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The Downside Risks in the Japanese Economy 

– Return of Deflation and an Appreciating yen 
 
Th is  paper,  16 th  Repor t  o f  the  F inancia l  Marke ts  Group  of  the  Japan  

Center  fo r  Economic  Research  ( JCER) ,  demonst ra tes  downside  r i sks  for  the  
Japanese  economy:  the  poss ib i l i ty  of  ge t t ing  back  to  the  def la t ionary  
env i ronment  and  the  poss ib i l i ty  of  the  apprec ia t ing  yen .   
 

Measur ing  the  ou tput  gap ,  i .e . ,  the  dev ia t ion  of  ac tua l  ou tpu t  f rom 
s ta t i s t i ca l ly  es t imated  non-acce lera t ing- in f la t ion  level  o f  po ten t ia l  ou tpu t  
(F igure  1) ,  th i s  paper  f inds  the  unclear  s ignal  o f  a  fu ture  r i se  in  p r ices .  In  
the  case  of  the  outpu t  gap  measured  by  us ing  the  Ph i l l ips  cu rve  tak ing  
expected  in f la t ion  in to  account ,  h i t t ing  i t s  bo t tom for  the  4 th  quar te rs  o f  
2001,  the  ou tput  gap  has  exhib i ted  a  pos i t ive  t rend  bu t  nega t ive  un t i l  the  3 rd  
quar te r  o f  2006 .  The  ou tpu t  gap  for  the  4 th  quar te r  o f  2006  jus t  tu rns  
pos i t ive .  Given  the  d i ff i cu l t ies  in  measur ing  the  ou tpu t  gap ,  i t  i s  too  ear ly  to  
asser t  whether  the  ou tpu t  gap  i s  t ru ly  pos i t ive  or  no t  and  su ff ic ien t ly  la rge  or  
no t .  I t  i s  a l so  too  ear ly  to  asser t  whether  the  def la t ion  i s  over  o r  no t .  
Def la t ion  s t i l l  can  be  back  in  Japan .  
 

Figure  1:  Est imat ions  o f  GDP Gap 
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N o t e :  S h a d e d  a r e a  d e n o t e s  r e c e s s i o n .  
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The fu ture  yen’s  r i se  would  a l so  r i sk  the  Japanese  economy.  F igure  2  
d i splays  the  es t imat ion  resu l t s  o f  the  yen /do l lar  exchange  ra tes  ( index)  
regressed  on  the  rea l  in te res t  ra te  d i ffe ren t ia l  and  the  sum of  the  
accumula ted  cur ren t  account  and  the  accumula ted  ne t  d i rec t  inves tmen t  as  a  
share  o f  the  wor ld  GDP.  I f  rea l  in teres t  d i ffe ren t ia l s  be tween  Japan  and  the  
US decrease  by  one  percen t  po in t ,  the  yen  would  become more  a t t rac t ive  
re la t ive  to  the  do l lar  and  i t  would  r i se  by  1 .73%.  The  h ike  of  shor t  t e rm 
in te res t  ra tes  by  the  Bank  o f  Japan  cou ld  t r igger  a  shock  in  the  FOREX 
marke ts ,  a l though  the  yen/do l la r  exchange  ra tes  have  hovered  near  the  
h i s to r ica l  low leve l  in  the  las t  20  years .   
 

Figure  2:  Est imates  of  the  Yen/Dol lar Rate  Index  
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The  fu ture  apprec ia t ion  of  the  yen  and  deprecia t ion  of  the  US dol la r  

would  a l so  t ake  p lace  by  o ther  reasons :  growing  g loba l  imbalances ,  fo re ign  
exchange  reserves’ swi tching away f rom the  US do l la r  to  o ther  cu r renc ies ,  
and  a  poss ib le  fu ture  recess ion  of  the  US economy.  Curren t  g lobal  
imbalances  re fe r  to  the  combina t ion  o f  the  huge  US cur ren t  account  def ic i t  
and  the  cor responding  curren t  account  surp luses  o f  o ther  coun t r ies  inc luding  
Japan ,  China ,  and  o i l  expor t ing  count r ies .  Those  count r ies  have  sus ta ined  the  
recen t  l a rge  US cur ren t  accoun t  def ic i t .  Those  coun t r ies  would  rap id ly  s ta r t  
d ivers i fy ing  away  f rom the i r  asse t s  in  te rms  of  the  US dol la r,  once  the  US 
economy en ters  in to  a  recess ion  and  the  US in teres t  ra tes  s ta r t  fa l l ing .  In  
add i t ion ,  more  s t ruc tura l  ad jus tment  o f  g lobal  imbalances  has  been  t ak ing  
p lace .  The  la rge  share  o f  fo re ign  reserves  in  the  wor ld  has  been  s t i l l  he ld  in  
the  US dol la r ;  however,  the  share  has  s ta r ted  shi f t ing  away  f rom the  US 
do l la r  to  the  Euro .  The  composi t ion  o f  Euro  in  wor ld  to ta l  o ff ic ia l  fo re ign  
exchange  reserves  accounts  for  25% for  the  3rd  quar te r  o f  2006 .  
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Japan  i s  cu rren t ly  in  a  de l ica te  s i tua t ion .  Japan’s  economic  recovery  
has  been  g radual ly  go ing  on,  bu t  consumer  p r ice  in f la t ion  has  been  kep t  a t  a  
low level .  The  count ry  has  been  becoming  heal th ie r,  escap ing  f rom a  severe  
def la t ionary  t rap ,  and  normal iz ing  the  level  of  in te res t  r a tes .  Those  fac tors ,  
however,  can  resu l t  in  an  apprec ia t ion  o f  the  yen tha t  can  have  negat ive  
impacts  on  the  economy.   
 

The  BOJ would  lose  cons iderab le  c redib i l i ty  in  the  markets  by  the  
change  in  the  gu idel ine  fo r  money marke t  opera t ions  of  February  21 .  In  the  
above  ment ioned  economic  env i ronment ,  the  BOJ has  ra ised  i t s  key  
shor t - te rm in te res t  ra tes  to  0 .5%.  One  of  the  mos t  impor tan t  ob jec t ives  of  the  
BOJ i s  the  pursu i t  o f  pr ice  s tab i l i ty,  so  tha t  i t  i s  na tura l  fo r  the  BOJ to  ra i se  
the  shor t - te rm in te res t  ra tes  wi th  fears  o f  expected  in f la t ion .  Now the  ou tput  
gap ,  however,  i s  jus t  above  zero ,  and  the  core  consumer  pr ices  a re  fa l l ing  
s l igh t ly.  One  o f  the  condi t ions  of  l i f t ing  the  quan t i ta t ive  eas ing  monetary  
po l icy  was  the  core  CPI  growth  becoming  equa l  o r  above  0% on  average  over  
severa l  months .  The  quan t i ta t ive  eas ing  monetary  po l icy  was  l i f ted  about  a  
year  ago ,  and  th is  t ime  the  BOJ has  ra ised  in te res t  ra tes  whi le  i t  has  s t i l l  
been  doub t fu l  whether  even  the  above cond i t ion  has  been  met .  Ques t ions  
would  be  ra i sed  abou t  the  ac t  o f  the  Bank  of  Japan .  


