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Highlights

e Surveys suggest that firms are upbeat about business

conditions, and point to ongoing economic expansion in Q1.
e February’s trade report showed that exports maintained a steady

upward trend in the middle of the first quarter.

e The coming week brings February’s CPI, IP, household spending

and labour market data, all on Friday.

Manufacturing sentiment at a three-year high

With Japanese GDP having risen for four consecutive quarters
in 2016, the first calendar year to see growth in every quarter
since 2005, the past week’s economic releases, including
March business sentiment surveys and the February trade
report, strongly suggested that positive momentum, not least in
the manufacturing sector, was maintained in the first quarter of
2017. For example, the monthly Reuters Tankan — which
provides a guide to the more comprehensive quarterly BoJ
Tankan due on 3 April — indicated that large Japanese
manufacturers were their most optimistic about conditions
since before the consumption tax hike three years ago, with the
relevant DI rising 5pts on the month to +25. And, while the flash
manufacturing PMI declined slightly in March, this was only the
second drop in the past ten months and left the index at a
still-healthy 53.6, consistent with ongoing expansion in the
sector at an annual rate close to 2%. Certainly, on average in
the first quarter, the manufacturing PMI and Reuters Tankan DI
stood at their respective highest levels since Q114, pointing to
another quarter of decent growth in the sector at the start of
2017.

Construction firms and retailers upbeat too

The Reuters Tankan also suggested that conditions in the
non-manufacturing sector remained favourable, with the
headline DI unchanged in March to leave the average index in
Q1 at +27, its highest level since Q215 and up 13pts from Q4.
Certainly, retailers were on average much more upbeat in Q1
than in the final quarter of last year and anticipated further
improvements over the coming three months too. And with the
government’s supplementary budget measures likely to have
started to feed through to the real economy more substantively
from the turn of the year, it was no major surprise to see that
conditions in the construction sector were assessed still to be
highly favourable too. Indeed, the past week’s all-industry
activity release showed overall construction output rising at its
fastest monthly pace for more than 6% years in January,
suggesting that this sector will make a non-negligible
contribution to GDP growth in Q1. And while all-industry activity
rose just 0.1%M/M in January, if the latest surveys are to be
believed we might expect an acceleration in output over the
remainder of the quarter. So, it is certainly not inconceivable
that overall GDP growth in Q117 outpaced the 0.3%Q/Q rate of
the previous two quarters.
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End period 24-Mar Q217 Q317 Q417
BoJ ONR % -0.10 -0.10 -0.10 -0.10
10Y JGB % 0.07 0.05 0.05 0.05
JPY/USD 111 114 116 118
JPY/EUR 120 121 123 125

Source: Bloomberg, BoJ and Daiwa Capital Markets Europe Ltd.

Reuters Tankan: Business conditions*
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*Large enterprises. Diamonds represent survey forecasts for June 2017.

Source: Thomson Reuters and Daiwa Capital Markets Europe Ltd.

Manufacturing PMI*
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*Flash figures for March 2017. Source: Markit, Thomson Reuters and
Daiwa Capital Markets Europe Ltd.
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Trade surplus at near-seven-year high

While Japanese manufacturing output had a softer start to the
year, this arguably reflected some temporary payback for the
strength seen through the second half of last year as the
fortunes of the global manufacturing sector took a turn for the
better. Certainly, the past week’s February trade report
suggested that Japanese exporters were once again benefiting
from the improved global environment that month. Indeed, the
value of exports was up a stronger-than-expected 11.3%Y/Y,
the most in more than two years, while the value of imports
rose just a little more 1%Y/Y. As a result, having dropped into
deficit in January, the headline trade balance registered its
largest surplus in almost seven years, at more than ¥800bn.
And, while that was flattered by calendar effects, on an
adjusted basis the surplus still leapt, from circa ¥200bn in
January to ¥680bn, once again the largest since early 2010.

Exports to Asia boosted by Lunar New Year effect

Of course, the improvement from January partly reflected the
impact of the timing of the Lunar New Year: exports to China
were up more than 28%Y/Y in February from just 3%Y/Y the
previous month, while exports to Asia were up more than
20%Y/Y having risen just 6%Y/Y previously. However, even
looking through these monthly distortions, this still suggests
that the notable recovery in shipments to Asia seen at the end
of last year was maintained in early 2017. Exports to the EU
and US had a better month too in February. By type of good,
the improvement in exports was led by general and electrical
machinery, suggesting that a turn for the better in the global
investment cycle might well be starting to play to Japan’s
strengths. But while firmer than of late, the value exports of
cars was still subdued, up just 1.4%Y/Y having been down on
an annual basis in each of the previous eight months.

Exports volumes rise at firmest pace for 15 years

Of course, the headline trade numbers were skewed by the
significant price shifts seen over the past year. But, adjusting
for such effects, the trade performance was even more
encouraging. In particular, according to BoJ data, having
dropped 1%M/M in January the volume of exports rose
6%2%M/M in February, the most in fifteen years. And the volume
of imports fell more than 6%M/M having risen 3%2%M/M at the
start of the year. So, looking through the recent holiday-related
volatility, the trend in the volume of goods exports remains far
stronger than that of imports. Moreover, with the number of
overseas visitor numbers exceeding 2mn in February for the
fourth month out of the past five, we expect exports of services
to remain a broadly positive source of growth in Q1 too. So,
there is a good chance that net trade will make another solid
contribution to GDP growth in Q1 for the third consecutive
quarter. And while there remain downside risks, not least
associated with President Trump’s protectionist threats, we
continue to expect external demand to play a key role in
Japan'’s recovery in the coming fiscal year too.

The week ahead in Japan and the US

The coming week will be a busy one for Japanese economic
news, with the latest tranche of month-end top-tier releases
due on Friday. In particular, February’s inflation figures are
expected to show that headline CPI edged slightly lower to
0.3%Y/Y on the back of lower fresh food price inflation, while
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Goods trade balance, export and import values*
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*Seasonally adjusted data.
Source: MoF, Thomson Reuters and Daiwa Capital Markets Europe Ltd.

Exports by destination
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Export volumes by destination*
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the BoJ’s forecast measure of core CPI (excluding fresh foods) ~ Export volumes by sector*
is expected to have inched slightly higher to 0.2%Y/Y, which 120
would be the strongest rate for almost two years. The latest s | index: Dec-12 = 100,
labour market data are expected to show that the
unemployment rate remained unchanged at 3.0% in February, 110 ¢ /
a rate that was last lower in 1994, while household spending is 105 | o
likely to report some payback for the strength at the start of the /SRR e N A e
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February and the Conference Board’s consumer confidence Source: BoJ, Thomson Reuters and Daiwa Capital Markets Europe Ltd.
survey for March. Tuesday will also bring the S&P CorelLogic
home price index, followed on Wednesday by pending home Export and import volumes*

sales figures. Focus on Thursday, meanwhile, will be on the
third and final reading of Q4 GDP, which is expected to broadly
align with the current estimate of annualised growth of
1.9%Q/Q. And the week comes to an end with the release of
February’s personal income and spending figures, which will
include the Fed’s closely watched PCE deflators. In the
markets, the Treasury will sell 2Y notes on Monday, 5Y notes
on Tuesday and 7Y notes on Wednesday.
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Economic calendar
Key data releases — March/April
20 21 22 23 24
NATIONAL HOLIDAY — 40Y JGB AUCTION 3M TB AUCTION MANUFACTURING PMI
VERNAL EQUINOX FEB 53.3
GOODS TRADE BALANCE ¥BN MARP 52.6
JAN 204 REUTERS TANKAN -
FEB 680 LARGE MANUFACTURERS DI
ALL INDUSTRY ACTIVITY M/M% FEB 20
DEC  -0.2 MAR 25
JAN 0.1 LARGE NON-MANUFACTURERS DI
FEB 26
MAR 26
27 28 29 30 31
SERVICES PPI Y/Y% AUCTION FOR ENHANCED RETAIL SALES Y/Y% 2Y JGB AUCTION NATIONAL CPI Y/Y%
JAN 0.5 LIQUIDITY JAN 1.0 (APPROX ¥2.2TRN) JAN FEB
FEB N/A (APPROX ¥0.5TRN) FEB 1.0 0.4 0.2
EX FRESH FOOD
0.1 0.2
EX FRESH FOOD/ENERGY
0.2 0.1
TOKYO CPI Y/Y%
FEB MAR
-0.3 -0.2
EX FRESH FOOD
-0.3 -0.2
EX FRESH FOOD/ENERGY
0.0 0.1
UNEMPLOYMENT RATE %
JAN 3.0
FEB 3.0
JOB-TO-APPLICANT RATIO
JAN 1.43
FEB 1.43
HOUSEHOLD SPENDING Y/Y%
JAN -1.2
FEB -1.7
INDUSTRIAL PRODUCTION Y/Y%
JAN 3.7
FEBP 4.0
HOUSING STARTS Y/Y%
JAN 12.8
FEB N/A
CONSTRUCTION ORDERS Y/Y%
JAN 1.1
FEB N/A
03 04 05 06 07

BOJ TANKAN (Q1)
MANUFACTURING PMI (MAR F)
VEHICLE SALES (MAR)

3M TB AUCTION
10Y JGB AUCTION

MONETARY BASE (MAR)

6M TB AUCTION

SERVICES PMI (MAR)
COMPOSITE PMI (MAR)

3M TB AUCTION
AUCTION FOR ENHANCED
LIQUIDITY

CONSUMER CONFIDENCE (MAR)

AVERAGE WAGES (FEB)
COINCIDENT INDEX (FEB P)
LEADING INDEX (FEB P)
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ECONOMY WATCHERS SURVEY
(MAR)
CURRENT ACCOUNT (FEB)

10Y JGBI AUCTION

MACHINE TOOL ORDERS (MAR P)

MACHINE ORDERS (FEB)
BANK LENDING (MAR)
GOODS PPI (MAR)

3M TB AUCTION
30Y JGB AUCTION

M3 MONEY SUPPLY (MAR)

INDUSTRIAL PRODUCTION
(FEBF)
CAPACITY UTILISATION (FEB)

Source: BoJ, MoF, Bloomberg & Daiwa Capital Markets Europe Ltd.
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available on our Bloomberg page at DAIR <GO>. If you are unable to access the
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