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One of the most talked about investment themes of 2013 has been the dramatic turnaround

in the Japanese economy as a result of Abenomics. While equities and the value of the

yen have dominated headlines, one area investors might not be as familiar with is the

Japanese government bond (JGB) market. When talking about bond investing, we believe it

is important to maintain perspective on what debt investing really represents. When an

investor purchases a bond, it is the same thing as lending money to a borrower. As we

will discuss, the Japanese bond market is currently one of the most interesting markets

in finance. As one of the largest developed market economies in the world, the JGB

market is truly massive. In fact, according to the Japanese Ministry of Finance, the

total value of the Japanese government bond market stood at ¥1.01 quadrillion ($10.3

trillion) as of September 30, 2013—its highest level ever.1 Given the market’s size, it

is also regarded as one of the most liquid bond markets in the world. According to

Barclays, Japanese government debt accounts for nearly 29% of the Barclays Global

Treasury Index, representing its largest individual country weight.2 However,

particularly large debt markets can sometimes be a double-edged sword for investors. In

our view, just because a country has a large amount of debt outstanding doesn’t

necessarily mean it deserves a significant portion of an investor’s portfolio. As bond

investors, we care principally about lending money at rates that adequately compensate

us for the risks we are taking. One of the most confusing elements for foreign investors

looking at the Japanese bond market is that it is not only the largest government bond

market in the world but also home to the lowest government borrowing costs. Generally

speaking, investors have traditionally used yields as a generic barometer of

creditworthiness or risk. By this metric, it appears that Japan is one of the most

worthy creditors in the world, with 10-year government bond yields of 0.60%.3

Interestingly, despite its large presence in the Barclays Global Treasury Index, it

contributes only 16 basis points to the overall index yield of 1.47% (11% of the index

yield compared to nearly 30% of the weight). For this reason, Japanese debt has

generally not been a favored allocation for international investors. While the size of

the JGB market is staggering, many investors have highlighted another statistic that

they find equally pertinent when assessing the country’s level of debt sustainability.

For many market participants, a country’s debt burden relative to its output provides a

commonly used metric for gaining some insight into that country’s long-term debt

sustainability. The International Monetary Fund (IMF) calculated Japan’s gross debt at

238% of its gross domestic product (GDP) in 2012. By way of historical perspective,

Japan has had a debt burden exceeding 100% of GDP since 1997. As shown in the table

below, the Japanese bond market currently provides the lowest interest rates in the

world with the largest gross domestic debt to GDP. G7 Economies: Gross Debt to GDP    
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v s .   Yield to Maturity   

Traditionally, as a country’s debt burden increases, investors would demand higher

interest rates to compensate them for the additional risk. However, Japan has had two

primary factors contributing to its comparatively low yields: a predominantly domestic

investor base and deflation. At present, 90% of Japan’s government debt is held by

domestic investors.4 Compared to other major economies, this “captive” investor base

provides a significant portion of government funding. In a country like the United

States, a much larger percentage of the government’s debt is financed by foreign

creditors, who are more sensitive to large debt burdens. Also, a decade of deflation had

boosted investor’s real returns as the trend in prices of goods and services declined.

Therefore, Japanese investors were willing to receive a lower nominal yield as long as

inflation remained low (or was negative). However, as we will show in future blog posts,

both of these factors currently supporting low interest rates may soon be changing in

response to Abenomics. Ultimately, we believe that low borrowing costs may not persist

indefinitely in Japan. In light of the variety of governmental policies seeking to boost

the Japanese economy, we believe that higher interest rates may be a necessary by-

product of Shinzo Abe’s reflationary agenda. Read the full research here. 1Source:

Japanese Ministry of Finance, 9/30/2013. 2Source: Barclays, 10/31/2013. Japan narrowly

edged out the United States, which has a weight of 26.05%. 3Source: Bloomberg, as of

10/31/2013. 4Source: Japanese Ministry of Finance Japan Quarterly Newsletter, June 2013.

Important Risks Related to this Article

Investments focused in Japan are increasing the impact of events and developments

associated with the region, which can adversely affect performance. Foreign investing

involves special risks, such as risk of loss from currency fluctuation or political or

economic uncertainty. Fixed income investments are subject to interest rate risk; their

value will normally decline as interest rates rise. In addition, when interest rates

fall, income may decline. Fixed income investments are also subject to credit risk, the

risk that the issuer of a bond will fail to pay interest and principal in a timely

manner or that negative perceptions of the issuer’s ability to make such payments will

cause the price of that bond to decline.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)
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DEFINITIONS

Abenomics  : Series of policies enacted after the election of Japanese Prime Minister

Shinzo Abe on December 16, 2012 aimed at stimulating Japan’s economic growth.

Japanese Government Bond (JGB)     : A bond issued by the government of Japan. The

government pays interest on the bond until the maturity date. At the maturity date, the

full price of the bond is returned to the bondholder. Japanese government bonds play a

key role in the financial securities market in Japan.

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Barclays Global Treasury Index : represents the government component of the Barclays

Global Aggregate Index.

Basis point : 1/100th of 1 percent.

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.

G-7 Countries   : France, Germany, Italy, Japan, United States, United Kingdom, and

Canada.

Yield To Maturity : Portfolio Yield to Maturity represents the weighted average yield

to maturity of a Fund’s investments in money market securities and fixed income

securities as a specified date. Yield to maturity is the rate of return generated on

these securities, assuming interest payments and capital gains or losses as if the

instrument is held to maturity. The weighted average yield is calculated based on the

market value of each security. The calculation does not incorporate yield from any

derivative instruments that are part of the Fund’s investments.

Risk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Deflation : The opposite of inflation, characterized by falling price levels.
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