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Japanese equities dropped 5.5% last week, for their sharpest weekly loss in over 15 months. The market
is still up 11.8% year-to-datel, and in our view, last week marks a healthy—and overdue—correction.
The multi-year bull market for Japanese risk assets—equities and real estate—remains intact. Why?
Four Reasons: 1) Valuations 2) Liquidity 3) Domestic demand 4) Pro-growth policies Valuations are
straightforward: Today, the TOPIX is trading on a trailing price-to-earnings (P/E) ratio of 16.3x. This is not
just significantly below the more than 25x average P/E ratio reported over the past decade but also below
the 17.1x average trailing P/E ratio observed during the past three years of Abenomics. To be sure, Japan’s
valuations are not at the bottom end of cheap: in April of last year the trailing P/E ratio briefly dropped below
14x; but in our view, Japan continues to be perfectly respectable from a valuations perspective. Liquidity
parameters also point to a continued positive backdrop for Japanese equities. At the front end, the Bank
of Japan remains steadfast about expanding its balance sheet by ¥80 trillion and base money is surging
at a swift 33% year-over-year clip. There is no discussion of "tapering" and ending the quantitative and
qualitative easing (QQE). If anything, the recent slippage of the Consumer Price Index (CPI) back toward
zero is beginning to increase the pressure on the Bank of Japan (which remains committed to achieving
a 2% inflation target). More importantly, evidence continues to mount that Japan’s private banking system
has pulled out of its “liquidity trap”: private credit and lending is growing at a steady pace of just around
2.5%; and the broad liquidity money supply has actually accelerated to 4.3% growth in July, up from around
3% at the end of last year. Here, the portfolio shift toward domestic equities is one of the drivers, with
domestic mutual fund flows beginning to pick up over the past three months (driven by rising wages and
summer bonus payments). What about growth? There is no question that growth appears to be getting
increasingly scarce in the world. Japan, in our view, has what it takes to become a source of positive
growth surprises. Yes, exports are poised to stay under pressure, in line with the slowdown in China and
barely noticeable offsets from a “new normal” America and a stagnating-at-best Europe. Japan’s domestic
demand, on the other hand, is poised for steadfast recovery and growth momentum. Why? Because
Japan’s labor market is tight and, for the first time in almost a generation, wages and incomes are starting
to rise: employment income rose 0.7% in the recently released gross domestic product (GDP) statistics
for the first positive quarter in over a year. The same GDP report also showed robust private residential
investment, up 8% annualized, which in turn should feed a rising demand for durable goods in coming
quarters. All said, while export growth remains stuck in its correlation to global demand, Japan’s domestic
demand is set for an endogenous and steadfast recovery. Small and medium-sized companies as well
as the Japanese Financials and Healthcare sectors are poised to benefit as the most tangible concrete
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investment beneficiaries, in our view. Yes, Abenomics; Yes, Pro-Growth Finally, we remain convinced
that the relentless pro-growth policy bias of Prime Minister Abe and his team is poised to re-assert itself
in the autumn session of Parliament. Moreover, it is becoming increasingly likely that Abe’s re-election
as president of the Liberal Democratic Party (LDP) in September will be uncontested, i.e., Abe’s grip on
power is de facto strengthening. Note here that the prime minister is set to travel to New York at the end of
September, not only to make a speech at the annual assembly of the United Nations but also to meet with
business leaders and investors. More importantly, we expect concrete pro-growth policies to be presented
at the October start of the 2015/16 budget deliberations. Among the most likely pro-growth targets are
further cuts in corporate taxes, increased child allowances and additional support for elder care. Politically,
next year’s upper house election (slated for July) may, in our view, raise the odds of Abe’s ruling party trying
to buy as much feel-good-factor growth insurance as possible. The bottom line is clear: Pro-growth policy
stimulus is poised to re-assert itself starting in late September/early October. Combine this with reasonable
valuations, growing liquidity and rising visibility of domestic-demand growth, and you may comprehend
our steadfast conviction that this week marked a healthy market correction and the structural multi-year
bull market is poised to continue. All sources are Bloomberg as of 8/21/15, unless otherwise stated.
1Source: Bloomberg, as of 8/21/15. “Japanese equities” refers to the Tokyo Stock Price Index (TOPIX),
and returns are price change in yen terms.
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Important Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation or political or
economic uncertainty.

Investments focused in Japan increase the impact of events and developments associated with the region,
which can adversely affect performance.
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