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The conventional wisdom expects Japanese recovery -- but the dangerous dynamics of 
deflation may still be very much alive.  

The renewed decline in Japanese debt, with the benchmark 10-year Japanese government 
bond yield rising more than 50 basis points to around 1.4%, reflects a surprisingly upbeat 
sentiment shift that has hit the Tokyo financial scene the last two weeks. During the first leg of 
the sell-off in early July, we questioned the sustainability of the bond reversal in the absence of 
clear indications that reflationary impulses were taking hold (see "JGB Sell Off: The Real Deal?" 
July 3, 2003). In short order, the 10-year JGB -- after breaching 1.15% -- changed course and 
had rallied nearly 30 basis points by earlier this month.  

But while this abrupt jump in yields is itself indicative of a marginally positive shift in deep-rooted 
deflation expectations, we remain wary about whether present monetary realities are consistent 
with a reflation sufficient to continue moving Japanese government yields toward global levels. 
The fact that yields seem to have plateaued at these levels since the middle of last week 
suggests that the market is experiencing similar qualms.  

One reason a healthy degree of skepticism still seems entirely appropriate is that much of the 
new-found optimism which triggered the latest bond market rout was rooted in a stronger-than 
expected reading on second quarter GDP growth, released Aug. 12. When real growth in the 
April-June quarter came in above 2% annualized, versus expectations of less than 1%, the 
conventional wisdom suddenly took hold of the notion that a turning point in Japan's economy 
was finally at hand. In a deflationary environment, however, considerable care must be 
exercised assessing "real" growth data. Unlike in an inflationary setting, where nominal GDP is 
discounted for the price change to arrive at the real growth rate, deflation magnifies it. Since the 
real value of output rises as the price level falls, during a deflation the reported real growth rate 
can be a highly misleading indicator of economic health.  

In the second quarter, nominal 
growth at a 0.6% annual rate 
converted to 2.3% annualized 
real growth by virtue of a GDP 
price deflator which fell at annual 
rate of some 2%. True, the price-
level decline was an 
improvement over the first 
quarter deflation rate of some 
3.5%. Except for the third and 
fourth quarters of 2000, however, 
Japan in this decade-long era of 
price destruction had not 
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experienced a quarterly deflation rate of as much as 2% until the deflator plunged at about a 5% 
annual rate in the second quarter of last year. The reported 0.6% nominal growth rate was seen 
by some as a hopeful sign, coming after three consecutive quarters of contraction in nominal 
GDP. But given the always-suspect accuracy of the initial estimates produced by such massive 
data aggregates, it's difficult at this point to put great credence in the reported 0.6% nominal 
growth rate. Much of that "growth" may not survive future revisions. And while 0.6% growth is 
certainly better than 0.6% contraction, only in Japan's chronic economic gloom can such a 
reading be regarded as encouraging.  

That said, we don't dismiss indicators suggesting that deflation expectations in Japan are at 
least easing off their worst levels. In large part, the performance of JGBs since yields in June 
reached an all-time low of 0.45% can be seen as an arbitrage precipitated by the US Treasury 
sell-off. The Japanese market would not be moving to arbitrage yields, however, if expectations 
of yen strengthening continued to hold sway and allowed yen-based investors to maintain 
expected real returns at competitive levels even at much lower nominal yields. The continued 
jawboning of Japanese authorities against yen strength -- backed up by repeated rounds of 
sterilized intervention -- appears to have affected expectations sufficiently to reduce the appeal 
of the currency-strengthening play in the Japanese market. Since those currency expectations 
have been part and parcel of Japan's long deflationary nightmare, helping to buttress money 
demand to an extent the Bank of Japan's baroque procedures were incapable of 
accommodating, their retreat counts as a positive development. 

Whether the currency is now at levels that will allow for an extended period of reflation is, 
however, an open question. On one hand, Japanese efforts to stabilize the yen against a 
reflating dollar appear to be paying off. Since late 2001, as the dollar price of gold has risen 
from around $275 per ounce to about $360, yen gold has reflated from Y35,000 to about 
Y42,000. Japan, in other words, has to a significant extent imported the US reflation. But the 
dollar has reflated to levels in terms of gold generally in keeping with its long-term averages 
prior to the deflationary episode beginning in the late 1990s. The yen remains some 30% below 
its long-term average around Y60,000 that prevailed prior to the deflationary wallop that hit with 
such force beginning about 10 years ago.  

To an extent, it's true, the price level has adjusted for the deflation so that the price-stable 
equilibrium point is now lower than it was prior to the deflation. Attempting to identify that point 
in the abstract, however, is an exercise in guesswork. On a 10-year moving average, for 
example, the yen gold price has been fairly stable below Y40,000 since late 2001. If that price 
reflected equilibrium, it’s not likely that virtually all price measures would be continuing to fall.  

We continue to keep a watchful eye on the Japanese monetary situation, aware that a 
potentially enormous investment opportunity will present itself when the time is right to short 
JGBs. At this point, however, while we can see changes in the expectations environment that 
are beginning to point in a positive direction, our best guess is that a call to capitalize on the 
long-awaited Japanese reflation would yet be premature.  


