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We maintain our view that Japanese risk assets—equities and real estate—are on track for

a multiyear structural bull market. We believe 2017 is poised to bring a positive

reversal of earnings momentum, with a pickup in top-line sales growth and a weaker

currency capable of delivering 25% to 30% earnings growth (after last year’s drop of

around 8%, calendar year). Given the relatively attractive valuation backdrop—TOPIX is

trading at a modest discount to its 10-year averages on both trailing and forward P/E

multiples—the rising visibility of earnings is likely to be the principal driver of

Japan’s market performance. In contrast, we expect policy action and initiatives to be

relatively less important market drivers for Japan, and the Bank of Japan (BOJ) to stay

put and maintain its zero-rate 10-year bond yield target for the foreseeable future.

 

We expect a steady stream of upward revisions in corporate earnings

 

Now that the US-Japan bi-lateral economic, trade and investment dialogue is off to a

good start—last week’s first round of meetings went well and constructive engagement has

been agreed—the next key to propelling Japanese markets out of the disappointing

downward adjustment is poised to be the upcoming corporate results season. As this

overlaps with the annual “Golden Week” holidays (29 April -6 May), Japan performance is

expected to rise in coming weeks, in our view.

 

Specifically, we expect a steady stream of upward revisions as companies report their

full fiscal year earnings end-April/early May. This is because baselines are still very

conservative, with companies and analysts still “budgeting” for an average JPY/USD

exchange rate of around 105 and top-line sales growth of just below 2%. Note that for

every 10 Yen of Yen depreciation, listed companies receive a windfall profits boost of

around 8%. Given that the realised exchange rate in the January-March quarter was around

JPY113 this would suggest a rise in profits of around 15%, rather than the 8%

anticipated by the corporate consensus.2

 

Of course, forward guidance is going to be key. Here, we anticipate another year of

conservative benchmarking with companies likely to budget for around JPY108-110/USD and

sales growth of around 2%. Our models suggest this implies earnings growth of around

17.1% for the new fiscal year (starts 1 April 2017, and runs through 31 March 2018).

However, if top-line sales growth—which is basically global economic growth—rises by 3%,

profits should rise by 30.5%—even if the currency averages the same JPY110/USD. Given

the recent acceleration in global growth and inflation3 momentum, Japanese corporate

earnings momentum is expected to surprise positively throughout 2017-18, in our view.

 

The table below outlines the relationship between different foreign exchange assumptions

and sales assumptions for FY3/2018 profits growth for TOPIX companies. In addition, it

presents “fair-value” levels for TOPIX under different P/E multiples. In our view, 25%

to 30% earnings growth should be achievable in FY3/2018.

 

WisdomTree INSIGHT ARTICLE

WisdomTree.com   +44 (0) 207 448 4330



Figure 1: Japan Equity “Fair Value” Matrix with Different Foreign Exchange Rate

and Sales Growth Scenarios

 Source: WisdomTree Japan.

 

Japan is committed to being a ‘bastion of stability’ 

 

On top of the expected cyclical upturn in corporate earnings, two added factors should

lend structural support to Japanese risk assets: modest but steady increases in domestic

demand and nominal GDP4, and stable but stimulative fiscal and monetary policy.

 

The former is driven by the structural tightness of the labour market, which is now

delivering not just modest wage increases but, more importantly, a sharp upturn in the

quality of jobs created—full-time jobs are now rising smartly, with Japan creating one

million full-time jobs over the past 18 months (the first net full-time job creation in

almost 20 years). We maintain our view that a “new middle class” is rising in Japan and

that the structural labour market outlook has the potential to deliver an endogenous

domestic demand growth cycle, uncorrelated to the global business cycle.

 

On the policy front, Japan is committed to being a “bastion of stability” by comparison

to America and Europe. Specifically, fiscal policy5 has turned out to be a modest plus to

aggregate demand in 2017-18 due to supplementary spending budgets, and monetary policy

is committed to maintaining the zero-yield upper bound on Japanese government bonds. In

our view, the decoupling of Japanese monetary policy from US Fed policy is one of the

key global macro and allocation flow drivers over the coming 6-12 months. Certainly,

Japanese institutional asset allocators are expected to respond to the rising interest

rate differentials6 by increasing non-Yen security allocations, in our view.

 

What are the risks to this outlook?

 

We see two principal risk scenarios on the economic policy front. The first one would be

the BOJ following the Fed rate hike cycle earlier than anticipated (that is, before the

BOJ’s 2% inflation target comes into sight). This seems unlikely, given the BOJ policy

commitment to keep current policy until inflation overshoots the 2% target (see policy

board decision, September 2016). The second one would be a squeeze on profit margins

from rising labour costs. Structurally, this is a serious issue. The good news is that

labour market reform is focusing on this and, at the same time, corporations are acting

fast with, for example, a domestic merger and consolidation wave now helping to ease
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cost-push inflation worries.

 

Meanwhile, geopolitical risk has become a more acute source of possible volatility7, with

the unpredictability of the North Korean regime a growing concern for both global and

local risk allocators.

 

You may also be interested in reading…

 

+ Pivot to the Pacific? Is it “risk on” Asia?

+ Trump's America & Abe's Japan - Concrete Proposals

+ How the Yen and Japanese equities benefit from the changes in US Treasury yields

+ 2017 Japan outlook: poised to perform

Sources

1. Valuation: Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

2. Source: Nikkei.

3. Inflation: Characterized by rising price levels.

4. Gross domestic product (GDP): The sum total of all goods and services produced

across an economy.

5. Fiscal policy: Government spending policies that influence macroeconomic conditions.

These policies affect tax rates, interest rates and government spending, in an

effort to control the economy.

6. Interest rate differentials: The difference between the two-year interest rate swaps

of two economic regions.

7. Volatility: A measure of the dispersion of actual returns around a particular

average level.

Related UCITS ETFs:

 

+ WisdomTree Japan Equity UCITS ETF - USD Hedged (DXJ)

+ WisdomTree Japan Equity UCITS ETF - JPY Acc (DXJZ/DXJG) 

+ WisdomTree Japan Equity UCITS ETF - USD Hedged Acc (DXJA)

+ WisdomTree Japan Equity UCITS ETF - GBP Hedged (DXJP)

+ WisdomTree Japan Equity UCITS ETF - EUR Hedged Acc (DXJF)

+ WisdomTree Japan Equity UCITS ETF - CHF Hedged Acc (DXJD)

View the online version of this article here.
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Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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