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We believe that Japanese Prime Minister Shinzo Abe will struggle to push through any

drastic reform over the next few years, given that waning confidence of both the public

and politicians in his economic policies will result in greater opposition and dilution of his

initial plans for change. Consequentially, we believe a far more piecemeal approach to

reforms will materialise, and as such will fail to provide the intended boost to economic

growth or military might.

Prime Minister Shinzo Abe has unveiled his latest initiatives as part of his 'third arrow' of

economic reforms, including cutting the corporate income tax and reforming the giant

Government Pension Investment Fund to make it more equity focussed. While we

believe that these reforms will be necessary in allowing the Japanese economy to avoid

a fiscal crisis as a result of its huge debt load, they may not be sufficient. Furthermore,

Abe may struggle to garner the political support to push through some of the more

controversial elements of his plan.

The monetary stimulus measure employed over the past 18 months appear to have

worked their way through the economy to a large extent, and the prospects of a self-

sustaining recovery are diminishing. The collapse in wage growth is a particularly telling

sign, and we continue to forecast real GDP growth of just 0.9% and 0.8% in 2014 and

2015, versus consensus expectations of 1.5% and 1.2%. More aggressive monetary

stimulus will be forthcoming before end- 2014, even as the inflation rate remains well

above the 2.0% target. This is likely to keep upside pressure on CPI, and we believe

that the Bank of Japan's inflation target will be overshot over the coming years,

potentially by a wide margin.
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While we believe the fundamental outlook for the yen is poor, it is not the only currency

among its developed peers that faces downside risks, in spite of the structural headwind

posed by the ongoing attempts by the government and the Bank of Japan to undermine

it. The lack of historical precedent for a country in such dire fiscal position (ie, public

debt to GDP of around 240%), but strong external position (ie, net external assets of

around 55% of GDP) makes having a conviction call on the yen very difficult at present,

and we expect a great deal of volatility to result from the opposing forces at play. On

balance, however, we maintain that strength is more likely than weakness over the

coming three-to-six months.

Major Forecast Changes

We have revised up Japan's inflation outlook owing to the recent surge. The current

level of CPI is a lofty 3.4% year-on-year (y-o-y), the highest level since 1991, and while

the latest spike owing to the increase in the sales tax in April should work its way

through over the coming months, a move back below 2.0% is looking increasingly

difficult to see. We expect CPI to head to 2.7% by end-2014. We have also revised up

our end-2015 CPI forecast to 2.3%, from 1.9% previously.
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