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Determinants of long-term interest rate

v Monetary policy

v" Growth potential

v" Inflation expectation

v Risk (or structural) factors
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Yield spread

10 year government bond yield — policy rate
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Growth potential

Percentage change from previous period

Canada

France 2.0 1.7 0.7 0.7
Germany 1.2 1.2 0.4 0.2
Italy 1.2 1.1 0.8 1.5

Japan 0.9 0.5 -0.2 -0.3
United Kingdom 2.7 2.3 0.9 1.1

United States 2.8 2.3 1.2 0.8

(Source) OECD Economic Outlook
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Inflation expectation

1) CPI
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Inflation expectation

i1) Break-even inflation rate

Note: TIPS has not been issued since July 2008 in Japan.



Inflation expectation

) Survey results for Japan
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Notes: 1. Figures are estimated based on the results of "Opinion Survey on the General Public's Views and Behavior,"
using a modified Carlson-Parkin method. For details, see Sekine. Yoshimura. and Wada (2008). "On Inflation

Expectations." Bank of Japan Review Series, 2008-J-15 (available in Japanese only).
2. Figures are the average of economists' projections in the ESP Forecast for year on year CPI inflation rate.
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Risk (or structural) factors

v" Debt burden

v Home bias
v" Bank balance sheet
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Debt burden

General government gross financial liabilities

Nominal GDP ratio, %

OECD Forecast
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Home bias

Share of JGBs holders Share of JGBs held by overseas
As of end-Dec. 2008 .
Others 3 %
Households 4% |
Overseas 5%

7%
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2004
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2005 2006 2007 2008

Share of government bonds held by overseas

Japan US UK Germany France
(Dec.2008) | (Dec.2008) | (Dec.2008) | (Sep.2008) | (Dec.2008)

overseas 6.8% 50.3% 36.5% 52.6% 33.8%
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Net financial assets by economic agent in
Japan
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Concluding remarks

e Although its debt burden has been growing considerably, long- term interest rate in
Japan has been very low because of :

v" Very accommodative monetary policy, including quantitative easing
v" Low growth potential

v" Low inflation expectation

v" Home bias by Japanese financial institutions, particularly banks

e What banks have been facing includes :

v" Decline in loan demand

v" Continued deposit inflows despite of almost zero interest rates

v" Government bonds to be major investment assets

e Qutlook for long-term interest rate :

v" Upward pressure owing to growing debt burden

v. Can we say, as |l ong as household saving

pressure continued to be significantly mitigated?



