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In summary: 
Shinzo Abe’s appointment to Prime Minister has brought with it a 
renewed effort to end deflation in Japan. Markets’ anticipation 
of a step up in asset purchases by the Bank of Japan (BoJ) has 
led to a significant weakening of the yen, although this won’t boost 
activity by enough to hit the 2% inflation target. We estimate the 
yen needs to fall another 10% to achieve the target but this will 
result in increased competition from Japan and weaker trade 
performance for the rest of the world, particularly Asia. Longer 
term, we are likely to experience an increase in capital outflows, 
the return of the yen-funded carry trade, and the risk that efforts to 
resist currency appreciation result in overheating problems for 
Asia and the emerging economies.  
 

In the UK, the Chancellor’s fourth budget felt like a case of déjà vu – growth revised down, the deficit 
revised up, and austerity extended for another year. However, some measures for the corporate and 
household sectors could prove beneficial for the economy. The government signalled it wants more 
activism from the Bank of England (BoE) by tweaking its target, something that was met with reluctance by 
the Bank who fear a loss of credibility as an inflation fighter and further falls in sterling. Finally, the labour 
market continues to surprise with full-time employees dominating the gains in jobs.  
 
China is a country that can go from fears of a hard landing to overheating rapidly, and there are 
tentative signs that the housing market may be beginning to experience the latter. Although new restrictions 
on the sector have been announced, it would be unwise to rule out more. 
 

Can Japan beat deflation? 
 
Shinzo Abe is targeting the defeat of deflation, which has led to a shift in policy by the BoJ, resulting in an 
increased inflation target of 2% and the appointment of a new governor, Haruhiko Kuroda. The yen has 
weakened significantly since Abe’s election win and it became clear that the Bank would increase its asset 
purchase programme.  
 
The shift in monetary policy will be bolstered by a more ‘flexible’ fiscal policy and a private sector ‘growth 
strategy’. However, for an economy that has been shrinking since 1997, where inflation has rarely hit 2% in 
the past 15 years, and has experienced a persistent output gap, ending deflation is a very tall order.  
 
The combination of a weak economy and trade deficit (caused by the increase in the fuel deficit) is an 
indicator of a competitiveness problem. A key mechanism for achieving better growth and ending deflation is 
through depreciating the yen, which would boost activity through higher exports and investment, while 
raising inflation through higher import prices.  
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Has the yen fallen enough? 
Our forecasts suggest the inflation target will be difficult to achieve in the next two years due to the starting 
output gap of -3% GDP and a growth assumption of 1% p.a., which will leave the economy with an output 
gap of -0.6% GDP at the end of 2014. While the gap is on track to close in 2015, it is based on the 
assumption that the yen falls to 100 by the end of 2013 and 105 by 2014. While the fall in the yen so far has 
been significant, it will probably only be sufficient to end deflation rather than generate positive price rises – 
this will require the yen to fall another 10%. 
 
Impact on rest of the world 
The impact on the rest of the world will be played out through trade and capital outflows. A weaker yen will 
act as a deflationary force against those competing against Japan as they begin to lose market share and 
experience a deterioration in their net export position. Asia accounts for more than half of Japan’s exports 
so it will be the most affected. As the BoJ steps up its efforts to generate inflation via large-scale purchases 
of Japanese government bonds, interest rates will be pushed down, resulting in savers facing negative real 
interest rates. This development is likely to prompt savers to search for yield overseas resulting in capital 
outflows and also the return of the carry trade. Significant inflows of Japanese funds will cause problems for 
the receiving countries too by either hitting growth (if no action is taken) or higher money growth and 
inflation (if they try to manipulate exchange rates).  
 
What happens next? 
On the immediate horizon, we expect to see a step up in asset purchases followed by an increase in the 
purchase of risk assets, a cut in interest rates on reserves, forward guidance on rates, and quantitative 
easing in subsequent months. 
 

UK: going nowhere fast 
 
Against a backdrop of disappointing headline GDP figures (the Office for Budgetary Responsibility has been 
forced to halve its GDP growth forecast for 2013 to 0.6%), this month’s budget was another reminder that 
without growth, the challenges of repairing public finances become even greater. 
 
Yet another fiscal slip 
Despite the UK losing its ‘AAA’ rating and being on the verge of a historic ‘triple-dip recession’, George 
Osborne was not tempted to change tack. Instead, he announced measures that will be largely fiscally 
neutral over the next five years. However, he did announce his intention to reprioritise current expenditure 
away from public spending and towards investment spending, which could help provide a boost from 2015.  
 
The Chancellor also delivered tax cuts designed to boost employment, but also to incentivise the 
unemployed to return to work. An additional cut to corporation tax will help attract more foreign direct 
investment, while the introduction of a new national insurance contributions threshold for employers’ 
contributions could help incentivise more hiring. The other notable policy change was to the government’s 
scheme to help potential house buyers, which could help spur the housing market.  
 
Monetary activism 
The Chancellor’s boldest move was to encourage the BoE to take a more active role in raising economic 
growth by making the 2% CPI inflation target more flexible i.e. by forcing the Bank to commit to intermediate 
targets. Even though the Bank has cut interest rates to record lows and has pumped £375 billion into the 
economy – or roughly 25% of GDP – the Chancellor clearly wants more action. In addition, the BoE will 
conduct a review of unconventional policy including quantitative easing, credit easing, and any other options.  
 
Whilst the Treasury is pushing for more monetary easing, the Bank seems to be reluctant and has recently 
voiced its concerns that more stimulus could “lead to an unwarranted depreciation of sterling if it were 
misinterpreted as a lack of commitment to maintaining low inflation in the medium term”. Looking ahead, the fall 
in sterling will cause inflation to rise once again from 2.8% in February, to over 3% by the summer, which along 
with ongoing austerity is likely to be one of the key headwinds for the economy in 2013. 
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Hope from the labour market 
Although the macro outlook looks grim, there are signs that the labour market is performing better. Our view 
has always been that the private sector would more than offset any job losses in the public sector and this 
has been the case. The Office for National Statistics’ latest data has shown a strong rise in full-time workers 
over the second half of 2012, but falls in self-employed and part-time workers, which suggests that a shift in 
the marketplace has taken place. Additionally, discouraged workers are also returning to the labour market, 
while fewer workers are taking early retirement. What we can draw from these trends is that the pool of 
workers is growing, which will increase competition for jobs, drive down wages in real terms even further, 
but also limit the fall in the unemployment rate over the coming months. 
 

China: property sector shows signs of overheating 
 
The Chinese property market can swing (with the help of policymaking) rapidly between a slowdown and 
boom phase, with knock-on effects for the rest of the economy. The recent strength of this sector, 
evidenced by a sharp pick-up in sales volumes and house prices, is beginning to cause concern - in China, 
a buoyant housing sector is welcome, but an exuberant one is dangerous. We expect this momentum to 
continue in the coming months but this opens up the potential for further tightening from the authorities. 
 
The outlook for policy 
If the recent measures – the enforcement of the 20% capital gains tax and increased minimum down 
payments on second home mortgages to 60% – prove insufficient to cool the property market, policymakers 
could further extend the minimum down payment on second homes further or facilitate an increase in the 
lending rate. Our baseline forecast remains that no changes will be made to either the headline lending rate 
or the required reserve ratio for banks, but as headline inflation approaches the new target of 3.5% towards 
the middle of 2013, policymakers may be drawn into using these tools or liquidity measures to avert the 
property market from overheating. The balance of risks has shifted towards a tightening of policy in China. 
 
Macro and market impacts 
Further tightening in the property market will also spill over into the broader macro recovery, and could 
impact growth in the latter half of this year. We believe the measures announced so far will have a smaller 
negative impact on growth than in late 2011 and early 2012, though more aggressive measures would likely 
have a more meaningful impact. Assets sensitive to Chinese growth, and in particular to the commodity 
demand of China, would be negatively impacted by any further tightening announced in the property sector.  
 
The longer-term solution to the persistent threat of housing bubbles lies in wholesale reforms of wealth 
management products and the banking sector, allowing savers to earn better real returns on their capital 
without the need for property market speculation. An increased supply of housing, especially in those cities 
with the most chronic undersupply and with the highest rates of urbanisation, is an even more pressing 
need. However, in the short-term, property restrictions seem to be the only option left for policymakers 
faced with an overexcited housing market. 
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