
This report is available on wellsfargo.com/economics and on Bloomberg WFRE.  

January 29, 2016 

Economics Group 
 

 

The Bank of Japan (BoJ) stunned financial markets by making a move toward negative deposit 
rates for banks while maintaining its already aggressive ¥80 trillion quantitative and qualitative 
easing (QQE) program (Figures 1 and 2). The yen lost about 2.0 percent of its value versus the 
dollar, the yield curve shifted lower particularly at the long end of the curve and the Nikkei stock 
index rallied 2.8 percent. 

The BoJ has repeatedly said it was not pursuing this option until today. As was the case when the 
ECB rolled out a complicated rate regime in June 2014, there are different categories of deposits 
although notably in Japan negative rates will effectively only apply to new deposits for banks. 

The move to negative interest rates evokes at least some feeling that this is a last-ditch effort when 
one considers the magnitude of the existing QQE program, the precarious nature of Japan’s debt 
sustainability and the absence of sustainable economic growth. While central bankers have 
proven remarkably creative in recent years, it is hard to imagine what more the BoJ could feasibly 
do (other than take rates further into negative territory) to spur growth and stoke inflation. 
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Land of the Setting Sun? 

Figure 1 

 

 

Figure 2 

 

Source: Bank of Japan, Bloomberg LP and Wells Fargo Securities, LLC  
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The Negative Move 
Central bankers in many advanced economies are struggling with the vexing problem of very low 
inflation against the backdrop of a steep decline in oil and commodity prices. At its latest meeting, 
the BoJ acknowledged these challenges as it dialed back its own estimates of CPI inflation, which 
was generally expected. 

More interesting was what was not expected. Despite a growing minority of economists calling for 
an expansion of the current pace of the BoJ’s QQE, policymakers this week threw a curveball by 
opting to leave the pace of purchases unchanged at ¥80 trillion annually. Additionally, the BoJ 
stunned financial markets by returning to interest rate targeting and introducing a complicated 
regime that would offer different rates for different types of deposits for banks, including negative 
rates. The fact that BoJ Governor Kuroda had previously played down a negative interest rate 
program partly explains why most analysts did not view this as a serious possibility. 

As was the case when the ECB introduced negative rates in June 2014, the central bank will assess 
different rates for different types of deposits. Essentially, the “penalty rate” of -0.10 percent would 
apply to only new reserve assets. The average outstanding reserve balance held during 2015 
remains eligible for the standard 0.10 percent deposit rate. 

Why Is the BoJ Doing This? 
In theory, penalizing domestic banks that park assets on reserve rather than creating new loans 
and expanding credit will cause those institutions to re-evaluate their thinking and lend more. It 
is not altogether clear that this is how it works in practice, however. Looking at the experience in 
Europe is instructive here. A similar regime of reward/penalty rates was offered by the ECB and it 
is not clear that European banks began lending in earnest until the ECB offered a full-throated 
support of an asset purchase program.  

Another key problem for the BoJ is that despite a lot of daily ups and downs, the value of the yen 
as of the start of the BoJ’s meeting this week was essentially unchanged from where it was 
following the selloff that came with the last announced expansion of QQE back in October 2014. 
While influencing the value of the yen is not a stated goal of monetary policy, a weaker yen could 
help nudge CPI inflation closer to the target. The trouble is that any increase in the pace of 
purchases would also call into question the sustainability of the QQE program in particular and 
Japan’s overall debt sustainability in general. This might explain the appeal of lower interest 
rates.  

The immediate reaction to the latest BoJ move was a roughly 2 percent weakening of the yen 
versus the U.S. dollar. Moves further into negative territory for deposit rates could weaken the 
yen further and indirectly stoke inflation; not an undesirable outcome given the difficulty in 
reaching target inflation. Recently released data showed that the year-over-year rate of CPI 
inflation in Japan slowed to just 0.2 percent in December. While oil’s price decline bears some 
responsibility, the core rate of inflation, which strips away the effect of food and energy prices, 
still came in well below target at 0.8 percent. 

Yield Curve Shift 
Another interesting outcome is the shift in the yield curve for Japanese Government Bonds 
(JGBs). The BoJ is purchasing JGBs as part of its ongoing QQE program, but there was no change 
in those purchases announced today. The day before the BoJ meeting, JGB yields were negative as 
far out as three years in maturity terms. Immediately after the announcement the entire curve 
shifted down and yields are negative all the way out to eight years (Figure 3).  

If the BoJ is not making any changes to its plans for JGB purchases, why would financial markets 
bid up JGB and drive yields lower? The answer likely has to do with market expectations of how 
banks will react to the new rate environment. The BoJ is hoping that banks will lend money 
rather than pay the penalty rate at the BoJ, but perhaps lenders will prefer to own JGBs. As long 
as the effective yield is less than -0.10 percent, they would be losing money at a slower rate than 
they would paying the penalty rate at the BoJ. 
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Figure 3  

 

Source: Bloomberg LP and Wells Fargo Securities, LLC 

The Voice of the Dissents Are Heard 
The BoJ’s action narrowly passed with 5-4 vote and the dissents voiced a number of concerns 
which were published in the official release, a rare step from the BoJ.  

Ms. S. Shirai “Complex policy framework could cause confusion”  

Citing the December policy statement which opened up the types of assets which would qualify for 
QQE, Ms. Shirai pointed out the complex nature of the new negative rate regime could muddy the 
message from the BoJ and sow confusion. Indeed, the three categories for determining which 
interest rate an institution will get—“basic balance, macro add-on and policy rate balance”—are 
confusing and after the communication in December it is unclear what the BoJ’s top priority is. 

Mr. K. Ishida “decline in JGB yields would not have…positive effects” 

Correctly anticipating the shift in the yield curve, Mr. Ishida worried about the limited positive 
economic effects the negative and ultra-low interest rate environment would have. Indeed, the 
shift to QQE when it was officially rolled out in April 2013 acknowledged as much and directed 
financial market participants to consider the monetary base rather than rates as the vehicle by 
which the BoJ could affect change. 

Mr. T. Sato “negative interest rate should be introduced when the Bank slows 
down the pace of increase in the monetary base” 

This is the most convincing rationale to wait in our view. The rush to negative rates does not give 
the QQE medicine time to take. If negative rates were introduced once growth was back on track 
and inflation was in-line with its target, a move to negative rates would feel like a sprint-to-the-
finish rather than desperation. 

Mr. T. Kiuchi “negative interest rate…only in a crisis situation” 

This speaks to all of the other concerns. The rebuttal of course is: if this is not a crisis, what is? 
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Bottom Line 
Time will tell whether or not these unconventional policy tools will be effective in reversing 
Japan’s long slide. Negative interest rates are pursued by central banks to induce more bank 
lending, but the recent experience in Europe suggests that it does not always work. Faced with 
negative deposit rates, negative bond yields and making loans in an economy with shaky 
fundamentals; banks may seek better investments outside of Japan.  

The yen weakened about 2 percent today which suggests moves further into negative territory 
could be met with further currency declines. While not a stated goal of monetary policy in Japan, 
a weaker yen could result in foreign exchange pass-through to inflation.  

We have repeatedly pointed out the lack of progress in needed structural reform (increased 
female participation in workforce, immigration and trade liberalization) in Japan. While that is 
clearly beyond the purview of the BoJ, some headline-making on this front would be more 
welcome than another grand gesture of accommodative monetary policy. 

Banks may seek 
better 
investments 
outside of 
Japan.  
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