
Although some economists still 
harbour fears of a systemic 

collapse, the best prospects for Japan›s 
economic recovery seems to be a 
continuation of «Abenomics,» which 
has led the economy to expand for six 
straight quarters. Unemployment has 
gone below 3%, the lowest rate in 23 
years. The Nikkei-Markit “flash” Japan 
manufacturing purchasing managers’ 
index rose to 53.8, from 52.8 in October, 
as manufacturing conditions picked up 
at the sharpest rate since March 2014. 
The “flash” manufacturing output 
index rose to 54.2, the strongest rate 
of expansion for since March 2014 
(FT). And Japan’s manufacturing 
sector may have grown at its fastest 
pace in more than three years in 
November, according to a preliminary 
reading.

Initial estimate suggest that GDP 
notched up a seventh consecutive 

quarter of growth as exports helped 
compensate for underwhelming 
domestic demand. A preliminary 
reading from Japan’s Cabinet Office 
reported annualised GDP growth 
of 1.4 per cent in Q3, down from a 
revised pace of 2.6 per cent in Q2 
(previously 2.5 per cent) but still above 
a median forecast of 1.3 per cent from 
economists. And swelling corporate 
earnings appear likely to have propelled 
Japan›s tax revenue to the highest in 27 
years in fiscal 2018 by lifting salaries and 
shareholder returns. In the year ending 
March 2019, «income tax receipts will 
increase as wages and stock dividends 
rise amid continuing economic growth,» 
according to Masahiro Nishikawa, 
chief fiscal policy analyst at Nomura 
Securities (Nikkei). 

The Abenomics policy consists 
of three «arrows»: ultra-easy 

monetary policy under the leadership 
of Bank of Japan Governor Haruhiko 
Kuroda, fiscal stimulus, and structural 
reform. The first two arrows have been 
pursued aggressively over the past 
several years, and this will continue. 

(1) The Bank of Japan continues to 
defend its yield target of «around 0% 
on ten-year government bond yields» 
and has been avoiding to provide any 
indication of tightening its monetary 
policy stance. 
(2)  The government›s fiscal policy 
remains stimulative, and is also unlikely 
to be changed -- defense spending has 
significantly increased, helping offset 
the effects of a scheduled sales tax 
increase next year.
(3) On the other hand, Abe has 
kicked much-needed but unpopular 
structural reforms, down the road. 
A reform of the pension system, an 
overhaul of the labour market, and 
increasing competition in Japan›s 

protected sectors, such as agriculture, 
retail, and other services, have taken 
a back-seat. These reforms are 
generating significant resistance, 
and the government seems willing to 
postpone action until the economy 
has fully healed and stabilized. Foreign 
capital seems undeterred by the 
postponements, and capital is again 
flowing back into Japan, encouraged 
by the recent Yen weakness and the 
significant improvement in exports it 
has generated. It’s no wonder then 
that Japanese stocks have risen 
sharply in recent months. Although 
the recent general US Dollar weakness 
has firmed up the Japanese currency, 
the Nikkei resumed the uptrend on 
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37 / Japanese equities continue to rally on improving fundamentals 
and abundance of liquidity being provided by the Bank of Japan 
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the back of improvement in Japan`s 
economic fundamentals (see 1st chart 
on this page).

Japanese stocks have participated in 
the global bull market for equities, 

and have posted their longest winning 
streak since 1988. The largest Japan 
equity ETF on the US market, the 
iShares MSCI Japan ETF, which covers 
about 85% of the investible universe of 
securities traded in Japan, has gained 
22.85% year-to-date December 1st on 
a total return basis. Although smaller 
than the gains of the SPY ETF and of 
Eurozone equities as measured by the 
iShares MSCI Eurozone ETF, EZU, this is 
a healthy advance (see 2nd chart on this 
page).

As has been the case in the rest of 
the globe, small-cap stocks have 

outperformed large caps in Japan. The 
WisdomTree Japan SmallCap Dividend 
Fund ETF, DFJ, has gained 28.44% year-
to-date. It tracks an index of dividend-
paying small-cap stocks. 

The recent election landslide victory 
of the Abe’s government lead us 

to maintain our positive view towards 
Japanese stocks, as “Abenomics” will 
continue to grind away the economy´s 
systemic impediments. Most of 
the early fears stemming from this 
massive central bank stimulus have 
disappeared. True, Japan has ‹lost 
decades´ of economic performance, 
and has one of the worst demographic 
developments in the world, but its 
economy and people are prospering 
and basking in full employment. Due 
to this massive stimulus, Japan suffers 
from a stratospheric public debt but 
that doesn´t seem to hinder growth, 
nor has it led to any loss in investor 
confidence in its debt or currency. More 
importantly, Japan›s GDP per head is 
growing as fast as that in the US, but it 
doesn´t suffer from a rampant increase 
in inequality. Hence, there is no 
Japanese form of populism and little in 
the way of poverty, and social tensions 
those imbalances engender. 
More importantly, Japan´s central 
bank is printing more money than any 
other but there is no inflation in Japan. 

The massive balance sheet of the Bank 
of Japan, instead, seems to have laid 
the groundwork for today’s economic 
and equity market performance 
(see last graph above). Taking into 
consideration the distributed lag of 
the stimulus, the BoJ’s balances sheet 

should still be providing tailwinds for 
Japan´s economy and stock markets 
until the middle of 2019. Consequently, 
we are still very positive on Japan 
equities and economy. 
 


