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Th “th f Ab i ” id iThe “three arrows of Abenomics” provide a unique 
opportunity to exit deflation and revive growth

Aggressive monetary easing, flexible fiscal policy, 
and structural reforms

All three arrows should be launched for the new 
framework to be successful



The first arrow has already been launched: the Bank 
of Japan’s Quantitative and Qualitative Monetaryof Japan s Quantitative and Qualitative Monetary 
Easing (QQME) framework 

The unprecedented monetary easing by theThe unprecedented monetary easing by the 
BoJ contributed to a pick up in demand, and 
growth accelerated in 2013growth accelerated in 2013 

Wealth effects from rising equity valuesWealth effects from rising equity values 
stimulated consumption, while strong regional 
demand and a weaker yen resulted in andemand and a weaker yen resulted in an 
export rebound 

However private investment and wagesHowever, private investment and wages 
have not yet picked up yet 



External risks are on the downside:

 Slowdown in emerging markets (especially China);
P t t d i d f l th i E Protracted period of slow growth in Europe

However, domestic risks dominate:

 Absence of credible fiscal consolidation and growth 
plans

C dibl fi l lid ti l b t Ab i Credible fiscal consolidation plans, but Abenomics 
does not work
 A self-fulfilling sell-off of JGBs due to a lack of aA self fulfilling sell off of JGBs due to a lack of a 
convincing debt-reduction strategy (tail risk) 



IMF Staff’s baseline projections are based on:p j

 Effects of aggressive monetary easing

 Fiscal consolidation through 2015 (but no further 
consolidation after that)consolidation after that)

 Only modest gains from structural reforms (higher 
investment in anticipation of TPP membership)

A lt i fl ti d ll t thAs a result, inflation gradually converges to the 
target as the output gap closes over the medium 
term and inflation expectations rise but there areterm and inflation expectations rise, but there are 
only modest gains in reducing fiscal risks and 
raising potential growth 



Downside scenario:Downside scenario: 

Incomplete Abenomics package: fiscal stimulus boost 
activity in the short term; inflation expectations adjust toactivity in the short term; inflation expectations adjust to 
QQME, but in a sluggish manner; potential growth 
remains stuck due to absence of ambitious structural 
reforms; the risk premium rise.

Upside scenario: 

Complete Abenomics package: the authorities adoptComplete Abenomics package: the authorities adopt 
ambitious structural reforms that raise potential growth 
from 1 to 2 percent; structural reform and fiscal p ;
consolidation reinforce each other; government 
financing requirement fall; the risk premium is stable

The “first arrow”: QQMEThe first arrow : QQME 



The BoJ has embarked on an unprecedented 
effort to raise inflation above historical levels 

The transmission channel of QQME has four 
interconnected components:

 Reducing long-term real interest rates and risk premia

 Portfolio rebalancingg

 Raising inflation expectations

E h d i i Exchange rate depreciation

Transmission is in its early stages, with some positive 
signsg

Compared to the previous Asset-Purchase 
Program, QQME’s impact is expected to be larger 
as a result of:

 A departure from gradualism

 Strong communication and forward guidance Strong communication and forward guidance

The BoJ should recalibrate its easing policies in the event 
inflation does not pick up or JGB market volatility rises

Complementary growth and fiscal reforms are essential

The BoJ should begin planning early to address exit risksThe BoJ should begin planning early to address exit risks. 
While exit is still far off now, when the time comes near 
strong communication will be keyg y



The “second arrow”: flexible fiscal policyThe second arrow : flexible fiscal policy

Fiscal risks have risen in the past as stimulus has 
delayed adjustment y j

Raising the consumption tax as planned is an essentialRaising the consumption tax as planned is an essential 
first step to contain fiscal vulnerabilities

To bring public debt firmly on a downward path, an 
ambitious and concrete consolidation plan beyond 2015ambitious and concrete consolidation plan beyond 2015 
is urgently needed



The “third arrow”: growth enhancingThe third arrow : growth enhancing 
structural reforms

Ambitious structural reforms are essential for the overall 
success of the new policiesp

The government growth strategy approved in June 2013 
i l d l biti l b t ifiincludes several ambitious goals, but specific measures 
or a concrete timetable remain to be formulated

The next round of announcements should include more 
concrete and decisive steps to create broader growth p g
synergies



The “third arrow”: growth enhancingThe third arrow : growth enhancing 
structural reforms

Some recent welcome steps taken by the government are:

 Participation in TPP negotiations

 Intention to support female labor supply by eliminating pp pp y y g
waiting lists at kindergartens and day-care centers

Going forward, the strategy should avoid a sector-specific 
approach (“picking winners”) and over-reliance on tax 
i ti / b idiincentives/subsidies

The “third arrow”: growth enhancingThe third arrow : growth enhancing 
structural reforms
Key measures should include:

 Implementing steps to reduce labor market duality and p g p y
increase labor productivity

 Deregulating agriculture and domestic service sectorsDeregulating agriculture and domestic service sectors 
to raise productivity and encourage FDIs 

 Enhancing the dynamism of the SME sector: phasing Enhancing the dynamism of the SME sector: phasing 
out costly government guarantees, increasing risk 
capital for start upsp p

 Expand recent relaxation of immigration requirements 
to areas where there are labor shortages (e g nursing)to areas where there are labor shortages (e.g. nursing)  



Why revamping Japan’s dual labor y p g p
market matters 

Why revamping Japan’s dual labor y p g p
market matters 



Enhancing financial sector stabilityEnhancing financial sector stability

A complete package of reforms could further strengthenA complete package of reforms could further strengthen 
financial sector soundness

Declining JGB holdings as a result of QQME could reduce 
risk exposure to interest rate risk but banks will also needrisk exposure to interest rate risk, but banks will also need 
to strengthen their credit-assessment capabilities

However, the new framework also presents challenges, 
particularly if the reforms remain incompletep y p

Enhancing financial sector stabilityEnhancing financial sector stability

Possible increased reliance on interest income from long-
duration JGBs especially if credit demand in the regionsduration JGBs, especially if credit demand in the regions 
remains sluggish

Maturity mismatch risks as many banks still rely on short-
term funding to finance foreign loansterm funding to finance foreign loans 



Enhancing financial sector stabilityEnhancing financial sector stability

Recent progress on regulatory reform (improvement in ece t p og ess o egu ato y e o ( p o e e t
stress testing methodology; increasing large exposure 
limits for banks; deeper cross-border risk monitoring) will 
help contain risks for financial stability

Going forward:

St th it l t d d b d t l• Strengthen capital standards beyond current plans 
(regional and shinkin banks)

• Mitigate foreign-exchange funding risks

ConclusionsConclusions

All three arrows of Abenomics need to be launched for the t ee a o s o be o cs eed to be au c ed o t e
new policy framework to succeed

With its new monetary policy framework, the BoJ has 
made an important contribution to end deflation and revive 
growth

A credible medium term fiscal plan should be adopted asA credible medium-term fiscal plan should be adopted as 
quickly as possible

Structural reforms plans need to be concrete and 
comprehensive



Thank you for yourThank you for your 
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