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Figure 17: Japanese Prices Computed with US and Japanese CPI Methodologies 
(1998-2005) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Broda and Weinstein (2007) 

 
True enough. But the COLI methodology shows that Japan’s deflationary hangover is worse 
than the official statistics show—and remains very puzzling indeed. 

 

 
 

STABILIZING THE YEN: A CONCLUDING NOTE 
 
Japan is many years away from working itself out of its deflationary trap without relying on 
“excessive” export expansion. But a necessary first step would be to reduce the foreign 
exchange risk that causes the low-interest-rate liquidity trap and undermines the ability of the 
BoJ to expand the domestic economy, and causes international financial intermediation to 
finance Japan’s current-account surpluses to be excessively volatile. 

 
Counterintuitive as it may seem from today’s low real valuation of the yen, stabilizing the 
nominal dollar value of the yen is the preferred strategy. If the yen is credibly fixed within a 
narrow band over the long run, Japanese nominal interest rates must rise to American levels 
as  the  negative  risk  premium  vanishes  and  fear  of  future  deflation  erodes.  The  dollar 
exchange rate would again be the nominal anchor—as in the 1950s and 60s.  Moderately 
higher nominal interest rates need not have a deflationary impact if risks in capital and labor 
markets  are  reduced,  and  if  fears  of  future  deflation  are  eliminated.  Once  Japanese 
employers became more confident that that the yen would not again ratchet upwards, they 
would feel freer to grant more generous wage settlements (McKinnon and Schnabl, 2006). 
Then,  private  consumption  could  well  increase  more  generally  along  with   personal 
disposable income and residential construction. 

 
Credibly fixing the yen dollar rate, with the BoJ allowing domestic nominal interest rates to 
rise, would spring the liquidity trap and restore some—albeit limited—power to the central 
bank.  The yen carry trade would disappear and be replaced by a more normal international 
financial  intermediation:  private  purchases   of  overseas   financial  assets  by  Japanese 
insurance  companies, banks, and  pension funds  would increase, while the government’s 

 
 
 

27 


