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J apanese prime minister Shinzo Abe’s 
aggressive fiscal and monetary policies 
show little sign of abating. The Bank 
of Japan (BoJ) is likely to implement 

additional liquidity measures to offset the 
impact of next month’s consumption tax hike 
on private demand, further suppressing bond 
yields and spurring inflation.

This would follow the BoJ’s monetary policy 
about-turn in April 2013 when it announced 
a doubling of the country’s monetary base to 
achieve a 2% inflation target within two years. 
A resultant further erosion of real returns could 
prompt domestic investors to look overseas and 
sell their huge holdings of Japanese Government 
Bonds (JGBs).

The BoJ’s ongoing accommodative monetary policy stance 
is in sharp contrast to the actions of America’s Federal 
Reserve. The Fed has tapered its open-ended QE drive by 
£20 billion to £65 billion a month since December, and bond 
yields have begun to rise along with real returns.

Cause and effeCt
As in the West the BoJ is increasing the monetary base by 
buying back sovereign paper, at a rate of ¥60-70 trillion per 
year, in order to suppress JGB yields and prompt cash to flow 
into productive assets, including domestic equities which 
have performed strongly. But were domestic investors to 
begin to sell JGBs in bulk, to invest in higher yielding overseas 
bonds the BoJ may have little choice but to buy the paper 
to prevent nominal long-term interest rates from rising, a 
potential disaster for the country’s banks.

Therefore, while the significant weakening of the currency 
accompanying the QE drive has revived profitability 
expectations, and sparked optimism around investment and 
employment rates, any internal benefits of Japan’s ultra-loose 
monetary policy could come with consequences for the wider 
global economy. The implications could be threefold: 

•	 Extremely rapid growth in the size of the BoJ’s balance   
 sheet and an acceleration in global liquidity.
•	 A drastic depreciation of the yen, and probably a   

 competitiveness problem for other countries –    
 especially in Asia.
•	 A fall in long-term interest rates on government bonds   

 bought by Japanese investors in the US, eurozone and  
 all countries.

Indeed, Japanese investors have recently expanded their 
holdings of French and German bonds. Meanwhile, they have 
also shown appetite towards peripheral eurozone bonds – a 
development worth keeping an eye on.

By driving down sovereign bond yields the BoJ’s 
QE has suppressed the yield of bond instruments 

across the board as they are all ultimately 
referenced off JGBs. The country’s benchmark 
10-year sovereign paper is forecast to remain 
at 1% until early next year, while QE is also 
having the desired inflationary impact with 
underlying prices set to rise at 1%, excluding 

the effects of the consumption tax hike.
Meanwhile, as the Fed has scaled back QE the 

yield on 10-year Treasuries has begun to creep up 
and is anticipated to hit 3.5% by December, with 
this divergence in Japanese and US monetary policy 
being a key driver of the yen’s rapid depreciation. 

InstItutIonal drIvers
America’s QE drive has also had success in stoking generalised 
prices, with inflation currently running at 1.6%, but with both 
the BoJ and Fed targeting 2% long term then the relative price 
level between Japan and the US could become more stable. 
From a Purchasing Power Parity perspective, the exchange 
rate could become less unpredictable, which could in turn 
further weaken the home bias.

Meanwhile, institutional changes in the past year might 
also diminish the home bias. For life insurers, the abolition 
of the 3-2-2 regulation in April 2012 has led to more flexible 
investment decisions. Where previously total investments 
were capped, the asset allocation of insurance companies is 
now considerably less restricted among Japanese equity, non-
yen assets and real estate.

And in the near-future, January’s implementation of 
the Nippon Individual Savings Account (NISA) may be 
noteworthy in terms of household investment decisions as 
it is a tax-free account introduced to shift household savings 
towards risky assets.  s 

Japan’s QE goes global
There could be big consequences should the country’s domestic investors begin to sell JGBs
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