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Last Friday, the Bank of Japan (BOJ) decided to adjust its monetary policy. The policy board voted to 

keep constant the level of balance sheet growth at ¥80 trillion per annum, but it voted to change the 

“quality” of its future asset purchases: it added a new exchange-traded fund (ETF) buying budget that 

potentially encourages smart beta ETF product development in Japan; and it raised the maximum maturity 

of its Japanese government bond (JGB) buying from 10 years to 12 years, thus extending the reach of 

“Operation Twist” that may ultimately keep the yield curve flat. While we applaud the BOJ’s attempt to 

signal a more sophisticated portfolio rebalancing approach to the market, the move can only be viewed as 

fine-tuning and technical. Pragmatism, not the Return of Complacency and Incrementalism Japan’s 

market sold off after the announcement. But we very much caution against interpreting this move as 

the return of old-style BOJ gradualism and complacency, which, in the perception of many investors, 

marked BOJ policy before Governor Kuroda took over in early 2013. Why? Friday’s decision was driven 

by Governor Kuroda’s strategic pragmatism, in our view. First of all, it is entirely consistent with the BOJ’s 

modestly upbeat assessment of current economic conditions and future outlook. Importantly, on inflation 

expectations, the board reconfirmed its statement that some indicators have recently shown relatively 

weak developments1. Governor Kuroda has stressed time and again that inflation expectations are the 

key determinant for success or failure of his policy; “…relatively weak developments” keeps the door open 

for added action, in our view. More to the point, Friday’s decision is very prudent. After all, the same week 

brought fundamental change in monetary policy from Japan’s key financial and economic partners: the 

Federal Reserve (Fed) raised rates, and China changed its currency policy. In this context, policy makers in 

the third largest global economy are smart to adopt a stance of watchful waiting. In short: Japan is keeping 

its powder dry in case the Fed’s and/or China’s moves begin raising deflation risks. If global conditions 

push the aforementioned “relatively weak developments” (for inflation expectations) further downward, the 

BOJ will not hesitate to counter with a decisive quantitative boost, in our view. We maintain our call for 

added monetary easing to be in place by April–May, i.e., a boost in the ¥80 trillion balance sheet growth 

target or the introduction of negative interest rates. Quality Easing—Encouraging Smart Beta ETFs 

and Extending “Operation Twist” So while quantitative easing was put on hold, here are the qualitative 

easing decisions that were made: • The ETF buying program will be expanded by ¥300 billion, from ¥3 

trillion to ¥3.3 trillion. The added ¥300 billion will be invested from April 2016 on. ¥3 trillion of ETF purchases 

will continue to buy Nikkei 225, TOPIX and JPX400. • While the new ¥300 billion ETF budget will include 

the purchase of JPX400 ETFs; the goal is to buy ETFs that specifically focus on firms that proactively 

invest in human and productive capital. • We interpret the new ETF budget as the BOJ’s endorsement of 
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more innovation and product development for Japan’s ETF/smart beta providers. Note that there are no 

smart beta, fundamentally weighted or theme-based ETFs listed in Japan—and that the BOJ will purchase 

only Tokyo-listed Japan ETFs. The only listed ETFs are of the major indexes—TOPIX, Nikkei 225 and 

JPX400—and ETFs tracking the standard industry sub-sectors of these indexes (with the latter being 

highly illiquid). • The BOJ keeps fixed its JGB bond-buying budget at a rate of ¥80 trillion per annum • The 

BOJ raises the maturity of eligible JGBs from 7–10 years to 7–12 years • In short: more ammunition for 

“Operation Twist” to flatten the yield curve beyond 10 years • The BOJ will also accept as eligible collateral 

for BOJ credit 1) foreign currency-denominated loans on deeds; and 2) housing loans • The BOJ will 

maintain its real estate investment trust (REIT)-buying budget at ¥90 billion but will raise the maximum it 

can buy of any one REIT security from 5% to 10% of total outstanding. 1BOJ Policy statement, December 

2015.
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Important Risks Related to this Article

Investments focused in Japan increase the impact of events and developments associated with the region, 

which can adversely affect performance.
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