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a. Current account balances at the Bank of Japan are required and excess reserve balances at depository institutions subject to reserve requirements plus the
balances of certain other financial institutions not subject to reserve requirements.
SOURCES: Bank of Japan, Ministry of Internal Affairs and Communication; and Haver Analytics.

The Japanese economy may finally
be awakening from its big sleep.
Economic activity has picked up, the
banking sector is strengthening, and
overall confidence in the country’s
economic prospects is growing. The
good news includes data suggesting
that Japan’s nearly eight-year stretch
of price deflation is ending. Japan’s
core CPI (less fresh food) increased
0.6% on a year-over-year basis in Jan-
uary after gains of 0.1% in December
and November. In response to the

favorable price pattern, the Bank of
Japan announced, on March 9, 20006,
that it was ending its quantitative
easing policy.

Under this policy, the Bank of
Japan set a target for current account
balances—essentially non-interest-
earning reserve deposits that finan-
cial institutions maintain at the Bank
of Japan—and purchased govern-
ment securities and commercial bills
until they hit the objective. Over the
past two years, the target has been
¥30-¥35 trillion, substantially more

than the ¥6 trillion in required re-
serves that Japanese banks must hold
against their deposit liabilities.

The Bank of Japan adopted its pol-
icy of quantitative easing in March
2001 to convince markets that it
would end price deflation and to
boost depositors’ confidence in the
financially distressed banking sector.
After 1999, when overnight interest
rates hit zero and prices generally
started falling, short-term interest
rates were no longer an effective
operating target for monetary policy.

(continued on next page)
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Japan Ends Quantitative Easing (cont.)

Percent change, year over year
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SOURCES: Government of Japan, Cabinet Office; and Bloomberg Financial Information Services.

If the Bank of Japan is to revert to
using the uncollateralized overnight
call-money rate to guide day-to-day
policy, it will need to drain roughly
¥30 trillion in excess reserves from
the banking system. It will probably
do so by rolling over its holdings of
government and commercial bank
bills as they mature, rather than sell-
ing off securities. This slow reduction
of excess reserves in the banking
system will keep short-term interest
rates very low—as long as economic
activity and inflation expectations

remain subdued. Over the past seven
years, short-term interest rates have
been essentially zero, and 10-year
government bond rates have gener-
ally remained below 2%. After reduc-

ing its excess reserves, the Bank of

Japan will be able to lift the overnight
call-money rate away from zero, but it
is not likely to do so without clear,
persistent signs that economic activ-
ity is improving and prices are rising.
Consequently, the Bank will maintain
an accommodative policy stance for
most of this year.
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To provide some guidance as to
how it will operate under a call-
money-rate target, the Bank of Japan
announced a reference range for
price stability—its overarching policy
goal—of 0% to 2% for core inflation.
Presumably, Japanese monetary pol-
icy will be more accommodative
when the inflation rate is below or in
the lower part of this reference range.
The Bank emphasized that this range
was not a formal inflation target.
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