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For economists, Japan and China appear like a match made in heaven. Where Japan is rich in capital and poor in labor,
China’s situation is exactly the reverse. Putting the two together should yield a powerful growth machine. For
economists, it does not get much better than this. For investors, unfortunately, the Japan–China nexus poses significant
complexities. Yes, the economists were right and China’s opening up and modernization did indeed deliver high
economic growth; but if China was the key force pulling up demand for Japan’s capital stock and technology, then surely
the current slowdown could spell disaster for “Japan Inc.” More importantly, we must remember that the spoils of high
growth get distributed more or less in line with the relative resource endowment: Japan’s rate of return on capital got
pulled up, while China’s employment and labor income gains were unprecedented in economic history (while China-
based profitability was not). Now, if the growth dynamic reverses, exactly the opposite should happen: China may suffer
rising unemployment, and Japan should get hit by falling rates of return on capital. For investors, it does not get much
worse than this and, in our view, fear of this top-down worry is currently a factor behind the “risk-off Japan-down”
dynamics.   Linkages, Perceived and Real   The good news is that the realities of the Japan–China nexus run almost
counter to the big worry outlined above: An analysis of the most comprehensive and consistent data set—the annual
Survey on Overseas Business Activities by Japan’s Ministry of Economy, Trade and Industry (METI)—reveals that China’s
importance for Japanese industrial profits has actually dropped over the past five years: total Manufacturing sector

profits surged by a factor of 2.63, from 9.7 trillion yen to 25.5 trillion yen, between the fiscal year ending March of 20101

and the fiscal year ending March of 2015; but China’s contribution to this growth was a mere 9.1%, i.e., 1.7 trillion yen. At
12%, the U.S. contribution over the same five-year growth period was larger. The real driver was the profit surge from
domestic onshore sales, which accounted for 59.5% of the upturn in aggregate profitability. Make no mistake: Japan’s
domestic demand has mattered more than generally perceived.   Profits related to China were 12.3% of total
industrial profits in fiscal year ending March of 2015  More specifically, the share in total profits generated by China
dropped from 17.6% in fiscal year ending March of 2010 to 12.3% in fiscal year ending March of 2015. Importantly, we
draw attention to the total contribution from both exports and offshore China-based factories owned by Japan. Here, the
Chinese offshore contribution plunged by almost one-third, from 15.2% of total profits in fiscal year ending March of
2010 to 8% by fiscal year ending March of 2015; but the contribution from direct exports actually rose, from 2.4% to 4.3%
of the total. The key takeaway is twofold:   • First, the drop-off in China’s importance for Japan appears to be primarily
caused by the falling profitability of Chinese operations. • Second, while straight exports have grown in importance, the
overall dependency on China is relatively small (exports accounting for less than 5% of the total).   If profits related to
China drop 40%, this would cut Japanese profits by just 5%  In practical terms, the following base scenario analysis
emerges: if profits related to China were to drop by 40%, the resulting hit should cut total profits by only about 5%,
because the most recent data shows that the share in total profits generated by China was about 12.3% as of the most
recent measurement date, stated above (12.3% times 40% drop equals approx. 5%). On today’s consensus expectations

of 9% profit growth (Bloomberg consensus for (TOPIX)2, this still leaves a reasonable cushion, in our view.   Data safety
cushion It should be noted here that our analysis very consciously leaves room for upside estimation bias. This is because
the profit data is based on current operating profits and not on retained earnings. Moreover, the industry breakdown of
both exports and offshore production reveals a heavy bias toward automobile and truck as well as telecommunication
equipment makers. The former hold about 44% of global capacity in offshore operations, and the latter about 30%.
Against this, the all industry-wide average offshore production dependency is only 22.9%. We consciously left this cushion
that actually overestimates the dependency on China. This is because a slowdown in China’s growth is clearly poised to
generate a general downward dynamic to global profitability, in our view.   The U.S. matters more What about Japan’s
dependence on the U.S.? The same analysis suggests that 18% of Japanese profits stem from the U.S.—4.6% from
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Japanese exports to America, and 13.4% from Japanese factories in the U.S. Make no mistake: For Japanese profits, the
U.S. is significantly (about 1.5 times) more important than China. Interestingly, as with China, the overall importance of
the U.S. contribution has dropped over the past five years, from 27.9% to 18% of total profits. Again, the pure export
contribution rose from 2.1% to 4.3%, but the onshore contribution declined from 25.8% to 13.4%. This dynamic can be
attributed to the yen’s depreciation: for exports, a weaker currency immediately feeds into higher margins: the dollar
revenues translate into higher yen revenues, while local yen-based input costs stay the same. However, for offshore
factories, both costs and revenues rise, leaving margins unchanged. This dynamic applies to both the U.S. and China
because of China’s de-facto currency link to the U.S. dollar.   The real story – domestic margins Clearly, it is right to
worry about the negative pull on Japanese profits from a Chinese slowdown. However, these concerns should not
distract from the seriously positive profit dynamics generated in Japan’s domestic market: over the past five years, total
profits rose from 9.7 trillion yen in fiscal year ending March of 2010 to 25.5 trillion yen in fiscal year ending March of
2015. Exports accounted for 30.2% of this growth, the offshore contribution was 10.3%, but the contribution from rising
domestic sales was 59.5%. The fact that this was generated by a 5% rise in domestic sales (while exports rose 7%) is
testimony to the power of fixed-cost gearing —the “slingshot” effect from domestic sales growth inflecting from
negative to positive is more impactful than the relatively steady growth from exports.   Analysis of Operating Profit
Margin for Japanese Manufacturing: Onshore vs. Offshore Firms (3/31/2006 to 3/31/2015) 

   Focus on domestic
demand, i.e., small and mid-cap All in all, the real story of Japan’s rise in profitability over the past five years is due to a
sharp rebound in domestic sales. In contrast, offshore linkages have suffered significant margin contraction. One should
thus expect a refocus on onshore investment, in our view. In the immediate future, fears of a more protracted global
slowdown may impede more aggressive capital expenditure (capex) plans—few managers are bold enough to add
capacity during a downturn. However, the conditions for a strong rebound in Japan-based capital spending are falling
into place, in our view. For investors, the relative attractiveness of Japan’s domestic small- and mid- capitalization
companies should follow. That’s where the rise in earnings visibility should continue to improve, in our view.   “Team
Abe” poised to counter the global slowdown At the same time, policy makers should take note that still about 40% of
Japanese profits is dependent on global forces, split almost evenly between exports and offshore operations. Given the
negative global dynamics in general, a more proactive and stimulative policy mix may be warranted, in our view. We
expect a newfound pro-growth policy drive from “Team Abe” over the coming couple of months, including the Bank of
Japan.       Unless otherwise noted, the source for all data is the Ministry of Economy, Trade and Industry’s annual

Survey on Overseas Business Activities, with data through fiscal year ending 3/31/2015.         1Japan’s fiscal year

ends March 31 of each year. “Fiscal year ending March of 20XX” means the 12-month period prior to that date. 2Source:
Bloomberg, as of 9/8/15.
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Investments focused in Japan increase the impact of events and developments associated with the region, which can
adversely affect performance. 

For standardized performance and the most recent month-end performance click here NOTE, this material is intended
for electronic use only. Individuals who intend to print and physically deliver to an investor must print the monthly
performance report to accompany this blog.
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For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click here to obtain a WisdomTree ETF prospectus which contains investment objectives,
risks, charges, expenses, and other information; read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign investing involves currency, political
and economic risk. Funds focusing on a single country, sector and/or funds that emphasize investments in smaller
companies may experience greater price volatility. Investments in emerging markets, currency, fixed income and
alternative investments include additional risks. Please see prospectus for discussion of risks.

 

Past performance is not indicative of future results. This material contains the opinions of the author, which are subject to
change, and should not to be considered or interpreted as a recommendation to participate in any particular trading
strategy, or deemed to be an offer or sale of any investment product and it should not be relied on as such. There is no
guarantee that any strategies discussed will work under all market conditions. This material represents an assessment of
the market environment at a specific time and is not intended to be a forecast of future events or a guarantee of future
results. This material should not be relied upon as research or investment advice regarding any security in particular. The
user of this information assumes the entire risk of any use made of the information provided herein. Neither WisdomTree
nor its affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal advice. Investors seeking tax or legal
advice should consult their tax or legal advisor. Unless expressly stated otherwise the opinions, interpretations or findings
expressed herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and
may not be used as a basis for or component of any financial instruments or products or indexes. None of the MSCI
information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind
of investment decision and may not be relied on as such. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of
its affiliates and each entity involved in compiling, computing or creating any MSCI information (collectively, the “MSCI
Parties”) expressly disclaims all warranties. With respect to this information, in no event shall any MSCI Party have any
liability for any direct, indirect, special, incidental, punitive, consequential (including loss profits) or any other damages (
www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom, Tripp Zimmerman, Michael
Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel,
Ryan Krystopowicz, Jianing Wu, and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Capital  : Wealth available for a particular purpose, such as starting a company.

Capital stock  : Measure of investment available in a particular economy that represents the ownership interest in its
businesses.

Rate of return on capital  : Measure of how well a company generates cash flows on the money that has been invested.

Tokyo Stock Price Index (TOPIX)   : A free float-adjusted market capitalization-weighted index that is calculated based
on all the domestic common stocks listed on the Tokyo Stock Exchange First Section.

Upside estimation bias  : Process of estimation where a conservative standard is applied in such a way that there is
potential for an original estimate to be too conservative for the observed reality.

Retained earnings  : Portion of earnings that is not paid as dividends but held by the company for future investment
opportunities.

Margins  : Focused on issues impacting the overall economic landscape as opposed to those only impacting individual
companies.

Input costs  : Costs of resources used to produce a good or service.

Currency link  : Measure that prevents a currency from fully market-determined behavior due to rules that may impact its
exchange rate against another currency or currencies.

Fixed-cost gearing  : Impact that can allow operating profit to increase at a faster rate than sales due to a firm’s cost
structure.

Onshore  : Refers to Japanese firms producing goods and/or services within Japan that can be sent outside Japan.

Offshore  : Refers to firms producing goods and/or services outside Japan, frequently in the country to which they are
being sold.

Capital expenditures  : Spending by a company typically made to enhance longer-term productive capacity.

Market Capitalization  : Market cap = share prices x number of shares outstanding. Firms with the highest values receive
the highest weights in approaches designed to weight firms by market cap.
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