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Tokyo unshaken by central bank’s gamble
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If a commuter on his way to work in London was confronted with the morning headline “Bank of
England doubles interest rates”, his first inclination might be to leap into the path of oncoming traffic.
But the man on the Tokyo subway, who on Thursday will read of the Bank of Japan’s decision to
double rates to 0.5 per cent, is likely to do what tired salarymen normally do: go back to sleep.

Japanese short-term rates, even after Wednesday’s decision, are still incredibly low. Given the
improvement in the economy since July, when the BoJ edged rates up from zero, monetary policy is
actually more accommodative than it was. The cost of long-term borrowing, reflected in 10-year
Japanese government bonds, is marooned at 1.7 per cent.

The bank’s decision to take an incremental step towards its long-term goal of normalising Japanese
rates – by raising them towards a “neutral rate” estimated at roughly 2 per cent – was a calculated
gamble.

After all, its prior prediction that, by now, a tight labour market would force profit-flush companies to 
raise wages has not come to pass. Nor has there been upward pressure on prices. There is every 
chance that the core consumer price index, which showed a year-on-year change of a lowly 0.1 per 
cent in December, could fall back to zero or below over the next few months.

Yet, despite these apparently unpromising signs, the bank has decided to press ahead. Explaining its
decision partly in terms of a strong rebound in fourth-quarter growth, it said: “With respect to private
consumption, the weakness observed in the last summer seems temporary, and it is judged that
private consumption is on a moderate increasing trend.”

The truth is that some board members are nervous that the economy is not progressing quite as they 
had expected. But they are even more worried about what they regard as the negative consequences 
of keeping monetary policy too easy for too long. These include distortions to the money markets, and 
to the allocation of risk, with the associated (and dreaded) potential for asset bubbles.

As well as the possibility of overheating in business investment and office property, the bank has one 
eye on the weak yen, which it believes is too low for an economy enjoying its longest period of growth 
since the war. 

Will the bank live to regret its bold move? Hiroshi Shiraishi, economist at Lehman Brothers, says the
rate rise is not big enough to “have a significant impact” on the real economy.

Nor is it likely to have a big impact on the carry trade, in which investors convert low-interest yen into
higher-yielding foreign assets, Mr Shiraishi says, given what is still the wide interest rate differential
with other economies. “I don’t think there’s going to be a sharp reversal of the carry trade,” he says.

Peter Tasker, strategist at Dresdner Kleinwort Wasserstein, says the bank has been rash. “I don’t think
there’s any real rationale for it,” he says. “There hasn’t been any improvement in consumer income
and spending. And there are no inflationary pressures. It’s not really the environment for tightening
monetary policy.”

On the margins, Mr Tasker argues, premature tightening has the power to harm the economy. He
rejects the argument that raising rates could encourage consumer spending by lif ting the interest paid
on huge bank savings. “If you raise interest rates on savings accounts, you will  inspire people to save
a bit more,” he says.

Until a few days ago the government had been voicing similar concerns that a premature rate rise 
could jeopardise the recovery. There was a surprising lack of growling from the government with 
Shinzo Abe, prime minister, saying the move was appropriate.

But Takatoshi Ito, a member of the cabinet’s council on fiscal and economic policy, said before the
meeting: “If they raise rates they had better have a good rationale for doing so.”

He added that the BoJ’s mettle would be tested over the next few months when the core CPI was
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likely to turn negative.

Bank staffers say a technical dip into deflation – the result of falling energy prices – is a political issue,
but not one that affects their medium-term outlook of prices and economic strength. Mr Ito says that is
fine. “But if things go wrong, they can expect to be held accountable.”
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