
Economist Insights

Make money, not war

28 January 2013Asset management

When the Bank of Japan finally made a break from the past 
last week and shifted to a more expansive monetary policy, you 
might have thought that it would be met with applause from 
the rest of the world. After two decades of deflation, a new 
approach seems like a good idea. The German Bundesbank, 
however, took a different view and painted this move as the first 
shot in what could become a global currency war.

A currency war is far more about intent than action. Spot the 
difference in the following two strategies: in a currency war, 
the central bank increases the money supply in order to buy 
foreign assets; in quantitative easing (QE), the central bank 
increases the money supply in order to buy domestic assets. 
The most important point for currencies is not that in the first 
strategy they buy foreign and in the latter they buy domestic 
– it is that both increase the money supply.

The relative value of currencies is like any other market; it is 
driven by demand and supply. So quite simply, increasing the 
supply of a currency is likely to depreciate the value of that 
currency relative to other currencies.  

Upon closer inspection, it even matters little whether the 
central bank buys domestic or foreign assets. Under QE, the 
central bank usually buys government bonds which pushes 
down the yield on those bonds. This encourages both 
domestic and foreign investors to look elsewhere for returns 
so capital flows move to other countries. Hence demand for 
the currency falls and it depreciates. When the central bank 

buys foreign assets it is itself redirecting the capital flows, so 
the effect is similar. The only real difference is that when the 
central bank buys foreign assets it can partially target  
the depreciation against certain other countries (by buying  
their assets).

If all central banks increased their money supply by the 
same proportion, there would be no impact on currencies. 
However, there would be a large monetary stimulus. If 
inflation was already steady and growth strong, as in the 
years before the crisis, then the result would just be inflation 
and this would look a lot like a pointless currency war. On the 
other hand, if inflation was already soft and growth weak or 
non-existent, then the result would be to support the global 
recovery and it would look a lot like helpful coordinated 
central bank policy action.

The upsets come when some central banks do not want to 
participate. Their currency will appreciate against the others 
(but they will still benefit from the overall global monetary 
stimulus provided by the others). Given that the Bundesbank 
is mostly worried by German inflation and does not want to 
see the ECB embark on widespread QE, is it any wonder that 
it sees the recent move by the Bank of Japan as the start of a 
currency war? 

So the term ‘currency war’ is a bit like an irregular verb 
whose form depends on your perspective: I conduct QE, you 
manage your exchange rate and he is a currency manipulator.
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The Bank of Japan last week shifted to a more expansive 
monetary policy stance, sparking comments from the 
German Bundesbank about starting a currency war. Yet 
if all central banks increased their money supply by the 
same proportion, there would be no impact on currencies 
(and there would be a large monetary stimulus). The 
upsets come when some central banks do not want to 
participate. The worries about currency wars are in part 
worries about increased politicisation of central banks. 
While political involvement may be problematic, it is also 
true that someone needs to hold the central bank to 
account, and that someone is the elected government. 
If a central bank has failed to deal with deflation for two 
decades, there should be no surprises when governments 
get impatient. 



At least in the case of Japan, it is easy enough to find some 
sympathy with its desire to depreciate. Compared to pre-crisis 
levels, the effective exchange rate of Japan has appreciated 
by about 40% against advanced, emerging and developing 
countries (chart 1). Given that the UK has managed to 
depreciate on a trade-weighted basis by over 10% while the 
US and Eurozone are about constant, Japan feels that it has 
been on the receiving end of the adjustment. 

However, this begs the question of whether that change 
for Japan is actually correcting or exacerbating a problem. 
One way to measure the long-run ‘fair value’ of exchange 
rates is to look at purchasing power parities (PPP). These PPP 
exchange rates are the exchange rates that would equalise a 
comparable basket of products in each country. Using trade 
patterns as the weights, we can construct a measure of how 
over or under-valued currencies are against other regions. 

On this basis, both the Japanese yen (JPY) and the US dollar 
(USD) are hugely overvalued against both emerging and 
developing countries (see chart 2). Both currencies are also 
overvalued against the other advanced economies as well. 
Combined with economic weakness, this is a pretty good 
justification for loose monetary policy.

For the health of the global economy, the most obvious 
prescription is for the central banks in developed markets to 
engage in coordinated QE but for emerging and developing 
economies to let their currencies appreciate. This would 
provide stimulus where it is most needed (the advanced 
economies) and provide an incentive for rebalancing. 

A continuation of politics by other means
The worries about currency wars are in part worries about 
increased politicisation of central banks. It is the clear view 
amongst outsiders that the move by the Bank of Japan to 
a 2% inflation target and open-ended QE was entirely the 
result of political pressure from the new government of 
Prime Minister Shinzo Abe. Advocates of independent central 
banking see this as the start of a growing trend.

While political involvement in monetary policy has a long and 
disastrous history, it is worth remembering that someone has 
to hold the central bank to account, and that someone is the 
elected government. Over the last two decades the Bank of 
Japan has singularly failed to deal with deflation. This may 
be due to reasons beyond its control, and in no small part 
because Japan was the first country in modern history to 
experience deflation, but it is now legitimate for an elected 
government to demand a change in approach. Particularly 
when you can see other central banks such as the Federal 
Reserve and the Bank of England going much further with 
monetary policy despite their inflation rates remaining positive. 

A second concern that is often expressed about politicisation of 
central banks is that QE is just an excuse to finance government 
deficits. The implication appears to be that the central bank 
should not embark on QE if the government is running an 
unsustainable deficit. Economic theory would disagree – if the 
crisis is bad enough then monetary policy should work hand-in-
hand with fiscal policy to provide support. To limit this would, 
ironically, limit central bank independence.

Given this, the complaints from the Bundesbank about 
politicisation and currency wars look like it is talking its own 
book. The Bundesbank has been uncomfortable with the limited 
unconventional policy that the ECB has undertaken to date. It is 
worried that an appreciating euro (EUR) could put pressure on the 
ECB to try to match the open-ended QE of the Federal Reserve 
and the Bank of Japan. If on the other hand you think that the 
Eurozone needs more monetary help to get out of its current 
stagnation, then a ‘currency war’ could be just what is needed.
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Chart 1: Long JPY, Short GBP?

Regional trade-weighted effective exchange rate indices, percentage 
change between Q4 2007 and Q4 2012, %
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Chart 2: Over-appreciated

Over or under-valuation of effective exchange rate against trade-
weighted purchasing power parities, Q4 2012, %


