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SOM Macro Strategies
The Four Steps of the Investment Process 

• Step 1: Identify the macro theme that could reprice markets
– Abe had won an overwhelming mandate to change the Japanese economy at the end of 2012 with his  “Three Arrows” 

called  Abenomics
– Would he implement any of his “Arrows” in 2013  given he had not the first time he was elected in 2007?

• Step 2: Build the Fundamental Framework for the theme
– The economics of age in Japan would argue for no part of Abenomics being implemented
– Deflation and appreciation of the currency are good for older and wealthy households, which dominated politics
– Yet, these older households voted for Abe giving him a substantial mandate for change
– So, the missing piece for why they voted for him and why 2013 would be different than 2007 was China

• Step 3: Identify events and the likelihood of those events being realized over the next 12 months
– Event would be the BOJ implementing QE
– Timing would be sometime in April or May after the replacement of the head of the BOJ

• Step 4: Find the best implementation
– Japanese equities and JPY provided cheap asymmetries because these markets were not pricing in a high probability of 

QE, the first arrow of Abenomics
• Buy Nikkei calls for May settlement and short the yen outright vs dollar both provide 5 to 10-1 payouts
• Credit spreads would likely tighten and yields could be pushed lower by QE
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• Abe was elected with an overwhelming majority at the end of 2012 based on his economic and social plan 
to revitalize the Japanese economy
– The three arrows of changes, which was called “Abenomics 
– He won despite the economics of age 

• The market was not pricing in a high probability of Abenomics being implemented
– Abe ran on the same program in 2007, yet nothing happened
– Why would this time be any different?

• The macro theme became clear:  The Three Arrows of Abenomics
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• First Arrow: QE
– Inflation target of 2%
– Double money supply in two years (QE)

• Second Arrow: Fiscal Policy
• Third Arrow: Growth Strategy

– Increase labor participation rate of women
– Change name of Defense Force to the 

Armed Forces

Abanomics Three Arrows Market Discounted The First Arrow

SOM Macro Strategies
Step 1: Identify A Macro Theme



SOM Macro Strategies
Step 2: Create a Fundamental Framework

Imbalances are Creating Debt Sustainability IssuesAging is Generating Deflationary Pressures

The Population of Japan Is Aging and Shrinking Aging of Japan is Creating A Government Funding Imbalance
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In addition to increasing the scale of QE, the new policy framework aims at enhancing its 
effectiveness by changing the composition of the assets purchased: 

x The BoJ will purchase government bonds of all maturities. The objective is to increase the 
average remaining maturity of its government bond holdings from slightly less than three years 
to about seven years, matching the average maturity of the total stock of outstanding 
government bonds. Such an approach will further decrease interest rates across the yield curve. 

x The BoJ will also increase purchases of private assets in order to reduce risk premia. Purchases of 
ETFs and J-REITs will boost the Banks' holdings of these assets at an annual pace of 1 trillion yen 
and 30 billion yen, respectively. 

Moreover, the BoJ has promised to maintain the policy as “as long as it is necessary for maintaining 
the [inflation] target in a stable manner”. Such a commitment would help avoid premature monetary 
tightening, as occurred in 2006 when the central bank ended QE while both headline and core inflation 
were negative. With two interest hikes by early 2007, core inflation peaked at only 0.4% in mid-2008, 
leaving Japan vulnerable to a return to deflation in the wake of the global financial crisis. 

Figure 8. Japanese asset prices have been on a downward trend during the past two decades  

 

1. The Nikkei stock price index averages the price of 225 individual stocks listed on the Tokyo Stock 
Exchange. 

2. Land prices on 1 January of each year for all uses (residential, commercial and industrial). 
Source: Ministry of Land, Infrastructure, Transport and Tourism and Nikkei Indexes. 

 

In principle, if non-traditional policies remain in place too long, inflation might overshoot. Moreover, 
it could slow restructuring by extending the lives of non-viable enterprises and fuelling asset price 
bubbles. Thus far, this does not seem to have been the case in Japan. Although Japan has had a virtually 
zero policy rate since 1999 (with the exception of 2006-08), the long-run downward trend in asset prices 
has continued (Figure 8). Nationwide land prices have fallen for 21 consecutive years, including a 3.3% 
drop in 2012, with all sub-categories (commercial, residential and industrial) recording declines. 
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Figure 14. Japan's population, already the oldest in the OECD, is ageing rapidly  

 
1. The over-65 population as a share of the working-age (15 to 64) population. 

Source: National Institute of Population and Social Security Research, Population Projection for Japan (2012 version), 
and OECD Demography and Population Database. 

 
Japanese youth have been hit by the deterioration in the labour market during the past 15 years, 

which has reduced the share of new graduates hired. Consequently, a rising share of youth is employed 
as non-regular workers, unemployed or out of the labour force. Indeed, the participation rate for youth 
(aged 15 to 24) was 42% in 2011, compared with an OECD average of 47% (OECD, 2012g). At the same time, 
the share of firms that have hired non-regular workers due to difficulty in finding regular workers rose 
from 11.6% in 1999 to 17.8% in 2010, suggesting a problem of mismatch, which should be addressed 
through better vocational education and by creating qualifications that are recognised by firms (see the 
labour chapter in the 2011 OECD Economic Survey of Japan).  

It is also important to expand vocational training, which plays a relatively small role in Japan, given 
the emphasis on firm-based training. Indeed, public spending on training in Japan was only 0.3% of GDP 
in 2010, less than half of the OECD average of 0.7% (OECD, 2012g). Programmes included in the Job Card 
initiative should be expanded, conditional on their success in improving participants’ employment 
outcomes. Finally, it is important to address labour market dualism which, as in other OECD countries, 
hinders the integration of youth in the labour market.  
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Restoring Japan's fiscal sustainability 

The three-pronged strategy to achieve robust nominal income growth through inflation and reforms 
to boost real growth is essential to address Japan’s fiscal predicament, which has reached a critical point 
after two decades of budget deficits. For the central government, borrowing exceeded tax revenue in 
FY 2009-10 and again in the FY 2012 initial budget (Figure 16). In the initial budget for FY 2013, tax 
revenue exceeds borrowing if special pension bonds are excluded. On a general government basis, the 
budget deficit (excluding one-off factors) is projected to remain at around 10% of GDP in 2012 and 2013. 

For more than 20 years, the net and gross debt-to-GDP ratios have risen almost without interruption. 
Gross public debt is projected to rise further into uncharted territory, to around 230% of GDP by 2014 
(Figure 17). Likewise, net public debt has increased sharply, and is now the second highest in the OECD 
after Greece (Panel B). The impact of such high debt on government interest payments has been 
mitigated thus far by exceptionally low interest rates, currently at less than 1%. A number of factors 
have kept interest rates low, including persistent deflation, the risk aversion of investors after a 
prolonged period of sluggish economic growth, the “home bias” that keeps savings in Japan, and ample 
household financial assets. The central bank has increased its holdings of government bonds to 11.6%of 
the outstanding stock. Commercial banks hold 38.2%, making them vulnerable to a rise in interest rates. 

 

Figure 16. The gap between central government expenditure and tax revenue is widening 

Central government general account as per cent of GDP1 

 

1. The final outcome for FY 1975-2011, the revised budget for FY 2012 (including the government's 
contribution to the basic pension system and the special pension bonds to finance it), and the initial FY 
2013 budget. Reconstruction spending and bond issuance are excluded for FY 2011-13.   

Source: Ministry of Finance and OECD calculations. 
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Figure 17. Public debt in selected OECD countries1 

 
1. The five countries with the highest gross debt ratios (gross liabilities divided by GDP) in the OECD area in 

2010. 
2. OECD estimates for 2012 and projections for 2013-14. 
3. Net debt is gross debt less financial assets held by the government. 
Source: OECD Economic Outlook, No 92, and revised OECD estimates and projections for Japan for 2012-14. 

However, the deflationary equilibrium – large government deficits financed at low rates by Japanese 
savers – will not last forever. The government estimates that the effective interest rate (interest 
payments divided by gross debt) on its bonds will rise to 2% by the end of the decade, but much larger 
increases are possible. A significant rise in the long-term interest rate would compound Japan’s fiscal 
predicament and hurt the economy and the financial institutions holding government bonds.   

The Fiscal Management Strategy 
The immediate challenge is to reduce the budget deficit to forestall, or at least limit, any rise in the 

long-term interest rate. In the longer term, the debt-to-GDP ratio must be reduced. In 2010, Japan 
launched the Fiscal Management Strategy, which included numerical targets to enhance its credibility: 

x A short-term target: Limiting new government bond issuance to the previous fiscal year, 
excluding reconstruction and special pension bonds. In practice, this has meant limiting 
issuance to the FY 2010 level of around 44 trillion yen (9% of GDP). 

x A medium-term target: Reducing the primary budget deficit of central and local governments, 
which was 6.4% of GDP in FY 2010, by half by FY 2015. To meet the target, central government 
primary spending (i.e. not including interest and debt repayments), excluding reconstruction 
spending, was to be kept at the level of the previous fiscal year for the following three years. 

x A long-term target: Achieving a primary budget surplus for central and local governments by 
FY 2020 and putting the public debt ratio on a downward trend from FY 2021. 

The Diet passed legislation in 2012 to raise the consumption tax rate in two stages, from 5% to 8% in 
April 2014, and to 10% in October 2015. Although the tax hike is conditional on “an improvement in 
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The	Economics	of	Age	in	Japan



SOM Macro Strategies
Step 2: Create a Fundamental Framework (Continued)

Appreciating Currency and Deflation Added to Wealth
(New Worth in  Japan by Various Measure)

Older Households Own Most of the Wealth
(Japan Net Wealth by Age Group)
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Why	Did	He	Win,	Given	the	Economics	of	Age?



SOM Macro Strategies
Step 3: Determine A Catalyst

QE Was The First ArrowJapanese Lower House Members That Support 
Changing the Name of the Self-Defense Forces

The Key Insight Was China And The Third Arrow Net Step For Abenomics Was April 26th

• The Third arrow
– Increase labor force participation rate of women
– Eliminate guaranteed lifetime employment
– Change name of Self-Defense Force to the 

Armed Forces
• The Senkaku vs the Diaoyu Islands
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Table 4. The composition of the Bank of Japan’s asset purchase programme  
In trillion yen and per cent 

 Initial 
amount1  

Per cent 
of total  

Actual 
pur-

chases2  

Per cent 
of total 

Target 
purchase3 

Per cent 
of total 

Asset purchases   
Government debt subtotal 3.5 70.0 31.1 82.7 68.5 90.0 

Government bonds4 1.5 30.0 22.1 58.8 44.0 57.8 
Treasury discount bills 2.0 40.0 9.0 23.9 24.5 32.2 

Private-sector assets subtotal 1.5 30.0 6.5 17.3 7.6 10.0 
Commercial paper 0.5 10.0 1.9 5.1 2.2 2.9 
Corporate bonds 0.5 10.0 3.0 8.0 3.2 4.2 
Exchange-traded funds 0.45 9.0 1.5 4.0 2.1 2.8 
Real estate investment trust  0.05 1.0 0.1 0.3 0.1 0.2 

Sub-total  5.0 100.0 37.6 100.0 76.1 100.0 
Funds-supplying operation 30.0  27.0  25.0  
Total 35.0  64.6  101.1  

1. Announced in October 2010.  
2. As of November 2012. 
3.  Target for the end of 2013.  
4. With one to three years of remaining maturity. 
Source: Bank of Japan. 

The Bank of Japan’s new monetary policy framework 
In order to increase the scale and improve the effectiveness of QE, the BoJ announced a historic 

change in the monetary policy framework in April 2013 to achieve the 2% inflation target over a time 
horizon of about two years. The new approach, “quantitative and qualitative monetary easing”, focuses 
on the size of the monetary base (currency and commercial banks' reserves with the central bank), 
which it plans to double from 138 trillion yen (28% of GDP) at the end of 2012 to 270 trillion yen at the 
end of 2014 (Figure 7). Such a target requires nearly doubling purchases of government bonds to 7.5 
trillion yen (1.5% of GDP) per month. The scope for QE will be expanded by the temporary suspension of 
the “banknote principle”, which limited the central bank's holdings of long-term bonds to the 
outstanding balance of banknotes issued. The BoJ also plans to enhance its dialogue with market 
participants to smoothly achieve the doubling of the monetary base.   

Figure 7. The monetary base target 

 
Source: Bank of Japan. 
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Introduction of
 ’’Quantitative and Quality Monetary Easing’’ 

• Dec 16, 2012, lower house of diet selected
• Feb-Mar 2013, selection of BOJ governor (likely 

Koroda)
• April 8, 2013 Current BOJ governor Shirakawas’s term 

ends
• April 26, 2013 BOJ Monetary Policy Meeting (QE or not 

to QE)
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China	Threat	Offset	Economics	of	Age	And	Abe	Would	Shoot	the	First	Arrow



SOM Macro Strategies
Step 4: Select Best Implementation

In The USA, QE Weakened Dollar But BOJ QE Could Strengthen ItQE Could Push Up Japanese Equities Prices
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Focus	on	QE,	Yen	Puts	and	Nikkei	Calls



SOM Macro Strategies
Step 4:  Closing Out a Position

Trades Turned Into Directional Trades in April
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Framework Also	Gives	Exit	Points	For	the	Investment:	When	Trades	Become	Linear
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Copyright (c) SOM Macro Strategies. 2016. All rights reserved. The information 
contained herein has been obtained from sources believed to be reliable, but is not 
necessarily complete and its accuracy cannot be guaranteed. No representation or 
warranty, express or implied, is made as to the fairness, accuracy, completeness, or 
correctness of the information and opinions contained herein. The views and the other 
information provided are subject to change without notice. This report has been created 
without regard to the specific investment objectives, financial situation, or particular 
needs of any specific recipient and are not to be construed as a solicitation or an offer to 
buy or sell any securities or related financial instruments. Past performance is not 
necessarily a guide to future results. Company fundamentals and earnings may be 
mentioned occasionally, but should not be construed as a recommendation to buy, sell, or 
hold the company’s stock. SOM Macro Strategies accepts no liability for any damage 
caused by any virus transmitted by this company’s emails, website, blog and Apps. 


