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Japan is not a value trap. Against a backdrop of very attractive equity valuations—at

13.7x, the TOPIX price-to-earnings (P/E) multiple has dropped back to the lowest 5%

level reported over the past decade —the trigger for upside performance must come from

positive earnings surprises. Our analysis suggests the probability of a sharp positive

inflection in earnings visibility is about to be delivered in Japan, possibly as early

as the upcoming fiscal half-year results season, which is about to get going by the end

of October (FANUC reports October 25; Toyota, November 7; Mizuho Bank, November 13).

 

All said, we maintain our forecast for TOPIX earnings growth of 20%, against consensus

expectations of 2.5% (according to Bloomberg).

 

Why?

 

Corporate guidance and consensus estimates are based on, in our view, extremely cautious

baseline assumptions. Most important, top-line sales growth is forecast to drop from

6.7% last year to a mere 3.7% in the current FY 3/2019. Now, we know that sales growth

has a high correlation with nominal gross domestic product (GDP) growth; and here in

Japan as well as in Japan’s major export markets—America, China and Asia—nominal GDP

growth is actually accelerating. Given the high operational gearing of Japanese

companies, the sensitivity of earnings to sales growth is very high. Basically, a 1%

difference in baseline sales adds (or subtracts) as much as 10% to the bottom line of

listed companies in Japan.

 

The exchange rate assumptions are the second factor making positive earnings surprises

likely. Corporate guidance and consensus estimates are still based on an average of ¥105

to the U.S. dollar for the fiscal year ending March 31, 2019. Now, the fiscal-year-to-

date has averaged ¥110.6 to the dollar (April 1 to September 27). That difference alone

should add approximately 5% to earnings.

 

To be sure, Japanese corporate managers may have been wise to operate on very cautious

baseline assumptions this year. At the start of the year, the threat of tariffs and

other geopolitical risks were very high indeed. Personally, I doubt that managers will

go all-out bullish and abandon their instinctive conservatism quite yet. However, the

reality of better-than-expected top-line sales growth and a more favorable exchange rate

are likely to compound into fact-driven positive earnings revisions momentum. Against

the backdrop of attractive valuations, this should very much help create more positive

equity market momentum in the coming months.

 

The following matrix looks to combine various sales growth and foreign exchange (FX)

assumptions into a “fair value” grid for the Japanese market, TOPIX. For example, the
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current consensus assumes an FX rate of ¥105 to the dollar and 3.5% sales growth. This

gives an implied EPS of 129, up 2.4%. On a 14x multiple, TOPIX fair value is 1,806; a

peak-cycle P/E of 19x would suggest 2,451 as fair value on these sales and FX

assumptions.

 

Our own target is based on sales growth of 4.5% and an FX assumption of ¥115 to the

dollar, which yields a fair-value TOPIX target of 2,128—i.e., 17% upside from today’s

level. And that’s on a 14x P/E multiple. In my personal view, that’s conservative given

that, yes, the risks of a trade war against Japan and a nuclear war with North Korea has

de- facto been mitigated.

 

All said, watch for a positive inflection of corporate earnings revision momentum in

Japan in coming months.

 

Forecast for FY 3/2019

 

 

 

Unless otherwise noted, data source is Bloomberg as of September 27, 2018.

 

 

 

For the top 10 holdings of DXJ please visit the Fund's fund detail page at https://www.w

isdomtree.com/investments/etfs/equity/dxj

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

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.

TOPIX Small Index : 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 excluding the TOPIX 500 stocks and non-eligible stocks.

Price-to-earnings (P/E) ratio    : Share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

Correlation : Statistical measure of how two sets of returns move in relation to each

other. Correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in lockstep with each other. A correlation of -1 means the two

subjects of analysis have moved in exactly the opposite direction.

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

across an economy.

Bullish : a position that benefits when asset prices rise.

Earnings per share    : Total earnings divided by the number of shares outstanding.

Measured as a percentage change as of the annual Index screening date compared to the

prior 12 months. Higher values indicate greater growth orientation.
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