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Figure 1: Activity struggling back to pre-tax levels

Key PO’ntS.' — Shoko Chukin monthly business survey readings
. The rise in the consumption tax rate has had the expected impact on the .
economy. Spending was pulled into the pre-tax months and has fallen
sharply since the rate rose from 5% to 8% on April 1st. Although Japanese Manufacturing
firms have told the central bank that the consequences of the tax rise were 0
much as expected, June quarter’s fall in consumer spending was substantial, %
exceeding growth reported in the two previous quarters. 45 - Alisdstai
. Although a government stimulus plan is supposed to help maintain post-tax
demand, the economy’s ability to absorb a fall in consumption and keep %
growing has been set back by the weakness of world trade. Japan
repeatedly tried to export its way out of previous bouts of soft domestic 35 -
demand but this time sluggish demand for its goods across key Asian S S i
markets are putting a further brake on economic activity. 30 : i ,
o Partial economic data shows broad-based weakness in recent months, T SR NN R s
spreading beyond areas normally affected by a downturn in consumption.
Recent disappointing monthly data for exports and investment as well as Table 1 : Recent activity indicators Quarterly % change
softness in some recent manufacturing surveys suggest June quarter GDP _ Dec-13  Mar-14  Jun-14
could fall by around 1% %. Demand indicators
Consumption 0.4 2.3 -4.6
. Once the economy has digested the sales tax increase, modest growth Exports 1.5 -1 -1.1
should resume. The labour market had been picking up until recently with Imports 1.6 4.5 -7.1
slowly rising employment, falling unemployment and more job vacancies. Net exportindex -123 -297 -98
Despite Government efforts to boost wages, nominal wage measures Outputindicators
remain quite flat and the pick-up in inflation is eroding both real wages and Manufacturing
real household income. Nevertheless, the household income and Output 18 2.9 3.8
. .. . . . Capital goods 4.4 4.9 -3.4
emplq ymfent SItL{atlon is still fairly good by re'cenf‘ s{andards and profits Building goods 0.2 0.2 P
remain high which should support a resumption in investment growth. Consumer goods 1.7 3.8 54
. We have revised our 2014 growth forecasts down to 1.3% (was 1.6%) while Shipments 2.6 4.6 -6.7
2015 growth is still around 1.5%, above the IMF’s %% assessment of Japan’s Inventories L7 1.1 3.1
Service activity -0.2 1.8 -3.7

long-term potential growth.
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The April lift in the consumption tax has
had the predictable disruptive effect on
normal patterns of business activity. As
was the case when the consumption tax
was raised in 1997, there was a rush to buy
prior to the imposition of the tax followed
by a hole in demand after it was
implemented. Business contacts told the
Bank of Japan that the post tax rise drop in
demand was around expectations and
sales through the quarter gradually picked
up from their trough in April.

Retail and wholesale sales fell heavily in
the June quarter - by 5%% and 7%
respectively - and that has flowed into a
4.6% fall in the aggregate measure of
household spending. Output trends have
paralleled those in spending with a drop of
around 5%% in manufacturers output of
consumer goods, a big fall but smaller than
the 7%4% fall in shipments of these
products. As a result, inventories of
consumer goods have built-up and these
will have to be cleared as the inventory to
shipment ratio spiked upwards after April.

The 2004 consumption tax rise led to fall in
consumer spending at least as big as seen
in 1997 but tracking the monthly numbers
shows a slightly stronger recovery from the
tax rise month this time around. Service
sector firms reporting to the Markit PMI
and Shoko Chukin SME business surveys
have reported a gradual improvement in
activity in their latest results but
July/August is still below early 2014 levels.

e
Consumption tax hike hits spending more than expected

Table 2 : Post tax hike drop in activity exceeds prior build up

Quarterly % change in consumer related activity

Septqtr  Dec qtr Mar qtr
Consumer spending 0.4 2.3 -4.6
Wholesale sales 13 31 -5.6
Retail sales 1.4 3.9 -7
Consumer goods output 1.7 3.8 54
Consumer goods shipments 2.6 5.2 -7.7
Consumer goods stocks -4.8 15 8.3

Figure 2: 2014 tax impact on consumer
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Figure 3: Consumer goods stock/sales ratio
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Sluggish world trade makes it hard for Japan to export its way out of trouble

o After the 1997 consumption tax hike de-railed Figure 4: Industrial shipments- index levels Figure 5: World trade and exports % yoy
recovery in Japanese domestic spending,
business switched attention to overseas
markets in an effort to export their way out
of protracted recession. This growth model

110 50 -
40 -

Export market
106

became the cornerstone of government 100 | N s s 2 World trade
policy with the hope that higher exports » A

would boost output, profits, investment, o | \

labour hiring and household income- finally

laying the groundwork for an eventual )

upturn in domestic demand. Things did not
work out like that, however, and the recovery 85

Japanese export volumes

| All markets

in household income never arrived. 40 4
. 80 T 7 T T -50 -
* Relymg on exports to bOOSt grOWth lOOkS Jan-10 Jan-11 Jan-12 Jan-13 Jan-14 Jan07 Jan-08 Jan-09 Jan-10 Jan-11 Jan-12 Jan-13  Jan-14

more difficult this time as the 2% yoy pace of
growth in world trade is very sluggish. Key
Japanese export markets like China have
been growing faster than the global economy Figure 6: Japanese exports markets % share Figure 7: Exports to key Asian markets % yoy
but that is not feeding through into faster
growth in Japanese export volumes. The
latter have stagnated since mid-2013 and
growth in shipments to China has been only
2% yoy. A shift toward more offshore
production by big Japanese multi-nationals at
the expense of exports from their Japanese
factories accounts for some of this weakness.

80

Australla 2% 80 - Exports to ASEAN

Asian NIEs 22%

40

20- Exports to China

S America 5%
ASEAN 15%

: 0=
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Industrial sector hit by soft exports and consumption tax rise

This combination of a tax-driven fall in
domestic sales of consumer goods with
lacklustre export demand has curbed activity
across large parts of the industrial sector. The
post April downturn in manufacturing output
has been spread across consumer,
construction, capital and intermediate goods
and the latest figures showed a bigger
monthly decline than expected.

While output trends have disappointed, the
recent figures for corporate earnings have
been high by historical standards. Profits and
profitability were high going into this softer
patch and the Shoko Chukin survey shows
earnings expectations gradually improving
through the last few months after falling
sharply in April.

The outlook, at best, is for profit stagnation
this fiscal year. The Tankan business survey
shows firms expecting a drop in current
profits in the current fiscal year, especially in
the 6 months to September. The ESRI survey
shows a similar dip in profits around now but
neither it nor the Tankan show a sustained
earnings downturn with a levelling out in the
later months of 2014 and early 2015.

High capacity utilisation rates should support
investment and there was an upward trend in
capital spending prior to the April tax rise.
However, the latest monthly data and
business surveys point to a more subdued
outlook. Overall, there is little sign that the
Japanese economy is in any position to
pursue the virtuous circle of export-output-
earnings-investment growth.

Figure 8: Industrial sector turning down
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Figure 10: Investment indicators
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Figure 9: Profitability good, investment just OK
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Table 3: Tankan survey results not great

Tankan quarterly business survey % yoy
Sales Profits Investment

Apr 2013 -Sept 2013 29 36.5 52
Oct 2013-Mar 2014 7.9 217 59
Fiscal 2013 55 284 5.6
Apr 2014-Sept 2014 23 -8.5 113
Oct 2014-Mar 2015 -04 -2.4 -6.1
Fiscal 2014 0.9 -54 17




Labour market still buoyant — only a small impact of tax rise so far

. The Japanese authorities are relying heavily Figure 11: GDP and employment % yoy Figure 12: Employment holding up well - index
on the trend improvement in the labour
market to ensure that the April tax hike does
not repeat the experience of 1997 and crush
growth in domestic demand.
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o Employment has been trending up through
the last few years but that growth has been
fading recently, as reflected in the slippage in
year on year job growth since late 2013. The
Ministry of Labour survey shows full time
employment has not suffered since April, it
actually rose sharply in June. Part time
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o The labour market is very tight by historical
standards. The number of vacant jobs
offered is back around its pre-GFC peak while
the number of job applicants has been
trending down and there are now more 3,000 8 - 18

. . Number of job
vacancies than applicants. The number of applicants (000
people placed in jobs has, however, dipped 2500 -
since the start of the year- so uncertainty over
the outlook could well have had some impact
on hiring patterns.

Figure 13: Fewer job seekers, more job offers Figure 14: Jobless rate trending down
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authorities as vital for solid growth.

Jan90 Jan93 Jan-96 Jan-99 Jan02 Jan-0§ Jan-08 Jam-11 Jan-14 Jan80 Jan-93 Jan-96 Jan-99 Jan-02 Jan-05 Jan-08 Jan-11 Jan-14



Waiting for household income to finally grow

The Achilles Heel of previous efforts to get a
sustained upturn in domestic demand in Japan
has been the failure to deliver much increase in
pay to people likely to spend it. The export-led
growth strategy did boost output, corporate
profits and investment but the link that was
supposed feed into higher household income,
spending and domestic demand broke down.
Hence successive upturns have petered out.

The current government are well aware of the
benefit that boosting nominal wages could give
to lifting domestic demand and permanently
ending deflationary risks. Hence the pressure
put on business in this years “Shunto” wage
round to lift basic pay, not just one-off bonuses.
Several big auto and electronics firms did indeed
increase wages but the impact on aggregate pay
has been limited.

This is because Japan now has a two-tiered
labour market with a core of unionised
employees in big corporations while 35% of
workers are in less regular jobs with less
bargaining power, entitlements and wages.

Economy-wide measures of average nominal
pay suggest that it has levelled out rather than
increased and the return of inflation has
brought falling real earnings. The monthly
family income and expenditure survey also
shows falling average nominal and real incomes
for worker households — recent results being
exacerbated by the tax-rise driven spike in
inflation. Although it was rising up to early
2014, nominal employee compensation remains
well below its pre-GFC level.

Figure 15: Wage rate indices still weak
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Figure 17: Employee earnings had been rising
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Figure 16: Workers income falling recently
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Australian exports to Japan

Japan is Australia’s second largest export Figure 19: Australian exports to Japan 2013 % Figure 20: Imports and the business cycle % yoy
market with goods exports in 2013/14 of il
AS$48 Billion, beaten only by China with $A101 \
Billion. Australian trade is quite specialised 1 l
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Japan buys both steaming and coking coal
with 2012/13 steam coal shipments of 77
million tonnes, the largest to any single
market in that year, and coking coal exports
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New Zealand exports

Japan is the fourth largest export market Figure 23: Monthly NZ Exports NZ$ Million Figure 24: Commodities dominate export mix

and trade is also dominated by shipments
of commodities. Dairy, forest products and
kiwifruit are important export trades
alongside items like aluminium and beef.
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industry are not the central driver of New
Zealand export activity, the importance of
aluminium and forest products means that

th? ir}dustrial cycle is still of importance. Table 4: Main exports to Japan NZ$ Million  Figure 25: ANZ NZ$ Commodity price index
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