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Japanese equities face a final hurdle that must be overcome for a positive breakout from the relatively tight (and
lackluster) trading range overserved throughout the past six months: Consensus earnings forecasts are bound to be cut
significantly in the upcoming results season (which gets going at the end of October when the technology companies
report and peaks mid-November with the financials). In our view, the likely adjustment downward in analyst consensus
numbers should be a positive trigger.

In Japan, the gap between top-down and bottom-up profit forecasts is typically large. That is because top-down macro
forecasters’ models are driven primarily by foreign exchange (FX) and global growth. The yen’s appreciation and
relentless stream of global growth revisions downward forced top-down forecasters to expect a profit drop of around
10% for the current financial year (see, for example, Bank of Japan [BOJ] TANKAN). Typically, global asset allocation
decisions are driven by top-down macro modeling and the record wave of global investors cutting their Japan equity
wave testifies that the negative earnings outlook has been acted upon already, in our view.

Against this, bottom-up analysts are still calling for a 27% rise in profits (see Bloomberg consensus below). It is not
unusual for Japanese analysts to be behind the curve for fear of not wanting to offend management, but what matters
now is that corporate managers themselves are set to revise downward their corporate targets in the upcoming results
season. It is customary to do so at the halfway mark of the Japanese financial year.

The closing of the gap between realistic top-down and legacy excessive bottom-up profit estimates sets the stage for the
next up cycle (i.e., earnings revision momentum turning from negative to positive). Typically, positive earnings revision
momentum is a key condition for market upside momentum.
 
All Eyes on the Yen

The good news is that a 10% earnings drop is basically priced into the market already, and, in our view, there is plenty of
possible upside from a valuation perspective. However, a key trigger is the exchange rate. Whichever way we cut it, the
currency remains the single most important driver for listed companies’ earnings in Japan. Why? Japan’s listed
companies are extremely global in terms of their sales and profit structure, and domestic demand is not the primary
source of earnings—exports and offshore production are.

Specifically, for TOPIX companies, only 41% of recurring profits were generated onshore. Offshore production brought
31% of earnings, and exports added 28%. This is the average for the past full years .

By region, North America (the U.S., Canada, Mexico) accounted for 24% of all profits, with 10% from exports and 14%
from Japanese factories in the region. China was “only” 11% of the total, with 5% from exports and 6% from local
factories there. Europe is de-facto irrelevant, but non-China Asia is about as relevant as China.

In short, the single most important driver of Japanese profits is the U.S. economy business cycle—and the U.S. dollar.
Here, car sales are of particular importance given that more than half of both exports and offshore production are in the
car/transport and car parts industries.

The overall impact on TOPIX earnings from both the top-line sales growth cycle and the currency exchange rate is
estimated in the matrix below. While this is a data-heavy table, the basic readings should be straightforward—for any
given exchange rate (i.e., 95, 100, 105 and 110), you’ll find a sales growth line.

Current top-down forecasts suggest a sales drop of 1%, so we have given a drop of 2% on the downside as well as flat
and plus 1% on the upside.

For the currency, Nikkei Quick estimates suggest companies are budgeting for an average exchange rate of 100, so the
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current consensus assumes a drop in sales of 1% and an FX rate of 100, resulting in a drop in earnings of 10.7% for the
current fiscal year. Using the matrix, with the same FX rate of 100 but sales coming in flat, earnings should be basically
flat (a rise of 1.2%); if FX rises to 95 and sales drop 1%, profits should fall 19%.

For the matrix, the columns on the right calculate TOPIX “fair value” at various price-to-earnings (P/E) multiples (from
12x to 18x); yellow shading indicates TOPIX upside from current levels. In our view, there is good upside potential for
Japanese equities, and the upcoming results season should set the stage for the next positive breakout.

 

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.

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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