
this ‘injection’ into perspective, the 
Japanese economy is one-third the 
size of America’s and yet the BoJ is 
printing almost as much money in 
absolute terms as the American Fed-
eral Reserve.  

Since last August, the Yen has re-
sponded by dropping by 30% against 
the dollar and the Chinese yuan and 
by 37% against the euro. The yen-
slide – or "Enyasu" – has raised con-
cerns that Japan is exporting defla-
tion through a "beggar-thy-
neighbour" push for export share, a 
charge rejected by Tokyo. Japanese 
monetary policy is almost irrevoca-
bly committed to continuing to de-
value the yen for a very long time at 
what will be an ever-increasing rate.2 

The markets initially reacted fa-
vourably to  the first two policies of 
Abe’s programme. However, they 
were less impressed by the timidity 
of the labour and structural reforms 
announced. Perhaps more audacious 
reforms will be forthcoming after 
elections to the Upper House in July. 
If Abe can win a majority in the 
House, the real test can begin: imple-
menting politically challenging re-
forms.   

The trouble is that the deck is stacked 
against the government’s programme 
for a number of reasons. 
 
First, Japan is rapidly ageing.  It has 
had more deaths than births each year 
since 2005. Ageing demographics will 
start to feature more prominently in 
Japan’s outlook. Internal consumption 
is not going to be a source of growth 
in an older society; retirees spend less 
than during their earning years. 
 
Second, the population is shrinking. 
The total fertility rate – the number of 
children expected to be born to each 
woman during her lifetime – is well 
below 2.1, a rate needed just to main-
tain a stable population. Japan’s rate 
has continued to fall since dropping 
below 2.0 in 1975. It slumped to an 
all-time low of 1.26 in 2005 and re-
covered to 1.41 last year, the first rise 
over 1.4 in 16 years.  Despite the in-
crease in the fertility rate, however, 
the greying of the nation and the fall 
in population continues. 

A shrinking population will impact 
the economy. The National Institute 
of Population and Social Security Re-
search projects that Japan’s working-
age population will decline from 81.7 
million people in 2010 to 67.7 million 
people by 2030.  Based on demo-
graphic factors alone, the decline of 
aggregate demand between now and 
2030 will exceed the decline of out-
put, creating persistent and widening 
excess capacity in the economy. 
Prices must fall in an economy where 
slack is steadily increasing. In addi-
tion, advancing technology will likely 
increase output per worker in the fu-

"Let us go whither the omens of the Gods 
and the crimes of our enemies summon us. 
The die is now cast.”  
     Julius Caesar 
       (at the Rubicon River) 

The Rubicon has duly been crossed in 
the ‘Land of the Rising Sun’ as the 
Japanese government undertakes a 
radical experiment in fiscal and mone-
tary policy. Japan’s nominal GDP has 
not grown for twenty years, in spite of 
a zero-interest rate policy and years of 
fiscal deficits. This experiment is a 
last, desperate effort to escape from 
under their crushing debt load, now 
closing in on 240% relative to their 
GDP.   
 
Japan’s populist Prime Minister Shinzo 
Abe wants to pursue a three-pronged 
programme to escape the deflationary 
slump.  Employing first, a Depression-
era fiscal policy; second, an aggressive 
monetary policy; and third, a growth 
strategy based upon labour and struc-
tural reforms. 

The government wants to inject stimu-
lus directly into the economy by, for 
example, building roads or nuclear 
power stations. Takahashi Korekiyo 
pursued just such an unorthodox ex-
periment in the early 1930s, turning the 
Bank of Japan into an arm of the treas-
ury and forcing it to fund government 
spending until the economy was on its 
feet again. It worked like a charm back 
then.1 

The Bank of Japan (BoJ) has pledged 
double the monetary base, by injecting 
$1.4 trillion into the economy, over the 
next two years.  The idea is to create 
inflation and increase exports. To put 
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tory reserves amounted to just ¥5trn. 
Yet neither the economy nor asset 
prices reacted meaningfully.4 

Will this time be different? The recent 
upheaval in the JGB market signals an 
end to the virtuous cycle that has 
pushed stock prices steadily higher. 
This means further gains in equities 
will require stronger corporate earn-
ings and a recovery in the economy. 
Exporters certainly have enjoyed a 
fillip from the experiment but, thus 
far, the broader economy iseems un-
fazed.  According to a May 27th sur-
vey by the Nikkei, 78% of the popula-
tion does not feel they are experienc-
ing a recovery in the economy. 

We all have a stake in a successful 
outcome of this Japanese experiment. 
We’ve seen what Thailand (1997 
Asian crisis) or Greece (2011 Euro 
crisis) can do to the world’s economy.  
Imagine what might happen should 
the world’s third largest economy, 
and its largest creditor nation, fail.  

It’s too early to write off Japan’s pol-
icy experiment. But time is running 
out and the hardest part of the reforms 
are yet to come.   
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ture. With overall demand and output 
falling, productivity gains will lower 
labour costs and add to downward 
pressure on prices. Disinflation and 
deflation appear to be the compan-
ions of demographic decline (see 
chart).3 

Third, the volatility in Japan’s 10-
year government bond (JGB) is a 
clear warning sign of things to come. 
It’s bond market is not as large or 
liquid as the US Treasury market. 
There’s a good chance the yield on 
JGBs could move above the comfort 
zone of the BoJ at some point. The 
market for JGBs has fluctuated 
wildly, with yields rising instead of 
falling. The BoJ initially dismissed 
the volatility as a “bond market is-
sue”, but the problem is deeper and 
has brought about a sharp stock mar-
ket correction and a reversal in the 
Yen.  Ultimately, the BoJ’s inability 
to control the fluctuation could un-
dermine the credibility of the bond 
buying programme. 

Fourth, monetary policy could be-
come increasingly ineffective. Inter-
est rates will respond to demand for 
funds or to resurgent inflation. If in-
flation does appear, interest rates will 

have to rise to compensate investors.  
The more the market senses the BOJ’s 
determination to generate inflation at 
any cost, the more interest rates - and 
particularly longer-term rates - will 
rise, adversely impacting not only Ja-
pan’s economy but also the financial 
positions of banks and the government.  
If interest rates on JGBs rise to a mere 
2.2%, 80% of tax revenues must go 
just to pay the interest on the debt!  

Fifth, as Japan’s current account bal-
ance has been eroding, the Yen has 
been losing its perceived safe haven 
status.   Excessive drops in the cur-
rency could spark a “sell Japan” move-
ment like that seen in 1997, when in-
vestors simultaneously sold off the 
Yen, Japanese stocks, and JGBs.  A 
similar selloff under these conditions 
could destroy the Yen in the process. 

What makes the timing of the Japanese 
experiment inauspicious is the fact that 
risk premiums were already extremely 
compressed.  Short-term rates in Japan 
have been at or near zero since 1995, 
some 18 years ago. The BoJ engaged 
in an aggressive quantitative easing 
initiative from 2001 to 2006, under 
which it supplied more than ¥30trn in 
excess reserves at a time when statu-
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