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Japanese Monetary Policy Is Largely Running on Empty at a Time
When Global Conditions Are Likely to Become Less Favorable

The conditions facing Japanese central bankers are a more extreme version of what many developed countries
are facing: there is almost no room to ease further, and the disinflationary pressures from secular global forces
and challenging demographics are keeping inflation near zero late into a cyclical recovery. it has taken an
extraordinary amount of monetary easing and significant support from global growth to sustain the expansion.
And still, wages and inflation have only improved marginally. The challenges facing the Bank of Japan will be
even more daunting in the next downturn.

Looking ahead, we see less favorable conditions on the horizon as other central banks begin to remove global
liquidity. Japan’s exports are highly cyclical, and most of the swings in Japanese growth in recent decades have
come from swings in global growth and trade. As it is, we expect Japanese growth to dip below 1% over the next
six months. And a more material global slowdown would flow through to even weaker conditions and renewed
disinflationary pressures, which the Bol has limited ammunition to reverse: rates are already at zero, and the Bol
is already buying assets at a rapid pace. The drop in inflation in turn would itself be an additional tightening, as it
would make real interest rates rise since nominal rates won't be able to adjust much because they are near zero.
Given these circumstances, we see the continuation of extreme monetary easing as a sensible policy stance,
even if its effectiveness is much diminished.

The chart below shows how deeply entrenched Japan's deflation is, and how little progress has been made
toward sustainably rising prices, even in the recent period when conditions were as supportive as they have been
in decades. It also shows that although the level is lower, the swings in Japanese inflation are similar to those in
the US, as global growth and more secular disinflationary forces have had similar effects over the past few
decades.
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It's Taken Global Strength and Massive Easing to Produce a Moderate Cyclical Upswing

This lack of inflation is all the more striking because of the unprecedented degree of monetary easing from the
Bol and (except for the lack of price pressures) the tightness of domestic cyclical conditions. The BoJ's asset
purchase program and yield curve targeting policy have maintained very easy domestic conditions even as other
central banks have moved toward tightening. This easing has finally pushed real rates negative, but the ability to
get them even lower is limited by the fact that nominal rates are already around zero. More importantly, if Japan
were to experience another wave of deflation, real rates would rise, which would represent a tightening of
monetary policy.
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Much of the healthy performance of the Japanese economy in recent years has also come about because of
strong external demand. Real exports have been growing at around 4% a year in recent years, adding a bit less
than 1% to real GDP growth over that period.
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The combination of strong external demand and ultra-accommodative domestic monetary policy has flowed
through to some measure of cyclical recovery in Japan—but it looks pretty modest reiative to the firepower
necessary to achieve it. The labor market in Japan is now about as tight as in the US based on our adjusted
measure, which accounts for differences in how unemployment is measured across countries. Even so, on
average lapanese wages have barely grown throughout the expansion, muting domestic income growth.
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Domestic consumption has grown more slowly than overall economic growth, and would likely be even weaker
without the support from rising exports and the resulting employment gains.
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Going Forward, Near-Term Risks to Japanese Growth Look Tilted to the Downside, While Secular Headwinds
Are as Strong as Ever

The global expansion that provided significant support to Japanese conditions has largely come from strong
trading partner growth, especially in China and emerging market Asian economies linked to China. Given
expectations that growth will moderate in those places and more broadly across Japan's major trading partners,
we expect this to become a drag on Japanese conditions.

3
Bridgewater" Daily Observations 9/21/2018



Give Feedback

Japan’s exposure to trade also means that it faces risks from being caught in the crosshairs of trade tensions. An
escalation on that front would be very painful, and trade-related uncertainty in Japan, approximated by the
news-based estimates of policy uncertainty shown in the right-hand chart below, has already risen significantly.
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Stepping back to consider the longer-term risks, it tooks as though the Bol's stimulus and strong global
conditions have not been sufficient to overcome the combination of secular disinflationary forces weighing on
prices across the global economy and Japan's parficular deflationary funk. Japanese consumers now report they
plan to spend the same or less across many categories of services, which provides a sense of how hard it has
been {and continues to be) to both stimulate domestic spending and unstick expectations for deflation, which are
two sides of the same coin. Corparations aren't changing their behavior around parting with cash either; despite
Abe's attempts to reform governance, the cash that Japanese firms return to shareholders is still a small share of
the amount they generate doing business—and has not changed much over 25 years.
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Lastly, the Japanese economy continues to face an ongoing headwind tfrom a shrinking and aging labor force.
This impacts the economy in many ways, including reducing the demand for investment, keeping growth down at
a time when debt [evels are high, and creating disinflation in some areas, like housing.
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When we |ocok at Japan, much like tor the rest of the developed world, we are more worried about what the next
downturn will look like than what conditions are likely to be like in six months. Japanese policy makers have done
a lot to stimulate the economy and have had only mild success in producing inflation under very favorable
conditions. Japan has even less monetary fuel in the tank than other developed economies and, as a result, will
likely need to resert to other tools (including fiscal policy) the next time the economy turns down.
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