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In a prior blog post, I outlined some important guidance Bank of Japan (BOJ) deputy governor Kikuo Iwata outlined in a
speech on October 18. We continue that discussion here with a look at how Iwata sees the BOJ’s activities manifesting in
changing inflation expectations and portfolio allocations of Japanese households. Let’s start with why Iwata believes the
BOJ’s monetary easing program known as quantitative and qualitative monetary easing (QQE) lifts inflation
expectations: The reason behind the lift in inflation expectations owes much to the market expectations that a sharp
increase in the monetary base … will eventually lead to an increase in bank lending, and hence an increase in the amount
of money (i.e., sum of cash and deposits) circulating in the economy. If the money in the economy increases, people will
expect that it will be used partly for the purpose of purchasing goods and services, and eventually the rate of inflation

will start to pick up as well.1 Iwata showed a graph of nominal interest rates, expected real interest rates on inflation-
adjusted bonds, and then the break-even inflation rate that is implied from the difference between the two interest rate
series. One can see expected real rates have been on the decline. Although to be fair to prime minister Shinzo Abe, the
decline in real rates started with Abe’s election in November, when the break-even inflation rate was close to 0.50%—it
has since risen well above 1%. The expected real interest rate in September is really not much lower than when the BOJ
began its QQE program in April. Interest Rates and Inflation Expectations (1/1/2012–9/30/2013)

 But there is increasing
evidence that inflation expectations are becoming more firmly established. Beyond the break-even inflation rates, survey
data confirms households are expecting inflation. Iwata stated that 83% of respondents to a Bank of Japan survey
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expected prices to go up one year from now.2 Iwata further stated that the rise in inflation expectations should manifest
in shifting portfolio allocations from cash, which earns 0% interest rate and potentially suffers from declines in purchasing
power, toward foreign assets and equities. And the portfolio flow data is starting to bear out this shift in allocations.
Iwata illustrated the occurring shifts: According to recent statistics, the financial assets of households at end-June 2013
increased by 5% on a year-on-year basis. Looking at this in detail, while bonds decreased by 9%, shares and equities

increased by 31% and investment trusts rose by 29%. The portfolio rebalancing … is actually taking place.3 Japanese
Household Assets (as of 6/30/2013) 

 The increase in both equities
(at approximately 30%) and investment trusts (such as mutual funds) is impressive but still needs to be put in the context
of the low bases they were starting from. Only 8.1% of Japan’s household assets were in shares and other equities, and
only 4.5% of total assets were in investment trusts. A full 54.1% was still in “currency and deposits”—or being left in the
bank and under the proverbial mattress. These assets are earning essentially a 0% rate of return and suffering losses in
purchasing power. The types of increases in equities and investment trusts we saw in the first and second quarters of 2013
are an important start, but they are just that—a start of what could be a critical adjustment in portfolio allocations. As we
discussed in our last blog post, the BOJ’s QQE program is meant to reduce the risk premium (i.e., support higher prices)
for the equity markets through their purchases of equities. This recent evidence of households shifting portfolios is thus an
encouraging ramification of the QQE program, but I believe we are only in the very early innings of a large shift in
portfolio allocations. This shift, if it continues, will be a big driver of Japan’s equity markets over the years and is one of

the reasons why I am optimistic for the prospects on Japan’s markets. 1Kikuo Iwata, “Purpose and Mechanism of

Quantitative and Qualitative Monetary Easing,” Bank of Japan, October 18, 2013. 2Iwata, 2013. 3Iwata, 2013.
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Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or economic uncertainty.
Investments focused in Japan are increasing 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.

WisdomTree BLOG ARTICLE

WisdomTree.com  1-866-909-WISE (9473)

https://wisdomtree.com/~/link.aspx?_id=629EA1A21F5646E3B6A5AD58E8AAAB5C&_z=z
https://wisdomtree.com/#externalLinkModal


DEFINITIONS

Quantitative and qualitative monetary easing (QQE)  : A central bank monetary policy occasionally used to increase
the money supply by buying government securities or other securities from the market. Quantitative easing increases the
money supply by flooding financial institutions with capital, in an effort to promote increased lending and liquidity.

Monetary Base  : For a particular economy, the sum total of all cash and bank deposits in circulation. Increasing this
number is one way to stimulate economic growth.

Nominal interest rate  : Interest rate that does not account for the impact of inflation.

Real 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.

Inflation-adjusted bonds  : Bonds with interest rates that adjust in order to compensate the holder for the impact of
inflation.

Break-even inflation rate   : For a given bond maturity, for example five years, the interest rate on the five-year nominal
bond minus the interest rate on the five-year inflation adjusted bond; meant to approximate expected inflation over that
time frame, in this case five years.

Purchasing power parity  : Academic concept stating that exchange rates should adjust so that equivalent goods and
services cost the same across countries, after accounting for exchange-rate differences.

Risk premium  : Equity investments are not risk free, but it is thought that investors buy stocks because the returns they
expect are high enough to allow them to take the risk.
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