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Turning the corner?
by Stephen Nguyen, CFA

Happy New Year to all our readers. As 
we enter the third year of the Covid-19 
pandemic, uncertainty remains elevated 
in financial markets, largely centred on 
further Covid variants and the prospect 
of tighter monetary policy. Markets have 
largely brushed off these concerns of 
late and have come a long way since 
the lows of 2020. A quick reflection on the 
performance of different asset classes in 
2021 highlights another strong year for risk 
assets, in contrast to bonds which were 
generally more challenged in the face of 
surging inflation. US equities again posted 
strong gains of close to 30% in local terms 
for the year whilst other equity regions 
lagged, particularly Japan. As equity 
markets continue to rise and reach new 
highs, valuations across many developed 
equity markets are looking stretched and 
it is becoming increasingly difficult for 
investors to find value. While many markets 
appear expensive, we believe there are 
opportunities to which investors should pay 
attention: one of those being Japan.

Historically, Japanese equities have been 
shunned by investors and they are generally 
only small holdings within global investors’ 
portfolios with the region accounting 
for around 6.5% of the developed equity 
market. The ‘lost decade’, a period of 
economic stagnation with low economic 
growth and low inflation, has blighted 
the Japanese economy since the 1990s. 
Combining this with an ageing population, 
low profitability, and weak corporate 
governance has further deterred investors 
from allocating more to Japan.

We believe the corporate landscape in 
Japan has taken a turn for the better. 
The composition of the market is geared 
towards more cyclical sectors such as 
car manufacturers and exporters which 
are more likely to benefit from the post-
pandemic global recovery. The country’s 
progress on vaccinations (close to 
80%, one of the highest in developed 
markets) is another key factor which 
could drive its recovery. The introduction 
of the Stewardship Code in 2014 and 
the Corporate Governance Code the 
following year has improved governance 
standards which will improve corporate 
performance. Accommodative monetary 
and expansionary fiscal policy are likely to 
remain in place for longer than elsewhere 
and could provide another tailwind. 
While inflation poses a challenge to other 
developed markets, it would be a welcome 
surprise for Japan.

The aforementioned points support 
the case for Japan, however the most 
important considerations for us, the one 
which we believe act as the best predictors 
of long-term returns, are fundamentals 
and valuations. As the saying goes; “price 
is what you pay, and value is what you get”.  
All too often investors ignore the starting 
valuation, despite the critical importance 
of the price one pays for an investment. 

Our analysis on this suggests that over the 
last 10 years (ending December 2021), we 
have witnessed significant fundamental 
improvements from Japanese companies, 
which are not yet being rewarded. For 
context, if we compare the performance 
of Japanese companies versus the US (far 
and away the best performing developed 
market), we find that the fundamentals (i.e., 
net margin, return on equity and real sales 
growth per share) of Japanese companies 
have either kept pace with or outperformed 
their US counterparts. Decomposing the 
returns of these two markets indicates that 
around 40% of the S&P 500 return has been 
driven by re-rating (multiple expansion, 
with PE ratios almost doubling) while 
approx. 60% came from growth in company 
fundamentals. We see a stark difference in 
Japan, which delivered stronger growth 
in fundamentals, but where valuations 
have instead detracted from returns (i.e. 
multiples have contracted). This clearly 
highlights investors’ lack of appetite for 
Japanese equities over the last 10 years, 
with the region having delivered one of 
the strongest fundamental performances 
in the developed yet still trading at lower 
valuation multiples. 

As a result, our equity modelling suggests 
that Japanese companies today appear 
more attractive than other developed 
regions (on valuation grounds). On this 
basis we are excited by the return prospects 
for Japan in the medium to longer term. 
A much lower starting valuation should 
provide a tailwind to returns whilst offering 
a healthy margin of safety versus other risk 
assets hovering near all-time highs. 
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
研富投資服務有限公司
9th Floor, Centre Mark II
305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest 
Investment Services Limited and/or 
Belvest related companies (collectively, 
and individually Belvest) solely to its 
clients, qualified prospective clients or 
institutional and professional investors. 
Unless stated otherwise, any opinions or 
views expressed in this communication do 
not represent those of Belvest. Opinions or 
views of any Belvest company expressed 
in this communication may differ from 
those of other departments or companies 
within Belvest, including any opinions or 
views expressed in any research issued by 
Belvest. Belvest may deal as Distributor or 
Agent, or have interests, in any financial 
product referred to in this email. Belvest 
has policies designed to negate conflicts of 
interest. Unless otherwise stated, this e-mail 
is solely for information purposes.

This message may contain confidential 
information. Any use, dissemination, 
distribution or reproduction of this 
information outside the original recipients 
of this message is strictly prohibited. If 
you receive this message by mistake, 
please notify the sender by reply email 
immediately.

Unless specifically stated, neither the 
information nor any opinion contained 
herein constitutes as an advertisement, an 
invitation, a solicitation, a recommendation 
or advise to buy or sell any products, 
services, securities, futures, options, other 
financial instruments or provide any 
investment advice or service by Belvest.

No representation or warranty is given as 
to the accuracy, likelihood of achievement 
or reasonableness of any figures, forecasts, 
prospects or return (if any) contained in the 
message. Such figures, forecasts, prospects 
or returns are by their nature subject to 
significant uncertainties and contingencies. 
The assumptions and parameters used 
by Belvest are not the only ones that 
might reasonably have been selected 
and therefor Belvest does not guarantee 
the sequence, accuracy, completeness 
or timeliness of the information provided 
herein. None of Belvest, its group members 
or any of their employees or directors shall 
be held liable, in any way, for any claims, 
mistakes, errors or otherwise arising out 
of or in connection with the content of this 
e-mail.

This e-mail and any accompanying 
attachments are not encrypted and cannot 
be guaranteed to be secure, complete or 
error-free as electronic communications 
may be intercepted, corrupted, lost, 
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore 
does not accept any liability for any 
interception, corruption, loss, destruction, 
incompleteness, viruses, errors, omissions 
or delays in relation to this electronic 
communication. If verification is required 
please request a hard-copy version. 
Electronic communication carried within 
the Belvest system may be monitored.
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