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It is the time of year when economists and strategists present their forecasts and

baseline scenarios for the year ahead. Quantitative forecasts are based on de-facto

probability models; and qualitative scenarios are based on, well, a combination of

experience and common sense. Either way, most methodologies leave little room for a

discussion of true outliers and true surprises. 

This list “2017: Ten Surprises for Japan” is trying to address this deficiency. They are

the scenarios that I personally worry about for Japan investment implications. By

definition, these 10 surprises are events or scenarios far from the consensus mean and

outside one—or even two—standard deviations. Their primary purpose is to make the reader

think. Improbable as they may appear, any movement toward their far-out direction may

still dictate an about-face in market consensus. Enjoy, and best wishes for a successful

and happy 2017.

1)    Trump makes America great again—U.S.         gross domestic product (GDP)    grows

4.5% in 2017

For Japan, America’s economy remains by far the single most important global force:

almost 25% of TOPIX earnings are generated from selling to the U.S.1 The combination of a

U.S. growth surge, cuts in U.S. corporate taxes and a strong dollar would be a welcome

“triple merit” boost for Japanese corporate earnings in 2017, in our view.

2)    China’s Communist Party gets realistic and cuts China’s official GDP            

growth target to 5.5%

The Chinese Communist Party will hold its 19th National Congress in the fall of 2017.

While a key focus will be the potential reshuffle of leadership positions, the top-down

approved guidelines and goals for China’s economy will also become important inputs for

global economic and financial dynamics. A surprise would be if the official growth

target got cut to below 6%—say, 5.5%. In our view, this would be positive for global

markets, because a) it is much more in line with many private economists’ estimates of

the sustainable Chinese growth potential, and b) it reduces the risks of a Chinese

currency devaluation: the higher the official growth target, the bigger the temptation

of Chinese policy makers to use currency devaluation as a tool to achieve that target,

in our view. In 2017, any reduction in Chinese devaluation risk is positive for global r

isk assets in general, and Japanese equities in particular, in our view.  

3)    Prime minister Shinzo Abe and the Bank of Japan (BOJ) introduce “J-Coin,”

a blockchain-based cyber-currency designed to set the global standard

Despite broad-based consensus that blockchain-based currency and banking are an integral

part of the future of finance, governments and central banks have so far shied away from

sponsoring or promoting an official cyber-coin standard. Japan has the potential to take

the lead here by introducing a BOJ-backed “J-Coin,” a blockchain-based cyber-currency

system designed to set the Asian and global standard. Surely a surprise, but not

improbable: there is huge potential in the combined forces of Japan’s newfound national

ambitions for true global leadership and the Tokyo governor’s desire to create a true

global financial center in Tokyo, in our view. At the very least, the creation of an

official, Japanese government-backed “J-Coin” would put Japanese banks and financial

institutions in an undisputed global leadership position.

4)    German chancellor Angela Merkel loses the German election but wins the             

2017 Nobel Peace Prize
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Angela Merkel has been in power since November 2005, and her leadership and success have

been extraordinary in many respects. Her losing the next German federal election would

still be a surprise, with potentially deep implications beyond Germany. However, her

winning the Nobel Peace Prize for her steadfast promotion of a new German—and thus

European—immigration policy would be a real surprise, in our view.

5)    BOJ governor Haruhiko Kuroda meets a 2% inflation target, as Japan’s             

unemployment rate falls to 2% by end of 2017

At the start of his tenure in 2013, Governor Kuroda announced a new target for his BOJ:

to hit 2% inflation. At the end of 2016, Japan’s Consumer Price Index (CPI) is up barely

half a percent—still better than the negative half percent when the 2% target was

announced, but still a long way off.2 Over the same period, Japan’s unemployment rate has

plunged from 4.3% to 3%.3 A further drop to 2% unemployment is possible and this should

provide a good reason for Governor Kuroda—and financial markets—to celebrate. After all,

falling unemployment and stable prices are a much better equilibrium than a real

acceleration of inflation momentum, which, sooner or later, must force tighter monetary

policy. The surprise may be that Governor Kuroda succeeded overall, exactly because he

failed to achieve 2% inflation but did achieve world-record low unemployment.

6)    Japan introduces “use it or lose it” policy to force companies to put               

their record retained earnings cash balances to work

Japan is very asset rich. The corporate sector holds retained earnings—cash deposits and

short-term securities—valued at 125% of GDP.4 Relative to the size of GDP, Japan holds

the world record. For example, the U.S. corporate sector retained earnings are estimated

to be worth a mere 32% of U.S. GDP.5 Moreover, Japan’s corporate cash riches have grown

by basically 1-times  of GDP over the past decade. 125% of GDP in zero-interest-earning

cash holdings are clearly an underutilized asset—a fact that has not gone unnoticed by

“Team Abe.” Creative policies designed to penalize corporate cash hoarding could be a

real surprise. “Use it or lose it” tax policies to unlock corporate cash balances for

the national interest are not uncommon in Asia. Whether the corporate cash gets spent on

human capital, productive capital or shareholder capital should be up to corporate

management’s discretion, in our view. However, given the world-record level of Japan’s

underutilized corporate balance sheet, the progressive changes in corporate governance

and investor stewardship may need further reinforcement through big-stick intervention

via tax penalties on excessive holdings. Policies to force the unlocking of Japan’s

corporate cash would be a welcome boost to the national economy and investor returns

(higher dividends and buybacks), in our view. 

7)    The bull market in Japanese equities prompts the government to privatize

the next tranche of both Japan Post and Tokyo Metro

Japan’s government is eager to step up the privatization of national assets. Upcoming

candidates for privatization are plentiful, with the next tranche of Japan Post and

Tokyo Metro expected to be in pole position. So far, the Ministry of Finance has never

attempted more than one privatization project per year. However, a sustained bull market

in Japanese equities might tempt the Treasury to become less conservative. Aiming to

conduct two big successful privatization projects over a 12-month period would be a

surprise and may well turn into an important inflection point for confidence in the

Japanese market. The more the government does to reliquefy Japan’s private asset

markets, the better market transparency and efficiency become, in our view. 

8)    A Japanese artificial intelligence (AI) machine beats Google’s AlphaGo in

a Go match competition

Last year, an AI machine beat a human grand master at the game Go.6 The machine, called

AlphaGo, was built in the UK by a company owned by Google. The game Go was invented in

China and, in many respects, perfected by Japanese grand masters. More importantly, Go

remains an important game for Japanese elites. If a made-in-Japan machine could become

the undisputed Go world champion, Japan would get a huge boost in confidence, in our

view. Japan’s reputation for true leadership in artificial intelligence and machine

learning would rise—and surprise many who think Japan has fallen behind

technologically.  
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9)    A Chinese bank buys a major stake in Deutsche Bank

The end game for the European banking crisis may have been delayed by aggressive

European Central Bank (ECB) action; however, worries about capital shortages and

weakened bank franchise values could well resurface in 2017, in our view. A real

surprise would be if a Chinese private bank were to become a significant equity partner

in one of the major European banks. In addition to the obvious boost to confidence and

business prospects from a China–Europe bank partnership, such a move would also provide

a welcome counter to those forecasting the end of the globalization of finance, in our

view.

10)    The U.S. Federal Reserve (Fed) hikes rates five times, to 2.5%, by the               

end of 2017, but the BOJ holds on to the zero-rate Japanese government bond (JGB

) target

The final surprise follows from the first one: if U.S. GDP accelerates toward 4.5% in

2017, it follows that the Federal Reserve will likely hike policy rates much faster and

more aggressively than currently anticipated. With 4.5% average GDP growth, a Fed Funds

Rate of around 2.5% would be justified, in my personal view. The real surprise, however,

could come from Japan if the BOJ holds steadfast to the current “zero upper bound”

target rate policy for 10-year JGBs.7 The delinking of U.S.–Japan monetary policy—Fed

hikes more than expected but BOJ stays “zero for longer”—could well become a key dynamic

for 2017 global capital flow dynamics. Welcome to a strong dollar, and “sayonara” to the

strong yen.

 

1Source: Bloomberg, based on most recent available earnings data as of 12/7/16. 

2Source: Bloomberg, as of most current reading for 12/7/16.

3Source: Bloomberg, as of most current reading for 12/7/16.

4Source: Bank of Japan data, most current reading as of 12/7/16.

5Source: Federal Reserve data, most current reading as of 12/7/16.

6Source: Cade Metz, “Google’s AI Wins Fifth and Final Game against Go Genius Lee Sedol,”

Wired Business, 3/15/16.

7Source: “New Framework for Strengthening Monetary Easing: Quantitative and Qualitative

Monetary Easing with Yield Curve Control,” Bank of Japan, 9/21/16.

 

 

Important Risks Related to this Article

Investments focused in Japan increase the impact of events and developments associated

with the region, which can adversely affect performance.

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

Standard deviation   : measure of how widely an investment or investment strategy’s

returns move relative to its average returns for an observed period. A higher value

implies more “risk”, in that there is more of a chance the actual return observed is

farther away from the average return.

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

across an economy.

Tokyo Stock Price Index (TOPIX)      : A free float-adjusted market capitalization-

weighted index that is calculated based on all the domestic common stocks listed on the

Tokyo Stock Exchange First Section.

Devaluation  : deliberate downward adjustment to the value of a country’s currency,

relative to another currenc.

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.

Consumer Price Index (CPI)     : A measure that examines the weighted average of prices

of a basket of consumer goods and services, such as transportation, food and medical

care. The CPI is calculated by taking price changes for each item in the predetermined

basket of goods and averaging them; the goods are weighted according to their

importance. Changes in CPI are used to assess price changes associated with the cost of

living.

Retained earnings : Portion of earnings that is not paid as dividends but held by the

company for future investment opportunities.

Privatization : transferring public/government ownership to privat.

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.
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