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The measures taken by the 
European Central Bank to master 
the euro crisis are having an effect, 
albeit a different one than its 
president wanted: the euro is 
appreciating sharply. 
 
In its fight against its flagging 
economy, Japan is relying on 
unorthodox measures. If the 
Japanese central bank manages to 
sustainably convince market 
participants that deflation will make 
way for moderate inflation, this 
would also have an effect on 
inflation expectations elsewhere. 
Because inflation is largely a global 
phenomenon. 

Euro too strong? 
The measures taken by the European 
Central Bank to master the euro crisis 
are having an effect, albeit a different 
one than its president, Mario Draghi, 
wanted: while the crisis countries 
continue to stabilize, the euro is 
accelerating sharply. The head of the 
euro group, Jean Claude Juncker, 
recently called the euro strength 
dangerous. And it is, for Germany 
because it weakens its exports and its 
risk of recession increases, for the 
countries of the south because its 
progress is hampered and their 
dropping out of the monetary union 
may become more likely again. 
Whether the euro is too strong needs to 
be considered in the context of the G3 
currencies – euro, US dollar and 
Japanese yen, and major changes are 
taking place there. 
 

Japan reshuffles the cards 
In its fight against its flagging economy, 
Japan is relying on unorthodox 
measures. As such, the central bank of 
the highly indebted country announced 
on 22January that it would switch the 
previously time-limited bond purchasing 
program into an unlimited operation. 
The Bank of Japan recently came under 
increased pressure from the Tokyo 
government, which demanded that it 
raise the inflation target and expand its 
mandate also to fostering the 
employment market. The land of the 
rising sun is in its fourth recession since 
the turn of the millennium and is 
suffering under persistent deflation, i.e. 
a spiral of falling prices and decreasing 
willingness to invest. 
 
Japan is making an unprecedented u-
turn after economic policy failed to free 
itself from the iron claws of deflation 
for decades. From the perspective of 
economists, the worst of all worlds is a 
balance dominated by deflation. 

Typical for it are weak domestic 
demand, a sluggish investment climate 
and savings overhang of companies and 
private households. It is very difficult to 
break the deflationary spiral, as the 
unattractive prices of assets and the 
savings efforts to run down debts limit 
consumption and there is little incentive 
for new investments. Inflation remains 
low or even turns negative. Real interest 
rates therefore typically remain too high 
and economic momentum dies. 
 
The move of the central bankers 
towards unlimited bond purchases 
surprised market participants, who had 
expected an expansion of the existing 
program in several steps. At the same 
time, the Bank of Japan doubled its 
inflation target to 2%, in line with the 
motto "If you're going to do it, do it 
right". The Japanese yen temporarily 
lost considerably in value compared to 
the US dollar and nearly slumped to its 
low reached two and a half years ago. 
The exchange rate climbed from 76 to 
above 90 yen per US dollar within a 
short period of time. 
 

The pitfalls of fiat money 
Money created by a central bank 
without limitation – i.e. not directly 
linked to requirements, such as a 
conversion obligation in gold – is called 
fiat money. How persistent the value of 
a fiat money currency is, stands and 
falls by the independence of the central 
bank. If the central bank is 
instrumentalized by the government 
and tasked for fiscal purposes, 
investors' confidence is lost in the long 
run. It is therefore hardly surprising that 
the route taken by Japan is causing a 
headache in Germany. Not only the 
finance minister and CDU 
representative Wolfgang Schäuble 
criticized the expansive monetary policy. 
Bundesbank head Jens Weidmann 
called it a worrying intervention that the 
Japanese government is interfering with 
matters of the central bank. 
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Powder keg and 
currency war 

As a possible consequence of such 
political influence, he sees the exchange 
rate becoming an increasingly political 
matter. He emphasized: "So far, the 
international currency system has come 
through the crisis without a devaluation 
competition, and I sincerely hope that it 
stays that way." Wishful thinking? 

The crucial point is, however, that the 
transition from deflation to inflation is 
not made by raising nominal interest 
rates. In actual fact, inflation 
expectations, in particular, are rising, 
which means that real interest rates are 
falling. Deflation can only be rooted out 
by correcting the disparity between low 
(real) economic growth and high (real) 
interest rates. 

Japan has often been referred to as a 
powder keg due to its extraordinarily 
high level of sovereign debt, which 
corresponds to about 235% of 
economic output. Some observers are 
waiting to see interest rates rise and the 
country come under pressure. In reality, 
its current policy makes Japan a special 
case. Contrary to the other 
industrialized countries, which are 
pursuing an expansive monetary cum 
restrictive fiscal policy, Japan is 
stimulating the economy with strong 
monetary and fiscal policy impulses at 
the same time. The results are indeed 
positive so far: without long-term 
interest rates exploding, the yen has lost 
significantly in value, which is likely to 
be beneficial for Japan. 

 
We think so. Because the rally of riskier 
assets setting in around the second half 
of 2012 was not driven by better 
fundamental data given the rather 
anemic growth in most industrialized 
countries, but fresh rounds of 
unconventional monetary policy by 
central banks. The European Central 
Bank, the US Fed, the Bank of England 
and the Swiss National Bank conducted 
quantitative easing in some form, i.e. 
expanded the money supply generously. 
The Bank of Japan is joining the party 
and now setting the tone by 
accelerating the speed impressively. 

 

Conviction with impact 
If the Bank of Japan manages to 
sustainably convince market participants 
that deflation will make way for 
moderate inflation of only 2% in the 
future, this would not only be epic for 
Japan, but would also influence 
inflation expectations elsewhere. 
Because inflation is predominantly a 
global phenomenon. 
 

 
The Bank of Japan and the US Fed have 
demonstrated what is special about this 
phase of the currency war: the crucial 
moves are made with reference to non-
currency policy targets. Nevertheless, 
they do not fail to have an impact on 
the currency, regardless of how the 
monetary policy intervention is 
explained. The European Central Bank 
should face this new reality, too. 

Japan's inflation expectation over 6 years  
The Japanese know from experience 
that declarations of intent must be 
followed by deeds for something to 
move. That is why the Bank of Japan 
announced that it would buy assets 
worth 13 trillion yen in the future until 
the inflation target of 2% is reached. 
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Data as at 17.01.13, source: Bloomberg, UBS 

 
 

Our investment ideas 
Equities: We currently favor 
continental European and emerging 
market equities over US equities. In 
general, we prefer large-cap, high-
dividend stocks. 

Bonds: In an environment of low 
growth, moderate inflation and low 
interest rates, carefully selected 
corporate bonds (high yield, investment 
grade) are likely to post attractive total 
returns in the coming months. 
Furthermore, bonds with shorter 
maturities are less interest rate sensitive, 
which greatly reduces the risk of loss in 
the event of rising interest rates. 

Gold: Gold is likely to become more 
attractive again after a long sideways 
movement, as doubts surrounding the 
sustainability of fiat money systems 
have gained fresh impetus in 2013 due 
to Japan's approach. 
 

 

Our investment ideas can easily 
be put into practice using selected 
UBS Funds. Please contact your 
client advisor. 
www.ubs.com 


