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The Bank of Japan (BOJ) policy has been much more successful than is generally

appreciated, in our view. This is so because a full-blown private sector credit growth

cycle has been under way since shortly after the start of “Abenomics.” In short: The BOJ

is no longer “pushing on a string.” For the first time in almost two decades, Japan’s

banks are supplying credit and Japan’s private sector is actually releveraging. As such,

the shift in target away from “quantity of credit” and toward “price of credit” is very

welcome. The BOJ will stay “zero for long”—until team Abe’s reforms trigger a more

aggressive domestic capex cycle.

Yes, Private Sector Credit Is Up and SustainableYes, Private Sector Credit Is Up and Sustainable

In our view, the growing evidence of a sustainable private sector releverage cycle is a

key reason why we do not expect additional monetary easing from Japan. Moreover, the

recent change in BOJ focus away from “quantity of credit” targets and toward “price of

credit” targets—capping 10-year Japanese government bond (JGB) yields at zero—is

consistent with the empirical evidence that the Japanese monetary policy transition

mechanism is working again, i.e., lower interest rates actually raise the quantity of

private credit.

The data on interest rates and private sector credit is telling. The chart below plots

the total yen amount of private sector credit outstanding versus the average interest

rate charged on new loans. Between 1995 and 2005, Japan was stuck in a massive

deleveraging cycle. Private sector credit dropped by more than 20% of gross domestic

product (GDP), completely irresponsive to the relentless decline in the cost of credit.

A brief period of modest releveraging was abruptly halted by the global financial

crisis, which pulled Japan back into a liquidity trap (where quantity of credit is

inelastic to the price of credit).

What matters is that Japan’s “balance sheet recession” ended in early 2013. Since then,

private credit has expended steadily, up by almost 15% of GDP between early 2013 and

September 2016. Most importantly, the relationship between the price of credit and the

quantity reverted to “normal”—lower interest rates generate higher quantity of private

credit.

Japan Is Finally Back in a “Normal” Japan Is Finally Back in a “Normal” Credit CycleCredit Cycle

For BOJ policy, this “normalization” of Japan’s private sector credit function—banks are

strong enough to supply more credit despite lower margins, and the private sector is

demanding more credit as costs drop—is very important, in our view. It means that the

financial system is functioning well, that both supply and demand factors are now

“inflating” the economy. 

The most important consequence of all this is that the role of the central bank can

begin to normalize as well—during the deleveraging cycle, the BOJ focused on “quantity”

of its own balance sheet growth to underwrite the need of private banks for a “buyer of

last resort” for their assets. Now that a private sector releveraging cycle has started

(and been sustained for almost three years), a “quantity” target is no longer necessary.

Targeting the price of credit should once again be sufficient to control the quantity.
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To be sure, the BOJ has opted for an extremely cautious approach of normalization. After

all, the “price” it is targeting for the 10-year bond—which serves as the benchmark for

the cost of new loans—is a zero nominal yield. This translates to an effective average

new loan rate of around 72–75 basis points (bps). In other words, the nominal cost

hurdle rate for debt finance is minuscule. For example, Tokyo real estate still offers

cap rates of around 3%, i.e., more than 200 basis points of positive carry. And Japanese

equities offer a dividend yield of 2% (TOPIX as of October 28, 2016), i.e., a more than

100-basis point positive spread. 

So the BOJ is taking no chances and is treading extremely lightly. However, the shift

away from a “quantity of credit” target to a “price of credit” target is entirely

logical and, in our view, very welcome. 

“Zero for Long”—Can the Credit Cycle Accelerate? “Zero for Long”—Can the Credit Cycle Accelerate? 

From here, we expect a relatively long period of BOJ inaction. Barring an external shock

—such as a U.S. recession and/or a U.S. dollar collapse, or a yuan devaluation—the next

move will come when it becomes clear that private bank credit growth continues despite

the fact that interest rates are no longer falling. Step one was to reassert that

falling rates sustain a private sector credit growth cycle. Step two will be continuing

credit growth even though the rate cycle has bottomed. Clearing this hurdle should take

at least nine to twelve months. The BOJ is “zero for long,” in our view. 

This “zero for long” cycle could only be brought forward if Prime Minister Abe’s

structural reforms accelerate—and trigger a more aggressive business investment up-

cycle. We’ll learn more about this in the coming months as Japan’s budget and structural

reform agenda move to the frontline again in preparation of next year’s budget. 

Private Credit Outstanding and Interest Rate on New Loans Private Credit Outstanding and Interest Rate on New Loans 

Important Risks Related to this ArticleImportant 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 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)

 

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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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.

CapexCapex  : 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.

Monetary easing policiesMonetary easing policies  : Actions undertaken by a central bank with the ultimate

desired effect of lowering interest rates and stimulating the economy.

Japanese Government Bond (JGB)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.

Real interest rateReal interest rate  : Interest rate accounting for the impact of inflation. From the

nominal interest rate, which does not account for the impact of inflation, the rate of

inflation is subtracted to get to the real interest rate.

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

across an economy.

LiquidityLiquidity  : 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.

credit cyclecredit cycle  : the process in which the pricing of and access to credit evolves over

time.

NormalizationNormalization  : The process by which a policy or action returns to its historically

normal levels.

Nominal yieldNominal yield  : the annual interest rate that an investor demands for holding a bond to

maturity, not including the impact of inflation.

Basis pointBasis point  : 1/100th of 1 percent.

Cap rateCap rate  : Ratio of net operating income to property asset value. Higher values

indicate greater income generation per unit of property value.

CarryCarry  : The amount of return that accrues from investing in fixed income or currency

forward contracts.

SpreadSpread  : Typically refers to a difference between a measure of yield for one asset class

and a measure of yield for either a different subset of that asset class or a different

asset class entirely.

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

relative to another currenc.
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