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•	 The fall in oil prices could lower the trade deficit and lift domestic de-
mand

•	 But it also puts downward pressures on consumer prices, challenging 
the Bank of Japan’s inflation target

•	 With price weakness accompanied by a recovery in real economic activ-
ity, the BOJ will likely refrain from further easing

•	 Things would change to the extent falling oil prices is deemed due to a 
drop in global demand

Global oil prices continue to fall.  The Brent crude price has fallen by more than 
50% from US$110/barrel in mid-2014 to US$48.50 currently (Chart 1). In December, 
the US Energy Information Administration (US EIA) revised its avg-2015 forecast 
for Brent oil price to $68, sharply down from the November projection of $83. 
Since then, futures prices have continued to fall, suggesting the Brent prices will 
run between $50-60 through this year (Chart 2). 

Trade deficit to narrow; growth to pick up

The fall in oil prices should lower Japan’s trade deficit and boost domestic growth, 
a country that relies heavily on energy imports. The trade deficit for mineral fuels 
stood at JPY 24trn in the first eleven months of 2014, which more than explained 
the JPY 12trn deficit in overall trade during the same period (Chart 3). Looking at 
volumes, net fuel imports have been falling steadily through the 2000s, thanks to 
the improvement in energy efficiency and the weakness in domestic demand. The 
amount of net fuel imports has started to increase again since 2011, due to the 
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shutdown of nuclear power in the aftermath of the earthquake/tsunami disaster 
(Chart 4). In the last four years, the annual average of net fuel imports was equiva-
lent to 2.4bn barrels.

Assuming global oil prices remain at the level of $50 this year and the USD/JPY 
exchange rate remains at 120, Japan’s oil trade deficit could fall by as much as JPY 
11trn.  This would just about bring Japan’s overall trade into balance.  

As a percentage of GDP, the JPY 11trn savings from oil import bills will come to 
2%. Corporate profits will increase due to lower production costs and household 
real incomes will improve due to cheaper living costs. Depending on how well 
these income gains are utilized in the domestic economy – translated into higher 
spending by corporates and consumers, GDP growth will rise proportionally.

The BOJ’s inflation target will face more challenges 

Plainly, the fall in oil prices will challenge the BOJ’s goal of reflating the economy. 
Indeed, the pace of oil price declines has surpassed that of yen depreciation in the 
last few months, resulting in a drop in the yen-denominated oil import prices and 
the retail gasoline prices in Japan (Chart 5-6). More recently, the fall in the yen 
has come to a halt whilst energy prices have continued to tumble, along with the 
deterioration of risk appetite in the global financial markets. 
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Chart 3: Japan's oil trade deficit is large 
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Based on the correlation between oil prices and the CPI, inflation could be 0.5ppt 
lower this year than it otherwise would have been (oil prices=$50, USD/JPY=120). 
This would put annual inflation at about 0.5% compared to the current consen-
sus of 1% (excluding the impact of sales tax). Considering the time lag involved, 
downward pressure on inflation will be especially strong in 1Q15.

Policy implications

Weak inflation in the coming months may stoke market expectations for addi-
tional policy easing. A possible recovery in real economic activity, however, will 
likely prevent the BOJ from doing so. When the BOJ surprised the markets with QE 
expansion in October last year, it considered not only the deflationary impact of 
falling oil prices, but also the contraction of real economic growth. Back then, the 
economy slipped into a technical recession as the disruption impact of the sales 
tax hike far exceeded expectations. 

A key difference this time is that the economy is recovering from the slump caused 
by the tax hike. Importantly, the government has postponed the second sales tax 
hike by 18 months.  It has also proposed a JPY 3.5trn stimulus package and a 
2.5ppt cut in corporate tax for this fiscal year. Consensus currently expects GDP 
growth to accelerate to 1% in 2015 from 0.2% in 2014. Moreover, this does not 
fully take into account the boost to domestic demand from lower oil prices. If eco-
nomic growth picks up as forecasted, the labor market could tighten and underly-
ing prices would be supported accordingly. 

Unsurprisingly, BOJ Governor Kuroda has highlighted the benefits of low oil prices 
in recent speeches, saying the long-term impact of lower oil prices will be positive. 
At the upcoming meeting on 21st January, the BOJ is expected to trim its FY2015 
inflation forecast, but maintain the longer-term inflation forecast and revise up-
ward its estimate of GDP growth. The size and the composition of BOJ asset pur-
chases are expected to remain unchanged.

A key question remains as to whether falling oil prices reflect demand factors or 
supply factors. To the extent they owe to weak global demand, Japan’s exports 
and overall growth outlook would be dampened. Moreover, the downturn in oil 
prices would be more protracted if it were associated with weakness in demand. 
This could have lasting impact on people’s psychology and expectations. Under 
such a scenario, the Bank of Japan would face greater pressure to ease policy in 
order to support growth and prevent a return of deflation expectations.

Sources:

All data are sourced from CEIC, Bloomberg, and forecasts are DBS Group Research.
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Disclaimer:
The information herein is published by DBS Bank Ltd (the “Company”).  It is based on information obtained from sources believed to be reli-
able, but the Company does not make any representation or warranty, express or implied, as to its accuracy, completeness, timeliness or cor-
rectness for any particular purpose.  Opinions expressed are subject to change without notice.  Any recommendation contained herein does 
not have regard to the specific investment objectives, financial situation and the particular needs of any specific addressee.  The information 
herein is published for the information of addressees only and is not to be taken in substitution for the exercise of judgement by addressees, 
who should obtain separate legal or financial advice.  The Company, or any of its related companies or any individuals connected with the 
group accepts no liability for any direct, special, indirect, consequential, incidental damages or any other loss or damages of any kind arising 
from any use of the information herein (including any error, omission or misstatement herein, negligent or otherwise) or further commu-
nication thereof, even if the Company or any other person has been advised of the possibility thereof.  The information herein is not to be 
construed as an offer or a solicitation of an offer to buy or sell any securities, futures, options or other financial instruments or to provide any 
investment advice or services.  The Company and its associates, their directors, officers and/or employees may have positions or other inter-
ests in, and may effect transactions in securities mentioned herein and may also perform or seek to perform broking, investment banking and 
other banking or financial services for these companies. The information herein is not intended for distribution to, or use by, any person or 
entity in any jurisdiction or country where such distribution or use would be contrary to law or regulation.

Recent Research

US: UST yields: downward distortions                    12 Jan 15

Asia: Vulnerability dashboard	 19 Dec 14

Qtrly: Economics-Markets-Strategy 1Q15	 10 Dec 14

CNH: To break fresh ground in 2015	 17 Nov 14

CNH: Conversion cap finally lifted	 12 Nov 14

JP: The impact of QQE2	 7 Nov 14

CN: Significant easing remains unlikely                   5 Nov 14

Asia export race: Who’s winning? 	 30 Oct 14

ID: Watching external debt	 30 Oct 14

MY: Assessing the GST impact                                  29 Oct 14

IN: Reviving manufacturing                                      28 Oct 14

HK-ASEAN trade prospects                                      24 Oct 14

JP: Policy intentions lack clarity                                24 Oct 14

HK: Initial impact of Occupy Central                        16 Oct 14

SG: Growth struggles continue                                14 Oct 14 

IN: Inflation and shifting policy dynamics	 10 Oct 14
                                                                              
KR: Weakness exaggerated	 9 Oct 14

EZ: Rates are firmly anchored	 9 Oct 14

SG: Restructuring pain	 8 Oct 14

CN: Price deregulation in motion                             25 Sep 14

TH: Stronger consumption is key                             24 Sep 14

US: The water rate addendum                                 23 Sep 14

IN: Forging global ties                                              19 Sep 14
          
US Fed: The water rate	 16 Sep 14

Qtrly: Economics-Markets-Strategy 4Q14	 11 Sep 14

IN: Market too dovish on 3M rate, 2Y fwd	    25 Aug 14

KR: Housing recovery	      21 Aug 14

IN: Increasing resilience                                           20 Aug 14

ID: Beyond 2014                                                         8 Aug 14

CN: SOE reform challenges	 6 Aug 14

Asia cylical dashboard: EU disappoints	 25 Jul 14

US: the inflation non-problem	 23 Jul 14

SG: Downgraded	 23 Jul 14

KR: Unleashing services                                             17 Jul 14

US: The search for a new policy rate                        14 Jul 14

India budget: hits and misses	 11 Jul 14                                       

UST: 10Y yields downside limited	 8 Jul 14

India budget: setting its sights longer	 3 Jul 14

ID: Fiscal prudence still warranted	 2 Jul 14

JP: Abe’s reform plan, V2.0                                       27 Jun 14

MY: Foot on the brake	 27 Jun 14

Qtrly: Economics-Markets-Strategy 3Q14	 12 Jun 14

CNH: Offshore loans set to grow	 4 Jun 14

JP: Looking beyond the volatility	 30 May 14

CN: In search of a new consensus	 30 May 14

SG: On liquidity and property	 30 May 14

TH: more downgrades	 23 May 14

SG: SGD – unappreciated  	 22 May 14

India elections: Quick review	 16 May 14

IN: Four key post-election priorities	 9 May 14


