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Why we are underweight Japanese equities 

 We are underweight equities in our global asset allocation 

 Within equities our key calls are to be underweight US and Japanese equities and 

overweight Eurozone equities and selective on EM equities 

 The key reason for our negative view on Japanese equities is the tangible probability of 

policy disappointment (as well as policy failure) 

 Were this to materialise, it would likely feed through into earnings 

downgrades/disappointments in the absence of further Yen weakness 

 Valuations and positioning do offer some downside protection, for this reason our 

underweight conviction on Japanese equities (at this stage) is lower than for example on 

US equities 

Limits of BoJ easing reached? 

In spite of large scale monetary easing over the past two and a half years, including unconventional 

policies, the Japanese economy has failed to respond in the way policy makers had hoped. Growth 

has been disappointing, but even more worrying is the fact that inflation has refused to pick up as 

wages have stalled. As a result of these macro disappointments the consensus are pricing in a 

64% likelihood that the BoJ will ease further (before the end of April 2016, see chart on next page). 

Our negative view on Japanese equities is in a certain sense independent of whether the BoJ will 

ultimately ease further or not. Indeed, whilst we have serious doubts about the BoJ easing further, 

we are even more concerned about the implications of further easing by the BoJ proving to be 

unsuccessful, thereby eroding the institution’s credibility and shaking the confidence of Japanese 

financial markets. 

The main way that either a lack of further easing or further unsuccessful easing will impact 

Japanese equities is through the exchange rate. The Japanese Yen has weakened significantly 

as a result of BoJ policy, this in turn has driven earnings and earnings expectations. The left-hand 

chart below show that there is a strong correlation between earnings revisions and Yen weakness. 

At the same time, the below chart on the right shows that consensus earnings expectations for 

Japan remain high, around 20% this year and around 8% over the next 2 years. We find it difficult 

to reconcile these strong earnings expectations without further sustained Yen depreciation and in 

the context of weak economic growth. 

     

Source: MSCI, Thomson Reuters Datastream, IBES 

Please refer to the disclaimer at the end of this publication.
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Japanese QE in context 

Since April 2013, by purchasing Japanese government 

bonds, the BoJ’s monetary base has expanded from 

JPY135trn to JPY332trn. As a percentage of GDP this 

amounts to around 75%, significantly more than what 

either the Fed or ECB have done.  
 

 
Source: Central Banks, Bloomberg, IMF (2015 GDP estimates), Thomson 

Reuters Datastream, HSBC calculations 

 

On top of this, the BoJ could start running into technical 

constraints which will lead to involuntary tapering of its 

asset purchase program. This is because there may 

come a point where there are not enough assets for the 

BoJ to purchase as the willingness of other large holders 

(banks, insurance companies, pension funds etc.) to sell 

government bonds is low. Reasons for this include asset 

allocation requirements and the need for institutions to 

hold sufficient collateral. 
 

 
Source: Bloomberg 

 

More Yen weakness not a given 

In the space of several years the BoJ has succeeded 

weakening the Yen from around JPY80 vs. the US dollar 

to JPY120 (and even briefly JPY125). Indeed in real 

effective term, the Yen is now around levels not seen 

since the early 1980s. This we believe has been the key 

driver behind Japanese equities earnings momentum as 

shown in the chart on page 1. 
 

However, in the absence of a major monetary easing 

“shock” like what the BoJ delivered in the past, we 

struggle to see what will cause further JPY weakness. In 

any case, it is not certain that Japanese policy makers 

want further currency weakness given that it would also 

push down real wages and harm purchasing power.  
 

Domestic cycle not strong enough 

If the Yen stays range-bound, as is our expectation, how 

else can earnings momentum be supported? It would 

need to come from an acceleration in the domestic cycle, 

which also appears unlikely to us. The country is already 

in a technical recession with Q2 and Q3 GDP growth both 

contracting. Other higher frequency data has also not 

been encouraging. In this context GDP growth forecasts 

for both 2016 (see chart below) seem ambitious. 
 

 
Source: Bloomberg 

 

Why then have Japanese equities held up of late? 

Japanese equities have held up reasonably well in the 

backdrop of intensifying global growth concerns. 

However, it has been predominantly retail investors 

which have poured money into the market, presumably 

betting on a continuation of the “Kuroda put”. Global 

institutional funds on the other hand have scaled back 

their exposure to Japan and are now broadly neutral, 

having been heavily overweight for a number of years.  
 

From a valuations perspective, Japanese equities 

valuations don’t look so bad, the Nikkei 225 is currently 

trading around 17x on a 12-month forward basis, 

considerably below its long-term average but in line with 

its own 5-year average. Relative to US equities, they look 

much more attractive.  
 

Overall, we believe Japanese equities lack an obvious 

catalyst which would allow the market to outperform. In 

the absence of further Yen weakness it is unlikely that the 

export oriented side of the market can do well. While 

given the sluggish domestic cycle we are not much more 

optimistic on the domestic economy either.  
 

In the near-term, mid-range valuations and neutral global 

institutional fund positioning in the market will likely limit 

downside for the market. Longer-term however, given 

that we believe the BoJ is running out of policy options, 

other developed markets, such as Eurozone equities 

represent a much greater opportunity.  
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Sources 

All information in this report has been obtained from the following sources except where indicated otherwise: 

1. Bloomberg 

2. Wall Street Journal 

3. RTTNews 

4. Reuters 

5. Gulfbase 

6. Zawya 

 

Disclaimer 
This publication is intended for general information purposes only. It should not be construed as an offer, recommendation 

or solicitation to purchase or dispose of any securities or to enter in any transaction or adopt any hedging, trading or 

investment strategy. Neither this publication nor anything contained herein shall form the basis of any contract or 

commitment whatsoever.  Distribution of this publication does not oblige Abu Dhabi Commercial Bank PJSC (“ADCB”) to 

enter into any transaction.   

The content of this publication should not be considered legal, regulatory, credit, tax or accounting advice.  Anyone 

proposing to rely on or use the information contained in the publication should independently verify and check the accuracy, 

completeness, reliability and suitability of the information and should obtain independent and specific advice from 

appropriate professionals or experts regarding information contained in this publication. 

Information contained herein is based on various sources, including but not limited to public information, annual reports and 

statistical data that ADCB considers accurate and reliable.  However, ADCB makes no representation or warranty as to the 

accuracy or completeness of any statement made in or in connection with this publication and accepts no responsibility 

whatsoever for any loss or damage caused by any act or omission taken as a result of the information contained in this 

publication.  This publication is intended for qualified customers of ADCB. 

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes 

only.  The information contained in this publication is prepared as of a particular date and time and will not reflect subsequent 

changes in the market or changes in any other factors relevant to their determination. All statements as to future matters 

are not guaranteed to be accurate. ADCB expressly disclaims any obligation to update or revise any forward looking 

statements to reflect new information, events or circumstances after the date of this publication or to reflect the occurrence 

of unanticipated events. 

ADCB does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other 

services to the companies covered in its publications.  As a result, recipients of this publication should be aware that any or 

all of the foregoing services may at time give rise to a conflict of interest that could affect the objectivity of this publication. 

Past performance does not guarantee future results.  Investment products are not bank deposits and are not guaranteed 

by ADCB.  They are subject to investment risks, including possible loss of principal amount invested.  Please refer to ADCB’s 

Terms and Conditions for Investment Services. 

This publication is being furnished to you solely for your information and neither it nor any part of it may be used, 

forwarded, disclosed, distributed or delivered to anyone else. You may not copy, reproduce, display, modify or create 

derivative works from any data or information contained in this publication. 
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