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Asia Economics Comment
The Japanese are coming
It's done. Abe is in full control now. Yet his real test still lies ahead. He must urgently implement far-reaching reforms
to make his economic revival stick. No matter whether he succeeds in the coming quarters or not, there is one effect
that will be keenly felt: Japanese money will increasingly wash over Asia. Especially ASEAN. The contours of what's
to come are already faintly visible. The cash will not cure all of the region's ills. But it will help to protect against
downside risks from a sterner Fed and a wobbly China. This, perhaps, will be the more lasting effect of Abenomics.
We're on Eastern Australia time right now and the final results aren't in yet. But it appears that Abe has secured a majority
in the upper house of parliament. At last, this will allow him to fire his third arrow, an aggressive reform program to
unshackle the economy and revive dormant animal spirits. It's admittedly a tall order. Whether his policies will prove swift
and far-reaching enough remains to be seen. Caution is warranted: we've heard such brave talk before only to be ultimately
disappointed.
For the rest of Asia, however, the effects of Abenomics are beginning to be felt. And these will evolve in the coming months,
proving more powerful than most currently expect. The Bank of Japan's massive balance sheet expansion is still in its early
stages, but will eventually rival that delivered by the Fed under its third QE program. Much, though certainly not all, of the
extra cash will flow into neighboring countries, such as Indonesia, Thailand, and Malaysia, and help accommodate the region's
leverage cycle even as the Fed cuts back on its own injections.
But patience is warranted. As powerful as the BoJ's measures are, their effect will only gradually filter through to regional
and global markets. Look closely, however, and signs of the impending lift are starting to become visible. For example,
over the first half of July, Japanese investors bought USD 20 billion of foreign bonds after shedding their holdings for seven
consecutive weeks. Higher rates elsewhere, while well-behaved at home, are evidently too enticing to ignore.
Much has been written about the potential surge of portfolio purchases by Japanese investors. For Asia, however, this may
not be the channel that will prove most powerful. Japanese banks are likely to raise their direct lending exposure to the region.
In the mid-1990s and mid-2000s, during the two previous BoJ easing cycles, it was Japanese banks, rather than portfolio
investors, that transmitted a potent monetary kick across the region.
Will we see a repeat of this? It's too early to tell (hard data comes out with a significant lag). But it is clear that Japanese
financial institutions are already seeking greater direct involvement especially in ASEAN. In recent months, Japanese banks
have bought significant stakes in lenders in Thailand, Indonesia and Vietnam. Similarly, life insurers look poised to purchase,
or have already acquired, local stakes in the same three markets. The growing involvement of insurance companies could
ultimately draw in more portfolio investment as well.
Beyond financial flows, the other effect of Abenomics will likely be to spur foreign direct investment further. True, at the
surface, this seems counter-intuitive since a weaker Yen should reduce the incentive for offshoring from Japan. However, it is
not the production cost differential between Japan and neighboring economies that lies behind this new wave of Japanese FDI.
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Rather, it represents a strategic shift by corporate Japan, with full government support, to more aggressively pursue market
share abroad and establish profit centers beyond the country's shores that will provide an income stream for the ageing
population back home. The BoJ's aggressive monetary easing is designed to accelerate, not retard, this process.
The upshot is this. Yes, Fed tapering raises volatility and delivers a stiff headwind to leveraged economies in emerging Asia.
But, the BoJ's aggressive monetary easing - no matter whether Abenomics ultimately succeeds or fails - should in the coming
quarters provide a welcome cushion. The large ASEAN markets look set to benefit the most. It's now up to Abe to make sure
the local Japanese economy receives a lasting boost as well.
Frederic Neumann
Co-head of Asian Economics Research
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