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Dollar, yen and the undervalued yuan
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In the quiet summer season, news that would otherwise be ignored
manages to make headlines. And sometimes one loses sight of the
really important developments. One recent event that should get our
attention is the coordinated intervention by the US and Japan in favor
of the Japanese yen.The US treasury department sold euros to buy
yen in close coordination with the Bank of Japan (BoJ). The most re-
cent intervention is in line with earlier measures (volume of almost
USD 60 billion) taken by the BoJ in April and May of this year to sup-
port the yen exchange rate. But the fact that this is done as part of a
coordinated effort with the US can only be described as historic. One
would have to go all the way back to 1998 to find something similar.

The most recent development is just another step in a difficult ad-
justment process in currency and bond markets. The issue is the ex-
orbitant debt levels of a number of countries. The gross debt of the
Japanese government is almost 210 percent of the gross domestic
product (GDP), and it has been at this level for years already. This
enormous sovereign debt was made possible by the following: First,
90 percent of the debt is domestic debt, mainly from the Japanese
central bank and other Japanese creditors (e.g. financial repression
in pension plans). Second, Japan has a lot of assets overseas (with the
corresponding receivables and revenues), so that the net debt is re-
duced by around 70 percentage points to 140 percent of GDP.Third,
institutional investors stabilized the Japanese government debt by ta-
king on yen-denominated debt at lower interest rates while investing
in other currencies that offered higher yields - a lucrative carry trade.
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This structure is now coming apart. The Russian attack on Ukrai-
ne and the war in Iran mean that the BoJ cannot continue with its
ultra-easy monetary policy. And so Japan‘s extended deflation phase
has come to an end. Between 2022 and 2025, the average inflation
rate was between 2.5 and 3.5 percent a year;in the current year, it is
likely to be around 2.2 percent.This may not seem like much
compared to the Eurozone or the US in the same time pe-
riod. But for Japan, this is a paradigm shift.

The Japanese population is hit hard due to the wage trends
in recent years and the high proportion of older people
living in retirement. The significant devaluation of the yen
is driving up inflation again, because like Germany, Japan
is an energy importer but it is harder hit by the dollar-
denominated higher energy prices due to the weak yen.This
forces the BoJ to raise interest rates further.Yields for longer-term
government bonds continue to hit new records. This puts more and
more pressure on the fiscal policy because of the very high levels of
government debt.

The change in the interest structure is an added factor. Japanese inves-
tors have an incentive to shift their investments, particularly invest-
ments in USD.After the Federal Reserve, Japan is the largest creditor
of the United States, and it holds significant volumes of American
government bonds. If Japan starts to withdraw from US government
bonds - and this would already be the second significant withdrawal
after China, which is also gradually withdrawing - the US government
would have pay higher yields. In the face of a (gross) government debt
ratio of around 130 percent, the Trump administration does not want
to see higher interest rates and is therefore willing to participate in
this intervention.

Behind these developments is a problem that most recently played
a role in the debate about the undervaluation of the Chinese yuan:
To what extent is the external value of a currency the result of a
structural economic imbalance in the national economy? Two former
chief economists at the International Monetary Fund (IMF) — Gita
Gopinath and Pierre-Olivier Gourinchas — along with Héléne Rey,
the designated chief economist at the Bank for International Settle-
ments, noted in the Economist that the undervaluation of the yuan
is the result of insufficient private consumption in connection with
the still unresolved Chinese real estate crisis. Brad Setser from the
Council on Foreign Relations countered by saying that this imbalance
does not change if the rest of the world accepts an undervalued yuan.
Rather, the structural imbalance must be corrected with a different
exchange rate policy.

Regardless of the developments in currency markets:A failure to cor-
rect the imbalances raises the specter of another financial crisis. Like
Germany, Japan has to become more attractive for retail investors.
China must correct its overcapacities in the public and private sector.
The US has to lower its excessive indebtedness through reduced
private consumption.
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