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Figure 15: Monthly Percentage Changes in Japanese Official Foreign Exchange 
Reserves from January 1980 - February 2007 
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Source: IFS. 

 
With Japanese short-term interest rates mired close to zero and without overt Japan bashing 
to appreciate the yen, the behavior of U.S. interest rates becomes the biggest determinant of 
whether or not there will be a run. After the collapse of the high-tech bubble in 2001, U.S. 
short-term interest rates came down very sharply, with the rate on federal funds touching the 
unprecedented low level of 1% in January 2004 (Figure 14). Because Japanese short-term 
interest rates were bounded from below by zero, the differential of American over Japanese 
rates narrowed sharply.  Consequently, net dishoarding of dollar assets by Japan’s private 
sector led to a sharp jump in official exchange reserves. From the end of 2002 through early 
2004, official reserves almost doubled (Table 2). These episodic runs into official reserves, 
followed by quiescent  periods, were also part of Japan’s earlier experience (McKinnon, 
2005, chapter 3). 

 
In their letter to Secretary Paulson in 2007, American lawmakers and Michigan automobile 
executives in particular were harking back to  this three-year-old intervention episode as 
evidence that Japan has been unfairly manipulating its  currency. On March 9, 2007, the 
Bloomberg Press reported “Democrats say a book, Global Financial Warriors (January 2007) 
by former U.S. Treasury Undersecretary John Taylor proves that the Bush Administration 
went along as Japan tried to hold down the foreign exchange value of the yen, hurting 
American manufactures.  Taylor writes that he acquiesced as Japan sold yen to buy dollars 
in 2003-04  to help  the world’s  second largest economy pull out of  a decade of anemic 
growth.” 

 
However, after March 2004, U.S. interest rates started increasing back to “normal” levels so 
as to increase the interest differential at shorter maturities with yen assets. Japan’s private 
financial institutions have returned to acquiring most of the dollar assets generated by 
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