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Japan’s gross domestic product (GDP) report from last week was stronger than expected,

up 2.1% quarter over quarter and annualized, against expectations for a small decline.

Details confirm the positive surprise was due to a strong boost from public demand, and

weak private demand pulling down imports (which reduces the drag from trade on GDP).

Genuine positive forces were the strong rise in residential housing, up 4.5%, and the

fact that private sector inventories did not rise. The former is key to our thesis that,

although consumer spending is still basically flat, household sector confidence and

willingness to take risks are actually on the rise in Japan; the latter suggests the

limited risk of an inventory overhang standing in the way of future production growth.

In addition, the fact that private business investment declined by a mere 1.2% is still

somewhat positive. After the 10.3% surge in the previous quarter, this suggests the

structural upcycle in domestic capex is still intact.

 

Good Domestic, Bad Global

 

All said, the GDP report confirms a Japanese macro environment of relatively strong

resilience: While the tradeable goods sector has been pulled into recession by the

downturn in China and declining U.S. passenger car sales (sedans in particular), Japan’s

domestic service sector is actually decoupling in a positive direction. To wit:

Industrial production is down approximately 4% from one year ago, but domestic tertiary

sector activity is up approximately 1% from Q1 2018.

 

This “good domestic news, bad global news” is also reflected in corporate earnings (with

the full-year results season for FY2018 ending March 31 just completed): manufacturing

sector profits dropped 4.3% in FY2018, while profits rose 10.2% for non-manufacturers

(excluding financials). Total profits for listed companies dropped 0.6%, pulled down by

the more dominant weight of industrials.

 

From here, the key macro questions are: 1) When will the industrial downcycle bottom?

and, more importantly, 2) Will the positive decoupling by domestic services continue

(particularly in light of the consumption tax hike due October 1, 2019)? In my personal

view, prospects for a continued uptrend in the domestic sectors are very good. The

demand boost from the recent 10-day holiday at the start of the new Imperial Era is very

much a positive factor, as well as the positive momentum in small and medium-sized

companies’ investment spending and capital stock upgrades.

 

Against this, the upturn in global fortunes is primarily dependent on Chinese cyclical

developments in general, and a policy-induced upturn in capital goods demand in

particular. Make no mistake: From a Japanese perspective, the biggest negative of the

U.S.-China trade war is the fact that corporate leaders and entrepreneurs across Asia

continue to postpone capital spending and capacity expansion plans. So, as long as
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uncertainty over the new Asia/China trade regime remains, the primary reliable source of

demand for capital goods comes from China policy stimulus. This will change only if, or

when, a trustworthy new trade regime comes into sight. And when it does, Japan will be a

significant beneficiary, given that as much as half of the machinery and equipment that

goes into an Asian factory is made by a Japanese company.

 

More Fiscal Stimulus and a Double Election?

 

“Team Abe” deserves to be congratulated for the perfect tactical boost delivered against

the cyclical downturn in the industrial sector (as confirmed in the GDP report). From

here, policy makers remain extremely vigilant. I believe that any sign of further

deterioration in the industrial sector or evidence of service sector activity momentum

slowing is poised to bring an added fiscal boost. However, a pushback in the consumption

tax hike is unlikely. Instead, added transfers to the push for Research & Development

(R&D) and Information Technology (IT) investment support by households and public works

is more likely, in my view.

 

Meanwhile, speculation about Prime Minister Abe calling a snap “double election” is

rising (for the lower house, plus half of the relatively less important upper house,

which is up for a fixed-term expiry election in July/August anyway). Here, the primary

force is “Machiavellian”—the opposition parties are splintered and in disarray, troubled

by increasingly bad finances, rising defections, and a growing inability to attack

candidates. All said, before long, “Team Abe” will be poised to try to extend and

solidify its grip on power. For markets, however, the primary force behind the election

will not be economic policy, but brute, domestically powered politics.

 

In our view, the investment implications amid the macroeconomic and political

environments are as follows: Stay long on Japan small caps to gear up for the positive

domestic cycle, and prepare to raise tactical exposure to exporters and industrials as

China cyclical momentum rises and gets compounded by an Asia capex boom after a new

U.S.-China trade regime comes into sight.

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)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

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

across an economy.

Capex : Funds used by a company to acquire or upgrade physical assets such as property,

industrial buildings or equipment. This type of outlay is made by companies to maintain

or increase the scope of their operations.

Recession : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

Long (or Long Position)     : The buying of a security such as a stock, commodity or

currency, with the expectation that the asset will rise in value, the opposite of Short

(or Short Position).

Small caps   : new or relatively young companies that typically have a market

capitalization between $200 million to $2 billion.
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