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Japan is no Zimbabwe. Neither was Israel, yet from 1972 to 1987 its inflation averaged nearly 

85%. As its CPI rose nearly 10,000 times, its stock market rose by a factor of 6,500 … Regular 

readers know that I don’t generally make forecasts, but that every now and then I do go out 

on a limb. This is one of those occasions. Mapping Israel’s experience onto Japan would take 

the Nikkei from its current 9,600 to 63,000,000. This is our 15-year price target. 

 Despite the Japanese government paying a mere 1.5% on its bonds, interest payments 

amount to a hair-raising 27% of tax revenues. Including rolled government bills (which 

Japan’s MoF defines as debt service) takes the share to an eyebrow-singeing 57% (see 

chart below).  

 Any meaningful repricing of Japanese sovereign risk would push yields to a level the 

government would be unable to pay. Moreover, since the domestic financial system is 

loaded up to the eyeballs with JGBs (first chart inside), a crisis of confidence there would 

soon transmit itself beyond the public sector.  

 So the path of least political resistance will presumably be to keep yields at levels which 

the Japanese government can afford to pay, and to stabilise JGBs at levels which won’t 

blow up the financial system. This will involve the BoJ buying any/all bonds the market can 

no longer absorb, probably under the intellectual camouflage of “a quantitative easing 

program” aimed at breaking Japan’s deflationary psychology. Economists might applaud 

such a step as finally showing the BoJ was “getting serious about Japan’s problems”. In 

fact, it will be the opening chapter of a long period of inflation instability.1  

Yikes! Japan’s debt payments are eating up a lot of tax revenues … 
  

 
Source: SG Cross Asset Research, Japanese MoF  

                                                           
1 Albert and I have contributed with a group of other strategists and hedge fund managers to a book we hope will raise some much-

needed money for charity. It’s called “The Gathering Storm” and has a collection of essays with views on the recent crisis and thoughts 

about the next ones. It’s an easy read and we hope an enlightening one too, and can be purchased at www.thegatheringstorm.info  
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Japan’s financial system depends on JGB stability (while Japanese equities are under-owned!) 
  

 
Source: SG Cross Asset Research, BoJ 

It is often pointed out that in Japan’s aging population there is no constituency for inflation, 

which is why there is insufficient pressure on the BoJ to monetise. However, the same 

demographic dynamic ensures there is no political constituency for reductions in health 

expenditures. Yet Japan’s tax revenues currently don’t even cover debt service and social 

security, persistent and growing fiscal burdens. Therefore, once the BoJ is forced into 

monetisation of government deficits, even if only with the initial intention of stabilising 

government finances in the short term, it will prove difficult to stop. When it becomes the 

largest holder and most regular buyer of JGBs, Japan will be on its inflationary trajectory.  

Japan’s government tax revenues no longer cover its bare necessities 
  

 
Source: Japanese MoF. SG Cross Asset Research 

It is said that where democracies are developed and institutions robust, hyperinflations don’t 

take hold. In the 1970s, for example, while developed economies exhibited a degree of the 

political breakdown that usually fosters high inflation, their experience was relatively mild in 

comparison to the more pathological inflations seen in politically malfunctioning economies 

such as Zimbabwe or Weimar Germany. Problematic 1970s inflation in the developed 

economies was controlled before it became too problematic … except in Israel, which saw its 

problematic 1970s inflation explode into a hyperinflationary 500% by the mid 1980s.  
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Israeli shares exploded in nominal terms during its 1980s inflation crisis (1972=100) 
  

 
Source: SG Cross Asset Research, GFD 

Think about that for a moment. Japan is an advanced economy, a developed democracy and 
certainly no Zimbabwe. But Israel was all of those things too. It simply found itself politically 
committed to a level of expenditure – military and social – which it couldn’t fund. Instead of 
taking the politically unpalatable course of cutting that expenditure, it resorted to the tried-
and-tested tactic of buying time with printed money. Between 1972 and 1987 Israel’s CPI rose 
by a factor of nearly 10,000. Inflation averaged around 84% and peaked at an annualised 
500% in early 1985.  

In real terms equity prices fell (chart above), failing to keep pace with the rise in the CPI. But in 
nominal terms they exploded rising by a factor of around 6,500 over the period, in keeping 
with experiences of nominal share indices in Argentina, Brazil or Weimar Germany during their 
inflationary crises. A couple of clients have told me they think the trigger for a forced BoJ 
monetisation of the government’s balance sheet can only occur when Japan starts running 
current account deficits, pointing out that sovereign defaults have only occurred in current 
account deficit economies. So long as Japan maintains its current account surplus it will be 
safe. But I’m still not convinced why this must necessarily be the case just because it has 
been in the past. Current account deficits would be critical for government funding if the swing 
government bond investors were from overseas, which they nearly always are. But in Japan 
today they’re not. The households effectively are. Why should the current account deficit even 
be relevant to what is effectively an internal issue?  

Reinhart and Rogoff say that one of the tell-tale early signs that governments are struggling to 
maintain market confidence is when debt maturities decline. This is what is happening in 
Japan today. And the BoJ announced last week (to loud acclaim) that it was going to adopt a 
more Anglo-Saxon style of quantitative easing. The process is arguably underway. My 
concern is that once the door to QE has been passed through, it slams shut behind.  

The truth is we can’t know when this will happen. We suspect only that the writing is on the 
wall, and the further out we look, the bigger and bolder that writing becomes. But if Japan was 
to follow a similar trajectory to Israel’s, the Nikkei would trade at around 63,000,000 
(63 million) by 2025. How much do you think 15y 40,000 strike call options would cost? I’m 
not sure either (though I’m sure I could get interested parties a quote), but call options are 
generally cheap, and “melt-up” calls especially so, and I’d be surprised if you couldn’t buy 
that risk for a few basis points a year. Is there a cheaper way to hedge Japan’s coming 
inflation?  
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securities and including any expression of opinion, has been obtained from or is based upon sources believed to be reliable but is not 
guaranteed as to accuracy or completeness although Société Générale (“SG”) believe it to be clear, fair and not misleading.  SG, and their 
affiliated companies in the SG Group, may from time to time deal in, profit from the trading of, hold or act as market-makers or act as advisers, 
brokers or bankers in relation to the securities, or derivatives thereof, of persons, firms or entities mentioned in this document or be 
represented on the board of such persons, firms or entities. SG is acting as a principal trader in debt securities that may be refered to in this 
report and may hold debt securities positions. Employees of SG, and their affiliated companies in the SG Group, or individuals connected to 
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the maximum extent possible at law, SG does not accept any liability whatsoever arising from the use of the material or information contained 
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report they should not base their investment decisions solely on the basis of this document but must seek independent financial advice.  
Important notice: The circumstances in which materials provided by SG Fixed & Forex Research, SG Commodity Research, SG Convertible 
Research and SG Equity Derivatives Research have been produced are such (for example because of reporting or remuneration structures or 
the physical location of the author of the material) that it is not appropriate to characterise it as independent investment research as referred to 
in European MIF directive and that it should be treated as a marketing material even if it contains a research recommendation 
(« recommandation d’investissement à caractère promotionnel »).  However, it must be made clear that all publications issued by SG will be 
clear, fair, and not misleading. 
Analyst Certification:  Each author of this research report hereby certifies that (i) the views expressed in the research report accurately reflect 
his or her personal views about any and all of the subject securities or issuers and (ii) no part of his or her compensation was, is, or will be 
related, directly or indirectly, to the specific recommendations or views expressed in this report. 
Notice to French Investors:  This publication is issued in France by or through Société Générale ("SG") which is authorised by the CECEI and 
regulated by the AMF (Autorité des Marchés Financiers).  
Notice to UK investors:  This publication is issued in the United Kingdom by or through Société Générale ("SG") London Branch  which is 
regulated by the Financial Services Authority ("FSA") for the conduct of its UK business. 
Notice To US Investors:  This report is intended only for major US institutional investors pursuant to SEC Rule 15a-6.  Any US person wishing 
to discuss this report or effect transactions in any security discussed herein should do so with or through SG Americas Securities, LLC 
(“SGAS”) 1221 Avenue of the Americas, New York, NY 10020.  (212)-278-6000.  THIS RESEARCH REPORT IS PRODUCED BY SOCIETE 
GENERALE AND NOT SGAS. 
Notice to Japanese Investors:  This report is distributed in Japan by Société Générale Securities (North Pacific) Ltd., Tokyo Branch, which is 
regulated by the Financial Services Agency of Japan.  The products mentioned in this report may not be eligible for sale in Japan and they may 
not be suitable for all types of investors. 
Notice to Australian Investors:  Société Générale Australia Branch (ABN 71 092 516 286) (SG) takes responsibility for publishing this 
document.  SG holds an AFSL no. 236651 issued under the Corporations Act 2001 (Cth) ("Act").  The information contained in this newsletter 
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