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Executive Summary 
The pace of growth in the Japanese economy may not be wildly impressive, but the world’s  
third largest economy has quietly strung together its longest run of uninterrupted growth in  
16 years. In this report we break down the numbers from the most-recent quarter and consider 
what the duration of the cycle means for the Bank of Japan (BoJ). On balance we do not expect 
policymakers at Japan’s central bank to ease back the throttle too much. On the fiscal side of 
things, some consolidation in recent elections could be interpreted as a vote of confidence in the 
prime minister’s Abenomics program, although it is unclear if there will be a commitment to 
needed structural reforms. High government debt demands the promise of revenue from the 
pledged increase in the consumption tax, but two postponements is evidence that procrastination 
may be the most likely course. Taking all these factors into account, our expectation is that GDP is 
on track for its best full year of growth since 2013 and although the pace may moderate, there is a 
case for sustained growth in 2018 as well.  

Exports Drive Third Quarter Growth 
Japan’s economy expanded at an annualized pace of 1.4 percent in the third quarter (Figure 1). 
Although a slight downshift from the robust rate of growth seen in the prior period, this positive 
growth rate marks the seventh consecutive quarterly expansion for the Japanese economy. That 
marks the longest stretch of quarters with consecutive growth in 16 years. The newfound stability 
in the Japanese economy should remain intact as long as the Bank of Japan continues to maintain 
accommodative monetary policy. 

Figure 1 

 

 

Figure 2 

 

Source: IHS Global Insight and Wells Fargo Securities 

The biggest positive driver for third quarter growth was net exports which boosted the headline 
GDP growth rate 2.1 percentage points (Figure 2). Heavy reliance on trade has been a consistent 
theme of the Japanese economy since the start of the current expansion. It would have been more 
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encouraging if the boost from trade was entirely a reflection of faster growth in exports, but more 
than half the “strength” in Q3 was a function of a retrenchment in imports amid a slump in 
domestic demand. The giveback in consumer spending and imports reverses increases in these 
categories that drove second quarter GDP growth. Fortunately, a quickening in global growth and 
a weaker Japanese yen are helping fuel export growth which in turn is contributing to Japan’s 
economic recovery.  

The downturn in domestic demand was more than just some giveback in personal consumption. 
There was also a decline in business fixed investment. Personal consumption was down at an 
annualized pace of 1.8 percent, and produced a drag of 1.1 percentage points to the top-line GDP 
figure. As personal consumption makes up more than half of overall GDP in Japan, the decline 
here was a key contributor to the weakened growth print in the quarter. This was the  
first quarterly decline for personal consumption in six quarters, and on that basis the weakening 
may simply be a payback from the strength seen in the prior period. We do not expect sustained 
weakness in consumer spending as a tight labor market and moderate increases in confidence 
should continue to drive consumer demand higher.  

Implications of an Aging Population 
Japan’s unemployment rate is currently at a 23-year low of just 2.8 percent (Figure 3). Although 
such a low rate signifies economic prosperity, a closer look highlights that a lack of population 
growth is greatly contributing to the dwindling jobless rate. In the October Tankan Survey, a 
bellwether for Japanese businesses confidence, companies reporting labor shortages was at a  
25-year high. Such shortages are in line with an increasing labor force participation rate and a 
shrinking population. Declines in total population matched with increases in the aging population 
cause the total labor force to shrink (Figure 4). As workers age, they are not being readily replaced 
in the workforce, which leads to labor constraints, and is one example of the need for structural 
changes to sustain the long-run health of the Japanese economy.  

Figure 3 

 

 

Figure 4 

 

Source: IHS Global Insight and Wells Fargo Securities 

Wage growth remains modest, as firms look to supplement existing labor with temporary 
workers. The October Outlook for Economic Activity and Prices, a monthly report published by 
the BoJ, discussed increased labor costs being absorbed by firms, which hamper the ability to hike 
wages.1 Increased labor costs should eventually permeate the market which could eventually 
bolster a rise in prices for the consumer.  

That said, wage pressures have been non-existent in recent years and without them, price growth 
will remain modest. This has been a key worry for BoJ policymakers and one of the factors 
preventing inflation from reaching its two percent target. The official BoJ forecast for core CPI 

                                                             
1 Outlook for Economic Activity and Prices. Bank of Japan, October 2017.  
https://www.boj.or.jp/en/mopo/outlook/gor1710b.pdf 
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inflation (excluding consumption tax effects) was lowered for fiscal years 2017 and 2018 at its 
October policy meeting, but the core CPI forecast for fiscal 2019 was 1.8 percent, unchanged from 
the July projections.   

The significant level of Japanese public debt is another factor to be considered. For now, the BoJ's 
policy of maintaining a zero yield on 10-year Japanese government bonds allows the government 
to maintain a near-zero cost of capital. If at some point the BoJ dropped that policy, or if the bond 
market began to demand a higher risk premium, the costs could become a more considerable 
headwind. Japan’s public debt is currently more than twice the size of its economy, and on that 
basis it is the largest amount of public debt among other advanced economies.  

The divergence that started in 1992 between government expenditures and revenues is depicted 
in Figure 5 below. This gap confirms the steady increase in total public debt seen from  
1992 onward (Figure 6). Perhaps unsurprisingly, the steady decline in the working-age population 
began at roughly the same time. The effect that the aging population has had on public debt 
within Japan is a cautionary tale for other advanced economies where the over-70 crowd marks 
the fastest growing segment of the population. An aging population tends to increase the need for 
social welfare and health care and that comes with increased costs.  

Figure 5 

 

 

Figure 6 

 

Source: Bloomberg LP, International Monetary Fund (IMF) and Wells Fargo Securities 

In addition to a rise in welfare costs, the surge in public debt can be attributed to an effort by the 
government to offset slowdowns in economic growth. However, as the spending was not paired 
with commensurate economic gains, the debt ratio continued to rise.  

Government spending has been utilized many times in the Japanese economy in an attempt to 
spur growth and consumption. Such theories are similar to the current regime of policy 
accommodation.  

An increase in the consumption tax to 10 percent from the current 8 percent would be an 
effective, yet unpopular way to chip away at the debt. The Abe administration in Japan has  
twice delayed a tax increase and it is unclear whether the scheduled increase set to take place in 
October 2019 will actually be implemented. Prior hikes in the consumption tax have been 
associated with recessions in Japan.  

The bottom line is that the Japanese government needs to undertake a significant amount of fiscal 
tightening in coming years if it hopes to stabilize its debt-to-GDP ratio. However, as we have 
observed previously in the case of the Eurozone economies (Greece, Spain, Italy, etc.), fiscal 
tightening tends to depress GDP growth, at least in the short run.2 Therefore, the Japanese 

                                                             
2 Which Countries Have Government Debt “Issues”?, Bryson, Quinlan, and Nelson, March, 2016, 
available upon request.  
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government may need to fully embrace structural reform to raise the country’s long-term 
economic growth rate. 

Outlook for Japan and Monetary Policy 
By the time the dust settles on 2017, we expect the Japanese economy will have grown 1.6 percent 
for full year 2017. If realized, that would mark the fastest rate of GDP growth since 2013—the  
first full year that Abenomics lifted growth through a stimulus program and the introduction of 
what the BoJ then called QQE (quantitative and qualitative easing).  

Remarkably four years later, the outlook remains for a broadly easy BoJ monetary policy. That 
said, there appear to be some modest shifts beneath the surface.  At the announcement following 
its October meeting, Japan’s central bank held its target for the 10-year Japanese government 
bond (JGB) yield at around zero percent, and repeated it would conduct JGB purchases aimed at 
increasing the outstanding amount of JGB holdings by 80 trillion yen per year.  As we recently 
wrote in a special report with our colleagues in foreign exchange research, the BoJ continues to 
notionally target 80 trillion yen in purchases, but its actual net JGB purchases have fallen short of 
that target over the past several months.  For the 12 months to September 2017, the central bank’s 
actual net JGB purchases totaled 63 trillion yen. Policymakers at the BoJ also remained hopeful 
of some firming in inflation in their October projections. The pace of the central bank’s bond 
purchases and the evolution of modest change to its economic outlook suggest that any tweaks to 
Japanese monetary policy should be toward less accommodation rather than more 
accommodation, an overall policy inclination that may help to limit the extent of further yen 
weakness. 

We expect the 
Japanese 
economy will 
have grown 
1.6 percent for 
full year 2017. 
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