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Accelerating Deflation and Monetary Policy 
 

 
S u mm a ry  
 

D e f l a t i o n  i s  p r o ce e d i n g  a t  an  a c ce l e r a t e d  pac e  du e  t o  t h e  w id e n ing  d e f l a t i o n a r y  
G D P ga p .  E l i mi n a t i n g  d e f l a t i on  th r o ug h  e co n o mi c  s t i mu l us  by  in c r e as in g  th e  i s s u an c e  
o f  go v e r n me n t  b on d s ,  o r  an  i n c r e as e d  a mo u n t  o f  buy i n g  op e r a t i o ns  b y  the  B a n k  o f  
J a pa n  ( B O J )  i s  v e r y  d i f f i c u l t  i n  t h i s  e c on o mi c  e nv i r on me n t .  We  ne e d  to  l oo k  a t  n e w  
an d  c r ea t i ve  me asu r e s  su c h  a s  t h e  b uy ing  ope r a t i on s  o f  s t oc ks  o r  r ea l  e s t a t e  by  BOJ .  
F u r th e r,  i f  t h i s  a l s o  f a i l s  t o  e l i mi n a t e  d e f l a t i o n ,  t h e n  w e  w i l l  n e e d  t o  c o n s i d e r  s o m e  
mor e  po w e r f u l  me a s u r es  s u ch  a s  l evy in g  a  t ax  o n  c a s h  an d  d ep os i t s  ( i n  e f f e c t  a  
n e g a t i v e  i n t e r e s t  r a t e  p o l i cy ) .    
 
 
 

A c c or d i ng  to  J a p an ’s  G D P ( g r os s  d o me s t i c  p r od u c t )  de f l a t o r  - -  a n  i n d i c a t o r  o f  
t h e  p r i c e  c h a ng es  i n  t h e  e co no my  as  a  w ho l e  - -  p r i c e  l e v e l s  be g an  to  d e c l i ne  f r o m  
ab o u t  1 99 4 .  I t  h as  b e e n  c l o s e  t o  t en  y e a r s  s in c e  t he n .  I f  we  t a k e  aw ay  th e  e f f e c t s  o f  
t h e  h i ke s  i n  t he  cons u mp t io n  t ax ,  t h en  t h e  GDP de f l a to r  h as  f a l l en  by  a  t o t a l  o f  ab ou t  
10% in  t h i s  t i me .    

I n  t h i s  f i n an c i a l  r e p o r t ,  w e  e s t i ma t e  ho w d e f l a t i o n  m ay  a c c e l e r a t e  i n  t h e  f u t u r e  
by  f i nd ing  t h e  f unc t i on  b e twe e n  t h e  G DP gap  ( d i f f e r en c e  be tween  ac tu a l  GDP an d  
p o t en t i a l  G D P,  i f  t h e  fo r mer  i s  l ow er  t h a n  t he  o th e r,  t h a n  th e  ga p  i s  d e f l a t i on a r y )  t ha t  
i s  t h e  ca u s e  o f  d e f l a t i o n ,  a n d  p r i ce  c h a n g e s .  T h e n ,  w e  ex a mi n e  t h e  mo n e t a r y  p o l i c i e s  
t h a t  we r e  imp l e men ted  a f t e r  t he  bu r s t  o f  t he  econ o m ic  bu bb le  t o  f i nd  why  the  ea s ing  
o f  mo n e t a r y  po l i cy  by  t he  Ban k  o f  J ap a n  ( BOJ)  h a s  b een  un ab l e  t o  s t e m d e f l a t i on .  

   
Def l a t ionary  Gap ,  Now abou t  25  t r i l l i on  yen  
     We  exa mi n ed  t he  r e l a t i o n sh i p  b e tw een  p r i c e  changes  an d  t he  GDP Gap  i n  t h e  
19 90s ,  an d  we  f ound  t ha t  e v en  un d e r  t h e  s a me  env i r on men t  o f  a  d e f l a t i on a r y  gap ,  
p r i ce s  w er e  r i s i ng  i n  t he  f i r s t  ha l f  o f  t h e  199 0s  an d  f a l l i ng  i n  t h e  s eco nd  h a l f ,  and  
t h e r e  w a s  a  d i f f e r e n c e  i n  t h e  a c c e l e r a t i o n  o f  p r i c e  c h an g es .    

We  s e p a r a t ed  t h e  da t a  i n t o  p e r i ods  w he n  p r i c e  c h an ge s  w er e  p os i t i v e  a nd  w h e n  
th ey  wer e  neg a t i v e  t o  co nd u c t  ou r  e s t ima t e s .  We  fo un d  th a t  a l t h ou g h  in  bo th  p e r io d s  
t h e  d e f l a t i on a r y  gap  wa s  o f  t h e  s a me  s c a l e ,  t h e  p r i ce  ch a ng e s  in  t h e  l a t t e r  pe r io d  
acc e l e r a t e d  a t  a  r a t e  o f  ab ou t  on e - f ou r th  t h a t  o f  t h e  f i r s t  pe r i od .  T h i s  can  b e  
exp l a ined  by  t he  f a c t  t ha t  f o r  c o mp an i es  w i th  e x c es s  l ab o r,  i t  i s  e a s i e r  t o  l o w er  t h e  
r a t e  o f  wa ge  in c r e a s e  r a t h e r  t h an  e xp an d  th e  r a t e  o f  wa g e  d e c r e as e .    

A s  w e  s e e  i n  F i g u r e  1 ,  a f t e r  t h e  G D P g ap  mar ke d  t h e  l a rg e s t  l ev e l  w e  h a v e  
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meas u red  he r e  du r in g  t h e  b ub b l e  pe r i o d  a t  a n  i n f l a t i on a r y  gap  o f  2 . 3%,  i t  ha s  b e en  on  
a  s t eady  de c l i n ing  t r en d ,  a nd  i t  i s  now a t  a  7 . 0  p e r cen t age  po in t s  l ow e r  l eve l  t h an  t h e  
p e a k .  T h e  s i ze  o f  t h e  d e f l a t i o n a r y  g ap  i s  n ow  4 . 8 %  a n d  a mo u n t s  t o  2 5  t r i l l i o n  y en .  I n  
t h eo ry,  i f  we  wer e  t o  f i l l  t h i s  ga p  fu n d e d  b y  a  t ax  c u t ,  t h e n  w e  w o u l d  n e ed  a  
pe r ma n e n t  t ax  cu t  o f  a t  l e a s t  t h e  s ca l e  o f  t h e  ga p  i t s e l f ,  w h ich  i s  2 5  t r i l l i on  y en .  I n  
t h e  cu r r en t  s i t u a t i on  wh e re  n a t io n a l  t ax  r e v e nu e  i s  on ly  abo u t  42  t r i l l i o n  y e n ,  t h i s  
w o u l d  b e  i mp o s s i b l e .    

Acc o rd ing  t o  t h e  r e s u l t s  o f  o u r  f o r eca s t  o f  p r i c e  ch an ge s ,  t h e  G DP de f l a to r  w i l l  
co n t in ue  t o  f a l l  w i th  t h e  g r ow ing  G DP gap .  I n  t h e  O c to be r- D e c e mb er  qu a r t e r  o f  20 04 ,  
p r i c es  w i l l  f a l l  o v e r  t h e  p r e v io u s  q u a r t e r  a t  a n  a nnua l i z e d  r a t e  o f  3 . 5%.  Th i s  c u r r en t  
d e f l a t i o n  i s  q u i t e  s ev e r e ,  an d  t h e  r a t e  o f  d e f l a t i o n  w i l l  c o n t i n u e  t o  a c c e l e r a t e  u n d e r  
cu r r en t  c i r cu ms t a n c e s .  Eve n  i f  t h e  go v e r n me n t  w er e  ab l e  t o  f i l l  t h e  g ap  c o mp l e t e l y  
w i th  f i s c a l  spen d in g ,  t h i s  wou l d  on ly  r e su l t  i n  s t op p ing  t h e  r a t e  o f  a c ce l e r a t i o n  o f  
d e f l a t i o n ,  an d  ac t u a l l y  e l i mi n a t i n g  de f l a t i o n  i s  ex t r e m e ly  d i f f i c u l t .  

 
Figure  1 .  GDP Gap 
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M on e y  su p p l y  me as u re s  in e f f e c t ive  d u e  t o  t h e  L iq u id i t y  Tr ap  

S in c e  J u l y  o f  1 9 9 1 ,  t h e  B O J  h as  l o w er e d  i n t e r e s t  r a t e s  mu l t i p l e  t i me s ,  
imp l emen ted  t h e  ze r o  i n t e r e s t  r a t e  po l i cy  i n  19 99 ,  an d  i n  20 01  wen t  a s  f a r  a s  t o  ad op t  
q u a n t i t a t i v e  e as i n g .  D u e  t o  t h i s  q u a n t i t a t i v e  ea s in g  me a s u r e ,  p r i va t e  f i n an c i a l  
i n s t i t u t i o n s  h a v e  i nc r ea s ed  t h e  ou t s t an d i ng  b a l a n ce s  i n  cu r r e n t  a c co u n t s  t hey  k e e p  
w i th  t h e  BOJ .  Th i s  h as  r i s e n  f r o m th e  4  t r i l l i on  y e n  i t  h a d  b een  p r ev io us ly  t o  20  
t r i l l i on  y en .  Ho wev e r,  a l t ho u gh  th e  mo n e ta r y  bas e  ( t he  t o t a l  o f  c a sh  an d  BOJ  cu r r en t  
a cc ou n t )  ha s  g r e a t ly  i n c r e as ed  t h r ou gh  q u a n t i t a t i ve  e as in g ,  l e n d in g  h as  no t  exp a nd e d ,  
an d  n o m i n a l  G D P c o n t i n u es  t o  d e c l i n e .  
     I n  F igu r e  2 ,  w e  see  t h e  r e l a t i ons h i p  be tween  t h e  mo ne t a ry  ba s e  and  s ho r t - t e r m  
in t e r e s t  r a t e s .  We  o b s e r v e  th a t  t h e  mo n e t a r y  ba s e  a s  a  s ha r e  o f  no mi n a l  G D P w as  
ab o u t  7 - 9 %  be f o r e  t he  ze ro  i n t e r e s t  r a t e  po l i cy,  bu t  t h i s  ha s  g r own  unde r  t h e  ze ro  
i n t e r e s t  r a t e  p o l i t y  an d  w h i l e  n o mi n a l  i n t e r e s t  r a t e s  h a v e  f a l l en  t o  z e r o ,  t h e  r a t i o  h a s  
co n t i n ue d  to  i n c r e as e  and  i s  n o w  a bou t  1 8% .  J ap a n ’s  e c on o my  i s  i n  a  l i qu id i ty  t r ap  
wh e r eby  even  wh en  mo n ey  supp ly  i s  i n c r ea s e d ,  i t  d oes  no t  l e ad  t o  de c l i n in g  i n t e r e s t  
r a t e s ,  a n d  th e r e  i s  l i t t l e  e f f e c t  o n  th e  e c o n o my.  E v e n  i f  t he  n o mi n a l  i n t e r e s t  r a t e s  a r e  
a t  z e ro ,  i f  no mi n a l  G DP con t in u es  t o  d e c l i ne  du e  t o  de f l a t i o n ,  t h e  b a d  l o an  s i t u a t i o n  
w i l l  b ec o me  w o r s e  a s  t h e  d eb t  b u r d e n  o f  co mp an i e s  i n c r e a s e  r e l a t i v e  t o  t h e  s a l e s  
r eve n ue  t h ey  ea r n .     

Mor e o ve r,  i f  s ho r t - t e r m i n t e r e s t  r a t e s  f a l l  t o  z e r o ,  t he  e f f ec t s  o f  co n ve n t io n a l  
buy in g  op e ra t i o ns  o f  sho r t - t e r m a s s e t s  w i l l  d e t e r i o r a t e .  E v en  i f  t h r o ugh  mar k e t  
op e r a t io ns ,  s ho r t - t e r m go v e r n me n t  bo n d s  w i t h  z e r o  i n t e r e s t  r a t e s  a r e  e xc h a n g ed  f o r  
b a n k  n o t e s  w i th  z e r o  i n t e r e s t  r a t e s ,  t h i s  w i l l  n o t  r e su l t  i n  any  s t i m u l u s  f o r  t h e  
e co no my.  Q u an t i t a t i ve  e a s in g  f r om i nc r e a s in g  t h e  buy in g  o p e r a t i o ns  o f  l o n g - t e r m 
go v e r n men t  b o nds  may  hav e  l o were d  l o ng - t e r m in t e r e s t  r a t e s  s l i g h t l y,  bu t  t h e  e f f e c t  
o f  t h i s  i s  a l mo s t  a t  i t s  l i mi t .    

I n  o r de r  t o  c o me  u p  w i t h  a  co u n t e r me as u r e  ag a in s t  d e f l a t i on ,  w e  need  t o  
co r r e c t ly  a s s es s  t h e  cu r r en t  e nv i r on me n t  o f  t h e  J a pa n es e  e co no my.  T he  a u th o r s  
be l i ev e  t h a t  c u r r en t l y  t he  J ap a ne s e  e c o n o my  i s  i n  a  c a sh ,  de p os i t  a nd  gov e r n me n t  
bo nd  b ub b l e .  Pe op l e  a r e  s e l l i n g  t he i r  r e a l  a s s e t s  i n  r ea l  e s t a t e  and  s t o cks ,  an d  mo v i n g  
th e i r  f u nd s  i n t o  c as h ,  d ep os i t s  a nd  g ov e r n me n t  b on d s  w h os e  va lu es  a r e  g u a r an t e ed  b y  
th e  g ov e r n me n t .  H o we v er,  t he  c r ed i t w or th i ne s s  o f  t h e  go v e r n me n t  i n  que s t i on  i s  
de c l in i ng  a s  t h e  f i s c a l  de f i c i t  ba l lo o ns .  A l th o ug h  t he  g o ve r n me n t  may  be  h e a d i ng  
t o w ar ds  bank r u p tcy  i f  t h e  s i t ua t i o n  i s  n o t  co r r ec t ed ,  peo p l e  an d  co mp an ie s  c on t in u e  
to  de p e n d  on  th e  c r e d i t w or t h in e s s  o f  t h e  g ove r n me n t .  Th i s  i n d ee d  i s  a  b ub b l e .    
     The  f i r s t  w ay  o f  r e so l v i n g  t h i s  b ub b l e  s i t u a t i o n  i s  f o r  t h e  BO J  t o  s u pp ly  l a rg e  
qu an t i t i e s  o f  c a sh  ( t h e  s ub j e c t  o f  s p ecu la t i o n ) ,  and  buy  l a rg e  amo u n t s  o f  s t ocks  an d  
r ea l  e s t a t e  t ha t  a r e  c u r r en t l y  be ing  s o ld  o ff .  I n  t h i s  s e r ious  d e f l a t i o na r y  env i r o n me n t ,  
we  b e l i eve  t h a t  t h e  BOJ  s h ou ld  b e  con d uc t in g  buy in g  op e r a t i ons  o f  a bo u t  5  t r i l l i o n  
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y en  pe r  mon th  i n  Ex c h a ng e  Tr a de d  F un ds  ( E TF s) ,  and  R e a l  Es t a t e  I n v es t me n t  Tr us t s  
( REI Ts ) .  I n  o n e  y e a r,  t hey  w o u l d  b e  b uy in g  t h e  e qu iv a l e n t  o f  on e  qu a r t e r  o f  t h e  
mar k e t  v a l ue  o f  t h e  s to c k  mar k e t  i n c l u d i ng  RE I Ts .    

Buy in g  o p e r a t i o ns  o f  t h e  BOJ  t o  b uy  s toc ks  a nd  r e a l  e s t a t e  w i l l ,  n a t u r a l l y,  pus h  
up  t he  s t o ck  and  l an d  p r i ce s  i n  t h e  s h o r t  t e r m.  A n  i n c r e as e  i n  s t o c k  an d  l an d  p r i c e s  
w i l l  i mp r o v e  t h e  b a l an c e  s h e e t s  o f  c o rp o r a t i o ns  an d  h ous eho l ds ,  a nd  w i l l  enh a nc e  
th e i r  c o l l a t e r a l  f o r  l o a n s .  M o r e o v e r,  i t  w i l l  ma k e  t h e  c l e a n i n g  u p  t h e  b a d  l o a n s  mu c h  
e as i e r.  I f  t h e  p eo p l e  c an  r e a l i z e  t h e  me a n i n g l e s s nes s  o f  con t in u ing  t o  d e pen d  o n  t h e  
c r ed i t  o f  t he  go v e r n me n t  t ha t  co n t i n ue s  t o  h a v e  ma s s iv e  bu dg e t  d e f i c i t s ,  t h e  d e f l a t i o n  
w i l l  e n d .    

How e v er,  so  l o ng  a s  peo p le  k ee p  t h e i r  mo ney  in  c as h ,  de pos i t s  and  go v e r n men t  
bo nds ,  a  de f l a t i o n a r y  bubb le  w i l l  b eg in  ag a in .  I f  de s p i t e  l a rg e - s c a l e  b uy in g  
op e r a t i o ns  o f  s t o cks  an d  r e a l  e s t a t e  a f t e r  on e  y ea r  do  n o t  b r ing  ab ou t  any  r e su l t s  i n  
e l i mi n a t i n g  d e f l a t i o n ,  t h e n  t h e  mor e  p o w er f u l  “ n e g a t i v e  i n t e r e s t  r a t e  p o l i c y ”  i s  
nece s s a r y.  B a l ances  o f  f i na nc i a l  a s s e t s  w h o s e  p r i n c ip a l s  a r e  g u a r a n t e ed  b y  t h e  
go v e r n men t  s uc h  a s  ca s h ,  y en  d e pos i t s ,  g o ve r n men t  b on ds ,  go ve r n me n t -b a c ked  bo nd s ,  
l o ca l  go v e r n me n t  b on ds ,  pos t a l  s av ing s ,  an d  pos t a l  l i f e  i n s u ra n c e  s h ou ld  b e  t ax e d  a t  a  
r a t e  o f  t he  de f l a t i o n  r a t e  p lu s  a  marg in .    

I f  t he  g o v e r n me n t  a n n o u n c e s  t h a t  i t  w i l l  t a x  f i n a n c i a l  a s s e t s  an d  k e e p  the i r  
p r o mis e  a s  ma ny  t i mes  a s  i t  t akes  t o  e n d  de f l a t i o n ,  t he n  a s s e t s  w i l l  b e  t r a n s f e r r ed  to  
s t o c k s ,  r ea l  e s t a t e ,  c o r p o r a t e  b o n d s ,  l o a n s ,  f o r e i gn  cu r r e n c i e s  an d  d u r ab l e  go o ds  th a t  
a r e  n o t  t a x ed .  B an ks  a s  w e l l  w i l l  b e g i n  t o  a c t i ve ly  l e nd  mor e  a s  f u nds  t ha t  a r e  k e p t  i n  
cu r r en t  a c co u n t s ,  a t  t h e  B an k  o f  J a p an  w i l l  b e  t a x ed .  I f  f un ds  a r e  t a k en  ou t  o f  ca s h  
an d  go v e r nmen t  b on d s  a nd  i n to  r ea l  a s s e t s  an d  go od s  an d  s e r v i ce s ,  t h e n  t h e  eco no my  
wi l l  ex p an d .  I n  o r de r  t o  t ax  bank  n o t e s ,  t hey  wou ld  hav e  t o  b e  r ep r in t e d  and  a  f e e  
m u s t  b e  l e v i e d  t o  b e  ex c h a n g e d .  T h e  t o t a l  t a x ab l e  a mo u n t  w o u l d  e xc e e d  1 , 5 0 0  t r i l l i o n  
y en ,  c o mpr i s ed  o f  6 0 0  t r i l l i o n  y en  i n  d e p o s i t s ,  2 4 0  t r i l l i o n  y en  in  p o s t a l  s av i n g s ,  a n d  
12 0  t r i l l i o n  y en  i n  pos t a l  l i f e  i n s u ra n c e .  F o r  t he  cu r r e n t  s i t u a t i o n ,  w h er e  t h e  
de f l a t i o n  r a t e  i s  ov e r  2%,  w e  w ou ld  n eed  a  t a x  r a t e  o f  s l i g h t l y  ov e r  t h i s  i n  t he  2 -3 % 
r an g e .   Ta x  r ev e n u e  w o u l d  e x c e e d  3 0  t r i l l i o n  y e n .  S i n c e  c a s h  w o u l d  a l s o  b e  t a x ab l e ,  
t h e r e  w o u l d  b e  n o  n e e d  t o  f r e ez e  d e p o s i t s .    
     H ow ev er,  a  t a x  on  a l l  f i n an c i a l  a s s e t s  i n c l ud i ng  ca sh  w o u l d  in v i t e  ve r y  s t r on g  
r e s i s t an c e  f r o m th e  p u b l i c .  T h i s  w i l l  n o t  b e  su cc es s f u l l y  i mp le men t e d  u n l e s s  
po l i t i c i a ns  c l e a r ly  un d e r s t an d  th e  hu g e  r i sk s  a s s o c i a t e d  w i th  l e t t i n g  d e f l a t i o n  
co n t in ue ,  and  t hey  have  t he  s t r o ng  l ead e r sh i p  t o  c on v i n ce  t h e  p ub l i c  t h a t  t h i s  me as u r e  
i s  n e c es s a r y.  
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Figure  2 .  Monetary  Base  and Short - tern Interes t  Rates  
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 In t ere s t  ra te s  r i s e  s i gn i f i c an t l y  du r in g  p er i od  o f  d e f la t ion  e l im in at io n .  
     I f  we  c an  e l i m in a t e  d e f l a t i o n  an d  th e  i n f l a t i o n  r a t e  r i s e s  t o  2%,  t h en  l o 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  b y  o v e r  4 % .  A s  a  r e su l t  o f  t h i s ,  t h e  p r i c e  o f  t h e  t en - y ea r  
go v e r n me n t  bo nd  w i l l  f a l l  by  a bo u t  4 0% .  A l s o ,  t h e  go v e r n me n t ’s  i n t e r e s t  ex p e n se s  
w i l l  a l s o  i n c r e a s es  r a p i d ly.  O n c e  t h e  g o v e r nme n t  r e a l i z e s  t h e  e l i mi n a t i o n  o f  d e f l a t i o n ,  
t h e n  a t  t h a t  s t a g e ,  t h e y  mus t  i m p l e m e n t  a  l a rge - s c a l e  t a x  i n c r e a s e .  T h e  B a n k  o f  J a p a n  
a s  w e l l ,  m us t  ge t  b a c k  i t s  b as e  mo n ey  tha t  ha s  b e en  f lo od i ng  th e  mar k e t  i n  i t s  s e l l i n g  
op e r a t i o ns  t o  p r ev en t  i n f l a t i o n  f ro m ac ce l e r a t i ng .  Th e  r ea s on  fo r  t h i s  i s ,  a s  we  s aw  in  
F igu r e  2 ,  w h en  i n t e r e s t  r a t e s  a r e  i n  t h e  3 - 5%  r an g e ,  t h e  d e m an d  f o r  b a se  mo n ey  i s  
ab o u t  8%  o f  GDP ( abo u t  40  t r i l l i on  y e n ) .    

T he r e  i s  a  g r a v e  r i sk  t h a t  i f  t h e  Ba n k  o f  J ap a n  co nd u c t s  mas s i ve  buy in g  
op e r a t i o ns  o f  g ov e r n me n t  bo nd s  i n  t h e  1 0 0  t r i l l i o ns  o f  y en ,  t he  c r ed i t  o f  t he  BO J  may  
be  s e r io us l y  co mpr o mis ed .  Fo r  exa mp l e ,  l e t  u s  t ake  t he  ca s e  w h e r e  t he  Bank  o f  J a pan  
i s  t o  i n c r ea s e  i t s  ho ld ing  o f  l on g - t e r m go v e rn men t  bo nds  i n  t h e  a mo u n t  o f  50%  o f  t h e  
amo u n t  ou t s t an d i ng  in  t h e  ma r ke t ,  s ay  ab o u t  15 0  t r i l l i o n  y en .  I f  t he  l o ng - t e r m  
in t e r e s t  r a t e s  r i s e  b y  5 % ,  th e n  t h e  h o ld i n g s  o f  t he  B O J’s  go v e r n me n t  b on ds  w i l l  ma r k  
a  l o s s  o f  ab o u t  6 0  t r i l l i on  y en .  Thus ,  ev en  i f  t h e  BOJ  wer e  t o  s e l l  a l l  o f  t h e  
go v e r n me n t  bo nds  t h a t  i t  b ou g h t ,  i t  w i l l  be  u n ab l e  t o  c o l l e c t  on  t he  e x c es s  c u r r en t  
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de p os i t s  a t  t h e  B OJ ,  an d  t h ey  wi l l  b e  f o r c ed  t o  c o l l e c t  t h e m  t h r o u g h  t h e  i s s ua n c e  o f  
b i l l s  so l d  ( i n t e r e s t  b e a r in g  d o cu me n t s  o f  o b l i ga t i o n )  ( Tab l e  1 ) .   

 
 

Table  1 .   Bank of  Japan’s  Balance  Sheet  on a  Ris ing  Interes t  Rate  
 
B e fore  i n t e res t  ra t e s  r i s e :   ( Us in g  a s  a t  end  o f  J an u a r y  2003  f i gu r e s ,  i f  t h e  BOJ  b uy s  
1 5 0  t r i l l i o n  y en  o f  l o n g - t e r m g o v e r n me n t  b o n d s  f r o m th e  mar k e t )  

As s e t s              L i ab i l i t i e s  
Lon g- t e r m 
go v e r n me n t  b on ds  57  +  1 50 B an k  N o t e s  70
S hor t - t e r m  
go v e r n me n t  b on ds  26 Cur r en t  A c co u n t s  20  +  1 50
O t h e r  a s s e t s  4 2 O t h e r  l i a b i l i t i e s  3 3
 Cap i t a l  2
To ta l  27 5 To ta l  27 5

  
I n t e res t  r a t e s  r i s e  5 %.   ( A f t e r  gov e r n me n t  b on d  p r i c es  d e c l i n e ,  BOJ  a bs o r bs  ex c es s  
cu r r en t  a ccoun t  t h r ough  s e l l i ng  ope r a t i ons )  

As s e t s              L i ab i l i t i e s  
Lon g- t e r m 
go v e r n me n t  b on ds  0 B an k  N o t e s  35
Shor t - t e r m  
go v e r n me n t  b on ds  0 Cur r en t  A c co u n t s  5
O t h e r  a s s e t s  0 Ot h e r  l i a b i l i t i e s  1 4
 Cap i t a l  - 54
To t a l  0 To t a l  0

  
U n i t s :   Tr i l l i o ns  o f  y en  
S ou rce :   “Ban k  o f  J a pan  Acc ou n t s ” ,  Ban k  o f  J ap an  
 
 

I f  t h i s  i s  t h e  c as e  t h e n  t h e  a s s e t s  o f  t h e  B O J  w i l l  b e  z e r o ,  t h e  l i ab i l i t i e s  w i l l  b e  
b a n k  b i l l s  s o l d  t h a t  a r e  i n t e r e s t  be a r i ng  a n d  b a nk  n o t e s  a nd  a  d e f i c i t  w i l l  o c cu r  o n  t he  
i n t e r e s t  p a y men t s  a n d  e x p e n s es  i n c u r r e d .  T h e  B OJ  w i l l  t h en  h a v e  t o  d e p e n d  o n  t h e  
go v e r n me n t  t o  p r o v id e  t h e m w i t h  su bs id i e s  ev e r y  y ea r.  C o mp ar ed  t o  t h i s ,  i f  t h e  BO J  
co n du c t s  buy in g  op e ra t i o ns  i n  s t oc ks  and  r e a l  e s t a t e ,  t h en  whe n  t h e  econ o my  i s  
f i na l l y  ou t  o f  d e f l a t i on ,  t h e  Bank  o f  J a p a n  w i l l  h a v e  a  hu g e  p r o f i t ,  a nd  th e  c r ed i t  o f  
t h e  B OJ  w i l l  b e  e nh a n c ed .     

S o  lon g  a s  e l i mi n a t io n  d e f l a t i o n  r e s u l t s  i n  a  h igh e r  i n t e r e s t  r a t e ,  t he n  fo r  bo th  
t h e  BOJ  a nd  t h e  g ov e r n me n t ,  d ep e nd i ng  o n  a  f u r th e r  i s su a nc e  o f  g ov e r n me n t  bo nd s  
an d  fu r t he r  buy ing  o pe r a t i ons  o f  t h e  BOJ  to  e l i mi n a t e  d e f l a t i o n  i s  a  mi s t a k e n  p o l i c y  
to  t ak e  th a t  w i l l  l ea d  to  s e r io u s  p r o b l e ms  i n  t h e  f u t u r e .     


