O

Flossbach von Storch
RESEARCH INSTITUTE

MACROECONOMICS 08/04/2024

Japan’s Monetary Policy Dispair

by GUNTHER SCHNABL

Abstract

The Bank of Japan has announced a small interest rate hike,
which is seen in the light of historically high share prices as a
turning point. The euphoria could be premature, as major in-
terest rate hikes would require the fundamental restructuring
of Japanese government spending and companies. The ageing
country does not seem to have the necessary spirit.

Zusammenfassung

Die Bank von Japan hat eine geringe Zinserh6hung angekiindigt,
die mit Blick auf historisch hohe Aktienkurse als Zeitenwende
angesehen wird. Die Euphorie konnte verfriiht sein, da grolRere
Zinserhohungen die Restrukturierung der japanischen Staats-
ausgaben und Unternehmen erfordern wiirden. Dazu scheint
dem Uberalterten Land die Kraft zu fehlen.
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The Bank of Japan has announced a change in interest rate policy. It raised the key
interest rate from -0.1 per cent to a range between 0 and 0.1 per cent. This made
it the last major central bank to abandon the negative interest rate policy it had
pursued since 2016. It has also abandoned its yield curve control. It is thus reacting
to the significant rise in prices and wages, which has averted the risk of deflation.
In January, the inflation rate was 2.2 per cent, and the trade unions negotiated ex-
traordinary wage increases of over 5.28 per cent in the latest spring offensive.

The German newspaper Handelsblatt saw a new era in Japanese monetary policy.
"Wow, she did it," commented the chief economist at VP Bank. Euphoria has also
been evident on the Japanese stock market for some time, which reached a new
historic high following the announcement of the interest rate hike. Does this mean
that the three lost decades since the bubble economy burst are finally a thing of
the past? And what role does the renewed weakness of the Japanese yen play,
which occurred despite the interest rate increase? A look back can provide more
clarity.
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Source: Nikkei. Historical performance is not a reliable indicator of future performance.

The crisis, which continues to this day, can be traced back to the Japanese bubble
economy. In September 1985, the USA had urged Japan into revaluing the yen
against the dollar in the so-called Plaza Agreement, to correct the large trade im-
balance between the two countries. The appreciation of the yen plunged the ex-
port-dependent Japan into a deep crisis, which the Bank of Japan attempted to cure
by cutting interest rates. The cheap money made it easier for companies to carry
out urgently needed restructuring. However, it also triggered a speculative bubble
on the stock and property markets, the bursting of which dragged many property
companies and banks, and ultimately the entire economy, into crisis. Figure 1 shows
the sharp rise and fall of the Nikkei 225 share index between 1985 and 1992.


https://www.boj.or.jp/en/mopo/mpmdeci/mpr_2024/k240319a.pdf
https://www.handelsblatt.com/finanzen/geldpolitik/geldpolitik-bank-of-japan-startet-neue-aera-der-geldpolitik/100025446.html
https://asia.nikkei.com/Business/Markets/On-topic-Why-is-the-Japanese-yen-so-weak
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The Bank of Japan tried to deal with the crisis with the medicine that was the cause
of the fatal exuberance. It pushed short-term interest rates up to and even slightly
below zero and bought government, bank and corporate bonds on a large scale.
This enabled Nippon's state to implement large debt-financed spending pro-
grammes, which repeatedly supported the weakening economy. By subsidising
many products such as food, energy and local transport, the government not only
kept inflation in check, but also justified the persistently loose monetary policy.

Companies became increasingly dependent on government spending, low financing
costs and wage restraint on the part of trade unions. Inertia became so widespread
that many now regard the Japanese economy as zombified. As productivity gains
became depressed, real wages have fallen since 1998. Government debt has risen
to 260 per cent of gross domestic product and more than half of the government
bonds issued are on the balance sheet of the Bank of Japan.

This leads to the question of what can explain the recent boom in Japanese share
prices. Under the headline "Japanese equities - a force awakens", the investment
bank Franklin Templeton states that corporate reforms have reached a tipping

point, signalling fundamental change. Indeed, rising interest rates and wages could
finally force companies to undertake radical restructuring and efficiency gains. In
addition, the Bank of Japan intends to reduce its purchases of corporate bonds and
equities in the form of ETFs from now on.

On the other hand, the Japanese yen has depreciated sharply against the dollar
since January 2021. Whereas around 103 yen had to be paid for one dollar at the
beginning of January 2001, it was over 151 at the beginning of April 2024, which
corresponds to an increase of over 46%. The depreciation has boosted the profits
of export companies, which are strongly represented in the Nikkei 225, enabling
them to finance share buybacks. In addition, the depreciation of the yen has made
Japanese shares cheaper for foreign investors. US star investor Warren Buffet,
among others, has made a highly publicised purchase. The apparent success of Jap-
anese companies could therefore be driven primarily by the fact that the Bank of
Japan, unlike the Federal Reserve System and the European Central Bank, has
largely refrained from raising interest rates at both the short and long end of the
yield curve since 2022, as Figure 2 shows.

The negative aspects of the devaluation, i.e. the rise in import prices and the asso-
ciated price increases, which have led to higher wage demands, are currently still
regarded as a "virtuous circle" by the Bank of Japan. However, the price-wage spiral
could already be the precursor to a new damper on growth because it can keep up
inflation. The Bank of Japan's homeopathic interest rate hike, which has now been
announced as a sensation, will hardly force companies into far-reaching restructur-
ing programmes.


https://www.franklintempleton.de/aktuelles/2023/equity/japanische-aktien-eine-kraft-erwacht
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Figure 2: Interest rate levels in Japan, the USA and Germany
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Source: Bank of Japan, European Banking Federation, Refinitiv. Historical performance is not a reliable indicator
of future performance.

And unlike the US and the euro area, the Bank of Japan is not talking about reducing
the amount of corporate bonds and ETFs on its balance sheet - so-called quantita-
tive tightening. The number of corporate insolvencies remains low despite a slight
increase since the historic low in 2022. Finally, trade unions could become cautious
again with their wage demands as soon as companies' liquidity reserves are de-
pleted and unemployment threatens.

On the contrary, the Bank of Japan intends to continue buying government bonds
to the equivalent of 40 billion euros per month, meaning that the balance sheet
volume has not only continued to grow in contrast to the Fed and the European
Central Bank (see Figure 3), but is also likely to continue to grow. In the event of a
rapid rise in long-term interest rates, the Bank of Japan has announced that it could
quickly increase the volume of purchases. This indicates that the immense national
debt in Japan leaves it little room for manoeuvre.


https://asia.nikkei.com/Economy/Bank-of-Japan/Bank-of-Japan-bond-purchases-shrank-36-in-fiscal-2023
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Figure 3: Volume of the Bank of Japan's balance sheet
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Source: Bank of Japan. Historical performance is not a reliable indicator of future performance.

The minimal increase in interest rates therefore appears to be more an expression
of monetary policy dispair than a signal for a decisive tightening of monetary policy.
A sustainable economic recovery would require much stronger interest rate hikes
at both ends of the yield curve, which would require significant cuts in government
spending and resolute corporate restructuring. Both the 67-year-old Prime Minister
Fumio Kishida and the 73-year-old Central Bank President Kazuo Ueda still seem to
be a long way from the necessary samurai spirit.
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