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China Strikingly Similar to 1971 Japan  
 

 
S u mm a ry  
 

The  C h in e s e  e co no m y  o f  t o d ay  i s  s t r i k in g ly  s i mi l a r  t o  J a pa n  a t  t h e  e n d  o f  i t s  
f i xed  ex ch an g e  r a t e  s y s t em a r o u nd  1 9 71 .   T he  peg g in g  o f  t h e  Ren min b i  ( R MB)  to  t h e  
US  do l l a r  ha s  l ed  t o  a  ma ss iv e  i n f lo w  o f  fo r e ig n  cap i t a l  i n  a n t i c ip a t i on  o f  a  
r eva lu a t i o n  o f  t he  cu r r ency ,  and  th i s  ma k es  mo n e t a r y  po l i cy  l o s e  e f f ec t i v en es s .   I t  i s  
i n e v i t a b l e  t h a t  t h e  f l oa t in g  b an d  o f  t h e  R MB  w i l l  b e  w i d en ed ,  i n  e f f e c t  a l l ow i ng  t h e  
cu r r en cy  t o  app r ec i a t e .   E l imi na t i n g  t h e  peg  t o  t h e  US  do l l a r  w i l l  be  a  pos i t i v e  
f a c to r  f o r  J a p a n es e  e x p o r t s  t o  Ch i n a ,  b u t  t he r e  i s  t h e  r i sk  t h a t  t h e  y en  w i l l  t h e n  
ap p r e c i a t e  ag a in s t  t h e  do l l a r .    
 
 

T o  a  l a r ge  ex t e n t ,  t h e  J a pan es e  econ o mic  r eco v e ry  has  b een  s u pp or t ed  by  t he  
g r ow th  in  t h e  C h i n es e  e co n o my .   A c t i v i ty  i n  t he  ma n uf a c tu r i n g  i nd us t r y ,  and  i n  
pa r t i c u l a r ,  t h e  ac t iv i t y  and  th e  i n c r ea s e  i n  i nv es t me n t  i n  t h e  r aw  ma t e r i a l s  i n dus t r y  
h a s  b ee n  r ea l i z ed  t h a n k s  t o  t h e  r i p p l e  e f f e c t s  o f  t h e  r a p i d  r i s e  o f  t he  Ch i n es e  
Ec o n omy .    
  I n  20 03 ,  J ap a n’ s  t o t a l  ex po r t s  t o  C h in a ,  Ho ng  Ko n g  an d  T a i wa n  in c r eas ed  by  
19 . 8%,  an d  i n  2 00 4 ,  t hey  g rew  an o th e r  12 . 2%.   F r o m th i s  i n c r ea se  a lon e ,  w e  
c a l c u l a t e  t h a t  J ap a n ’ s  r ea l  g r os s  d o m es t i c  p r od uc t  ( GDP )  was  b oo s t ed  by  1 . 1  
pe r cen t a g e  po in t s  f r o m 20 03  to  20 04 .   More ov e r ,  t h e  s t e ad in es s  i n  J a p an ’ s  
i n v es t me n t  f i g u r es  a r e  i n  l a r g e  pa r t  d u e  to  t h e  i n v es t me n t  i n  t h e  e xp or t  i nd us t r i e s  
t h a t  h a v e  ben e f i t e d  f r o m th e  a c t i v i t y  t o  As i a ,  a nd  a r e  i n c re a s in g  t h e i r  p r od uc t io n  
cap a c i ty  i n  J ap a n .  

 
  In creased  T rad e  Fr i c t i on ,  p ar t i cu lar ly  b e t w een  t h e  US  and  Chin a  

T he  w e ig h t  o f  C h in a  a s  a  t r ad ing  p a r t ne r  t o  J a pan  has  i n c r ea sed .   The  s h a r e  
o f  J ap a n’ s  t o t a l  e x p o r t s  t o  Ch in a  ( i n c lud in g  H o ng  Ko ng)  w as  19 . 4%  in  20 04 ,  wh i l e  
t h e  sh a r e  o f  i mp or t s  f r o m C h i na  w as  2 1 . 1% .   F r om t h e  t o t a l  a mo u n t  o f  i mp or t s  an d  
ex p or t s ,  C h i n a  h as  s u r pa s s e d  t he  US  a s  J ap a n’ s  l a r ge s t  t r a d i n g  p a r t ne r  - -  a  pos i t i o n  
t h e  U S  h ad  h e l d  s i n ce  t h e  en d  o f  t h e  S e co n d  W or ld  W ar .    
 I n  t h e  me an t i me ,  t h e  t r a de  d e f i c i t  o f  t h e  US  in  2 00 4  mar k ed  a  r ec o r d  h i g h  o f  65 1 . 5  
b i l l i o n  d o l l a r s .   O f  t h i s ,  t h e  d e f i c i t  w i t h  C h i n a  w as  l a r g e r  t h a n  w i t h  a n y  o t h e r  
co u n t r y  f o r  t h e  f i f t h  c o n s e c u t i v e  y ea r ,  a n d  a c c o u n t e d  f o r  2 5 %  o f  t h e  t o t a l .   T h e  
s e co nd  l a r ges t  de f i c i t  w as  w i th  J a pan ,  a ccou n t ing  fo r  11 .5%  o f  t h e  t o t a l .    
  A s  C h i n a  en h an c e s  i t s  p r o f i l e  i n  t h e  w or ld  ec o no my ,  t r a de  f r i c t i on  i s  a l s o  
i n c r ea s in g .   I n  pa r t i c u l a r ,  t ha t  w i t h  t h e  US ,  whe r e  t he  t r a de  de f i c i t  i s  r ap id ly  
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ba l lo o n i ng  i s  b e c o mi ng  mor e  a n d  mor e  i n t en s e .    
  F r o m 2 00 3  to  20 0 4 ,  t h e  U S  h a d  l e g i s l a t e d  e mer g e n cy  r e s t r i c t i o ns  on  t e x t i l e  
imp or t s ,  a nd  an  an t i -du mp i n g  du ty  on  co lo r  t e l ev i s i ons  f r om C h in a .   Ch in a ’ s  
p r e f e r en t i a l  t a x  s y s t em f o r  s e mi - con du c t o r s  was  b r ou gh t  t o  t h e  W TO wi th  t h e  ch a r g e  
th a t  t h e  t a x  v i o l a t e s  W TO r u l e s  t h a t  a  n a t io n ' s  t a x  p o l i c i e s  mus t  n o t  d i s c r i mi n a t e  
ag a in s t  i mpor t s .   Th i s  i s s u e  was  r e so l ved  a s  C h i n a  i n d i c a t e d  t h a t  t h i s  p o l i cy  w o u l d  
be  e l i mi n a t ed .     
  T h e  in c r e a se  i n  t r a d e  f r i c t i o n  b e tw ee n  t h e  U S  a n d  C h i n a  i s  a  s ig n  t h a t  t h e  U S  
in du s t r y  i s  b eg in n in g  to  v i ew C h i n es e  co mp e t i t i o n  a s  a  t h r e a t .   T he  R MB  e x ch a ng e  
r a t e  h as  b e en  e s s en t i a l l y  f i x ed  to  t h e  U S  d o l l a r  a t  a  r a t e  o f  1  U S  d o l l a r  =  8 . 3  R M B  
an d  th e r e  i s  mu c h  d i s c us s io n  i n  t h e  US  a s  we l l  a s  J a pan  a bo u t  a  r ev a lua t i o n  o f  t h e  
cu r r en cy .    
  C h i n a’ s  cu r r en t  a ccoun t  has  been  a t  a  s t e ady  su r p lu s  s i nc e  1994  (Tab l e  1 ) .    
A s  f o r e ig n  co mp a n ie s  ha ve  b e en  a c t iv e l y  ex pa n d i ng  i n to  C h i n a ,  d i r e c t  i n v es t me n t  
i n to  t h e  co un t r y  ha s  been  mar k ing  l ev e l s  o f  abo u t  4 0  t o  60  b i l l i on  do l l a r s  ev e r y  y ea r  
s in c e  2 0 00 .   Mor e o v e r ,  w i th  t he  a n t i c i p a t i on  t ha t  t h e  c u r r e ncy  w i l l  b e  r ev a lu e d ,  
t h e r e  h as  b e e n  a  ma ss iv e  in f l ow o f  s pe c u la t iv e  c ap i t a l .   As  a  r e s u l t ,  Ch i na’ s  f o r e i g n  
ex cha n ge  r e se r ve s  ha ve  r i s en  r a p id ly  and  have  g r own  by  206 .6  b i l l i on  do l l a r s  i n  2004  
to  r e ach  6 09 . 9  b i l l i o n  a t  t h e  e n d  o f  t he  y ea r .   T h i s  i s  37% o f  t he i r  no min a l  GDP  an d  
tw ice  t ha t  o f  J ap a n .     

 
Table  1 .   China 's  Balance  o f  Payments   

(as  a  share  o f  nominal  GDP,  %) 
 

Year
Exports of Goods
and Services

Imports of
Goods and
Services

Balance of Trade
of Goods and
Services

Current Account
Balance

1998 25.2 21.2 4.0 3.0
1999 25.3 22.0 3.3 2.7
2000 28.9 26.1 2.8 2.2
2001 27.8 25.2 2.6 2.0
2002 30.6 27.1 3.5 3.4
2003 35.6 32.4 3.2 4.0  

N o t e s :  

1 )  S o u r c e ,  I M F  

2 )  F i g u r e s  i n c l u d e  H o n g  K o n g  

 
 
   Jap a n  a l s o ,  a r o un d  19 71 ,  ha d  a  s t ead y  c u r r e n t  a c c oun t  su r p lu s  a s  t he  
i n t e r n a t i o n a l  c o mp e t i t i v en e s s  o f  co r p o r a t i o n s  w as  en h an c e d ,  a n d  t r ad e  f r i c t i o n  w i t h  
t h e  U S  h ad  be c o me  m or e  s e r io us .   D es p i t e  t h e  s t r i c t l y  con t r o l l e d  e x ch an g e  r a t e ,  
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t h e r e  w a s  a  ma ss iv e  i n f lo w  o f  cap i t a l  i n  a n t i c ip a t i o n  o f  a  y en  r e v a lu a t i o n ,  an d  t h e  
f o r e ig n  ex ch a ng e  r e s e r ve s  b a l l o on e d .   E ven  i f  t h e  e co n o my  w e r e  ov e r h e a t ed ,  t h e  
B an k  o f  J a p a n  w as  p u t  i n  t h e  d i f f i cu l t  s i t u a t i o n  o f  n o t  b e in g  a b l e  t o  r a i s e  t h e  i n t e r e s t  
r a t e  a s  t h i s  w o u l d  i n v i t e  mor e  ca p i t a l  i n t o  J ap a n .    
  J a pan  d i d  no t  r a i s e  i n t e r e s t  r a t e s  b e tw een  19 71  an d  19 73  a s  t h e i r  p r io r i t y  was  
to  av o id  a  r eva l u a t i o n  o f  t h e  c u r r enc y .   As  a  r e su l t ,  J a pa n  s u f f e r ed  f r o m l a r ge - s c a l e  
i n f l a t i on .   Co nsumer  p r i c es  r o se  by  52% b e t w ee n  1 9 7 2  a n d  1 9 7 5 .   T h o u g h  t h i s  w as  
du e  i n  pa r t  t o  t h e  f i r s t  o i l  s h o ck ,  t h e  e f f e c t s  o f  t h e  i n c r e as e  i n  i mp o r t  c o s t s  w e r e  n o t  
t h a t  g r ea t  on  do mes t i c  p r i ce s .  

As  p r e s s u r e  mo u n t s  f o r  t h e  RM B t o  ap p r e c i a t e ,  i n  o r de r  f o r  t h e  P eop l e’ s  B an k  
o f  C h in a  ( P BOC,  Ch i na’ s  Cen t r a l  B an k)  t o  ma in t a in  t h e  f i x ed  ex chan ge  r a t e  w i th  t h e  
U S  d o l l a r ,  t h e  P BO C  mus t  i n t e r v e n e  in  t he  f o r e i g n  e x c ha n g e  m a r k e t  a n d  b u y  d o l l a r s  
an d  s e l l  R MB.   Ho w e v er ,  s e l l i n g  th e  RM B i n c r ea s e s  t h e i r  mo ne t a ry  base ,  and  t h i s  i s  
t an t amo u n t  t o  imp l e men t ing  a  mone t a r y  ea s in g  me asu r e ,  a l on g  t h e  l i ne s  o f  t h e  
l o w er in g  o f  i n t e r e s t  r a t e s .    
 
  Los s es  o n  n egat iv e  s p r ead s ,  t h e  P BO C’ s  q u and ary  

As  t he  eco no my  i s  ap pea r ing  t o  be  ov e r h e a t i n g  l a t e ly ,  t h e  P BO C has  b een  
ab s o rb in g  t h e  mo n e t a ry  ba s e  t h r ou gh  s e l l i n g  o pe r a t i o ns  o f  gov e r n men t  bo n ds .   T h i s  
i s  o t he r w i s e  k no w n  as  “ s t e r i l i z e d  i n t e r v e n t io n” .   Ho w e v er ,  a s  t hey  ha ve  b ou gh t  
hu g e  a mo u n t s  o f  do l l a r s  t h r o ug h  ma r k e t  i n t e r v en t io n ,  t he  P B O C d o e s  n o t  ha v e  
ad e qu a t e  g ov e r n me n t  bo nds  f o r  i t s  s e l l i n g  o pe r a t i ons ,  an d  f r o m 2 00 2  h as  h a d  t o  i s su e  
sh o r t - t e r m se cu r i t i e s  an d  s e l l  t h e m t o  b a n k s  i n  t h e  f i n an c i a l  ma r ke t s .   T h e  
ou t s t a n d i n g  a mo u n t  a t  t h e  e nd  o f  f i s c a l  20 04  has  r i s e n  t o  1 . 1  t r i l l i on  R M B,  an d  i s  
eq u iv a l e n t  t o  24%  o f  t h e  f o r e ig n  r e s e r v es  h e ld  by  th e  P BO C.    
  T h i s  i s  mu ch  th e  s a me  s i t u a t i on  a s  o c cu r r e d  i n  1 97 1  wh en  J a pan  w as  f ace d  
w i th  a  ma s s i ve  c ap i t a l  i n f l ow .   The  B an k  o f  J ap a n  d i d  n o t  ha v e  ad e qu a t e  m e ans  t o  
co n du c t  s e l l i ng  op e r a t i o ns ,  and  ha d  t o  abs o r b  exces s  y en  fun ds  by  i n t r o du c in g  
b i l l - s e l l i ng  op e r a t i o ns .     
  T he  P B O C i s  n ow  in v e s t i n g  i t s  h ug e  f o r e i gn  e x ch an g e  r e se r v e s  i n t o  U S  
go v e r n me n t  b on ds .   A s  t he  i n t e r e s t  r a t e s  i n  t he  C h i n es e  f i n a nc i a l  mar k e t s  a r e  h i gh e r  
t han  i n  t he  US ,  t he  P BOC i s  bo r r owing  a t  h i gh  r a t e s  an d  l e nd in g  a t  l ow  r a t e s  and  t hu s  
i n cu r r ing  a  l o s s  t h rou gh  neg a t i v e  sp r eads .   T he r e  i s  ob v io us ly  an  i n con s i s t en cy  i n  
t h i s  p i c tu r e  o f  Ch i n a’ s  c e n t r a l  ban k  –  t h a t  o f  a  cou n t ry  s t i l l  d e v e lo p in g  –  t o  b e  
expo r t i ng  cap i t a l  t o  t he  US  wh i l s t  i n cu r r i ng  a  l o s s .  

 M or eo v er ,  C h i na’ s  mo n e t a r y  p o l i c i e s  a r e  i n c o n s i s t en t  i n  t h a t  t h e r e  c an n o t  
b e  a  b a l a n c e  b o th  i n t e r n a l ly  an d  e x t e r n a l l y .   I n  t e r ms  o f  t h e  a c t u a l  e c o n o my  as  i t  
cu r r en t l y  s t a n d s ,  t h e  r a t e  o f  i n f l a t i o n  i s  g r a d u a l l y  ac c e l e r a t i n g ,  t h e  i n v es t m e n t  b o o m  
i s  e x p an d i n g ,  an d  a  h i k e  i n  i n t e r e s t  r a t e s  i s  c a l l e d  f o r .   H o w e v e r ,  i n c r e a s in g  i n t e r e s t  
r a t e s  me a n s  t h a t  t h e r e  w i l l  b e  s t r o n g e r  p r e s s u r e  f o r  c ap i t a l  t o  f l ow i n t o  t h e  c o u n t r y .   
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Thus ,  i n t e r e s t  r a t e  h ik es  h av e  be e n  k e p t  a t  a  mi n i mu m,  an d  to  r e s t r a i n  i n v es t me n t ,  
ad mi n i s t r a t i v e  me a s u r es  s u ch  a s  r e s t r i c t i on s  on  l an d  u s e ,  an d  r e in f o r c in g  c r ed i t  
r a t i o n in g  a r e  be ing  imp l e men ted .  
  How e v e r ,  t h i s  r e s u l t s  i n  a  r e du c t i o n  o f  bo th  e f f e c t i v e  and  non - e f f e c t i v e  
i n v es t me n t ,  an d  t h us  c r ea t e s  a  d i s to r t i on  i n  r e s ou r ce  a l l o ca t i o n .   Moreov e r ,  a s  R M B 
fu nds  a r e  acq u i r e d  w i th ou t  c r ed i t  r a t i on in g ,  w e  hav e  ev en  s ee n  t h e  ca s e  w h e r e  
un n ec e s s a r y  d i r e c t  i n ve s t me n t  f r o m ab r o a d  w as  b r o u gh t  i n .   I n  ad d i t i on ,  r e s t r i c t i on s  
i n  l a nd  u s e  w i l l  enh an c e  t he  d i s to r t i on  i n  r e sou r ce  a l l o ca t i on  when  t he  r e s t r i c t i o n s  
a r e  l i f t e d ,  a s  ex c e s s iv e  i n v e s t me n t  ma y  o c c ur ,  an d  th e r e  w i l l  b e  r u s h  i n v es t me n t  i f  
t h e r e  i s  an t i c ipa t i o n  t ha t  t h e  r e s t r i c t i ons  cou ld  b e  imp l eme n ted  ag a in .  

 
  F i x e d  e x ch a n g e  r a t e  c u r b s  e f f e c t i v en es s  o f  m o n et ary  p o l i c y  

 F r o m t h e  pe r s p e c t i ve  o f  ma n a g i ng  th e  mo n e t a r y  po l i cy ,  t he  Ch in es e  s ho u l d  
ma i n t a in  t h e  r e a l  i n t e r e s t  r a t e  a t  a  p o s i t i v e  l e v e l  s o  t h a t  i n t e r e s t  r a t e s  ca n  fu n c t io n  to  
a l l o ca t e  r e s ou r c es .   How e v er ,  a s  t h ey  a r e  r e q u i r ed  to  ma i n t a in  t h e  f i x e d  e xc h a n g e  
r a t e  s y s t e m,  t h ey  a r e  n o t  i n  a  p o s i t i o n  t o  u se  mo n e t a r y  p o l i cy  e f f e c t i v e ly .    
 E co n o mi s t  R ob e r t  Mun d e l l  i n  h i s  w or ks  a bo u t  i n t e r na t i o na l  mo ne t a r y  po l i c y ,  
p r op os es  an  “ i mp oss ib l e  t r i n i t y”  ( F igu r e  1 )  t ha t  s t a t e s  t ha t  a  coun t r y  canno t  have  a l l  
t h r e e  o f  t h e  f o l l o w i n g :  1 )  a  f i x ed  e x c h a n g e  r a t e ,  2 )  f r e e  ca p i t a l  mov e me n t ,  an d  3 )  a n  
in d ep e nd e n t  mo n e t a r y  po l i cy.   I f  1 )  and  2 )  a r e  a c h i e ve d ,  a  ma ss i ve  m ov e me n t  o f  
c ap i t a l  ca n  oc c u r ,  a nd  th e  co un t r y  i s  no t  a b l e  t o  i nd e p en d en t ly  c on t r o l  i n t e r e s t  r a t e s .    
  C h i na  h as  pe g ge d  t h e  RM B t o  t h e  U S  do l l a r ,  a nd  h as  an  in d ep e nde n t  mo n e t a r y  
p o l i cy .   How ev e r ,  t h e y  h a v e  s t r i c t  r e s t r i c t i o n s  o n  t h e  f l o w  o f  i n t e r n a t i o n a l  c ap i t a l .   
Y e t ,  a s  t h e  e c o n o my  de v e lo ps ,  t h e  e f f e c t iv e ne s s  o f  fo r e i gn  e xc h an g e  c on t r o l s  w i l l  
be c o me  d i mi n i s h ed .   T he  r ea s o n  t ha t  l a r g e  a mo u n t s  o f  c a p i t a l  f l ow ed  in t o  J a pa n  i n  
19 71  des p i t e  t h e  co n t r o l s  o n  fo r e ign  e x ch ang e ,  i s  t h a t  co rp o r a t i ons  and  f in a n c i a l  
i n s t i t u t i o n s ’  a c t i v i t i e s  b e ca me  mo r e  “ i n t e r n a t i o n a l ” .   F o r e ig n  s u bs id i a r i e s  an d  
b r an ches  o f  J ap a nes e  co mp a n ie s  p r ocu r ed  fun d i ng  f r o m a b r o a d  an d  se n t  t h e s e  fun ds  
b a c k  t o  H e ad  O f f i c e .   T h e  s i t u a t i o n  i n  C h in a  i s  v e r y  s i mi l a r  t o  t h i s  o n e .    
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Figure  1 .  Robert  Mundel l ' s  Impossible  Trini ty  
On ly  t wo  o f  the  t h ree  c an  b e  a ch i ev ed  a t  an y  g iv en  t ime  

Free flow of capital

Fixed exchange
rate system

Independent
monetary policy

 

 
  

  I f  t h e  f l o w  o f  c a p i t a l  i s  l i b e r a l i z e d ,  t h en  e i t h e r  t h e  f i x ed  ex c h a n g e  r a t e  
sy s t e m o r  mo n e t a r y  po l i cy  mu s t  b e  a ba n do n ed .   A n  e co no my  as  l a r g e  a s  C h in a’ s  
c an no t  a f f o r d  no t  t o  ha v e  a n  i nde p en d en t  mo n e t a r y  po l i cy ,  and  so  t hey  ha ve  no  o t he r  
ch o ice  bu t  t o  a l l ow  mor e  f l e x ib i l i t y  i n t o  t h e  f o r e i g n  e x c h a n g e  m ar ke t .    
 I f  t he y  cho os e  to  m a in t a i n  t he  f i x e d  e x c ha n ge  r a t e  sy s t e m b u t  h av e  s ma l l ,  f r e qu e n t  
r ev a l u a t i o n s ,  t h e n  t h ey  r i sk  h e i g h t en i n g  an t i c i p a t i o n  o f  a  f u tu r e  r ev a lu a t i o n  a n d  
c r e a t e  a  h u g e  c a p i t a l  i n f lo w .   T h e  c u r r e n cy  po l i c y  t ha t  Ch in a  ca n  t a ke  a t  t h i s  
mo me n t  w ou ld  en t a i l  t h e i r  p eg g in g  t h e  R MB ag a i ns t  a  cu r r en c y  ba sk e t  o f  U S  do l l a r s  
an d  E ur os ,  we i gh t ed  by  the i r  s ha r e s  o f  t r ad e ,  an d  t he n  e s t a b l i s h  a  w id e  ba n d  –  o f  
ab o u t  10 - 1 5%  - -  i n  w h i c h  i t  c o u ld  f l o a t .    
  I f  t h e  R M B were  r e va l ued ,  t h en  t h i s  w ou ld  b e  a  po s i t i v e  f a c to r  f o r  t h e  
co mp e t i t i v en e s s  o f  J ap a n  to  C h in a .   H ow e v er ,  a s  a  r e su l t ,  t h e r e  w i l l  b e  p r e s s u r e  f o r  
t h e  y e n  to  ap p r ec i a t e  a g a i n s t  t h e  d o l l a r .   T h i s  i s  b e c au s e  r e v a l u a t in g  t h e  Ch i n e s e  
cu r r en cy  w ou ld  h a v e  t he  e f f e c t  o f  e xp a n d in g  Ja p an’ s  cu r r en t  a cc oun t  su r p lu s .     
 I n  f i s c a l  20 03 ,  t h e  mo n e t a ry  au tho r i t i e s  i n  J ap a n  i n t e r ve n ed  i n  t h e  f o r e ig n  e x ch a ng e  
mar k e t  an d  s o ld  33  t r i l l i on  y en  fo r  do l l a r s  i n  f i s ca l  20 03 .   T h i s  w as  a  mu ch  l a r g e r  
amo u n t  t h an  t he  c u r r en t  a cco u n t  s u r p lu s  o f  t h a t  y e a r  (o f  17  t r i l l i on  y en ) ,  and  w a s  
eq u iv a l e n t  t o  6 . 5% o f  t he  n o mi n a l  G D P .    W e c an  s e e  t h a t  t h e  g o v e r n m e n t  w as  
ke e p i n g  t h e  y en  a t  a  r e l a t i ve ly  l ow  l ev e l  t o  h e lp  ma i n t a in  t h e  e co n o mi c  r e co v e r y ,  an d  
t r y ing  t o  p u l l  t h e  ec o no my  o u t  o f  d e f l a t i o n .    
  I n  f i s c a l  2 00 3 ,  t he  y en  b eg an  a t  1 19  y en  t o  t h e  do l l a r  an d  by  Mar ch  20 0 4 ,  i t  
had  ap p r ec i a t ed  t o  10 3  y e n .   T h e  ma ss iv e  i n t e r v en t io n  was  no t  a b l e  t o  h a l t  t h e  
ap p r ec i a t i o n  o f  t h e  y en ,  a l t h ou gh  i t  i s  t h ou gh t  t h a t  i t  was  e f f e c t i ve  i n  p r even t in g  a  
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f u r t h e r  a p p r e c i a t i o n  o f  t h e  y en .   I n  t h e or y ,  t he  f l u c t u a t i o n  in  t h e  e x ch a n g e  r a t e  
sho u ld  b e  ex p la i ne d  by  the  su m o f  t h e  a c cu mu l a t e d  cu r r en t  a cc ou n t  b a l a n c e  an d  th e  
a cc u mu l a t e d  d i r e c t  i nve s t me n t  b a l a n c e ,  t h e  c ha ng e  i n  t he  f o r e i g n  ex ch a ng e  r e s e r v es  
( eq u i v a l en t  t o  t h e  i n t e r v en t io n  in t o  t he  fo r e ign  e xch an g e  ma r ke t ) ,  and  t h e  r ea l  
i n t e r e s t  r a t e  d i f f e r en t i a l .   F r om J an u a ry  200 3  t o  Mar ch  2 00 4 ,  t h e  fo r e ig n  ex ch a n ge  
r e se r v e s  i n c r e as ed  b y  a b o u t  3 3 0  b i l l i o n  d o l l a r s  an d  a s  t h i s  r ed u c es  t h e  ac c u mu l a t e d  
ba l an c es  b y  t ha t  s a me  a moun t ,  w e  b e l i e ve  t h a t  t h e  i n t e r v e n t i o n  h ad  t h e  e f f e c t  o f  
keep in g  t h e  y en  r a t e  do wn  by  20%  ( F igu r e  2 ,  Tab l e  2 ) .    

 
 

Figure  2 .  Japan's  accumulated current  account  and direct  investment  
balance ,  and fore ign exchange  reserves .  

(Accumu la ted  ba lances  d iv id ed  by  nomina l  GD Ps  o f  7  major countr ie s ,  
indexed ,  and  on  a  quarter ly  b as i s . )  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

S o u r c e :  " B a l a n c e  o f  P a y m e n t s  M o n t h l y " ,  B a n k  o f  J a p a n ,  o t h e r  

Source: "Balance of Payments Monthly", Bank of Japan, other
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Table  2 .  Ef fects  on  Real  Exchange  Rates  o f  Real  Interest  Rate  
       D i f ferent ia l s ,  and Accumulated Current  Account  and  

Direct  Investment  Balances  
 

1% real interest rate
differential

10 billion dollar surplus for
Japan

April-June
of 1973

1.25 10.90

April-June
of 2004

1.70 0.63
 

N o t e :  Y e n  s e l l i n g - d o l l a r  b u y i n g  m a r k e t  i n t e r v e n t i o n  h a s  t h e  

s a m e  e f f e c t  a s  r e d u c i n g  J a p a n ' s  c u r r e n t  a c c o u n t  s u r p l u s .  

 

 
  A t  t h e  t i me ,  f i s c a l  a n d  mo n e t a r y  p o l i c i e s  w er e  i n e f f e c tu a l ,  a n d  t h e  ma ss iv e  
i n t e r v en t io n  by  Ja p a n  t o  s us t a in  t h e  e co no mi c  r e c ov e r y  wa s  co ns id e r e d  t h e  o n l y  
a l t e r n a t i v e ,  e v e n  b y  o v e r s e as  a u t h o r i t i e s  t h a t  g av e  th e i r  t a c i t  app r o v a l .   H owe v er ,  
t h e  d e f l a t i on  s i t ua t i o n  impr o v e d  a f t e r  2003  wh en  J ap a n  ach i eved  a  r e l a t i v e ly  h ig h  
r a t e  o f  r e a l  e c on o m i c  g r o w t h  an d  th e  G D P  de f l a to r  –  an  i n d i ca to r  t h a t  sho ws  t h e  
co mpr e h en s iv e  d o me s t i c  p r i ce s  –  f e l l  by  on ly  0 .3%  ove r  t h e  p r ev io us  y ea r  i n  t h e  
O c t ob e r - D e ce mb er  qua r t e r  o f  2 00 4 .   Thu s ,  wi th  J ap an’ s  cu r r e n t  e co no mi c  s i t ua t io n ,  
a  ma ss iv e  i n t e r v en t io n  s i mi l a r  t o  t h a t  i n  f i s ca l  2 0 0 3  wou l d  v e r y  l i k e ly  b e  me t  w i t h  
mor e  r e s i s t an c e  i n t e r n a t i o n a l ly .    
  I f  t he  R M B p e g  t o  t h e  US  d o l l a r  i s  e l i m i n a t ed ,  t h e n  ev e n  i f  t h e  d o e s  r i s e  
ag a in s t  t he  do l l a r ,  a  mas s i ve  i n t e rve n t i on  w i l l  n o t  l i ke ly  be  p o ss i b l e .   J a pan  mu s t  b e  
co g n i z a n t  o f  t he  f a c t  t ha t  t h e  way  Ch i n a’ s  ma n a g e s  i t s  fo r e i g n  e x ch a n g e  r a t e  w i l l  
h a v e  g r a v e  e f f e c t s  o f  J a p a n’ s  e c o n o mi c  p o l i c i e s  a s  w e l l .  

 


