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Japan’s Latest Stimulus Measure: The Beginning of the End?

Japan’s central bank caught most investors off guard last week when it announced plans
to increase its monthly asset purchases by more than 15%, to the equivalent of $720 billion annu-
ally in an effort to revive economic growth and end more than a decade of deflation pressures.
The initial response was a significant jump in Japanese equities and bonds, accompanied by a
sizeable slide in the value of the Japanese yen. Despite the positive response, the unintended con-
sequences of such an audacious stimulus plan may yield longer-term pain for the Japanese econo-
my and potentially the global bond markets.

The Bank of Japan’s announcement last week coincided with the world’s largest pension
fund, the Japanese Government Pension Investment Fund (GPIF), with over $1 trillion worth of
holdings, deciding to reduce its Japanese government bond holdings from 60% to 35% of its as-
sets, due to concerns about interest rate risks associated with the Japanese bond market and the
need to achieve a higher rate of return. With the GPIF reducing its holdings of government bonds
in favor of Japanese and international stocks, the Bank of Japan (BOJ) was forced to take an even
larger role in the country’s ability to finance its nation’s deficit.

Japan is currently running an annual deficit of around 7%, forcing it to finance more than
$300 billion annually. While the low interest rates on Japanese government bonds do not pose a
significant risk to the nation’s ability to meet its interest obligations, the country’s debt-to-GDP
ratio is over 225% and has been growing nearly 4% annually over the past ten years (Chart 1).
Revisiting the $720 billion in annual purchases planned by the BOJ, it will be acquiring more than
twice the number of bonds being issued by the government to finance its annual deficit. While
currently owning over 20% of the nation’s government bonds, it is likely that over the next couple
of years the BOJ will own the majority of all Japanese government bonds (Chart 2).

Why is this important? If the massive asset buying plan fails to reignite the Japanese
economy, and one only has to look at the minimal success that the U.S. Federal Reserve achieved
in its latest round of quantitative easing as a potential outcome, the more the yen is likely to de-
cline against other major currencies. As the yen declines, Japanese investors are more likely to
diversify away from Japanese investments, especially their ultra-low interest rate government
bonds, forcing the BOJ into another round of asset purchases to absorb the selling of government
bonds and preventing interest rates from increasing.

The main concern is whether this cycle spins out of control and undermines investors’
confidence in the nation’s ability to meet its financial obligations and/or the value of its currency.
If the BOJ ends up holding the majority of Japan’s government bonds, the nation is effectively
printing money out of “thin air” to cover its financial obligations, with no participation from pri-
vate investors. At that point, the value of the currency could be called into question and could
spark a major financial crisis. While none of these risks are new for Japan, the recently an-
nounced quantitative easing may only accelerate the financial disaster that Japan is facing.
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Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance of any
specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Valicenti Advisory Services, Inc.), or any non-investment related
content, made reference to directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or
prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume
that any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from Valicenti Advisory Services, Inc. To the extent that a reader has
any questions regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is encouraged to consult with the professional advisor of his/her choosing. Valicenti Advisory
Services, Inc. is neither a law firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting advice. A copy of the Valicenti Advisory Services,
Inc.’s current written disclosure statement discussing our advisory services and fees is available for review upon request. Please Note: Fee-Based services. The Registrant provides investment advisory services
on a fee basis. The Registrant does not receive any transaction/commission-based compensation for its investment advisory services. Rather, its only compensation is derived from fees paid to it by its clients as
discussed on Part 2A of its written disclosure statement. However, because the Registrant is now affiliated with Valicenti Insurance, a NY insurance agency that is licensed to offer insurance products on a
commission compensation basis, the Registrant cannot hold itself out as a "fee-only" advisory firm.



