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1, Japanese Economic Outlook
Just a temporal set back or heading for a new recession?

2, “Halloween Surprise” by BOJ Governor Kuroda
Is Kuroda’s QE(QQE) truly working nor not?



1, Japanese Economic Outlook

The momentum of recovery has become fragile since the consumer tax hike (5% —8%)in

the last April. Real GDP growth is expected to be 2.0% in 2014/7-9 and 0.2 in FY2014 and 1.2
in FY2015 (forecast by JCER). A concern for downside risk is persistent. It is not certain if the
Abe Cabinet will raise consumer tax(8%—10%) as scheduled on October in 2015.
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A set back after the consumer tax hike in April has been larger than expected.
However the business conditions are not collapsed.

Composite Index (as of Aug 2014)
and TOPIX (as of Oct.20 2014)
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Bank of Japan's Quarterly Short-term Economic Survey
Business Conditions (DI) Good —Bad (%)

40 (as of Sep.2014) (
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Exports, Imports, Trade and Current A ccount Balatce

Despite the recent (unit - ¥100million)

.. 90,000 50,000
depreciation of Yen, the 50000 | 0000
exports growth has been 70,000 4 30,000
sluggish because 60,000 L 20,000
1) the export makers have 7nee 10,000
changed their attitude more e 0

- - - 30,000
to seek maximize their . 10,000
profits rather than Increasing 10000 L 20,000
export volume by lowering 0 | 30,000
their prices,
2) they (especia”y Car B Currentaccountiright scale)

I Trade balance{Goods & services)iright scale)

makers) have been shifting
their production lines to the
overseas markets,

w—Evportsileft scale)

Data: Treasuy Departm ent Importsileft scale)

(HE) Export and Overseas Production of the Japanese Auto Industry
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Index of Industrial Production and Inventory Ratio
(asof Sept.2014)
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There are signs that inventory adjustments are over and industrial production to
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Profits of the corporate sector
has surged while fixed
Investments of the corporate
sector is lingering.
There is a chance that fixed

investments will pick up since

the 2nd half of FY 2014

according to the Survey by

BOJ.

Software and Fixed Investment excluding Land

Unit: Yen Sales, Profit and Capital Spending Unit: Yen
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Purchasing Expenses _(Vear-to-year % c?i
FY213 Fy2014

Eevision rate {(Forecast) Fevision rate |
Large Mamifachong -0.8 144 0.3
Enterprises Nonmsnufschring 44 59 0.4
All industries 26 87 0.4
Medium-sized |Mamfachmng 41 19.0 0.7
Enterprises Nonmsmfchring 118 0.1 0.7
Al industries 5.6 6.2 0.7
Small Mamfactmmg 171 0.7 4.4
Enterprises Nonmsmfschring 198 04 T8
Al industries 187 6.0 6.3
Mamifachming 1.1 129 1.1
All Enterprises |Monmsmnfachming 1.7 26 14
Al industries 53 6.1 1.3

= sales(left scale)

profit before tax(right scale)
= capital spending (excl.software)(right scale)

Short-Term Economic Survey(Tankan) by
BOJ, Sept. 2014
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Steady improvement in the labor market is the most encouraging factor.

Eatio of Job Offerzto Job Seelers
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Real exchange rate index of Yen/Dollar has entered to the range before the Plaza

Accord in 1985.
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2,“Halloween Surprise” by BOJ Governor Kuroda
The additional QQE announced by BOJ on Oct.315t caused

a surprising impact on the share prices and Yen’s exchange rate
coincident with the official release of GPIF reform.

Yen/Dollar Rate and TOPIX
115 1,400

1,350

1,300 The Additional QQE
(1) Increasing purchase of JGBs: 80
1,250 trillion yen from 50 trillion yen
annually
1,200 (2) Extension of the average duration
of purchasing JGBs to 7-10 years

110

105
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Do not overestimate a short-term impact from changes of the GPIF’s assets allocation.
Its allocation shift has partially achieved already and a further shift is likely to be

gradual one.

Assets Allocation
of GPIF as of the
end of June 2014

others 2.3%

foreign stocks
16.0%

Foreign bonds
11.0%

mi%ER

domestic
stocks
17.3%

B

53.36%

domestic
bonds
53.4%

From the website of Government Pension Investment Fund

_{ Summary (2) J

(Old)

(Mew)

[Adoption of New Policy Asset Mix]

Domestic Domestic Imternational International Short-term
bonds stacks bonds stocks assets
Target allocation 60% 12% 11% 12% 5%
Permissible range
489 + + + —
of deviation 8% +0% £3% +£5%
Domestic Domestic International | International
bonds stocks bonds stocks
Target allocation 35% 25% 15% 25%
Permissi b_nle_ra nge +10% ey, + a9 3
of deviation

(Mot 1) Altermative investment will be made within maximum 5% of total portfolio, in accordance with
development of dedicated team. Infrastructure, private equities, real estates or other assets determined
upon deliberation at the Investment Advisory Committee, are classified as domestic bonds, domestic stocks,
international bonds or international stocks, depending on their risk and return profiles.

(Mote 2) GPIF adopts tactical asset allocation within permissible ranges of deviation for each asset class, and
this allocation is solely based upon thorough analysis on economic and market environment, and prudent

judgment.




Deflation is over. However CPI growth is still low.
Change of CPI (less fresh food): 1.1% (from one year ago)
Change of CPI (less food and energy) : 0.6% (from one year ago)

after adjustment of the effects of the consumer tax hike (5%—8%) in April 2014
from BOJ’s Monthly Report of Recent Economic and Financial Development (Oct.2014)

(2) Changes from a Year Earlier

%
s ZLE08 Effects of the

------- Services producer price index (excluding mmternational transportation) consumer tax

hike

Producer price index

Consumer price index (all items)

s onsumer price index (all items, less fresh food)
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| presented the following question at the

last November CBE meeting.

“What has a high correlation with CPI changes
are the GDP gaps and the changes of total
wages, while the growth of base money has not
any direct correlation with CPI in Japan.

Then, why does Kuroda’s QE seem to be
working?”
Actually the QE during 2001-06 had little
impact on prices while there were some effects
on exchange rate, stock prices and productions.
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But the Kuroda’s QE seems to have effects not only to the exchange rate, the share

prices but also to the prices.

The ordinary explanation on this question is it caused “a change of expectation™.

Then what is an elementary factor which caused such a change of expectation?

The most striking change of the Kuroda’s QE from the previous QE during 2001-06 was a
bold expansion of purchasing long-term JGBs while BOJ had been very cautious to do that

before.
Ratio of Long-Term JGBs Balance to GDP held by BOJ

40%

35% {

13.0% > Start of Abenomics

11.0%
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30% /’
25%

20%

15%

ol y
10% f ﬁﬂ
. R S
= OrXrQOoxFr
€T38538883%8383% 5585858583838 5%

I Ratio of long-term JGBs balance to GDP held by BOJ (left scale)

- Changes of the ratio from one year ago(right scale)

Data : BOJ
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There had been no correlation between changes of CPI and long-term JGBs balance
held by BOJ before. However there has been high correlation since the Abe Cabinet
announced it would take a bold action on monetary policy. It suggests players
changed their expectation and behavior.

Changes of CPl and Eation of Long-term JGE Balance to GDP
Held by BOT (2002 Apr ~ 2014 Aug)

0% Changes of CPI and Eation of Long-term JGE Balance to GDP
Vertical axis Held by BOT (2013 Mar ~2014 Aug)
Changes of CPI = = 1.0%
- excl foodand - l Vertical axis
e
Enetrgy (-0-¥) 204,08 0.8% Changes of CFI
. (after adjustm enf) . ' excl foodand ®
- 0.6% Bnergy (3-0-%) - .
.'|;’- [after adjustm ent) . "
1400 ¥
L ]
2 4.0
0.4%
L ]
L ]
L ]
Lo
-2.0% Honzontal axiz: Changes of Ratio of Longterm JGB balanceto
Honzontal axis: Changes of Ratio of Longterm JGB balance to D Bg?iﬂheld hf-fEiiC;J ':djffrle;l;; fmm finé Yf’arag'_:') ]
GDP held by BOJ (diffrence from one yearago) ata:BOL Minstry of Inerinal Atfans andl om munications

Data: BOJ, Ministty of ITnertnal Affairs and Communications
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Nominal wage growth is another necessary
factor for a mild and stable and inflation.

“Hypothesis of Labor Cost Deflation™ by
Hiroshi Yoshikawa who is the professor of Tokyo

University and the most prominent Keynesian in Japan.

We see high correlations between the labor cost and
CPI changes.

Total Cash Compensation per Worker
(y-0-y changes%)
(Business entities more than 30 workers)
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Data: Ministry of health, Labor and Welfare

average annual changes during 2000-2011

Unit Labor Cost and CPI

(e}

:h

Unit Labor Cost and CPI (2000-2011)

ULC average |CPI average

annual percent [annual percent

changes changes
Australia 0.69 3.15
Canada 0.62 2.12
France 0.47 1.72
Germany 0.03 1.58
Italy 0.60 2.22
Japan -0.33 -0.31
Korea 0.39 3.14
Poland 0.34 3.47
Spain 0.58 2.89
e 0.71 2.08
United
States 0.45 2.50
Data: OECD

_ Vertical 35 Poland
axis :CPI
— annual 3.0 * Sgain
percent . USA
— changes 25 .
2N ..
.Gerw/ ¢ France
rrd y = 2.3528x + 1.2612
' R2=0.4999
0.4 o -0.2 00 0.2 0.4 0.6 0.8
Japan 85 ; ]
Horizontal axis : ULC annual percent changes
Data: OECD
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The Kuroda’s QE seems to be working. At the same time, however, it deepens the
future risk to exit from itself. The exit risk of BOJ will be bigger than that of FED.

Outstanding of Monetary Base

Reference: Fed, BOJ and ECB
Ikuko Samikawa, kazumasa lwata 451 ¢ rillion

“Quantitative and Qualitative Monetary Easing 40
Effects and Associated Risks” Japan Financial '

Report 2013-1, JCER 35
http://www.jcer.or.jp/eng/pdf/kinyu20131213.pdf 3.0
Seth B. Carpenter, Jane E. lhrig, Elizabeth C. 2.5+
Klee, Daniel W.Quinn, and Alexander H. Boote 2.0
“The Federal Reserve’s Balance Sheet and 1.5

Earnings: A Primer and Projections”

FRB working paper, 2013/01
http://www.federalreserve.qov/pubs/feds/2013/201301/r
evision/201301pap.pdf

1.0 . ™" | The additional
05. ECB QQE by BOJ
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| wonder if | can raise
the consumer tax again
as scheduled.

Halloween?

Did you enjoy]
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