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The gross domestic product (GDP) report for April through 3June suggests that the
Japanese economy has entered into a sweet spot, with growth accelerating and broadening

into all components of domestic demand. while the 4% annualized GDP growth rate marks
peak sTlingshot acceleration, the details of the report fully verify our thesis that
Japan has entered a self-sustaining domestic demand-led up-cycle. Looking ahead toward
2018 and 2019, we maintain our call for 2% to 2.5% real GDP growth (and 3% to 3.5%
nominal GDP growth). For policymakers, the margin for error on yen strength 1is eroding
quickly.

Specifically, the 3Japan sweet spot for the second-quarter report is marked by the
following:

e Positive wage and income dynamics

workers’ compensation rose a strong 2.6%, pushing the absolute amount of workers’
compensation back up to Tevels last seen in 1998 and 1999. unlike various monthly Tlabor
survey data, the compensation data of the GDP report combines the number of people
employed with earnings received. Simply put, it 1is the best data reflecting the
purchasing power of the Japanese people (although it excludes self-employed and public
employees). More importantly, the upward trend in workers’ pay 1is structural, not merely
cyclical. 3Japan’s demographic dynamics force a structural shift from part-time to full-
time employment and a steady upward pressure on wages and incomes. While for the past
two decades, excess employment put downward pressure on wages and forced headwinds
against consumption, Japan’s Tlabor shortages are now becoming reliable tailwinds for
domestic demand.

Interestingly, consumer spending surged even more than workers’ compensation—consumption
rose ¥2.5 trillion and compensation rose ¥1.7 trillion; this marks the first drop in the
savings rate in over three years. We doubt that this is the start of a true reversal in
Mr. & Mrs. watanabe’s propensity to save, but it may suggest that household confidence
in the sustainability of the employment up-cycle is starting to grow.

e Housing cycle still going strong

The structural dmprovement 1in employment quality-full-time employment has been
accelerating steadily over the past 18 months, for the first time in basically 20 years-—
creates a strong foundation for rising household formation and, dimportantly, rising
household sector Tleverage (because, de facto, part-time employees have no access to cred
it). Here, the GDP report confirms continued strength in residential investment, up 6%,
for the sixth consecutive positive growth quarter. Again, we stress that Japan’s housing
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up-cycle 1is not merely cyclical but structural, a direct consequence of demographic
dynamics, where household formation is now rising. At the same time, access to credit
continues to ease as more banks enter the mortgage lending market-e.g., regional banks
becoming active in major urban areas.

e Corporate “animal spirits” are back

Private capex (business dinvestment) surged 9.9% for the eighth consecutive positive
growth quarter. Although clearly there was a “tactical” surge in spending at the start
of the new financial year, the structural forces demanding higher business investment
are powerful: pressure is building to switch to more capital-intensive business models,
particularly in the services sector; IT investment has fallen behind global competitors,
particularly in financial services; the car and car-parts industry is forced to reinvent
its production facilities because of electrification and “AI-ification”; the restart of
nuclear power plants is restarting the utility plants’ replacement cycle, etc.-this is
just to name a few of the capex demand drivers. Meanwhile, the combination of record-Tow
interest rates and record-high corporate cash balances suggests no financial 1limits for
added capex. If at all, the general rise in the rate of return on qinvested capital
suggests it increasingly pays to invest.

e Investor focus—has capex peaked?

In our view, Japan’s business investment cycle has further to run. From here, we think
the visibility of the capex cycle is 1likely to become the key leading indicator for our
bullish Japan thesis in general, investor sentiment in particular.

Technically, it is tempting to call for an imminent capex slowdown. Capex is now back up
to 15.9% of GDP-about a full percentage point higher than 1its long-term average; any
Tevel higher than 16% of GDP has been extremely rare and, more importantly, has never
been sustained for long (see chart). Japan bears are Tikely to predict a downfall in
capex. In contrast, we think that “this time 1is different,” with the structural drivers
mentioned above 1ikely to force a more sustained structural up-cycle 1in business
investment. From here, machinery and construction orders, as well as growth data for
corporate loans, will have to be scrutinized more carefully to determine whether the
bulls or the bears are right.

e No room for policy complacency

Against our upbeat view on private demand, we expect public policymakers 1in general,
“Team Abe” 1in particular, to leave nothing to chance. There is Tittle risk of policy
complacency. Of the 4% GDP surge, about one-third was a public demand boost. From here,
this will normalize. The public sector drag on growth should come to around 1% in the
coming quarters.

An added concern is the fact that exports actually dropped-down 1.9%, the first negative
quarter 1in one year. This does raise possibly uncomfortable questions around Japan’s
global competitiveness, particularly since the second quarter was one of general
acceleration in global growth. More <importantly, it raises the dangers that unchecked
yen appreciation could bring. Compounding weak export volumes with yen appreciation
risks tipping a first negative quarter 1into another one, for the start of a negative
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trend. In the latest earnings reports, many companies appear to be budgeting for ¥108 to
¥110 for the U.S. dollar, so the margin for error is getting squeezed quickly, in our
view. Should the rise in geopolitical uncertainty continue to put upward pressure on the
yen, a counter-response from Japanese policymakers potentially may be warranted.

Here, we maintain our view that the new Abe cabinet is 1ikely to present added ease of
fiscal policy, with a supplementary budget of around ¥5 trillion likely to be presented
by october. For monetary policy, we expect no change from the Bank of Japan-the sweet
spot 1in growth 1is anchored 1in steady productivity gains, and, more importantly,
inflation remains more of a theoretical conundrum rather than a real-world threat.
However, the real-world outlook could quickly be forced toward rising deflation risks by
unchecked yen appreciation: every ¥10 of sustained yen appreciation cuts down Japan’s
headline Consumer Price Index (CPI) by as much as 40 to 60 basis points (bps) (latest
nationwide CPI was +0.4% year-over-year).
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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 1is 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. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss 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.

Real growth : Refers to the rate of economic growth with the inflation rate subtracted
from it.

Credit : A contractual agreement in which a borrower receives something of value now and

agrees to repay the lender at some date in the future.

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.

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

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

Tiving.

Basis point : 1/100th of 1 percent.
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