on  i n  J a pan .    
 We kn o w  t h a t  i n f l a t i on  a nd  d e f l a t i o n  a r e  c lo s e ly  r e l a t ed  to  t h e  ca pa c i ty  

u t i l i z a t i o n  o f  t h e  e c on o my  a s  a  w ho l e .   I f  t h e  r a t e  o f  u t i l i z a t i o n  i s  t o o  low,  t h e n  
t h e r e  i s  do wnw ar d  p r e s s u r e  o n  p r i ce s  and  f i r s t  t he  r a t e  o f  i n f l a t i on  d e c r ea s e s  an d  i f  
t h i s  c on t in ues ,  t h en  de f l a t i o n  o c cu r s .   On  t h e  o th e r  h a n d ,  i f  t h e  c a p a c i ty  u t i l i z a t i o n  
r a t e  i s  t o o  h i g h ,  i n f l a t i o n  a c c e l e r a t e s .   W hen  t h e  e co n o my  i s  a t  a  n o r m a l  r a t e  o f  
u t i l i z a t i o n  w h e r e b y  n e i th e r  i n f l a t i o n  n o r  d e f l a t i o n  oc cu r s ,  t h e  r a t e  o f  GD P g r owth  i s  
c a l l e d  p o t e n t i a l  G D P,  an d  t h e  d i f f e r e n c e  b e tw ee n  t h e  ac tu a l  G D P g r o w t h  r a t e  a n  t h i s  
po t en t i a l  GDP i s  c a l l ed  t h e  GD P Gap .   When  th e  ac tu a l  GDP g r ows  a t  a  s lo w er  r a t e  
t h a n  t h e  p o t en t i a l  G D P,  t h en  w e  ca l l  t h i s  a  de f l a t i o na r y  gap .  

 
We  an a ly zed  t h e  r e l a t i o nsh i p  b e tw een  t h e  GDP Gap  an d  d e f l a t i o n  u s ing  da t a  

f o r  c a p a c i t y  u t i l i z a t i o n  o f  c ap i t a l  e qu i p me n t ,  t o t a l  h o u r s  w o r k e d  a n d  th e  r a t e  o f  
i n f l a t i o n  o f  t h e  GDP de f l a t o r.   Wi th  t h e s e  r e s u l t s ,  we  fo r e c as t  de f l a t i o n  a s  show n  in  
F igu re  1 .   The  d e f l a t i o na r y  gap  was  a t  i t s  peak  i n  t he  b e g in n ing  o f  20 02  a t  6 .9% ,  b u t  
s i n c e  t h e n  an d  w i t h  t h e  r e c o v e r y  o f  t h e  e c on o my,  i t  ha s  s h r un k  t o  3 . 8%  a t  t h e  e nd  o f  
l a s t  y ea r.    

How e v e r,  a s  w e  c a n  s e e  f r om th e  f i g u r e ,  t h e  de f l a t i o n a r y  gap  ma y  be  
sh r in k in g ,  bu t  d e f l a t i on  i s  o n  an  acc e l e r a t i n g  t r en d .   We  use  t h e  r ea l  G DP g r owth  
r a t e s  a s  f o r ecas t  by  t h e  Orga n iza t i on  o f  Eco no mi c  C oo p e r a t i o n  a n d  D e v e l op me n t  
( O ECD )  a nd  f i n d  th a t  a l t ho ug h  t h e  G D P gap  w i l l  c l o s e  s o me w h a t  t h r oug h  2 0 0 5 ,  
d e f l a t i o n  w i l l  a c ce l e r a t e  s l i g h t l y.   I n  t h e  O c t ob e r- D e c e mb e r  q ua r t e r  o f  2 00 5 ,  t he  r a t e  
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of  d e f l a t i on  w i l l  be  an  a n nu a l i ze d  min us  3 . 1 4% ov e r  t h e  p r ev ious  q u a r t e r,  
a cc e l e r a t i n g  by  0 .37  pe r c e n t ag e  po in t s  i n  two  y e a r s .  

 
T he s e  r e s u l t s  sh ou l d  be  i n t e r p r e t ed  o n ly  l o os e ly  a s  n on e  o f  t h e  i n du s t r i a l i z e d  

co u n t r i e s  i nc l ud ing  J ap a n  has  h a d  ex pe r i e nce  w i t h  d e f l a t i o n  a f t e r  t he  S e co n d  Wor ld  
War.   How e v er,  w e  do  b e l i e v e  t h a t  t he  go ve r n me n t ’s  me d i u m t e r m o u t l o ok  w h er e  
t he i r  goa l  i s  t o  e l i mina t e  de f l a t i on  i n  f i s c a l  2 0 0 5  i s  a  b i t  t o o  o p t i mi s t i c .  

 
Figure  1 .  GDP Gap and forecast  of  def lat ion  
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La r g e  r i s k  l o o m s  i n  rap id  i n c rea s e  i n  f ore i g n  e x ch a n g e  res e rv e s .  

I n  t h e  b e g i nn in g  o f  2 00 3 ,  t h e  y e n  w a s  t r ad ing  a t  ab ou t  1 2 0  y en  t o  t h e  d o l l a r ,  
an d  by  t h e  en d  o f  t h e  y ea r  t h e  y en  h a d  a pp re c i a t e d  t o  1 0 7  y e n .   I n  t h i s  t ime ,  t h e r e  
w as  o v e r  2 0  t r i l l i o n  y e n  o f  d o l l a r  b u y in g ,  y e n  se l l i n g  in t e r v en t io n .   T h e  g o v e r n me n t  
i n t e r v en t io n  in t o  t h e  f o r e i g n  e x c h an g e  mar ke t  w as  mu c h  g r e a t e r  t h a n  t h e  c u r r en t  
a cc ou n t  s u r p lu s  o f  t he  s a me  y ea r  t h a t  w as  a t  1 5 .8  t r i l l i o n  y en .   Fu r the r m or e ,  i n  t h e  
tw o  f i r s t  mo n t h s  o f  2 0 0 4 ,  an o t h e r  1 0  t r i l l i o n  y en  w e n t  i n t o  t h e  mar k e t  t o  p r o p  u p  t h e  
y en .    



 
Japan Financial Report No.10, March 2004 
Japan Center for Economic Research 

 4

I n  t h e  s u p p l e me n t a r y  b u d g e t  f o r  f i s c a l  2 0 0 3 ,  1 0 0  t r i l l i o n  y e n  w as  e a r ma r k ed  
f o r  f u nd i n g  fo r  i n t e r ve n t i o n ,  a n  i n c r ea se d  a mo u n t  ov e r  t h e  p r ev i o us  y ea r.   I n  f i s c a l  
20 04 ,  t h e r e  i s  exp e c t ed  t o  be  an o th e r  i n c r e as e  t o  1 40  t r i l l i on  y en .   The  g o ve rn men t ’s  
s t r on g  s t anc e  t o  g u i de  t h e  mar ke t  t o  a  l o w e r  y en  i s  a p p a r en t  i n  t h e i r  q u i e t  mar k e t  
i n t e r v en t io n s .  

 
F igu r e  2  s ho ws  t h e  f o r e ig n  ex chan ge  r e se r ves  o f  J ap a n  a nd  t he  ex chan ge  r a t e  

a f t e r  J a p an  sh i f t ed  t o  a  f l o a t i ng  e xc h an g e  r a t e  i n  1 97 3 .   B y  a d j us t i ng  t h e  y e n /d o l l a r  
ex cha n ge  r a t e  by  t h e  r e l a t i v e  J apa n  an d  US  p r i ce  i n d ex ,  w e  f in d  t h e  r ea l  r a t e  o f  
ex cha n ge ,  co r r e c t ed  fo r  t he  e f f e c t s  o f  t he  y en  ap p r ec i a t i o n  du e  t o  t he  impr o v ed  
in t e r n a t i o n a l  c o mp e t i t i v e n es s  t h a t  r e s u l t ed  f r o m t h e  i n f l a t i o n  r a t e  d i f f e r e n t i a l .   We  
f i nd  t he  l on g - t e r m t r end  i n  t h e  f o r e ig n  ex chan ge  r e s e r v es  u s in g  t h e  r e a l  f o r e ig n  
ex cha n ge  r e s e r ves  ad ju s t ed  fo r  t h e  l ow er  pu rc h as in g  po w er  o f  t h e  US  d o l l a r  an d  t h e  
i n c r eas e  i n  J ap a n ’s  G DP.  

I n  t h e  g r a p h  w e  s e e  t h e  i n c r e a s e  i n  t h e  f o r e i g n  e xc h an g e  r e s e r v es  an d  t h e  
y en ’s  a p p r e c i a t i o n  a r e  p o s i t i v e  f i g u r e s .   We  o b se r v e  f r o m t h e  mo v e me n t s  i n  t h es e  
i n d i c a t o r s  t h a t  i n  t he  y e a r s  b e t w e e n  1 9 7 5  an d  1 99 5 ,  t h e  r e a l  fo r e i g n  e x ch a ng e  
r e se r v e s  a nd  t h e  r ea l  ex ch a n g e  r a t e  we r e  ve r y  c lo s e ly  co r r e l a t e d .   Th a t  i s ,  i n  t i me s  
w h en  th e  y e n  wa s  r i s in g ,  f o r e ig n  e x ch a ng e  r e s e r ve s  a l s o  r o se  f r o m d o l l a r  buy in g  
i n t e r v en t io n ,  an d  i n  t imes  o f  y en  de p re c i a t i o n ,  f o r e i g n  ex ch a ng e  r e s e r v es  f e l l .   
H ow e v er,  s i n c e  19 9 8 ,  t h i s  r e l a t i ons h ip  ha s  w e ak en e d ,  a n d  th e  f o r e i gn  e xc h a n ge  
r e s e r v e s  a r e  i n c r e a s i n g  u n i l a t e r a l l y.   

T he  fo r e ig n  ex ch a ng e  r e s e r v es  t h a t  hav e  ba l l oo ne d  t h r o ugh  mas s i ve  d o l l a r  
buy in g  op e r a t i o ns  a r e  b e in g  i n v es t ed  i n  US  Tr eas u ry  i n s t r u me n t s  and  fo r e ig n  
cu r r en cy  d ep o s i t s .   A s  a  r e s u l t ,  t h e  f o r e i g n  e xc h a n g e  s p e c i a l  f u n d s  a c c o u n t  ( t h a t  
co n t r o l s  t h e  f o r e ig n  e xc h an g e  r e s e r v es )  i s  u n d e r t a k i n g  a  h u g e  f o r e i g n  e x c h a n g e  r i s k .   
F r o m 1 9 7 0  t o  t h e  e n d  o f  2 0 0 3 ,  t h e  s p e c i a l  f u n d s  a c c o u n t  i n c u r r ed  a n  a c c u mu l a t e d  
f o r e ig n  e x ch a n g e  l o s s  o f  7 . 4  t r i l l i o n  y en .   H o w e v e r,  t he  i n v e s t me n t  r e t u r n  o n  t h e  
r e se rv es  w as  g r ea t e r  t h an  t h e  o pp or tu n i t y  co s t  o f  f un d ing  y en  b y  3 .7  t r i l l i on  y en ,  an d  
th e  i n c r e a s e  i n  t h e  v a lu e  o f  t h e  Eur o  a nd  t he  h ig h e r  p r i c e  o f  U S  bon ds ,  r e s u l t ed  i n  a  
6 . 6  t r i l l i o n  y e n  a c c u mu l a t ed  g a i n ,  an d  s o  t h e r e  w a s  a  n e t  p r o f i t  o f  2 . 9  t r i l l i o n  y en .    

I f  t h e  y en  c o n t i n u es  t o  a p p r e c i a t e ,  d e f l a t i o n  w i l l  b e  ev e n  m o r e  d i f f i cu l t  t o  
e l i m i n a t e  a s  p r o f i t s  o f  e x p o r t - r e l a t e d  s e c t o r s  w i l l  d e t e r i o r a t e  an d  t h e  e x p o r t  an d  
i mp or t  p r i c e s  w i l l  de c l i n e .   The  h a nds  o f  t h e  g o ve r n me n t  a r e  t i e d  a s  f a r  a s  f i s c a l  a n d  
m o n e t a r y  p o l i c i e s  g o ,  a n d  s o  t h e r e  i s  no  cho i ce  bu t  t o  c on du c t  t h e se  ma ss i v e  
i n t e r v en t io ns .   How e ve r,  a s  a t  t he  end  o f  F eb r ua r y,  t he  g ov e r n men t  h e ld  78 0  b i l l i on  
do l l a r s  i n  fo r e ig n  ex ch a ng e  r e s e r ves .   Thus ,  i f  t h e  y en  app re c i a t e s  by  10  y e n ,  t h i s  
w i l l  r e su l t  i n  a  l a t e n t  l o s s  o f  7 . 8  t r i l l i o n  y en .   A l t h o u g h  th i s  l o s s  w i l l  n o t  b e  
r ea l i z ed  u n t i l  t h e  d o l l a r s  a r e  so l d ,  l a t en t  l o s s e s  w i l l  o f  c o u r s e  d e t e r io r a t e  t h e  
c r ed i b i l i t y  o f  t h e  g ov e r n me n t .    
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Mor e o ve r,  we  s h o u l d  no t  fo rg e t  t ha t  t he  cu r r en t  po l i c y  t o  gu id e  t h e  y en  lo wer  i s  on e  
t ha t  a s s u mes  t he  t a c i t  app r ova l  o f  t he  US  go v e r n me n t .   I f  t he  U S  gov e r n me n t  d e c id es  
t h a t  i t  i s  p o l i t i c a l l y  d i f f i c u l t  t o  a l l o w  t h e  y e n  t o  b e  k ep t  a t  a  l o w  l ev e l ,  t h e n  
i n t e r v en t i o n  w i l l  b e c o m e  p r o b l e m a t i c ,  an d  a  much  h ighe r  y en  shou ld  e nsue .  
 
 

Figure  2 .   Real  fore ign exchange  reserves  and rea l  exchange  rates  
( in d ice s )  (F eb .  19 73  t o  Jan u ary  2 00 4)  
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Notes:
1. Monthly data.  Index with value for February 1973 = 100
2. Real foreign exchange reserves: Foreign exchange reserves (in USD) x (Japan's prices/US prices)/Japan's nominal GDP
   Real exchange rate: nominal exchange rate x (US prices/Japan's prices)
  Nominal exchange rate: Interbank spot rate, monthly averages (1 USD= yen)
   Prices:  GDP deflator
Sources: "Annual Report on National Accounts" Ministry of Public Management, Home Affairs, Posts and Telecommunications
"Balance of Payments Monthly", Bank of Japan
"International Financial Statistics", IMF
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St ron g  u p wa r d  p res s u re  o n  l o n g- t erm  U S  i n t eres t  r a t e s  
T he  c u r r en t  r e c ov e r y  in  t h e  J a pa n e s e  e co no my  i s  s up p or t e d  by  e x t e r n a l  

de ma n d  f r o m th e  U S  a n d  C h i n a .   A l th o ug h  t he  U S  h a s  ma i n t a i n e d  lo w  in t e r e s t  r a t e s  
t h r o ug h  t h e i r  ec on o m i c  r ec ov e r y,  t he r e  i s  co n ce r n  t h a t  t h e  f i s c a l  an d  c u r r en t  a c c o u n t  
de f i c i t s  ( t h e  “ t w i n ”  d e f i c i t s )  w i l l  w or k  t o  r a i s e  ma r k e t  r a t e s .    
  We  t ak e  t he  d a t a  f r o m th e  G 7  c o un t r i e s  f r o m  t h e  1 9 8 0 s  a n d  a n a l y z e  t h e  
de t e r mi n an t s  b eh in d  th e i r  l on g - t e r m i n t e r es t  r a t e s .   T h e  r e s u l t s  a r e  s h o w n  i n  t h e  
Tab l e .   F o r  a l l  t h e  m a j o r  cou n t r i e s ,  t h e  ma in  f a c to r s  d e t e r mi n i n g  t h e  i n t e r e s t  r a t e  o n  
t h e  10 -y ea r  bon ds  a r e  a lmo s t  t he  s a me  –  t h e  i n f l a t i o n  r a t e ,  r e a l  s h o r t - t e r m in t e r e s t  
r a t e s ,  t h e  a cc u m u l a t e d  c u r r e n t  a c co u n t  a s  a  s h a r e  o f  G DP,  an d  t h e  g o v e r n me n t  d eb t  a s  
a  s h a r e  o f  GDP.     
 
 

Table  1 .   Determinants  of  US long-term interest  ra tes  
 

  Determinant Effect on long-term interest rate

Real short-term interest rate  With every 1 percentage point increase, long-term
interest rates go up by 0.6 points.

Rate of inflation With every 1 percentage point increase, long-term
interest rates to up by 1 point.

Budget Deficit
With every 10 percentage point increase of the General
Government debt as a share of GDP, long-term interest
rates to up by 0.14 points

Balance of Payments
With every 10 percentage point increase in the
accumulated current account deficit as a share of GDP,
long-term interest rates go up 0.22 points.  

 
 

T he  bu dg e t  an d  cu r r en t  a cco un t  de f i c i t s  o f  t h e  U S  a r e  a t  a  s i z e  o f  a b o u t  5 %  o f  
t h e i r  GDP,  an d  t h i s  r e s u l t s  i n  a  0 . 36  p e rc en t ag e  po i n t  i n c r ea s e  i n  l o ng - t e r m i n t e r e s t  
r a t e s  i n  t w o  y e a r s .  M or e o v e r,  t h e  r ea l  s h o r t - t e r m in t e r e s t  r a t e s  a r e  c u r r en t ly  mar k in g  
a  s ma l l  n e g a t iv e  r a t e ,  b u t  i f  t h es e  r i s e  t o  t h e i r  n o r ma l  h i s t o r i c a l  r a t e  o f  a b o u t  2 % ,  
t h e n  t h i s  w i l l  r a i s e  i n t e r e s t  r a t e s  b y  1 .2  pe r cen t age  p o in t s .   T h e  cu r r en t  US  
lo ng - t e r m in t e r e s t  r a t e  i s  abo u t  1  pe r cen t a g e  po i n t  l ow er  t h a n  t h e  t h eo re t i ca l  r a t e  
e s t i ma t ed  t h r o ug h  t h i s  ex e r c i s e ,  bu t  we  b e l i e ve  t h i s  i s  du e  t o  t h e  US  d o l l a r  bo nd  
buy in g  o p e r a t i o ns  o f  t h e  mo n e ta r y  au th o r i t i e s  i n  J a pa n  a nd  C h i n a .   I f  C h in a  a n d  
J a pan  r e du ce  t h e i r  d o l l a r  b uy ing  op e ra t i o ns ,  t h en  i t  i s  l i k e ly  t ha t  t h i s  w i l l  p u t  u pw ar d  
p r e s s u r e  o n  US  in t e r e s t  r a t e s .   T hus ,  a s  a  r e s u l t  o f  a l l  t h e s e  f a c t o r s ,  t h e r e  i s  a  g o o d  
ch anc e  t h a t  US  lo ng - t e r m in t e r e s t  r a t e s  w i l l  r i s e  ab o u t  2  p e rc en t a ge  po i n t s ,  and  w i l l  
w or k  ag a in s t  t h e  US  e co n o mi c  r e co v e ry.      
  A s  w e  h a v e  s e e n  in  t he  ab ov e  a na ly s i s ,  w e  w o u ld  b e  ha r d - p r es s e d  to  s a y  th a t  
t h e  J a p an e s e  e co n o m y  ha s  f r e e d  i t s e l f  o f  d e f l a t i on .   T he  cu r r e n t  e c on o mi c  r e c ov e ry  
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i s  i n  a  p r e c a r i o u s  p o s i t i o n ,  d ep e n d en t  o n  t h e  g o v e r n me n t ’s  p o l i c y  t o  k ee p  t h e  y en  a t  a  
l o w  l eve l ,  an d  t he  co n t in ue d  ex pans io ns  o f  t h e  ov e r s e a s  econ o mie s .   We  f i n d  
o u r se l v e s  i n  a  p o s i t i o n  w h er e  w e  c a n n o t  s ay  w i th  c o n f id e n c e  t h a t  t h i s  t h i r d  t i me  w i l l  
i n  f a c t  be  “ lucky ” .  

   


