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Keep up suitable policies to escape from deflation

he tide has turned.”

More and more people
seem to believe this as
they look at the current
Japanese economy. Now
that prices and wages in
Japan have continued to rise steadily, a possible
escape from more than 20 years of deflation has
come into sight.

The trend away from deflation began with
higher prices for imported goods. However, the
impact of so-called import inflation was limited
to certain industrial sectors that have no choice
but to import raw materials from abroad. The-
oretically speaking, price hikes rarely occur
across an economy when there is no widespread
increase in wages. Sustainable price growth be-
comes possible only after a virtuous cycle be-
tween prices and wages continues to strength-
en, with higher prices leading to wage increases
and then higher wages prompting further price
uptrends.

The outcome of this year’s shunto spring wage
negotiations heralded the start of a sustainable
price-wage climb. The Bank of Japan raised in-
terest rates as it became confident of such a pos-
itive trend.

Why does the beginning of price growth “turn
the tide” in the economy?

Deflation has a slowdown effect on economic
activity. So, when an economy can escape from
deflation, it can break free from the negative ef-
fects of deflation. Deflation does not result from
an economic slump, but it does prevent eco-
nomic buoyancy.

Why exactly does deflation affect economic
activity? If this point becomes clear, it will be-
come possible to understand why inflation stim-
ulates economic activity.

The most important factor is interest rates.
For a few years until the novel coronavirus be-
gan spreading, the yield on the newly issued 10-
year Japanese government bond, the benchmark
for Japan’s long-term interest rates, remained at
almost 0%, while its inflation rate also stayed
near 0% over the same period. The long-term
interest rate appears to have recently risen, as it
has been hovering around 0.9%. But the story
will be different when the latest inflation rate is
taken into account.

Let’s use the so-called real interest rate, which
is the value obtained by subtracting the price in-
crease rate from the nominal interest rate. The
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pre-COVID-19 real interest rate was 0%. How-
ever, the recent inflation rate is in the upper 2%
range, meaning that the real interest rate is now
in the upper minus 1% level, which is below the
level seen during the period of deflation.

When an economy is in the grips of deflation,
prices do not rise and therefore the real interest
rate does not fall. In contrast, during a period of
inflation, the real interest rate drops sharply into
negative territory.

The BOJ looks inclined to raise interest rates.
In reality, however, the real interest rate has now
fallen, as inflation has largely outpaced interest
rates in terms of upward movements. As a re-
sult, the central barik is expected to maintain a
monetary policy of keeping the nominal inter-
est rate below inflation, which in turn will likely
keep the real interest rate in negative territory.

In other words, Japan’s financial market con-
ditions have eased thanks to price increases. As
long as the real interest rate remains in negative
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territory, transactions in the stock, real estate
and other asset markets will continue gathering
momentum, stimulating the economy. This pos-
itive trend is expected to induce corporations to
boost capital investment.

Wide interest rate gap

Interest rates greatly affect foreign exchange
markets. Let’s look at the relationship between
interest rates and foreign exchange rates.

Until around the beginning of 2021, the Japa-
nese currency moved in a range of about ¥100 to
about ¥120 to the U.S. dollar for years. However,
the widening of the interest rate differentials be-

tween Japan and the United States has now re-
sulted in a sharp fall in the yen’s value.

In the United States, consumer prices began
rising sharply in the latter half of 2021 in the
wake of the COVID-19 pandemic, compelling
the U.S. Federal Reserve to raise its policy rate at
breakneck speed in a bid to tame inflation. Over
the course of 1% years from early 2022, the U.S.
policy rate rose from 0.25% to 5.5%.

Over the same period, Japan’s policy rate was
left completely unchanged. In March this year,
the BOJ finally ended its negative interest rate
policy and raised the overnight rate by 0.1 point.
Nonetheless, the interest rate gap between Japan
and the United States is still significant.

International investment capital naturally
flowed to the currency with the higher interest
rate. Consequently, the yen briefly weakened to
the 160 level against the dollar, while the green-
back went up against almost all other currencies
as well. The U.S. currency is thus alone in its ap-
preciation.

The foreign exchange rate has two “faces” The
first shows the value of goods and services of-
fered in each currency’s host country. In the case
of the yen, the weaker it becomes against foreign
currencies, the cheaper domestic prices become
relative to foreign countries. The yen-dollar ex-
change rate, therefore, can be said to indicate the
differentials of prices of goods and services be-
tween Japan and the United States.

When seen from this perspective, the current
yen-dollar exchange rate is extremely biased to-
wards yen depreciation. If the exchange rate re-
flected real economic trends, such as trade bal-
ance and international balance of payment data,
it would not have been strange if the yen had
headed a little higher against the dollar.

The other face of the foreign exchange rate is
asset valuation. This aspect currently comes to
the fore as a stronger exchange rate determinant.

In this regard, the yen-dollar exchange rate
also indicates the differentials between yen-de-
nominated and dollar-denominated assets.
So, the weaker the yen is versus the dollar, the
cheaper the yen-based assets become relative
to the dollar-based assets. This is where we are
now. When seen from abroad, Japanese stocks
and assets are very cheap.

When the exchange rate functions as the
benchmark for exhibiting asset prices, it fluctu-
ates, reflecting the levels of supply and demand
for assets. In a situation like the current one

It is monetary
policy that has
the capacity
to redress the
yen'’s excessive
weakness.

where greater interest rate differentials exist be-
tween Japan and the United States, funds flow
to the dollar because the United States offers
higher interest rates, buoying the dollar — and
lowering the yen — sharply. Put differently, the
interest rate differentials between Japan and the
United States are so large that supply and de-
mand for assets cannot be balanced unless the
yen is allowed to sink to a great extent.

What has been happening in the foreign ex-
change markets must look unreasonable to cor-
porations that engage in trade and other real
economic activities. Some people are calling for
foreign exchange market intervention to rectify
the excessive weakness of the yen.

Monetary policy’s capacity

However, it should be noted that as money
globalizes and crosses borders instantly, the for-
eign exchange rate is set to act even more as a
gauge of asset prices, shrinking the impact of
trade and other real economic activities on the
foreign exchange markets,

Given the existing large interest rate differ-
entials between Japan and the United States, it
seems unlikely that we will see a large-scale cor-
rection to the depreciation of the yen. Moreover,
market intervention by the Japanese govern-
ment and the BOJ is likely to have only limited

effects on the yen’s rate because their resources
for intervention are constrained.

It is monetary policy that has the capacity
to redress the yen’s excessive weakness. Should
Japan’s interest rates rise and U.S. interest rates
drop, narrowing the interest rate differentials
between the two economies, the yen would
strengthen and the dollar would weaken.

To avoid my being misunderstood, I need to
say that I am not calling for the deployment of
monetary policy exclusively to change the ex-
change rate. I mean that Japanese-U.S. interest
rate differentials might narrow as a result of ap-
propriate monetary policy implementation in
Japan and the United States in dealing with their
respective price movements.

In the United States, as inflation has not yet
come under control, the Federal Reserve has not
been able to lower its benchmark interest rate.
Even so, as the Fed keeps interest rates high,
such a stance is likely to prevent the U.S. econ-
omy from overheating and send prices lower. In
the end, the U.S. central bank will be able to re-
duce its policy rate.

Here in Japan, once price increases spread
across the economy, the BOJ will be able to raise
its policy rate further.

The excessive depreciation of the yen we are
now witnessing can be defined as a phenome-
non caused by the gap between the U.S. and Jap-
anese situations — the United States’ inflation
that has barely come down yet and the absence
of U.S.-style inflation in Japan.

If inflation in the United States falls in line
with the Fed’s desire, US. interest rates will
drop. If Japan sees a stable increase in prices,
the ultra-low interest rate policy will finally
come to an end. And if the economic conditions
surrounding their respective monetary policies
move in the direction that each central bank
aims for, the interest rate gap between Japan and
the United States will shrink and the excessive
depreciation of the yen should be rectified.

(Special to The Yomiur Shimbun)
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