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Abstract

Over the past few decades, the Japanese economy has experienced a widening gap
between returns on liquid bonds and illiquid capital (i.e., the liquidity premium)
due to a secular decline in the real interest rate and a slight increase in the capital
return. This paper investigates the impact of changes in economic structures,
including demographics and medical systems, on these trends. In particular, I
explore the role of the health or medical expenditure risk, using a general equilib-
rium overlapping generations model with two kinds of assets, liquid and illiquid, in
which households face uncertain medical costs. I find that both structural changes
could have resulted in the increasing liquidity premium. The aging population has
pushed down both asset returns because of an increase in aggregate asset demand.
On the other hand, the rise in medical costs has led to higher capital return and
lower bond return by shifting the asset portfolio of older households from illiquid
to liquid. Overall, the liquidity premium has expanded, and the decomposition
shows that the latter contribution would be significant. The results suggest that
the structural changes going forward will lead to a further increase in the premium

in the future, even after accounting for the larger supply of government bonds.
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