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The Bank of Japan has surprised financial markets by
announcing a move towards negative interest rates. The
investment community had been discussing further monetary
easing for a while, but such a decision already at this policy
meeting had been expected by only a few and expectations
had generally centred on fine-tuning the pace of quantitative
easing. Markets took the latest decision as a positive step. The
Japanese yen weakened and accordingly Japanese equities
gained, even though this was not a straight path up. European
equities followed. Bond yields had been trending lower in the
days before the meeting and continued on this path. Japanese
10-year bond yields fell to a record low of only 9bp.

WHY NOW?
The BoJ tweaked its quantitative easing programme late last
year, but another step had not been expected before March.
Sure, inflation remains well below the BoJ’s 2% target, but the
publication of new growth and inflation projections in March
and the BoJ signalling a desire to end deflation right before the
spring wage negotiations had pointed to March as the more
likely timing. Obviously, the stronger yen, gaining on safe
haven flows amid Asia’s financial market turmoil, was always a
possible trigger for BoJ action.
In press statement after the lates policy meeting the BoJ said
that the economy had continued to recover moderately, but
actual data on household spending, industrial production and
foreign trade was weak. Core inflation had increased lately – at
the national level to halfway the BoJ’s target – but this upward

trend now appears to have stalled. To justify the rate cut, the
BoJ pointed to volatility in international financial markets and
uncertainty about the Chinese economic outlook in particular.
The central bank views this move as a pre-emptive strike
against the economy sinking back into a deflationary mindset.

IS THIS POSITIVE?
As mentioned, the kneejerk reaction of markets was to take
this decision positively. We are more cautious. Firstly, this step
shows that there is a limit to quantitative easing. Even in
Japan, where the government runs a large deficit and thus
issues large amounts of new bonds each year and the central
bank has held an ever larger share of the government bond
market. Increasing the pace of QE would have shortened the
time by when the BoJ would run out of paper to buy. The bank
is also buying other assets, such as ETFs and J-REITs, but the
amounts it buys here and can still buy are much smaller than
for government bonds. Purchasing equities outright on a
massive scale with newly printed money would obviously be
very controversial.
Secondly, the impact of this step will likely be limited. The BoJ
is adopting a three-tier system. Positive interest rates will
continue to apply to bank reserves built up so far under
quantitative easing. Zero interest rates will apply to required
bank reserves, some other reserves and on an adjustable
amount of reserves depending on the macroeconomic
situation. Negative rates will only apply to new reserves above
the ones for which positive or zero interest rates now apply.
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The reason for this tiered system is that the cost for the
banking system of a general application of negative interest
rates would be too high. Financial market are priced on
marginal interest rates, not on averages, so lowering the
marginal rate should have an impact, but we don’t think the
level of interest rates was an impediment for faster growth of
the Japanese economy.
What about the weaker yen? This should benefit corporate
profits, but in recent years, yen depreciation has hardly led to
any (extra) growth in real exports. It is outright negative for
consumers, whose purchasing power has been undermined.
And, while the move in the yen was big on a daily basis, it is
only back into the range seen in most of 2015.
It is clear that the BoJ surprised the markets with this step.
Until very recently, BoJ governor Kuroda ruled out the
possibility of negative rates. It may be that Kuroda wanted to
foster his reputation for policy surprises, but this decision
smacks of desperation, in our view. The majority in the BoJ
policy committee was slim, only 5 to 4.

IMPLICATIONS FOR OUR ASSET ALLOCATION
This move has no direct implications for our asset allocation.
We have been long the Japanese yen lately as a hedge
against adverse macroeconomic developments. But after this
worked in the recent market turmoil, we took profits on the
position in early January. In our recently implied overweight in
developed market equities, we have a preference for Japanese
and US equities. The possibility of more easing in Japan was
one supportive factor, but not the only one. Increased M&A
activity is another supportive factor, in our view.
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DISCLAIMER
This material is issued and has been prepared by BNP Paribas Asset Management S.A.S. (“BNPP AM”)* a member of BNP Paribas
Investment Partners (BNPP IP) **.
This material is produced for information purposes only and does not constitute:
1.
An offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment
whatsoever or
2.

Any investment advice.

Opinions included in this material constitute the judgment of BNPP AM at the time specified and may be subject to change without notice. BNPP AM
is not obliged to update or alter the information or opinions contained within this material. Investors should consult their own legal and tax advisors in
respect of legal, accounting, domicile and tax advice prior to investing in the Financial Instrument(s) in order to make an independent determination
of the suitability and consequences of an investment therein, if permitted. Please note that different types of investments, if contained within this
material, involve varying degrees of risk and there can be no assurance that any specific investment may either be suitable, appropriate or profitable
for a client or prospective client’s investment portfolio.
Given the economic and market risks, there can be no assurance that any investment strategy or strategies mentioned herein will achieve its/their
investment objectives. Returns may be affected by, amongst other things, investment strategies or objectives of the Financial Instrument(s) and
material market and economic conditions, including interest rates, market terms and general market conditions. The different strategies applied to
the Financial Instruments may have a significant effect on the results portrayed in this material. The value of an investment account may decline as
well as rise. Investors may not get back the amount they originally invested.
The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on the issue and
redemption and taxes.
*BNPP AM is an investment manager registered with the “Autorité des marchés financiers” in France under number 96002, a simplified joint stock
company with a capital of 67,373,920 euros with its registered office at 1, boulevard Haussmann 75009 Paris, France, RCS Paris 319 378 832.
www.bnpparibas-am.com.
** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services. The individual asset
management entities within BNP Paribas Investment Partners if specified herein, are specified for information only and do not necessarily carry on
business in your jurisdiction. For further information, please contact your locally licensed Investment Partner.

