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As the end of the long Japanese Golden Week holidays approaches, several positive

triggers for Japanese equities are coming into sight. On the domestic front, the key

standout is the full fiscal year 2018 corporate results season over the coming three

weeks, which, in our view, is likely to mark the end of the earnings revisions down

cycle that started last October. On the international front, the full state visit by

President Trump to Japan scheduled for May 25–28 is very likely to bring the successful

resolution of a U.S.-Japan bilateral trade agreement. If we get similar positive news

from the U.S.-China trade front, Japan in general and exporters in particular could

outperform.

 

Of course, the two pieces—earnings revisions and trade—are highly codependent, with

trade and global demand still by far the most dominant force driving corporate profits.

Specifically, approximately 64% of TOPIX earnings come from global demand, either

through exports or offshore production. Domestic Japan accounts for barely 36%. By

region, the U.S. is most important, accounting for approximately 25% of all TOPIX

profits. China’s importance has grown to approximately 15% and non-China Asia for about

12%. Make no mistake, the U.S. and China combined account for as much of Japanese

corporate profitability as the domestic market, and when you add the feedback loops

between China and non-China Asia, it was inevitable for Japanese earnings to be hit hard

by the China slowdown. Fears of trade wars and tariffs clearly compounded the downshift

as corporate leaders canceled or postponed business investment and capacity expansion

plans.

 

For Japanese earnings, the numbers speak for themselves: in July 2018, consensus

expectations were for a 12% rise in corporate profits for 2019. Now, expectations are

for basically zero growth and, in our view, when the results will come in over the next

three weeks, it is likely that reported profits may have declined by as much as 5% for

the full-fiscal year 2018 (which ended March 31, 2019).

 

The good news is that forward-looking Japan earnings expectations are likely to be too

conservative, in our view. For example, several of the large car companies are now

forecasting for U.S. car sales to actually drop by as much as 10% in 2019; and on the

exchange rate, these companies are budgeting for the U.S. dollar to depreciate to ¥103–

105. These strike us as very conservative benchmark assumptions, and, in our view,

chances are high that by late summer and early autumn, Japanese earnings revision

momentum will start to inflect positively.

 

Of course, successful completion of trade negotiations and certainty of “no punitive

tariffs” will be the ultimate key trigger. In our view, a U.S.-Japan deal is a virtual

certainty, with Japan very capable and willing to buy more U.S. military hardware,

aircraft and agricultural products to satisfy White House demands to see concrete steps
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to reduce the bilateral trade deficit through rising U.S. exports to Japan. In addition,

the transactional value of the U.S.-Japan trade negotiations can easily be increased

further by stepped up Japanese investments in the U.S., including possibly a concrete

Japan-funded U.S. infrastructure investment fund.

 

All said, Prime Minister Abe has made it very clear he is willing to cut a deal that

makes President Trump look good and—unlike in the U.S.-China relationship—there really

are no fundamental disagreements between Japan and the U.S. on, for example,

intellectual property protection. In all likelihood, the state visit at the end of May

will not just bring President Trump as the foreign dignitary to meet the newly enthroned

Reiwa emperor but also usher in a new era of U.S.-Japan bilateral trade and economic

relations without fear of tariffs or trade retaliation.

 

There is one caveat, however. The U.S.-Japan trade deal is highly likely to include an

option for the U.S. to “weaponize the dollar—i.e., a clause in the deal will specify

that any signs of “currency manipulation” detected by the U.S. Treasury can actually

become grounds for commercial and trade retaliation. What this means in practice remains

to be seen, but it certainly indicates that U.S. policy makers will have gained a new

tool they can use at their discretion (although, for now, nobody knows how, when or if

it will ever be used).

 

When all is said and done, the cycle is ready to turn for Japan. Negative earnings

momentum is bottoming and, if we’re right and both the U.S.-Japan and U.S.-China trade

deals come into play, the stage could be set for Japan underperformance to turn into

outperformance, in our view. Brace for positive earnings momentum during the late summer

and early autumn.

 

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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DEFINITIONS

Treasury : Debt obligation issued by the U.S. government with payments of principal and

interest backed by the full faith and credit of the U.S. government.
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