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With an unexpected move to negative interest rates, a bigger-than-expected decline in fourth 
quarter GDP and pronounced financial market instability, the Japanese economy has once again 
been a global focus in recent weeks (Figure 1). Another factor attracting attention in Japan: the 
yen. Owing to its safe haven and funding currency status, shaky global financial markets have a 
tendency to put a bid on this currency resulting in a challenging scenario for monetary policy 
makers at the Bank of Japan (BoJ).  

The immediate reaction to the announcement of negative deposit rates was a 1.9 percent drop in 
the value of the yen, but in subsequent trading, the Japanese currency has appreciated versus the 
greenback, taking the exchange rate to levels last seen prior to the BoJ’s announcement of 
increased asset purchases back in October 2014. 

Figure 1 

 

 

Figure 2 

 

Source: IHS Global Insight, Japanese Ministry of Finance and Wells Fargo Securities, LLC  

While not an explicitly stated goal of policymakers, a weaker yen helps to promote a number of 
economic policy goals that Abenomics has thus far struggled to achieve. Specifically, a weaker yen 
could boost exports and thereby broader GDP growth as well as nudge inflation higher. During 
some past periods of yen strength, the Japanese Ministry of Finance (MoF) has directed the BoJ 
to conduct currency intervention to offset yen strength by buying large sums of U.S. dollars 
(Figure 2). In this special report, we consider the likelihood of new currency interventions in the 
current climate. 

We think that the prospect for new interventions at this time is rather low, but not impossible. 
Ultimately, the viability of conducting such an intervention at a time when other central banks are 
similarly trying to ease may not be feasible and the benefits for the currency are fleeting at best. It 
is not altogether clear that this short-term fix is the most appropriate medicine for what ails 
Japan’s economy at present. 
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BoJ Policy Recap: 2013-Present 
A key factor that propelled Japanese Prime Minister Shinzo Abe to power in late 2012 was his 
vision for resuscitating the troubled economy through fiscal spending, monetary policy 
accommodation and much needed structural reform. The monetary policy part of the plan was 
activated with the appointment of BoJ Governor Kuroda in early 2013 and was the beginning of a 
new era for Japanese monetary policy.  

In April 2013, the BoJ unanimously approved the introduction of quantitative and qualitative 
easing (QQE), a comprehensive plan through which the central bank would purchase not only 
Japanese government bonds but also other assets including exchange traded mutual funds and 
real estate investment trusts. The statement urged financial markets to gauge monetary policy not 
by interest rates but rather by the size of the monetary base which it planned to increase by ¥60 to 
¥70 trillion annually. The yen dropped 3.4 percent the day QQE was introduced. 

Figure 3 

 

 

Figure 4 

 

Source: Bloomberg LP, IHS Global Insight and Wells Fargo Securities, LLC  

After an initial bump in economic activity in 2013, GDP growth tumbled in back-to-back quarters 
in 2014 following an increase in Japan’s consumption tax. In October 2014, the pace of QQE was 
increased to an annual purchase rate of ¥80 trillion. The yen dropped only 2.8 percent. 

Although the consumption tax was disruptive to economic activity, it raised much needed funds 
for the advanced world’s most indebted government as a percent of GDP. It also proved to be 
helpful in achieving the stated goal of QQE which was initially to get the year-over-year rate of 
CPI inflation to 2.0 percent. As Figure 4 shows, even without the consumption tax, inflation 
picked up during 2014. But the steep declines in oil and commodity prices since mid-2014 has 
weighed on prices in Japan, as it has in most other economies as well. 

With inflation essentially non-existent and Japan’s economy arguably slipping back into 
recession, the BoJ stunned financial markets at the end of January by announcing a policy rate 
of -0.10 percent for a portion of bank’s cash holdings at the central bank. Once again, the foreign 
exchange reaction was more muted. This time the yen lost less than 2.0 percent versus the dollar 
and as we discussed in the intro, it has since retraced those declines and risen anew to lofty levels 
last seen in 2014.  

Rethinking Conventional Wisdom Regarding a Stronger Yen 
There is often a relationship between in currency valuation and inflation. Generally speaking a 
strong domestic currency exerts downward pressure on inflation whereas currency weakness for a 
given economy will push inflation higher. But this is not a hard and fast rule; it depends on the 
importance of the role of trade in that country’s economy.  

Take Canada for example, which has a weak currency at present and the highest CPI inflation rate 
among the G7 economies. The rule seems to hold here, but keep in mind that trade is important to 
Canada. As of 2015, imports of goods and services comprised a roughly 33 percent share of GDP 
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in Canada. In Japan, however, the import share for the Japanese economy was around 15 percent.  
In other words, trade is about half as important to Japan as it is to Canada. Perhaps a weaker yen 
may not be as useful a tool in driving up inflation in Japan as it might be in a more trade-focused 
economy. 

The other argument against a strong yen is that it makes Japanese manufactured goods more 
expensive to foreigners, all else equal. Here again, we can point to trade figures to make the point 
that the impact on trade may not translate into big swings in GDP figures solely on the value of 
the yen and the price-competitiveness of Japanese-manufactured goods. Japanese exports as a 
share of GDP was about 18 percent in 2014. Neither of these factors suggests that the BoJ will not 
intervene, but it does lessen the argument for intervention. 

Assessing the Likelihood of Foreign Exchange Intervention 
In considering the possibility of Japanese foreign exchange intervention at the current juncture, 
one needs to consider the probability of further strength in the yen, as well as the Japanese 
authorities’ likely reaction to any further currency strength. 

In our view, the outlook for the yen remains heavily dependent on global developments, most 
particularly Chinese developments, and the extent of weakness and/or volatility in global equity 
markets. Global equities (as measured by the MSCI global equities index in local currency terms) 
have fallen 10 percent from their early December peak. Given the yen’s status as a safe haven and 
funding currency, it typically performs the best when global equity markets are performing at 
their worst. This is captured by looking at the sensitivity of daily percentage moves in the yen 
relative to daily percent moves in global equities. Over the past year, for each 10 percent loss/gain 
in global equity markets, the yen on average strengthened/weakened by 3.6 percent. Accordingly, 
the yen has also been stronger during the period of recent market stress, gaining about 9 percent 
from its mid-November low. 

Most recently, however, global markets have begun to stabilize. Ongoing policy actions and 
signals from Chinese authorities have helped China’s equity market to stabilize to some extent, 
while investors are also anticipating further monetary policy easing from the European Central 
Bank in March, which may also help the global market environment. Should the global market 
environment continue to improve, we see less likelihood of further yen gains, and indeed an 
increased possibility of renewed yen weakness. 

In addition, an examination of Japan’s external accounts suggests that broader currency and 
capital flow fundamentals are not especially supportive of the yen at present. For calendar 2015, 
Japan did enjoy a current account surplus of 3.3 percent of GDP. However, that was more than 
offset by long term capital outflows of 6.4 percent of GDP, reflecting a net direct investment 
outflow of 3.2 percent of GDP and a net portfolio investment outflow of 3.2 percent of GDP. In 
our opinion, these outflows also support a view that an improvement in global market conditions 
would lead to weakness in the yen. 

Figure 5 

 

 

Figure 6 

 

Source: IHS Global Insight, Bloomberg LP and Wells Fargo Securities, LLC  
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However even if the yen were to unexpectedly strengthen noticeably further, we believe the level 
of the currency and Japanese economic circumstances are still a long way from the types of 
conditions that would prompt foreign exchange intervention to weaken the yen. Compared to the 
last period of sizeable and sustained Japanese foreign exchange intervention to weaken the 
currency (especially between August 2011 and November 2011), the yen is currently some 
32 percent weaker versus the U.S. dollar, and around 23 percent weaker on a trade-weighted 
basis. Viewed in that perspective, it is more difficult to argue that the current value of the yen is 
“excessively strong” and that potential for foreign exchange intervention is “excessively likely.” 

We also believe that today’s Japanese economic conditions are also less conducive to foreign 
exchange intervention than the conditions that existed around the third quarter of 2011. During 
the earlier period in 2011, the trend of economic growth was still negative (real GDP fell  
1.5 percent year over year in Q2 2011 and 0.5 percent in Q3 2011). In contrast, GDP growth has 
been positive on an annual basis for the past three quarters, including a rise of 0.5 percent in Q4 
2015. An assessment of inflationary conditions is made slightly more complex by the BoJ’s 
evolving views and focus on CPI inflation over time. However, one core measure of inflation that 
has recently been calculated and monitored on a more regular basis is Japan’s CPI excluding fresh 
food and energy, and adjusted for the effects of the 2014 consumption tax hike.  During August 
thru October 2011, this measure of core CPI inflation showed an average decline of 0.5 percent 
year over year, in contrast to the latest reading which shows a rise of 1.3 percent for December 
2015.   

We would argue that current growth conditions in Japan are less weak, and disinflationary 
pressures are less intense, than they were in 2011. Accordingly, we also view the likelihood of 
Japanese foreign exchange intervention in the current environment as relatively low. In our 
opinion, it could potentially take a move in the USD/JPY exchange rate into to the 95-100 region, 
a shift in GDP growth into negative territory, and an easing in core inflation trends (excluding 
food and energy and the consumption tax) much closer to zero, before the possibility of Japanese 
foreign exchange intervention becomes a serious threat. For now, we suspect the next policy 
action from the BoJ, were it to occur, would more likely be an expansion of its negative interest 
rate policy, or its quantitative and qualitative easing (QQE) policy. 

Conclusion 
The more than 7 percent run-up in the value of the yen in the wake of the BoJ’s move to negative 
rates has led to speculation that Japanese authorities might intervene to bring the value of the yen 
back down. In our view, prospects for currency intervention are rather low, but not impossible at 
this time.  

Owing to its safe haven and funding currency status, the yen typically performs best when global 
equity markets are at their worst. So to the extent that the recent run-up in the value of the yen is 
attributable to risk aversion, a settling down in volatility should lead to some retracement of 
recent gains more effectively than foreign currency purchases by the BoJ.  

While there is a case to be made for weaker currency helping to achieve higher inflation, Japan’s 
disinflationary pressures are less intense today than they were when the BoJ last intervened in 
currency markets in 2011. Additionally, Japan is less dependent on trade compared to some other 
economies (for example, Canada), which suggests a lower currency pass-through effect on prices. 

Rather than getting involved with currency intervention, we think the next BoJ policy action, were 
it to occur, would be to broaden and/or deepen its negative interest rate policy, or to expand its 
existing QQE program. 
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