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Sino-Japanese relations look set to improve over the coming months, as Japanese

Premier Shinzo Abe makes a renewed push for a summit with Chinese President Xi

Jinping. Japanese business leaders are also taking a lead on this front, given the

overwhelming importance of China as a market for Japan's goods and services.

We believe that Japan's fiscal position is beyond repair, and that the Bank of Japan

(BoJ)'s efforts to suppress bond yields are masking the damage being done as

government spending continues to rise as a share of GDP. High fiscal deficits, rising

inflation, and weakening economic growth are set to persist. The large contraction in

Japan's real GDP in Q214 supports our bearish growth outlook for 2014, and we expect

full-year growth to come in at 0.9%, compared with consensus expectations of 1.4%.

While the poor GDP print is largely the result of the aftermath of the sales tax hike,

economic weakness runs deeper than this, and we continue to see wealth being

destroyed by the current policy mix. Despite the surge in BoJ's balance sheet, broad

money supply growth continues to decline. Economic activity is likely to come under

pressure from the fall in money supply growth. The BoJ will be encouraged by growth

weakness and lower inflation readings to ramp up quantitative easing.

The failure of the yen to appreciate amid declines in global bond yields is a bearish sign

that the currency is losing its safe haven appeal thanks to increasing inflationary

pressures, and is likely to weaken versus the USD over the near term. We believe that

the yen will outperform its developed market counterparts over the coming months as

the US dollar continues its broad-based appreciatory trend.
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Japan's monetary easing programme is likely to undermine banking sector profits as

bank lending will remain weak amid a deteriorating economic outlook and uncertainty

surrounding the ultimate cost of the ongoing stimulus measures will lead to heightened

financial market instability. The recent rise in overseas lending is at risks from losses

resulting from declining equity and bond prices domestically.

Major Forecast Changes

We have revised down our forecast for the yen, and now do not expect the currency to

head back below JPY100.00/USD. However, we maintain that a collapse in the

currency is not our core view, and it should hold up stronger than most of its developed

market counterparts owing to relatively cheap valuations and the country's strong

external balance sheet.

We have also further revised up Japan's inflation outlook owing to the weakness in the

yen. We expect consumer price inflation (CPI) to end 2014 at 3.0%, from our previous

forecast of 2.7%, and have revised up our end-2015 CPI forecast to 2.7%, from 2.3%

previously.
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