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I have written about my recent trip to Japan and discussed some takeaways from my

conversations with investors on politics and monetary policy. Japan’s economy grew

slightly less than expected in this latest 2nd quarter, but still I believe the early

indicators of economic data show that Abenomics has been working and is having a real

impact on Japan’s economy and inflation trends. I want to expand on this with anecdotes

relating to this fight against deflation, thoughts on the yen moves and the implications

of a key debate over the timing of a potential consumption tax increase. InflationInflation

Indicators RisingIndicators Rising One currency strategist told me he is starting to see inflation pop

up in his everyday life. For instance, his barber raised prices on his haircut for the

first time in memory—and of course apologized profusely that he had to do it. Raising

prices is a foreign concept to many in Japan, and they are just remembering how to do

this—as the barber’s deeply apologetic approach showed. Another investor quipped, “If”

people believe there will be inflation, there will be inflation.” Central to what Abe

and the Bank of Japan are attempting is the idea of re-anchoring expectations for future

inflation. As inflation expectations change, a self-reinforcing feedback loop is

initiated that helps cement those changes. Consumers begin to believe prices will rise

in the future, so they go out and consume more today. This higher consumption and demand

puts pressure on prices to rise, leading to inflation. As companies benefit from the

increased demand, employees get wage increases that in turn support a further rise in

inflation. This self-reinforcing feedback mechanism appears to have been set in motion.

The recent inflation reading of +0.4%1 is a sign of progress for a country that has

experienced deflationary forces for well over a decade. One factor underpinning some of

the inflation has been a weakening yen—given imports of commodities such as oil that are

priced in U.S. dollars. And I see this trend of yen weakness continuing. The Bank ofThe Bank of

Japan and the YenJapan and the Yen With its monetary policies, the Bank of Japan (BOJ) is clearly

becoming one of the most aggressive central banks in the world. The BOJ balance sheet is

expected to triple based on the bank’s currently announced program to double the

monetary base over the next two years.2 This balance sheet expansion will be occurring

predominantly during a time when the U.S. Federal Reserve is expected to slow its bond-

buying program and its own balance sheet expansion. This change in the relative

expansion of central bank balance sheets between the U.S. and Japan has the potential to

weaken the yen against the U.S. dollar. Many people I spoke with in Japan would not be

surprised to see the yen reach 110–120 against the U.S. dollar over the course of the

next two years. This is a level for the yen I have often discussed as a potential

target, given it was trading at these levels back in 2007, before the financial crisis

really began, and I have already seen the U.S. financial markets return to their pre-

crisis levels. The BOJ would likely be uncomfortable with a short-term spike to 120. But

a gradual depreciation of the yen to that level should be less of an issue. I believe

this gradual depreciation of the yen is the BOJ’s ultimate desired outcome. The higher

U.S. interest rates go—essentially meaning that Japan is pursuing a more aggressive

monetary policy than the U.S.—the more likely the yen is to depreciate further over
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time. 2014 Consumption Tax Increase—Hinged upon Strong Growth but Likely2014 Consumption Tax Increase—Hinged upon Strong Growth but Likely Many

commentators are focusing on the expected consumption tax increase scheduled to come

into effect in April 2014. This is a key tax policy that Japanese policy makers have

discussed to raise revenue and help close the country’s large fiscal spending deficits.

This tax issue is a stress test for Abe to see how he can manage the complex dynamics of

a policy that can improve Japan’s fiscal position yet also have a negative impact by

making goods more expensive and slowing down the progress he’s made on his goal of

raising economic growth. Abe has said the implementation of this tax hike depends on

market conditions. One investment strategist I spoke with suggested that each 1%

increase on the consumption tax only raises an additional 2 trillion yen (a small

percentage of the deficit Japan needs to make up), and he believes there is a strong

bias toward postponing the tax increase. Japan’s second-quarter gross domestic product

(GDP) numbers came in at 2.6%, a percentage point less than 3.6% expected. The Bank of

Japan leaders have made statements that they believe the consumption tax could be

implemented at the same time of achieving their goals of ending deflation. When I left

Japan, I felt it was a high probability event for the consumption tax to be implemented

as expected in April. But this week’s 2nd quarter GDP report may give support to those

who want to delay its implementation. We shall learn more in September and October what

Abe has planned. Market ForcesMarket Forces It is still early days for Abenomics, and the initial

readings are just starting to come in on how the new economic policies are starting to

impact the bottom lines of corporations and consumers. As we get further into the third

arrow of Abenomics—the growth strategies—I think we may well be positively surprised by

the agenda items Abe tackles. Abe has been bold thus far, and he cannot back down—

especially when it comes to labor market policies and countermeasures to Japan’s

declining population trends and declining work force. 1Source: Ben McLannahan, “Japan

Posts Highest Inflation Rate since 2008,” FT.com, July 26, 2013. 2Source: Bank of Japan.

Important Risks Related to this ArticleImportant Risks Related to this Article

Investments focusing in Japan thereby increase the impact of events and developments in

Japan that can adversely affect performance. Investments in currency involve additional

special risks, such as credit risk, interest rate fluctuations, derivative investment

risk and the effect of varied economic conditions.

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 INFORMATIONIMPORTANT INFORMATION

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

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

read and consider carefully before investing.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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DEFINITIONSDEFINITIONS

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

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

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

Consumption taxConsumption tax  : Tax applied to spending on goods and services.

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

across an economy.
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