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Markets are both widely expecting an end to QE and also a continued US recovery 
 
Equity: Moderate pronouncements by Janet Yellen and the assurance that the end of QE shall not be 
synonymous with an increase in short term rates, continue to provide an underpinning to the US equity 
markets. As the market continues to scale all time highs, we are gradually scaling back the equity component 
in the asset allocation. The risk of a pullback is increasing - Potential losses will be highest on the new money 
positions entered. We expect long term risk free rates to rise – reducing the need to chase yield via stocks  
and high yield bonds  
 
Forex: The Euro has come off its highs from the beginning of the month. The decline was prompted by the 
ECB reducing interest rates to stave off the risk of deflation. Eurozone inflation has since risen – however, is 
still less than ½ of the target rate. This makes further monetary stimulus likely.  In addition, the very gradual 
and uneven recovery does little to provide a fundamental support for the single currency.  
 
Commodities: We reiterate our lack of enthusiasm for commodities. The principal factors underpinning the 
commodity boom (underinvestment in the 1990’s and unexpected massive demand boost from China post 
2001) are now dissipating. We see this asset class as strictly a play on price volatility, not a directional trade.  
 
Global overview: We see no compelling reason to change our basic stance on the global economy. Overall 
GDP growth shall continue to be  subdued, with the developed economies improving, in several cases coming 
off  a low base. This shall continue to act as a beacon for both new money capital flows and re-alllocation 
from the emerging markets. We still see the US in “pole position”, supported by pent up demand for durables 
lifting manufacturing, a continued slow de-levaraging of the US consumer and a reduction in lay offs. We are 
not foreseeing  a strong US recovery but a continuation of the gradual progress hitherto.  
 
Eurozone inching forward. Euro zone call option still out of the money: The Euro zone shall continue to 
inch forward  -with mildly encouraging data on employment offset by a slowing of growth. We stand by our 
view that any significant recovery is a long way off –increasing exports on the back of wage reductions 
cannot provide the support needed for an expansion of domestic demand. The challenge in the US is to grow 
faster – the challenge in the Euro zone is to grow.  
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Emerging markets (EM) shall underperform: The EM shall continue to underperform, as they seek to strike a balance between increasing growth 
and tackling inflation. We see their policies as being dictated by short term objectives and consequently see the pro –growth “inflationists” gaining the 
upper hand. This shall result in a short term stabilization but longer term costs. Markets still see EM as an asset class; in the short term shall not do a 
sophisticated analysis. We are increasingly hearing of the need to differentiate between the emerging markets. Short term, we doubt that the markets 
shall rise to this level of sophistication and expect that they shall continue to be viewed as an asset class. With regard to the currencies, we remain 
cautious and foresee possible further weakness versus the US Dollar.  
 
QE shall end – Federal Reserve analysis of labor market shall not be sophisticated. Monetary policy is still center stage – however, the prevailing 
consensus has moved to a beginning of tapering by March 2013. The Federal Reserve shall continue to focus on  job creation. This analysis shall be 
conducted on a  “brute” basis,  simply looking at number of new jobs created, regardless of either the wage level or the collapse in the labor force 
participation rate. This is tantamount to recognizing that the shift in the employment pattern is structural and economic growth shall continue to be 
driven by a relatively small part of the population. 
 
Increasing income inequality a fundamental shift in the US economy: We do not see the game changer as an increase in the growth rate but as the 
growing income gap. There shall be an increasing segmentation between the upper income bracket – owners of real assets and beneficiaries of the 
“wealth effect” and the rest, whose standard of living and consumption is dependent on short-term cash flow.   
 
As the economy recovers, it shall not lift all boats. This growing awareness that the “end of times”  - end of QE – is upon us, is reflected in the 
stable level of the 10 year bond yield, with assurances that policy shall remain accomodative not sufficient to spur buying.  
 
 
 
 



	  

	   	  
	   	   	  

	  

	   	  

	  

	  

So, where are we on the US economy? 1) Resilient housing market 2) Rising stock market 3) 
Decrease in jobless claims are the leading bullish arguments. We are still in an economy where 
the “wealth effect” is seen as triumphing over all obstacles. Historically, this has been the stuff 
of speculative booms but not of long term strong growth, with wage increases still conspicuous 
by their absence. The re-employed are often accepting lower wages, in particular in 
manufacturing, further depressing overall purchasing power. There continues to be a large 
disconnect between the “real economy” and the financial markets.  The economy must either 
improve markedly or the markets must fall for equilibrium to be restored.   
 
Cautious on Euro Zone: We remain cautious on the Euro zone, a stance dictated by the brittle 
recovery, very high unemployment and a continued credit squeeze. Internal demand has been 
sacrificed to the export push, while capital investment, driven by bank finance, has dried to a 
trickle. While we do not wish to strike an alarmist note, France is emerging as a major problem, 
growth (already minimal) is down and the government is loath to tackle the necessary reforms.    
 
 

Eurozone bank lending shall come under further pressure; bank lending has been sacrificed to the greater good of 
sovereign solvency. The ECB has recently announced that they shall apply more stringent stress and capital testing to 
the Eurozone banks. While this shall reduce the systemic risk associated with the banking system, in the short term this 
shall further reduce the supply of credit, creating headwinds for a multi-country broad based recovery. We are already 
seeing signs of re-capitalization via de-risking and we believe that this trend has not yet run its course.  
 
Need to see impact of rising US rates on Euro zone sovereign funding costs: We are concerned as to the impact of 
rising US long term rates on Euro zone sovereign financing costs - borrowing costs shall rise independently of where the 
economies are in the business cycle. What shall be the position of the ECB when sovereign funding costs start rising 
 
Deflation still a danger: While recent data on Eurozone inflation shows an increase, at 0.9 % it is still less than half of 
the target rate. Disinflationary pressures remain and we do not exclude further action by the ECB, reducing the interest 
rates paid to banks for their deposits with the ECB. Still, the issue of increasing bank lending remains unsolved. 
 
China - long term shift underway – short term financial system harbors considerable risks: Our stance on China (the 
“full back” of the global economy) remains predicated on the planned shift to a consumption based economy. This instills 
caution as regards the commodity currencies. In the short term, we remain concerned as to both the risk of asset bubbles 
and of massive bad loans in the banking system, having to ultimately be covered by the government.  
 
Iran deal, peace in our time? Is this “peace in our time”, as British Prime Minister Chamberlain said in 1938, following 
his meeting with Adolf Hitler? The world saw how that ended. We can only hope that this six-months-agreement with 
Iran has some teeth in it. However, looking at it dispassionately, they still seem to be baby teeth. At precisely the moment 
when economic pressures appeared to be working, we are relaxing the pressure. This is an interim deal and will need to 
be finalized. For such a breathtaking event, the reaction in the oil market was muted.   
 
US Administration dominant strategy = avoid regional instability! We are not holding our breath. Iran is not being 
forced to abandon its nuclear project – and the regime can now show that it has successfully stood up to pressure. This is 
a replay of the Syrian situation – threats followed by a far milder tone, as the dominant strategy shifts to avoiding 
regional instability.   
 

FOCUS: Happy Birthday Abenomics! One year with Shinzo Abe 

One year ago the world's third-largest economy was nothing but a “land of desolation”. After one year of Abenomics Nikkei 
225 Index is up nearly 40% and Japanese economy expanded more than any other developed country in Q3 2013 

One year ago the world's third-largest economy was nothing but a “land of desolation”: after two decades of deflation following the 
asset bubble burst in the early 1990s, the last global economic recession had a huge impact on Japanese weak Economy. The 

country suffered years of severe economic recession ( 0.7% loss in real GDP in 
2008 followed by a severe 5.2% loss in 2009 ), with exports shrinking by 
approximately 27% between 2008 and 2009. It is no surprise that one year ago the 
Topix index, tracking the performance of Tokyo Stock Exchange, was bouncing 
around a multi-decade low. 
 
In an attempt to retrieve Japan’s Economy from two decades of recession and 
deflation, Mr Shinzo Abe, the leader of the Liberal Democratic Party elected as 
Japan's Prime Minister in December 2012, has launched one of the most aggressive 
policy moves in Japan's history. The so called “Abenomics” is based on three main 
arrows to ensure long-term sustainable growth: monetary policy, fiscal stimulus 
and structural reforms. 
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Japanese Consumer prices, monthly and annual changes % Source: http://www.adamsmith.org 
 
 
 
 
 
 
 
 
 
 
 
 
 

	  
 

 
 

 
 
1) Expansive Monetary Policy: One of the first steps of Abenomics was to get the Bank of Japan 
(BOJ) to raise its target inflation target from 1% to 2%. Later in 2013, the prime minister pressed the 
central bank to ease monetary policy, thus pushing the new governor of the BOJ to embark on the most 
aggressive asset purchase program in the developed world, committing to buy assets for 7 trillion yen 
per month. In relative terms, this is more aggressive than the Fed’s current QE. Policymakers believe 
that a massive injection of liquidity in the system, together with a falling borrowing cost, will stimulate 
consumers and businesses spending, thus boosting price levels and inflation. Falling prices have indeed 
depressed spending in Japan for more than a decade, pushing households and companies to postpone 
consumption and investments in order to get a cheaper deal later on. 
 

Such accommodative monetary 
policy has resulted in the yen 
depreciating nearly 25% against 
the USD since November 2012, 
thus sustaining the relative 
competitiveness of Japanese goods 
abroad and boosting exports. 
Policymakers hope that as 
corporate profits rise, firms’ 
spending will be increased and 
salaries will rise, thus sustaining a 
higher consumption and demand in 
the world’s third-largest economy. 

 
2) Fiscal Stimulus to boost short and medium term growth: boosting government spending to 
sustain growth is one of the main pillars of Abenomics. According to Mr. Abe, Japanese Government 
will spend about 1 trillion yen ($9.86bn) on public works in a 5 trillion yen stimulus package that will 
be finalized and approved by December 2013. In order to pay for increasing welfare costs, the 
government will raise the sales tax to 8% in April 2014 (from a current level of 5%). Additional funds 
will be committed to fix schools and roads, reinforce earthquake defenses, and fund scientific research 
and renewable energy. In the best-case scenario, this will boost confidence among businesses and 
consumers, thus increasing spending and sustaining growth at least in the short-term. 
 
Analysts however raised concerns that such fiscal stimulus will further increase Japan's public debt, 
already the highest in the developed world (240% of GDP).  
 
3) Structural reform of key sectors to achieve sustainable long-term growth: main targets are 
agriculture, healthcare and energy. A series of reforms aimed at raising labor productivity, such as 
increasing female workers and lifting retirement age, will be crucial steps to stimulate businesses 
investment, households’ spending and inflation expectations in the long-term.  
 
Nevertheless, up to date none of Mr. Abe’s structural reforms has been proposed and implemented in 
full detail, thus leaving a shadow of skepticism on Japan’s long-term growth. 
   
 

 
 
 

 
Some of the 
measures under the 
so-called “third 
arrow” of 
Abenomics are: 
 
Formation of 
“special zones”: 
deregulation of some 
large urban and rural 
areas before extending 
it to the whole 
country. Deregulation 
will affect 
employment rules, 
with facilitated part-
time contracts and 
more. 
 
Farming: local 
government will be 
given the power to 
decide who can enter 
farming, thus stopping 
the widespread 
practice of powerful 
local agricultural 
committees to keep 
out new entrants and 
prevent the sector 
from achieving 
beneficial returns of 
scale 
 
Japanese 
Government to join 
the Trans-Pacific 
Partnership (TPP): 
free trade agreement 
negotiated among 
eleven countries 
aimed at boosting 
trade between member 
countries. 
 

 
 
 
 
 

             Source:	  Financial	  TImes	  
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In less than twelve months from its implementation, Abenomics has resulted in a dramatic weakening of the yen and a 
stunning rise in the Topix index. The Tokyo stock market has indeed surged, with Nikkei 225 Index up nearly 40% 
year-to-date. In the second quarter of 2013, the economy expanded by 3.8%, more than any other developed country. 
At the same time, prices are rising in Japan and a 2% inflation rate is to be achieved (ceteris paribus) by 2015. 
 
Investments in Japan’s financial markets have been further encouraged by October economic data. Core consumer 
price index (CPI) inflation indeed reached a peak of 0.9% in October, up from 0.7% in September.  
 
Nevertheless, for Japan to represent more than just a short-term trade, investors need further evidence that the 
government is serious about implementing the so-called “third arrow” of Abenomics. Addressing falling productivity 
of labor and shrinking workforce are vital steps to escape Japan’s multi-decade stagnation and achieving the wished 
sustainable long-term growth. If not implemented, the lack of long-term reforms will make the current uptrend in 
Japan’s economy nothing but a cyclical bounce.  
 

In particular, if wages do not somehow keep pace with any rise in 
prices, also given rising sales tax next year, then the economy’s 
positive growth could fade. Base salaries have to go up to sustain an 
increasing demand and spending and Mr. Abe needs to cooperate 
with business leaders if he wants to achieve this goal. 

 
CPI positive figures increase expectations that the next annual round 
of negotiations between unions and employers, scheduled for next 
spring, will lead to basic wage increases as the only effective 
catalysts of positive cycle of demand-based inflation.  

 
There is still much to be done, of course. Nevertheless, if Japan can show investors rising consumer prices, wages and 
a reinvigorated property market over the next year, Abenomics may go through a joyful second year, marked by 
success and achievements, while on its way towards well-designed structural reforms. 
 
     
                   Francesca Struglia (MSc Economics at University College London) 


