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GEOPOLITICS 
By Jacob Shapiro 
_____________________________________________________________________________________ 
 
 
Why People Get Japan Wrong 
 
Japan is a unicorn, and there are no general frameworks for understanding it that can be 
outsourced from other countries or regions around the world.  
 
A better approach is, instead, to understand Japan’s unique characteristics before making 
any assessment of the country’s future potential – something slightly more challenging for 
those with a Western bias. Roger will delve more into the macro situation but, in the 
meanwhile, consider this:  
 

• Investors wearing Western-tinted glasses look at Japan and see an oddity – a country 
with debt to GDP exceeding 260 percent engaged in yield curve control (which 
continues to force the government to issue more debt) to keep interest rates low in 
the hopes of stimulating the Japanese economy. 
 

• Stimulating that economy is easier said than done. Japan has been mired in lost 
decades of anemic growth since the 1990s – equities have been virtually flat over that 
time and a decade of so-called “Abenomics” did not achieve a goal of maintaining 2+ 
percent inflation and more importantly stimulating growth and innovation. 
 

• Questions around the sustainability of this approach have continued to mount as the 
Federal Reserve, and consequently most central banks of developed nations, started 
raising rates last year. Inflation hitting a 41-year high of 4.2 percent in January is also 
driving this line of analysis.  
 

• With that, so have speculative bets that the Bank of Japan will be forced to abandon 
its easy monetary stance (which mostly come as a consequence of ideological 
Western narratives that call out the Bank of Japan to find “the courage to change 
course”), independently of how economically painful that might be. 
 

• This is why the upcoming change of the Bank of Japan’s governor has grabbed so 
much attention – it has been interpreted as the long-awaited potential catalyst for the 
BoJ to finally find said courage, abandon easy monetary policy, and start raising 
interest rates. There’s only one problem with that line of thought – it isn’t the catalyst 
everyone expects it to be. 

 
Foreign observers don’t understand that from the Bank of Japan’s perspective, a 41-year high 
in inflation is a good thing rather than a threat to be quashed. The Japanese government 
wants more – more wage growth, more capital expenditure, more investment in research and 
development, more public-private partnership in critical areas like semiconductor and 
aerospace and defense. Inflation is the lesser of all evils.  
 

https://www.reuters.com/markets/asia/japan-govt-debt-top-1100-trln-yen-1st-time-borrowing-grows-draft-2023-01-26/
https://www.ft.com/content/9e3ff3db-24c8-4daa-bb92-9788cbba1306
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The Financial Times published a long article on Japan on November 3rd titled, “How long can 
Japan’s central bank defy global market forces?” The answer is “As long as it needs to.”  
 
Fixating on Japan’s unorthodox monetary police misses the bigger story happening with 
Japan: namely, that its aging demographics, its dependence on imports, and the rise of 
a more aggressive China pose the most significant geopolitical challenges the country 
has faced in three-quarters of a century. The last two times Japan faced a similar range of 
threats, the Japanese economy roared to life and Japan reshaped the world. Japan faces 
ample constraints, but the history of Japan over the last 155 years has been that of a country 
that has overcome its constraints when its back is against the wall – can it repeat the feat 
today? 
 
Bad Demographics 
 
Japan has the worst demographics in the world.  
 

• In 2021, Japan recorded ~811,000 births as compared to ~1.4 million deaths – the 
biggest natural decline since Japan has been keeping track. (To put that in 
perspective: more people died in Japan in 2021 than currently live in Luxembourg 
and Montenegro… combined.)  
 

• According to Japan’s National Institute of Population and Social Security Research, the 
country’s demographic decline is only just beginning. By 2065, in what the institute 
describes as a “medium-fertility projection,” Japan’s population is projected to 
decline to 88 million from 127 million today – a 30 percent drop. (More 
perspective: that’s a decline equivalent to the entire population of Canada.)  
 

• In absolute terms, China, India, and the United States have more people over the age 
of 65 than Japan – but as a percentage of population, Japan’s population is by far the 
oldest: 28.2 percent of Japanese adults are over the age of 65. The next highest on 
the list is Italy at 22.8 percent. (It might surprise you to know that China is at just 11.9 
percent, but that is a story for another time.) The median age in Japan is 49 years old. 
Even Roger’s home country is younger – the average Brit is 40. (Cheers, Roger.) 

 

https://www.ft.com/content/f9aca1c2-50c6-4040-8322-6ddfacda6cd6
https://www.reuters.com/world/asia-pacific/japan-recorded-record-low-births-biggest-ever-population-drop-2021-2022-06-03/
https://www.prb.org/resources/countries-with-the-oldest-populations-in-the-world/
https://ourworldindata.org/grapher/median-age
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• In 1966, Japan’s total fertility rate declined to 1.6 (compare that to Germany’s 2.5 

during the same year). Japan’s population growth has continued to drop sharply ever 
since. 
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• In January, Chinese data that showed its population declined for the first time in 60 

years warranted headlines in media publications across the world. Japan registered its 
first population decline in its 2015 Population Census (the first decline ever recorded 
since Japan began taking the census in 1920) and has been shrinking precipitously 
ever since.  

 
Generally speaking, a declining population like Japan’s translates into lower growth rates, as 
well as increased costs to the Japanese government. In fact, social security expenses are 
projected to rise to 30 percent of national income by 2025 which, combined with other 
spending initiatives, could see the total burden of public services on national income rise to 
60 percent.  
 
There is no denying that Japan is an old and aging population. There is also nothing in 
Japan’s history to suggest this is a good thing - Japan’s explosive economic growth at the 
end of the 19th and beginning of the 20th centuries coincided with a doubling of the Japanese 
population.  
 
The only silver lining to Japan’s demographic crisis is that most of the developed world is on 
a similar trajectory and Japan has the virtue of experiencing its demographic decline first. 
Japan may be feeling the pain first – but will also be the country best poised to adapt to a 
new demographic reality out of necessity. 
 
Limited Resources 
 
Islands confer immense geopolitical advantage:  
 

• The United Kingdom owed its 19th century rise to global imperial status in part due to 
the English Channel’s separation of Great Britain from the European Peninsula, which 
was occasionally decimated by continental wars. Phillip II, Napoleon, and Hitler all 
failed to conquer Britain because they could not master the sea.  
 

• The United States owes its success to a similar dynamic. Mexico and Canada pose 
little threat, and all other enemies must traverse the full length of the Atlantic or Pacific 
Oceans to attack its centers of commerce and population. Not since the British burned 
Washington during the War of 1812 has the U.S. faced an imminent, existential threat 
to its heartland.  
 

But the United Kingdom and the United States also possessed critical resources at home that 
allowed them to be more self-sufficient relative to rivals.  
 

• Great Britain became ground zero for the Industrial Revolution because it had plenty 
of coal that was relatively easy to access.  
 

• The United States has always been an embarrassment of national resource wealth: the 
Mississippi River allows its immense energy and agricultural resources to move 
through the country and out to export with relative ease. 

 

https://www.stat.go.jp/english/data/handbook/c0117.htm#:%7E:text=Japan's%20total%20population%20in%202021,of%2010%20million%20or%20more.
https://www.mofa.go.jp/j_info/japan/socsec/watanabe.html#:%7E:text=Ballooning%20Social%20Security%20Costs,will%20be%20equivalent%20to%2060%25.
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Japan, like the UK, is an island, and Japan’s separation from the Eurasian landmass confers 
strategic advantages for Japan. Unlike the UK and U.S. though, Japan has few natural 
resources to speak of.  
 

• Japan is dependent on imports for 94 percent of its primary energy supply. Last year, 
Japan’s dependency rate on Middle Eastern oil in particular hit 97.7 percent – the 
highest since 1952 according to the Japanese Ministry of Economy, Trade, and 
Industry.  
 

• Japan was importing large quantities of liquified natural gas before it was in vogue – it 
began doing so in the 1970s – and remains the largest LNG importer in the world (it 
imported 13 percent more than energy-voracious China last year).  
 

• Japan cannot even grow the food it needs to sustain its population. Japan is the 
largest net buyer of food products in the world. It supplies just 38 percent of the 
calories it eats domestically, and according to Japan’s Ministry of Agriculture, Forestry, 
and Fisheries, Japan’s food self-sufficiency rate on a production value basis fell to a 
record low 63 percent last year (the picture looks materially worse if we consider 
caloric values instead).  

 

 
 

https://www.fepc.or.jp/english/energy_electricity/supply_situation/
https://www.reuters.com/business/energy/japans-dependency-middle-east-crude-reaches-945-august-meti-2022-09-30/
https://www.trade.gov/country-commercial-guides/japan-market-overview#:%7E:text=Japan%20is%20highly%20dependent%20upon,net%20buyer%20of%20food%20products.
https://www.nippon.com/en/japan-data/h01425/
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• The picture is no better for mineral resources: Japan imports most of its copper, gold, 
iron, lead, nickel, platinum-group metals, silver, tin, zinc, cadmium, bauxite, nitrates, 
potash, phosphates, lead, and whatever else it needs. 

 

 
 

 
There is no silver lining here. Literally.  
 
More Exposed to China Than Any Other Country 
 
Japan’s economy is extremely exposed to China’s.  
 

• China is Japan’s largest trade partner – accounting for 21.6 percent of Japanese 
exports and 24 percent of Japanese imports in 2021.  
 

• According to a 2019 report by Japan’s Cabinet Office, 1,133 of ~5,000 imported 
items had more than a 50 percent dependency on China, with products ranging from 
clothing to personal computers. By comparison, the U.S. only had 590 such items and 
Germany had 250. According to Nikkei, decoupling from China could cost Japanese 
companies ¥53 trillion (~$390 billion).  
 

Remember: Japan has a declining population that is old and with high labor costs. One of the 
ways Japanese companies have managed their home country’s weaknesses is betting on 
China, and according to a 2021 survey conducted by Japan’s External Trade Organization, 

https://pubs.usgs.gov/myb/vol3/2017-18/myb3-2017-18-japan.pdf
https://www.trademap.org/Country_SelProductCountry.aspx?nvpm=1%7c392%7c%7c%7c%7cTOTAL%7c%7c%7c2%7c1%7c1%7c1%7c1%7c%7c2%7c1%7c1%7c1
https://www5.cao.go.jp/keizai3/2021/sekai221siryou.pdf
https://english.kyodonews.net/news/2022/02/6d5d0671586b-over-20-of-japans-import-items-highly-dependent-on-china-govt.html
https://www.nikkei.com/article/DGXZQOUC1259G0S2A910C2000000/


   

7 | Page February 2023 |Investing Through Japan’s Next Big Inflection Point www.thelykeion.com/research 
 

just 3.8 percent planned to shrink their operations in China in the next 1-2 years. That 
sentiment is beginning to change:  
 

• A recent survey of Japanese companies operating in Shanghai showed 14 percent 
were planning to reduce future investments in China, while another found that 78 
percent of Japanese companies believed the risk in procuring parts and materials 
from China had increased over the last six months. 

 
Some Japanese companies are hoping to avoid the consequences of deteriorating relations 
between Tokyo and Beijing by creating parallel supply chains – one to respond to China 
demand with production in China, and one with production expanding outside of China to 
other parts of Southeast Asia to cater to U.S. customers and any other country that imposes 
trade restrictions on China similar to the U.S. (This is one way to deal with a multipolar world – 
to manage multiple supply chains based on the requirements of a particular market – albeit a 
costly one.)  
 
Japanese diplomacy has thus far been capable of assimilating the contradiction between 
China simultaneous role as Japan’s top geopolitical rival and its most important trading 
partner. John Toland, author of The Rising Sun: The Decline and Fall of the Japanese Empire, 
1936-1945, eloquently summarizes this dynamic in prose: “Unlike Westerners, who tended to 
think in terms of black and white, the Japanese had vaguer distinctions, which in international 
relations often resulted in ‘policies’ and not ‘principles,’ and seemed to Westerners to be 
conscienceless.”  
 
Case in point: Japan’s relationship with China.  
 
Recently assassinated former Japanese Prime Minister Shinzo Abe wanted to reform Japan’s 
constitution so Japan could take a more aggressive role in defending its national interests. 
Abe did not succeed in revising the country’s post-World War II pacifist constitution… but 
that doesn’t matter much, as he did reorient Japanese strategy and boost Japanese military 
spending. 
 
Even as Abe sought the remilitarization of Japan, he pursued deeper relations with China – 
the very country Japan has the most from which to fear! In 2019, after meeting with Chinese 
President Xi Jinping, Abe tried to pursue a “new era” in China-Japan relations. Far from being 
threatened by China’s Belt and Road initiative, Abe sent his chief private secretary and his 
party’s secretary general to China’s first Belt and Road Initiative summit – even as he plotted 
and supported a Japanese alternative to China’s attempts to tie regional infrastructure back 
to Beijing. 
 
Current Japanese Prime Minister Fumio Kishida does not have Abe’s vision or charisma – but 
he has picked up where his predecessor left off in terms of revamping Japanese strategy. 
 

• In just the last few months, Japan has joined U.S. Chip Export Controls, sought a 
deeper relationship with NATO, deepened defense ties with the Philippines, unveiled 
a new National Security Strategy, and boosted defense spending by over 25 percent. 
What he hasn’t been able to do is continue Abe’s simultaneous entente with China.  

 

https://asia.nikkei.com/Spotlight/Supply-Chain/Poll-finds-14-of-Japan-companies-in-Shanghai-shifting-investments
https://asia.nikkei.com/Spotlight/Supply-Chain/Japan-makers-to-reduce-reliance-on-China-suppliers-Nikkei-survey
https://www.ft.com/content/119d90c8-2e58-474b-bc05-4e62afd6c0cb
https://asia.nikkei.com/Opinion/Shinzo-Abe-is-redefining-Japan-s-China-policy-for-a-generation
https://warontherocks.com/2019/04/quality-infrastructure-japans-robust-challenge-to-chinas-belt-and-road/
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Japan may not want to choose a side – but as U.S.-China relations worsen, Tokyo may not 
have a choice. Japan took advantage of internal Chinese chaos and civil war in the early 19th 
century – it now must prepare for a long-term and contentious relationship with a much 
stronger China that has not forgotten Japan’s 20th century behavior. 
 
Tl;dr – Japan could afford to play all sides in a unipolar world. In a multipolar world 
where China is a rising power, Japan must pick a side – and must author major changes 
in its economy and security posture to survive and even thrive. 
 
A Recipe for… Success? 
 
This does not sound like the profile of a country that is going to do well in a multipolar 
geopolitical environment. But Japan has always defied Western expectations. The case for 
Japan is clearer today than it would have been at the beginning of the 19th century. As Marius 
Jansen describes in The Making of Modern Japan, for approximately seven centuries, Japan 
experienced “warrior rule” – dominated by rival factions. Occasionally strong, centralized 
figures rose and asserted Japanese power, but for half a millennium, Japan was a “breeding 
ground for pirates” – a divided island where real power lied with regional commanders and 
inconsistent patterns of control, landholding, and taxation. At the time of the Meiji 
Restoration in 1868, Japan was “one of the modern world’s most fractured polities,” featuring 
a backwards military and a feudalistic society incapable of banding together long enough to 
stave off the depredations of foreign powers.  
 
Japan’s transformation was as swift as it was unexpected. As Jansen summarizes, Japan 
transformed from being a country that Karl Marx described as a “truly feudal state” in the 
1860s to what Chinese scholar-diplomat Huang Tsun-hsien described in the 1890s as a 
central order “far superior to that of China”. Consider this:  
 

• Japan’s sudden modernization and industrialization owed to the emergence of threats 
to Japan’s future, namely, foreign expansion (The Ming Dynasty at first and then 
eventually European colonial powers), foreign trade, and diffusion of foreign cultures.  
 

• U.S. Commodore Matthew Perry’s casual opening of Japan to the West in 1854 
(before Perry, Japan’s policy was essentially to isolate itself from the global economy — 
think North Korea in broad strokes) underscored Japan’s relative helplessness. 
Practically at gunpoint, the Japanese government was forced to abandon a policy of 
isolating the country from the rest of the world to allowing an American presence in 
Japan.  
 

• Within forty years, Japan built up a fleet capable of wiping out China’s in the 1894-
1895 Sino-Japanese War, and 10 years after that, Japan defeated Russia, shocking the 
Western world and forcing Moscow to abandon expansionist policies in East Asia. Had 
things gone a little different at the Battle of Midway, Japan might have fought the U.S. 
to a standstill too.  

 
Or consider Japan’s resurrection after World War II:  
 

• 40 percent of Japan’s capital stock was destroyed during the war.  

https://www.history.com/this-day-in-history/the-rape-of-nanking
https://geopoliticalfutures.com/midway-moments-waterloo-gettysburg/
https://www.econlib.org/library/Enc1/JapanandtheMythofMITI.html
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• Japan lost between 3-4 percent of its population – over 3 million Japanese soldiers 

and civilians died during the war.  
 

• The firebombing of Japanese cities destroyed the country’s main urban centers, and 
the human and psychological impact of the atomic detonations at Hiroshima and 
Nagasaki continue to shape Japan’s psyche today.  
 

• And yet, from 1952-1991, the Japanese economy essentially picked up where it left 
off before World War II started, growing at a rate of 6.8 percent per year.  
 

• Japan had so much economic success that in the late 1980s, there was real fear that 
Japan could supplant the U.S. as the largest economy in the world and that war in the 
Pacific might begin again between Washington and Tokyo.  
 

• That, of course, did not happen, and China is now the West’s boogeyman in the 
region, but the point is never to underestimate Japan’s capacity to innovate and 
grow even when faced with geopolitical circumstances that would constrain 
most other nations.  

 
Past performance is not indicative of future results. Just because Japan has responded twice 
to existential challenges does not mean it will catch lighting in a bottle a third time.  
 

• Japan’s first two economic “miracles” were accompanied by favorable demographics, 
an important tailwind that, even if Japan’s recent moves to prop up its birth rates 
succeed, has been in decay for half a century now.  
 

• China’s labor resources can’t be exploited as they were in the past. 
 

• Globalization has peaked, and as the world re-globalizes, Japan needs to successfully 
balance its deep integration with the West with its geography (which instead would 
favor more integration with countries closer to home, especially in Southeast Asia).  

 
That said: the challenges Japan faces today are eerily similar with those in previous periods.  
 

• Japan’s current way of life is under threat. Jansen described the cocktail of forces that 
led to the Meiji Restoration in 1868 as a combination of threats of foreign expansion, 
foreign trade, and foreign culture. China is threatening to expand – not just to Taiwan, 
but into the East China Sea, where the Senkaku/Diaoyu islands remain in dispute.  
 

• From Japan’s perspective, the global trade landscape is shifting for the first 
timesince1952 – and not in a good way. A country as dependent on imports as Japan 
needs secure supply of resources, reliably secure maritime trade routes, and new 
markets in which to sell or make its products.  
 

• At the cultural level, Japan has seen an emperor abdicate the throne for the first time 
in over 200 years and seen its most well-known leader gunned down in the street in 
the last four years.  

https://www.nytimes.com/1992/02/09/books/is-japan-out-to-get-us.html
https://asia.nikkei.com/Spotlight/Asia-Insight/Japan-readies-last-hope-measures-to-stop-falling-births
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If geopolitics were as simple as assessing a country’s resources and geography, it would be a 
fairly easy discipline. But in the immortal words of Tom Hanks in A League of Their Own, “the 
hard is what makes it great.”  
 
On paper, Japan should not be a stronger geopolitical power than China – and yet it has 
been for centuries. On paper, Japan should not be the third-largest economy in the world – 
and yet it is. Few countries have been able to muster the level of national coherence 
necessary to overcome geopolitical constraints as Japan, but since 1868, that has been the 
story of Japan every time the country faced an existential moment. And from a geopolitical 
perspective, Japan is at the precipice of a similar existential moment, staring into the eyes the 
first true test of its national development since it lost World War II. 

 
 
MACRO 
By Roger Hirst 
_____________________________________________________________________________________ 
 
 
Japan in 2023 is a Far Cry from Japan in 1993 

 
The macro investor’s view of Japan is of a glass half empty, focusing on the structural 
headwinds of debt, its aging demographics, its dependence on imports, and the rise of a 
more aggressive China. Jacob argues that these continue to pose “the most significant 
geopolitical challenge the country has faced in three-quarters of a century”. 
 
The perma-bears, prowling Japan’s financial markets for the best part of thirty years, are 
again emerging from hibernation. But, since the bubble burst in the 1990’s, this well-worn 
narrative has provided as many graveyard trades as it has slam-dunk winners. Case in point: 
the short JGB (bond) trade was given the moniker ‘widow maker’ many years ago and has 
remained true to that name ever since.  
 
But as Jacob points out, Japan does not play to the western investor’s rule book: “Japan is a 
unicorn, and there are no general frameworks for understanding it that can be 
outsourced from other countries or regions around the world.” 
  
Japan’s path from 1980’s world-leading economy, to a lost decade of growth in the 1990’s, 
has far too many twists and turns to outline here. (Richard C. Koo has written a good summary 
in his book “Balance Sheet Recession: Japan’s Struggle with Unchartered Economics and its 
Global Implications”.) 
 
If there are two words to pick put that summarizes Japan, they are “Unchartered 
Economics”. Japan has led the world when it comes to unorthodox economic policy, much 
of which has now become mainstream.  
 

https://www.amazon.com/Balance-Sheet-Recession-Uncharted-Implications/dp/0470821167
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In this note, I am therefore intentionally going to oversimplify this journey into four charts/four 
eras before tackling the post COVID era: 
 

• The Bubble 
• The Bust 
• The Deflation 
• Abenomics 

 
This simplification will hopefully avoid the many rabbit holes we could fall into if we are not 
disciplined. The dates provided are not precise (the property bust lagged the equity market 
bust) but they will suffice for illustrative purposes. 
 
The Bubble: 1986-1990 
 

 
During the 1980’s, Japan experienced astonishing asset price growth, specifically in real 
estate and equities. The headline index of Japanese stocks, the Nikkei 225, rapidly doubled 
from 1986, peaking on December 29th, 1989, and although this may seem like small change 
compared to the NASDAQ100’s threefold increase between 1998 and early 2000, Japan’s 
asset price bubble permeated the whole economy and the world’s conscience: 
 

• Real estate prices per square foot were valued at ‘nearly 350 times as much as 
equivalent space in Manhattan’.  
 

https://www.scmp.com/magazines/style/news-trends/article/3091222/japan-1980s-when-tokyos-imperial-palace-was-worth-more
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• Japanese companies were buying overseas trophy assets, including the Rockefeller 
Centre in New York. 
 

• Domestic golf club memberships at the most exclusive venues topped $3 million.  
 

• Japan culture influenced global filmmakers (e.g., directly in 1989’s Black Rain, 
indirectly via the Nakamoto Tower in 1988’s Die Hard). 
 

• Economic geographers at my alma mater effused over the ‘just-in-time’ supply chains 
that were part of Japan’s ‘economic miracle’. 

 
At the bubble’s root was a high level of domestic household and corporate savings that were 
leveraged by banks to increase lending. Economist Paul Krugman remarked that "the implicit 
guarantee of a taxpayer bailout of bank deposits created a significant moral hazard problem, 
leading to an atmosphere of crony capitalism and reduced lending standards.” As with many 
financial bubbles, this was an issue of increasing quantity at the expense of quality. 
 
The latter-stage accelerant came from the fiscal and monetary response to Japan’s 1985-
1986 recession, which led the Bank of Japan to halve rates from 5% to 2.5%. Once cut, 
interest rates remained low (at 2.5%) for an extended period, partly to offset the fallout from 
the 1987 stock market crash which reverberated across developed markets. This lower 
interest rate environment led to excessive speculation that, once again, leveraged those 
domestic savings. 
 
But, like many outstanding runs before and after, the miracle turned out to be a mirage. 
 
The Bust: 1990-1992 
 

 

https://www.investorschronicle.co.uk/education/2021/07/27/how-the-sun-set-on-japan-s-asset-bubble/
https://en.wikipedia.org/wiki/Crony_capitalism
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Once the Nikkei225 had peaked on 29th December 1989, the decline was swift, falling 50% 
by the middle of 1990. It continued to decline, on and off, for the next two decades. Today, 
the 1989 peak has still not been regained (the Nikkei225 is the only major stock market index 
that has not regained its peak over the past 20 years). 
 
Why did Japan’s asset prices reverse?  
 

• The simple answer is that all bubbles lose momentum and at some point, start to 
unravel. And once true bubbles reverse, they rarely quickly recover.  
 

• Bad luck may also have played its part. Government bond yields surged in the early 
part of 1990 and were then supercharged by a doubling of oil prices due to Iraq’s 
invasion of Kuwait and the onset of the first Gulf War, leading yields on the 10-Year 
bond to rise above 8%, having been below 6% at the end of 1989.  
 

• That was unfortunate timing for a country which Jacob notes “imports 94% of its 
primary energy supply”.  

 
The severity of the unwind, however, had its roots in excess leverage, the lax accounting and 
poor corporate governance of the previous decade. In the next few years, it became clear 
that: 
 

• Japan’s banks that had supercharged their lending now faced solvency issues. 
 

• Corporate crossholdings (ownership of shares of direct competitors) led to bad 
boardroom practices and capital inefficiency. 

 
Additionally, the inability of Japan’s economy to quickly recover had its roots in the 
demographics that informed a policy response which focused on fiscal profligacy (increased 
public spending) to combat the decline in the working population.  
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The Deflation: 1992-2012 
 

 
 
Japan experienced outright year-on year deflation (negative CPI) for almost 50% of the 1990-
2012 period. Over that time, the US experienced outright deflation in just 8 months (under 
3% of occurrences), all concentrated in the aftermath (2009) of the Great Financial Crisis. 
Despite all the hysteria, the US has rarely ever experienced true deflation in the last 50 years. 
In Japan, it was the norm between 1995 and 2015. 
 
Economists fear deflation because it can postpone consumption (consumers anticipate lower 
future prices), creating a viscous spiral of underconsumption and slow growth. Japan’s main 
culprits were our old friends, demographics and debt… and the ensuing policy response. 
 
The bubble burst amidst a demographic headwind that had been in place for almost a 
quarter of a century. Jacob notes: “In 1966, Japan’s total fertility rate declined to 1.6 
(compare that to Germany’s 2.5 during the same year). Japan’s population growth has 
continued to drop sharply ever since.” 
 
Although Japan’s economy was a world leader in technology, the productivity gains were 
never going to offset the declining output due to its aging population. 
 
This led the government to implement countercyclical fiscal measures.  
 

• From 1991 to 2008, Japan spent $6.3 trillion on infrastructure spending, but all too 
often on projects with very little commercial value (e.g., bridges in remote 
prefectures), rather than spending funds to help banks extricate themselves from their 

https://www.nytimes.com/2009/02/06/world/asia/06japan.html
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crippling debts. Sustainable growth was crowded out by spending that saw 
government debt to GDP reach record levels. 

 
Japan’s bubble also burst just as the world entered a phase of globalization. Japan needed 
reflation (strong domestic growth) at a time when corporates were shifting their production 
to overseas lower-cost centres, meaning that instead it got global disinflation that kept the 
country mired in its own deflation. 
 
Something had to change.  
 
Abenomics 2012 – 2020 
 

 
 
In December 2012, Shinzo Abe (Liberal Democratic Party) was elected prime minister for the 
second time. He came to power in the aftermath of the tragedy of the 2011 Tohuku 
earthquake and tsunami that led to the Fukushima Nuclear Power Plant disaster. 
 
Japan was still struggling to recover from the GFC, which had seen the Nikkei225 make a 
new post-bubble low. Abe told parliament that an escape from deflation was Japan’s most 
pressing issue and unveiled a ‘three arrow’ economic strategy, dubbed ‘Abenomics’. 
 

• First Arrow: Monetary Policy 
• Second Arrow: Fiscal Policy 
• Third Arrow: Structural Reform 
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The First Arrow was the most visible. Abe targeted 2% inflation via massive asset purchases 
that would indirectly drive the Yen weaker (theoretically helping to support inflation and 
Japan’s exporters).  
 
Abenomics achieved some emphatic results. USDJPY rallied (Yen weakened) from around 80 
USDJPY to over 120 USDJPY and CPI briefly hit 3% in 2014. Additionally, the Nikkei225 finally 
broke free from its dance of death with US yields.  
 
Consider this:  
 

• For 20 years, Japanese equities had ebbed and flowed in percentage terms with US 
10-Year yields (a proxy for global growth).  

 
• When global growth picked up, yields rose, and Japan’s stock market performed well.  

 
• When global growth slowed and yields fell, Japan’s stock market declined.  

 
• This became a serious problem when, after peaking during Volker’s mandate, US 

Yields began a 30 year long downward trend that represented the disinflationary 
forces of globalization, which instead of leading to extreme economic growth like in 
most other regions around the world, mostly accentuated Japan’s deflationary issues 
of an aging population and overabundant debt.  
 

• After Abenomics, it was the first time Japanese equities moved away from that 
correlation (see chart at the beginning of this section). 

 
But after the initial successes, the returns diminished. Additional policy measures in 2016 saw 
bonds yields collapse, requiring yield curve control to support (rather than cap) yields 
(explaining the technicalities of this is a rabbit hole, but happy to explain it in detail during our 
Ask Me Anything). CPI dropped back below 2% despite the unparalleled asset purchases.  
 
Was there anything that could break the deadlock? 
 
Global Shocks: 2020 - Present 
 
The last few years have provided global markets with a series of exogenous shocks. The 
global policy response has been remarkably ‘Japanese’, as most government and central 
banks around the world decided to open both the monetary and fiscal spigots (the First and 
Second Arrows of Abenomics). Paradoxically, whilst Japan’s economic policy had previously 
been seen as an outlier, it is now looking (almost) mainstream. 
 
Japan’s pandemic years have witnessed some emphatic moves in financial assets and 
economic data, which we’ll cover next, including: 
 

• Yen: JPY has fallen (dollar risen) to its lowest level since 1990. 
• Bonds: Yields have been capped, currently at 0.5% (well short of the 1990 peak). 
• CPI: Year-on-year inflation (4.3%) has reached its highest level since 1981. 
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• Equities: Nikkei225 reached its highest level since 1990 (20% below the 1989 peak). 
 
Initially a beneficiary of the pandemic policy response (like many other equity markets), 
Japan’s Nikkei225 has been treading water recently, mainly because China’s stop-start 
lockdowns and the uncertainty of re-opening have created significant uncertainty over the 
last 12 months. 
 

 
 
As Jacob notes: “Japan’s economy is extremely exposed to China’s. China is Japan’s largest 
trade partner – accounting for 21.6 percent of Japanese exports and 24 percent of Japanese 
imports in 2021”. 

 
We’ll come back to the equity market towards the end. In 2022, it was instead the currency 
market that saw the most dramatic action, with the Bank of Japan (BoJ) attempting to cap 
yields in the 10-Year government bond.  
 
Yen 
 
(Note: USDJPY moving up from 100 to 150 is a weaker Yen and a stronger US Dollar) 
 
In 2021, USDJPY broke through a multi-decade downtrend. Additional long-term resistance 
levels were breached over subsequent months. 
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When global bond yields started to rise in 2021, the BoJ targeted a cap on 10-Year 
Government yields in a range of 0% to 0.1% (Yield Curve Control, or YCC). In 2022, the cap 
rose to 0.25% and then 0.5%.  
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• All things equal, buying bonds should drive yields lower, which puts downward 

pressure on a currency as (1) interest rate differentials (i.e. where the yield of a 
certain country trades versus the yield of another country) move negatively, and (2) 
buying bonds in one’s own currency dilutes that currency as the BoJ is “printing” Yen 
(another rabbit hole, we can explain the details of this during our Ask Me Anything). 

 
And this is indeed what we saw. 

 
• Initially, there was a general trend for dollar strength. The Yen did not weaken in 

isolation, but in unison with other currencies versus the USD. 
 

 
 

• Then, the Yen’s weakness accelerated at the beginning of March. This coincided with 
the Russian invasion of Ukraine. As noted by Jacob, Japan imported 94% of her 
primary energy requirements in 2021 and given that regions that import energy have 
an ongoing energy “debt” that is often denominated in USD, as energy prices rise, 
energy deficient countries require more and more local currency to buy the same 
amount of dollar-denominated energy.  

 
• This led the Yen to briefly breach the 150 level versus the US dollar in October 2022. 

The speed of the decline set off alarm bells within the Japanese administration, which 
led the Ministry of Finance to come to the rescue and buy Yen in the FX market. We 
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now had the spectacle of the BoJ implicitly selling Yen via yield curve control and the 
MoF explicitly buying Yen to stabilize the currency.  
 

Many thought this couldn’t last, but this time “macro” luck was on their side as: 
 

• US CPI and interest rate expectations peaked,  
• The global energy crisis abated (though has not disappeared), and  
• The global growth shock (i.e. economic slowdown), expected in early 2023, has not 

yet materialized. 
 
Many of the US dollar’s tailwinds temporarily petered out. The US dollar reversed from a 
multi-year resistance and the Yen has strengthened, though the gains have been in-line with 
the Euro. This has not been a period of Yen strength, but rather of USD weakness. 
 
Bonds 
 
Global yields have remained elevated. The BoJ is still (at the time of writing) defending its 10-
Year yield cap at 0.5%. A new policymaker (Ueda Kazuo) will replace Kuroda as governor of 
the BoJ in April. Could this presage a break from Japan’s aggressive monetary policy? 
Expectations are building that Japanese yields may be about to surge (and the Yen 
strengthen).  
 
We should, however, be wary of the consensus. We may get a surge, but it could be brief. 
 
The spotlight is on the kink in the Japanese government yield curve at the 10-Year tenor. 
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There are two points to consider here.  
 

1. If we smoothed the current curve, we could place the 10-year yield at around 0.75% 
(only 0.25% above the current cap). However, 
 

2. The end of YCC should add additional yield premium to the whole curve. That’s 
because yields have been subdued across the curve simply by the threat of 
intervention. 

 
An end to YCC should see higher yields, as we have seen when the cap was raised on two 
occasions last year. But global bond markets are interconnected. Japan does not operate in 
isolation. This means that: 
 

• Higher domestic yields would make the Japanese bond market relatively more 
attractive to Japan’s investors, especially when higher yields on offer overseas are 
eroded away by the costs of hedging out the currency risk (currently the case for 
Japanese investors).  
 

• Higher domestic yields may therefore see Japanese investors leave overseas bond 
markets in favor of the home market. 

 
Even if YCC ended, a surge in Japanese yields may therefore be short lived. There may even 
be better opportunities shorting other global bonds markets given the repatriation of 
Japanese capital. 
 
CPI 
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Abenomics was briefly successful in juicing CPI above 2% from 2013-2015, after which it 
declined below target again. Japan, however, has not been immune from the recent global 
spike in prices. Year-on-year CPI in January hit 4.3%, the highest level since December 1981. 
 
Higher inflation is a double-edged sword.  
 

• On one side, higher CPI has influenced higher wages, which are rising slightly faster 
than inflation. Stagnant wages and consumption have been one of the prevailing 
issues in Japan, therefore this increase in wages should help demand.  
 

 
 

• On the other, Japan also has a significant debt pile that needs servicing. Higher 
inflation should put upward pressure on yields, requiring the BoJ to buy more bonds 
to maintain the cap, thus diluting the currency (see above). Higher interest rates could 
therefore be crippling. 

 
Overall, if wages continue to outpace inflation, this should be positive for consumption and 
may benefit Japan’s equity market. 
 
Equities 
 
Foreign investors have largely forgotten about Japan’s equity market, and we can sympathize 
with that as the macro focus is on the currency and bond markets.  
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The key risk usually referred to is that if yields are allowed to freely float and the Yen 
strengthens, the equity market could underperform. This is because a weaker currency 
usually benefits Japan’s exporters and vice versa, though it’s not a simple relationship (The 
UK’s FTSE100, where roughly 70% of FTSE earnings are from overseas sources, has recently 
reached an all-time high despite strength in the British Pound). 
 
More importantly, there is a longer-term case to be made for Japan’s unloved equity market.  
 

• Crossholdings and corporate malfeasance are (largely) a thing of the past. 
Boardrooms are beginning to change. Abe’s Third Arrow of structural reform has 
been quietly taking root. The pace may be glacial, but Japan’s demographics 
necessitate change. An ageing population may be a millstone for the debt market, but 
it is also a catalyst for modernizing corporate culture.  

 
• Japan has already been grappling with a declining workforce and the advantages of 

robotics and automation, at a time when the rest of the world’s workforce is fretting 
about being replaced by technology. Japan has had little choice but to embrace 
change. 

 
• Japan’s banks have even had a boost from the squeeze in yields. For the last 30 years, 

banks burdened with non-performing loans have underperformed the broader 
market (TOPIX index). The financial sector is constantly teetering on the edge, but the 
government continues to keep the life support switched on. Higher yields help 
release a bit of pressure in the sector. Banks account for less than 7% of the broad 
market. 

 
• The index options market is surprisingly benign too. Most macro investors over the 

last 30 years were used to implied volatility on the Nikkei225 trading at much higher 
levels than for most other developed markets (occasionally exploding higher when 
the market started rallying). Today, three-month at-the-money implied volatility is a 
rather sedate 16.5%, in line with the actual volatility of the underlying index. The 
S&P500 equivalent is 19.5%. The market appears to have settled down from its post-
bubble legacy of uncertainty. 

 
Equity investors should consider putting Japan on their radar. Higher inflation, China 
reopening, technological enlightenment, structural reform, and a head start on the need for 
automation may keep Japan’s equity market at the vanguard, rather than the rear, of the next 
decade’s equity market. 
 
Summary 
 

• The macro focus is on the BoJ, the new governor and yield curve control. Policy 
makers are unlikely to let yields rise sharply, but if they did, then I doubt the surge 
would be as steep as many macro bears want because they (i.e. bonds) would 
become attractive to domestic investors. Currently, even at 50bps on JGBs, these are 
about as attractive as US yields at 4% plus to Japanese investors because the 
differential is lost on hedging FX.  
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• The idiosyncratic risks of a stronger Yen arise from the removal of YCC. Otherwise, it 

will be down to the dollar in the driver seat. The risks of a weaker Yen are from 
another surge in energy prices and/or runaway inflation, or a repricing of US rates 
(higher). The Yen should weaken again if either the energy crisis returns, or US rates 
rise.  

 
• Japanese equity markets have been in an uptrend since Abenomics and are 

consolidating near the 30-year highs. Abenomics broke the back of the disinflationary 
trend. Corporate and cultural reforms are starting to take hold and Japan is tied to a 
region that expects to see strong economic growth over the next decade. These are 
tailwinds for the equity market. 

 
• Japan may still have eye-wateringly high levels of debt, but its position is no longer 

unique. Its policies are not as controversial as they were. Japan was the first to 
experience deteriorating demographics and it may be the first to adapt to that reality. 
Japan in 2023 is a far cry from Japan in 1993. Europe and the US may be much closer. 
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