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Economic Report Spring 2016

False Assumptions and Risks Concerning
Monetary Easing with a Negative Interest Rate

The Bank of Japan (BOJ) has announced the third round of unconventional 

monetary easing featuring the introduction of a negative interest rate for funds 

deposited at the BOJ by financial institutions in order to achieve its inflation target 

of 2% at an early time. However, this policy measure is based on several false 
assumptions. First of all, Japan’s deflation is not of such a nature that it can be 
resolved through monetary easing. The policy measure is based on the false 

assumption that price changes caused by external factors can be controlled through 
monetary policy.Moreover, we cannot ignore the risk that the new policy measure will 

not only weaken the financial intermediary function and aggravate the BOJ’s balance 

sheet but also loosen fiscal discipline.For the Japanese economy to really regain its 

vitality, it is essential that individual companies use their resourcefulness to enhance 

their corporate value.

Overview of Monetary Easing with a Negative Interest Rate

On January 29, the BOJ announced the third round of unconventional monetary 
easing, lowering the interest rate on a certain portion of funds deposited at the BOJ 

by financial institutions from 0.1% into the minus column (three different interest 

rates, minus 0.1%, 0% and plus 0.1%, are applicable according to the amount and 

nature of deposits).

The BOJ stated that the new monetary easing policy, which the central bank calls 
the “Quantitative and Qualitative Monetary Easing with a Negative Interest Rate,” is 
intended to achieve its inflation target of 2% at an early time. From now on, the BOJ 

intends to proceed with monetary easing by making use of easing measures in terms 
of three dimensions – quantity, quality and interest rate.

The “Quantitative and Qualitative Monetary Easing with a Negative Interest Rate”

has the following three key points.

First, this policy measure applies a negative interest rate of minus 0.1% to a certain 

portion of funds deposited at the BOJ by financial institutions, and the BOJ has 
indicated the possibility of further lowering the rate in the future if necessary (the 
policy measure took effect on February 16). The interest rate on funds deposited at 

the BOJ was zero until October 2008, when it was raised to 0.1%. Now, the new policy 
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measure lowers the rate to minus 0.1%.

Second, the new policy measure is a monetary easing in terms of “quantity,” with 
money market operations conducted so as to ensure that the monetary base increases 

at an annual pace of around 80 trillion yen.

Third, it is a monetary easing in terms of “quality.” While leaving the amount of 

annual purchases of long-term Japanese government bonds (JGBs) unchanged at 80 

trillion yen under its asset purchase program, the BOJ has increased the average 
remaining maturity of JGBs it purchases to 7-12 years from 7-10 years.

The BOJ’s new round of monetary easing has drawn voices of both support and 

dissent.
People supporting it argue that it will help to improve corporate earnings and 

business sentiment by causing the yen to weaken and stock prices to rise. The 

introduction of a negative interest rate on funds deposited at the BOJ by financial 

institutions will have positive effects on the economy as it encourages the institutions 

to make active efforts to lend funds to companies and individuals, according to their 
reasoning. They expect the new policy measure to help improve corporate earnings 
also because companies’ export revenues grow if the yen weakens.

Meanwhile, people who have objections to the new policy measure argue as follows. 
The current price decline is largely attributable to a steep drop in the crude oil price. 

The sluggishness of production activity is due mainly to concerns over the significant 

slowdown of the Chinese economy and the future course of the U.S. economy, so what 

Japan can do is limited. As Japanese companies are already recording the highest-ever 

level of profits, a bit of an interest rate reduction will not encourage them to increase 
capital investments. That the BOJ has to resort to an aggressive monetary easing 
measure is evidence of the limitations of the past two rounds of unconventional 

monetary easing, dissenters insist.

False Assumptions Underlying the Unconventional Monetary Easing

The monetary easing with a negative interest rate caused widespread confusion 

among the people because of the oddity of depositors being required to pay interest 

on their deposits. Moreover, the abruptness of the announcement of the measure raised 
concern that a negative interest rate may also be applied to ordinary deposits in due 
course. Apart from such problems, the unconventional monetary easing, which is

intended to achieve the inflation target of 2%, is first and foremost based on the 
following false assumptions*.
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(i) Inaccurate Understanding of the Cause of the Deflation

First, the BOJ’s understanding of the cause of the long-lasting deflation is not 
accurate.If the sluggish domestic demand were the cause, providing a motivation for 

investment through monetary easing as a way to improve the economic condition 

would not be wrong. However, the slumping domestic demand is not the direct cause 

of the long period of stagnant prices in Japan. Domestic demand has been slumping 

as Japan has become poor due to outflows of income out of the country.
The outflow of income out of Japan was due mainly to an increase in payments to 

other countries caused by a rise in the crude oil price. Between 2003 and 2008, the 

crude oil price jumped 4-6 fold (from 20-30 dollars/barrel to 133 dollars/barrel). The 
price upsurge was triggered primarily by the economic recovery of developed 

countries and a significant increase in demand for crude oil due to the rapid growth 

of China and other emerging countries. Another cause of the outflow of income was 

Japan’s inability to make up for the increase in import cost by raising export prices. 

This is attributable largely to steep declines in product prices for the electrical
machinery industry, which is Japan’s largest export industry. In 2000, electrical
machinery accounted for as much as 29.8% of overall Japanese exports. However, 

export prices of electrical machinery have been more than halved (the dollar-based
export price index of electrical machinery stood at 45.4 in 2014 and 44.4 in 2015 

against the base of 100 in 2000).

In other words, as electrical machinery, whose price has continued to decline, had 

a large share in Japanese exports, the rise in import cost could not be offset by higher 

export prices. As a result, income flowed out of Japan, leading to a decline in domestic 
demand. Consequently, Japanese companies faced lower earnings, reduced wages and 
lowered prices. In this way, Japan fell into a negative spiral of declining corporate 

earnings and wages leading to weaker domestic demand.
The terms of trade for Japan, represented by an index obtained by dividing the 

export price index and the import price index, have deteriorated (declined)

significantly since the beginning of the 2000s, as shown by Figure 1. The terms of 

trade index in 2014, when it hit bottom, was 35% lower than the level in 2000. The 

average of the ratio of exports to nominal GDP and the ratio of imports to nominal 
GDP in 2014 is 19%. This means that the deterioration of the terms of trade reduced 
nominal GDP by 6.7% (=minus 35% x 19%). As nominal GDP in 2014 was 5.8% 

lower than the level in 2000, the decline in nominal GDP over this period can be fully 
accounted for by the deterioration of the terms of trade.
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Japan’s deflation, which was caused by the abovementioned external factors, 

cannot be resolved through monetary policy. The solution is for companies themselves 
to enhance value added to their products and services and change their business 

foundation and structure so that they can compete well internationally. In particular, 

it is urgent to strengthen the electrical machinery industry’s business foundation. 

What the government and the BOJ should do is accurately inform the people of these 

facts, support companies in carrying out structural and mentality reform and provide 
assistance for energy cost reduction and energy diversification.

(ii) Confusion of Domestic Prices with Import Prices

Second, in its inflation targeting, the BOJ is targeting the wrong category of 

prices.Broadly, prices can be classified into two categories: domestic prices and 
import prices.Domestic prices may be targeted for control through monetary policy 
because they rise if domestic demand strengthens and decline if it weakens. As for 

consumer prices, the core core CPI, which represents overall prices excluding energy 
and food prices, is being targeted for control. Last year, the BOJ calculated and 

published the consumer price index excluding energy and perishable foods. This is 

also appropriate as a domestic price indicator.

Meanwhile, the import price index has shown swings of nearly 20% as a result of 

volatile movements of the crude oil price as shown in Figure 2. As import prices move 
due to the effects of changes in overseas supply and demand and exchange rates, they 
cannot be controlled through domestic monetary policy. Although setting a target for 

domestic prices may be credible to some degree, using import prices, which cannot 
be controlled through monetary policy, as a policy target is not appropriate. It is hard 

(Source) Cabinet Office, FRB, Bundesbank

 Figure 1　The terms of trade index for Japan, U.S. and Germany
　　　　　　　(=export price index ÷ import price index)
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to understand why the BOJ has continued to use a domestic price index that includes 

import price elements as a policy target. As it tries to control what cannot be 
controlled, the BOJ has to resort to extreme monetary easing.

The Federal Reserve Board, the U.S. central bank, also naturally places emphasis 
on domestic prices excluding energy and food. Strictly speaking, in the case of the 

United States as well, the targeted price index includes import price elements, and 

this is one of the factors stoking bearish sentiment about the U.S. economy. However, 

the United States has avoided the mistake of fully including energy prices in its 

inflation target as Japan is doing.

(iii) Excessive Expectations for Monetary Easing

Third, the BOJ fails to understand the very basic fact that loans do not increase 
unless demand is there.When fund demand was strong, such as during the postwar 

period of high growth, monetary easing was effective. However, when the monetary 

condition is already sufficiently accommodative, companies are holding ample cash 

on hand and the economic condition is such as was described earlier, the result is 

nothing more than funds flowing into the domestic stock market and boosting stock 
prices or moving across the border into the global financial market and destabilizing 
it. The latest round of monetary easing has been implemented even though such 

consequences should be obvious from the experiences of the past two rounds of
easing.Figure 3 shows the “capital investment ratio,” calculated by dividing the 

　　　　　import price index

(Source) Ministry of Internal Affairs and Communications, 
　　　　　Bank of Japan

Figure 2 The domestic price index (core core CPI) and the
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amount of stocks of capital investments (the average for the year) with the total 

amounts of personal consumption and exports in the same year, over the past 10 years. 
At the time of the Lehman Shock, the capital investment ratio rose temporarily due 

to a steep decline in exports, which is a component of the denominator, but on average, 

the ratio has remained in a range of around 17% to 18%. This indicates that capital 

investments in Japan have not necessarily been weak. In fact, the capital investment 

ratio for Japan is higher than the rates for the United States (approx. 14%) and 
Germany (approx. 15%).

(iv) Excessive Expectations for Inflationary Expectations

Fourth, the BOJ falsely assumes that prices can be raised by changing the people’s 

inflationary expectations.It is true that in some cases, it is possible to bring change to 

the reality if many people behave based on similar expectations. However, the 

Japanese economy remains stuck in deflation not because of weak inflationary 

expectations but because of “what is happing in the real world” as was mentioned 

earlier. If you believe that the deflation can be overcome by turning the deflationary 

mindset into an inflationary one without fundamentally resolving its actual cause, that 

means you have excessive expectations based on a false theory.

Risks Involved in the Monetary Easing with a Negative Interest Rate

While the monetary easing with a negative interest rate could produce a variety of 

(Note) Numerator: the average of the amount of stocks of real 
　　　capital investments; denominator: total amounts of

　　　real personal consumption and exports  in the same year
(Source): Cabinet Office, FRB, Bundesbank

Figure 3 Capital investment ratio over the past 10 years (note)
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effects on the stock, bond and other markets in the short term, it also involves a 

number of risks from the long-term perspective.

(i) Risk of the Financial Intermediary Function Weakening

First, there is the risk that the decline in market interest rates will weaken the short-

term money market and prevent the financial intermediary function from working 

properly by squeezing financial institutions’ profits.It is said that the interest rate on 
funds deposited at the BOJ was raised from 0% to 0.1% at the time of monetary easing 
in October 2008 because the profits of financial institutions’ market divisions 

declined due to the zero-interest-rate policy that was maintained from 2001 to 2006, 
making the management of the short-term market difficult. As the interest rate has 

now been reduced to minus 0.1% albeit only for a certain portion of the funds, and 

the possibility of a further reduction has been indicated, there are concerns that the 

short-term money market may be negatively impacted again. The BOJ argues that 

even if financial institutions’ profits are pressured, the profit squeeze will be 
temporary as loans grow and the inflation target will be achieved in due course. 
However, if loans do not increase, this scenario will not be realized.

(ii) Risk of the Bond Bubble Collapsing

The second risk is that bond prices, which are already at a high level, may plunge, 

resulting in an interest rate upsurge.The bond market is already in a bubble. Funds 

for which it is difficult to find appropriate investment targets are flowing into the 

bond market, resulting in a negative interest rate. This is precisely a bubble. If import 
prices increase in the future due to such factors as a rise in the crude oil price, overall 
prices will go up, leading to a decline in bond prices and a rise in bond yields. In that 

case, the BOJ, which is purchasing a vast amount of JGBs, will be saddled with a 
huge amount of latent losses. When the BOJ’s balance sheet deteriorates, it will be 

difficult for the people to remain calm as they continue to hold and use banknotes, 

which are loan certificates issued by the central bank.

(iii) Risk of Fiscal Discipline Loosening
Third, fiscal discipline may loosen.The basic scheme of the unconventional 

monetary easing is a virtual underwriting of a vast amount of JGBs by the BOJ. Since 

the collapse of the economic bubble in the early 1990s, there have always been 
expectations that the economic condition will turn for the better if fiscal spending is 
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increased. However, while the economy has failed to recover, a huge pile of 

government bonds has been built up in Japan to a level unseen anywhere else around 
the world. Nevertheless, government bonds continue to be issued and held by the BOJ 

in the name of unconventional monetary easing. If this situation continues, it is 

inevitable that the people will be eventually forced to pick up the tab.

(iv) Moral Hazard Risk
The fourth risk is that this policy may tolerate and foster the “someone else will 

help me” mentality that prompts the people to turn to the BOJ or the government in 

times of need.Extraordinary monetary easing has now become a bad habit of 
developed countries. In the United States and Europe as well, aggressive monetary 

easing has been implemented in terms of both quantity and interest rate. Prudent 

policy management is essential if developed countries are to avoid being overtaken 

by emerging and developing countries striving hard to catch up.

*As for problems involved in the past two rounds of unconventional monetary 
easing, please refer to “Nani ga Nihon Keizai no Honto no Mondai ka?” (What 

are the Real Problems of the Japanese Economy?) by this author (June 2015, 
Taga Shuppan)
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