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The Bank of Japan has disappointed markets so far this year. Expectations are high 
that more QQE is coming. The BoJ’s inaction coupled with increased risk aversion 
has led the Nikkei to decline nearly 18% ytd and USDJPY to 2-year lows (Figure 
1). The case for more QE is already there given the BoJ’s downgraded growth and 
inflation forecasts in April. With the renewed strength in the currency, they are 
increasingly unlikely to reach their inflation target (Figure 2). We expect the BoJ to 
extend its asset purchase programme in the coming months. The announcement 
is likely to come just ahead of, or at the same time, as the fiscal stimulus package. 
While Abe did not disclose the size of the fiscal package in his recent speech (where 
he also announced the delay of the sales tax hike until 2019), analyst estimates 
are in the range of 1-2% of GDP. He also indicated that the stimulus would include 
major infrastructure projects, as well as increased spending on childcare and elderly 
care facilities and hinted at household subsidies. 

Q1 GDP surprised to the upside, coming in at 1.9% q/q saar. Private consumption 
was relatively strong, but investment was a drag on the economy. Capital 
spending increased by 4.2% in Q1 despite lower corporate profits which fell 
2% in 4QFY3/16. This was the first full year decline since Abenomics. Business 
indicators like machine orders, industrial production, and small business confidence 
suggest that investment spending by corporates is unlikely to improve in Q2. The 
Q2 Tankan survey showed a slight improvement in business sentiment from the 
previous quarter (Figure 3). The stronger Yen is hurting automakers and machinery 
companies, but helping domestic companies and companies dependent on 
imports. Net exports were a positive contributor to growth in Q1 largely because 
imports were much weaker than exports. The data for April and May suggest that 
the trend persists. 

JAPAN: THE WAITING GAME
 – We expect the BoJ to expand its asset purchase program within the next few months

 – The BoJ’s inflation target will likely be pushed further out with consumption tax delay

 – Political backdrop would work in favour of putting the reform agenda back on the table

Figure 1: JPY and NKY inverse relationship still holds
JPY strength has coincided with NKY weakness 

Figure 2: Inflation remains well below BoJ’s target
Core inflation is picking up only slightly

Source: MacrobondSource: Macrobond
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A slump in business spending has put the focus back on the consumer. Recent 
Yen strength helps improve purchasing power, as will the 2.5 year delay in the 
consumption tax. However, wage growth remains subdued. The government 
had wanted corporations to increase wage growth to cement a rise in consumer 
spending and inflation. The result of the first round of the ‘shunto’ spring wage 
negotiations was disappointing to policymakers hoping to see faster earnings 
growth. The major car makers and electronics firms agreed on smaller hikes in base 
pay than a year ago. The annual increase fell to around 2%, down from around 
2.5% the previous year. Overall, real wages are flat (Figure 4). Although these 
companies were more generous with bonus payments, and in terms of pay rises to 
temporary workers, if other firms follow suit, as seems likely, the BoJ will be faced 
with another headwind in its efforts to lift inflation.

Given the outlook for inflation, we expect that the BoJ will be forced to respond 
with more QQE. Of course, the question is what form it will take. It will likely be a 
combination of government bonds and equities (ETFs). We think that the scope for 
rate cuts is more limited. Inflation expectations have fallen sharply since the end 
of June. Even with the stimulus, it will be very difficult to see USDJPY weaken very 
much now that the market has priced out any Fed rate hikes this year and market 
uncertainty lingers over Brexit. Aggressive QE and surprising the markets may be 
the only chance the authorities have to weaken the currency in this environment. 
Speculation of currency intervention is also likely to rise if USDJPY dips and stays 
below 100. In our view MoF intervention cannot be ruled out; however, its impact is 
likely to be short-lived. 

On the politicial front, PM Abe secured a two-thirds majority after the July 
10 elections in the Upper House. This suggests that the people still believe in 
Abenomics, and are willing to back him on constitutional reform. With that, 
amending the constitution is likely to be a bit easier. However, he will not be able 
to ignore the economy which could mean we get a bigger stimulus package than 
initially suggested.

Figure 3: Business expectations steady according to the 

Tankan survey
Investment is unlikely to provide the boost the economy needs

Source: Macrobond Source: Macrobond

Figure 4: Real wages in Japan remain flat
The ‘shunto’ wage negotiations failed to provide the 
necessary increase to support consumption
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Consumers are expected to 
drive the economy, but real 
wages are flat

JPY strength is likely to 
persist even if BoJ fires one 
of its bullets 

A sweeping majority for the 
LDP in the Diet may mean 
economic reforms are more 
likely to take hold 
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