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Japan second-quarter GDP at strongest for over two years

B GDP beats consensus with annualised 4.0% growth
in Q2, noticeably above 1.5% in Q1

® Domestic demand contributes more to growth than
net exports

B Survey data points to slower growth in third quarter

Japan’s economy expanded at the fastest rate for over
two years during the second quarter, marking a sixth
successive quarter of growth, thanks to improving
domestic demand. Further growth is signalled at the
start of the third quarter, according to the latest PMI
surveys, albeit with signs of some loss of momentum.

Data from the Cabinet Office of Japan showed that an
annualised growth rate of 4.0% was recorded for the
three months ending June, far exceeding the
consensus forecast (2.5%) and representing the
quickest pace since the opening quarter of 2015. The
latest data also indicated a significant pick up from the
1.5% rate of expansion seen in the first quarter. On an
annual basis, Q2 GDP growth was at 2.1%, up from
1.4% in the previous quarter.

Although above consensus, the robust expansion in
the second quarter had been signalled well in advance
by the Nikkei PMI surveys, which had also accurately
foretold of the broadening out of the upturn towards
domestic consumption. Alongside an expanding
manufacturing base, the PMI surveys have indicated
the fastest growth of service sector activity for around
four years in recent months, the latter buoyed by rising
consumer and corporate demand for services.

Like the surveys, the GDP data indicated a shift in
growth engines in the latest upturn: the external
economy played a smaller role as domestic demand
took off. Private consumption and business investment
provided greater support to overall GDP growth
compared with the past few quarters. That said, the
smaller contribution from net exports to GDP was
linked to a faster annual rise in imports (which
accompanied increased domestic consumption), which
in turn led to the largest trade deficit for three quarters.

Japan PMI and economic growth
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Japan PMI: forward-looking indices
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Stronger domestic growth

Encouragingly, a 4.8% annual rise in business
investment — the strongest in just over three years —
indicated greater risk taking amid growing business
optimism; something that the PMI surveys have also
been showing.

While a loss of growth momentum is being signalled at
the start of the third quarter, Japanese firms believed
the slowdown is temporary; expectations about future
output, especially in the manufacturing sector, were
among the best for four years. There is further
evidence of rising optimism from firms’ intentions to
increase capital spending over the next 12 months,
according to the IHS Markit Japan Business Outlook.

Overall, the official and survey data paint a picture of a
strengthening economy that is seeing a broadening
growth base. Economic activity is being increasingly
supported by domestic demand, including rising
household consumption, which is clearly good for
raising inflationary pressures. But a recent easing in
growth momentum, particularly in manufacturing, could
weigh on GDP expansion if the slowing persists in
coming months. We'll know more about how Japan’s
manufacturing sector fares this month with next week’s
flash PMI numbers, out on 23 August.
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