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In this white paper, we will take a closer look at the underlying
reasons behind Japan’s comeback in investors’ minds and its
relatively good performance. The first reason is the embedded
cyclicality of Japanese equities in most investors’ minds; the
second, which we think calls for a structural change in the way
we consider Japan, is the ambitious progress that has been
made and the goals that have been set in terms of corporate
governance improvements.

Japan: positioned for a global cyclical recovery

Though under the radar since the onset of the global
pandemic, Japan’s equity markets have outpaced major
developed market equities both in 2020 and year-to-date in
2021 as the world seeks to transition to a post-pandemic
recovery.

Beta of equity returns to world trade growth (1-year lead)

Sources: UBP, Goldman Sachs, March 2021. Past performance is not a guide to current or
future results.

Indeed, Japanese equities have historically generated high
beta for global economic recoveries in major developed
market regions. Perhaps just as importantly, earnings of
Japanese corporates deliver the highest beta to changes in

local nominal GDP growth of any of the major developed
market regions, suggesting the potential for significant
earnings surprises as the economic recovery continues to
take hold over the coming quarters.

Along with a deeply cyclical earnings stream, the high
valuations offered by Japanese equities are somewhat
misleading. Looking back to the turn of the century, Japanese
corporate returns on equity have been consistently cyclical,
led by global and, in particular, US economic trends. Indeed,
with the sharp rebound in US leading indicators, 2021 should
see Japanese corporates experience a cyclical rebound in
returns on equity from the sub-6% that is common during
economic downturns to the near 9–10% that is typical during
such economic recoveries.

ISM Manufacturing and TOPIX index ROE (RHS)

Sources: UBP, Bloomberg Finance L.P., March 2021. Past performance is not a guide to
current or future results.

Thus, although Japanese corporates have not become as
significantly loss-making as in the 2001 and 2009 global
recessions, the scale of the economic stimulus and emerging
economic rebound suggests meaningful cyclical earnings
upside in the quarters ahead. Assuming that 9–10% peak-of-
cycle returns on equity reappear, Japanese equities could still
see a substantial earnings surprise above the current
consensus expectations, which forecasts 42% EPS growth for
FY2021.

Number of months from EPS cycle trough

Sources: UBP, Bloomberg Finance L.P., March 2021. Past performance is not a guide to
current or future results.

Admittedly, these earnings expectations are impressive, with
the rally from the March 2020 lows leaving Japan’s TOPIX
index at its highest level since the peak of the 1989 bubble

Key points

u Japan’s equity markets have outpaced other major
developed market equities in both 2020 and year-to-
date in 2021 as the world seeks to transition to a
post-pandemic recovery.

u Historically, Japanese equities have generated high
beta for global economic recoveries in major developed
market regions.

u Japan presents an excellent opportunity for stock-
selection-driven alpha and, at a minimum, favours
active solutions over index-oriented solutions.

u Since the introduction of the Stewardship Code in
2014 and the Corporate Governance Code in 2015,
there has been a slow but steady improvement in
governance standards.

u The new listing criteria will tighten governance
standards for large-cap stocks listed on the new
“prime” section of the exchange.

u The short-term revival for Japan and its long-term
target to reform governance should together provide
solid grounds to reconsider allocating to Japan.
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and, on a forward-earnings basis, apparently highly valued at
close to 21x earnings. However, assuming peak-of-cycle
returns on equity, this leaves Japanese equities at 13–15x
earnings, close to cyclical trough multiples.

To put it another way, with rising US 10-year yields having
historically served as a driver to compress multiples in
Japanese equities, the pace of earnings growth that Japanese
corporates can potentially deliver amid a cyclical recovery
should be more than enough to offset even the sharp rise in
Treasury yields seen to date, as well as provide modest
positive returns for index investors in the future.

TOPIX P/E and change in US 10-year yield

Sources: UBP, Bloomberg Finance L.P., March 2021. Past performance is not a guide to
current or future results.

Indeed, looking back to the turn of the century, years of
multiple compression combined with earnings growth have
occurred on nine separate occasions, with six years seeing
positive returns for investors and the rest seeing negative
returns. Strong earnings growth has typically characterised
years of positive returns amid compressing margins.

The key exception to this is 2010 following the global financial
crisis, when robust earnings growth was more than offset by a
significant P/E ratio compression. Should US Treasury yields
continue to climb and replicate the 160-point rise seen going
into 2010, which pushed nominal yields beyond 2%, there is a
risk that Japan could repeat the 2010 experience.

The TOPIX’s contribution to returns

Sources: UBP, Bloomberg Finance L.P., March 2021. Past performance is not a guide to
current or future results.

On balance, Japanese corporates are well positioned to
benefit from a global cyclical recovery both in absolute terms,

as well as relative to comparable developed market
alternatives. With multiple expansions having driven total
returns, a strong corporate earnings recovery should be
sufficient to offset a likely compression in P/E multiples in
2021, as long as further rises in US 10-year yields are more
measured than they have been in recent weeks.

Given this interplay between P/E compression and earnings
growth, Japan presents an excellent opportunity for stock-
selection-driven alpha and, at a minimum, favours active
solutions over index-oriented solutions at this stage of the
economic recovery.

Can the good performance of Japanese equities be
sustained thanks to steady improvements in governance?

Since the introduction of the Stewardship Code in 2014 and
the Corporate Governance Code in 2015, there has been a
slow but steady improvement in governance standards, with a
continuous stream of catalysts driving the improvements. First
and foremost are revisions that have tightened up the
Stewardship and Corporate Governance Codes every three
years, i.e. 2014/2017/2020 and 2015/2018/2021, respectively.

After the Corporate Governance Code revision that will come
out in May 2021, the next catalyst will be a revision of the
Tokyo Stock Exchange’s market structure and listing
requirements in the summer of 2022. In particular, the new
listing criteria will tighten governance standards for large-cap
stocks listed on the new “prime” section of the exchange.

The 2018 revision to the Corporate Governance Code
included a greater emphasis on diversity on boards,
particularly women directors.

Proportion of women officers (%) has tripled

Source: JFSA, based on Cabinet Office and Toyo Keizai data, 2021. Past performance is not
a guide to current or future results

This revision acted as a catalyst for greater dialogue on
diversity, inclusion and empowerment throughout Japanese
society. While the proportion of women directors remains low
by global standards, there has been a steady improvement,
with the proportion of women officers (board directors,
statutory auditors and executive officers) tripling since the
Corporate Governance Code was adopted. Besides the
quantitative increase in the proportion of women directors, we
have also seen a qualitative improvement, rather than just
tokenism: recently appointed women officers are increasingly
likely to be business executives in their 40s and 50s, rather
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than academics and retired bureaucrats in their late 60s and
70s; this change was particularly noticeable in 2020.

This inclusion of women due to governance reforms has been
complemented and strengthened by the strong labour market
which has significantly increased opportunities for women.
Coinciding with the period of reform, female participation in the
labour force has seen a sharp rise. This has also seen
increased job opportunities for men over 65 years of age, as
well as for women of all ages. The fight for talent has opened
many professional career opportunities for women that were
not previously available.

The empowerment of women can be seen in the successful
campaign, particularly by younger women, to remove the
former prime minister, Yoshihiro Mori, from the Olympic
Committee chairmanship for his controversial comments.

Employed individuals/working age population (%)

Conclusion

Most market movements in March were dictated by US long-
term rates. The increase in US rates is a result of the US
economy’s recovery and is a phenomenon that has been seen
during previous recoveries. The increase in long-term rates
will lead to corrections to valuation multiples, especially for
high-growth names. While adjustments to valuations should
be in line with the new interest rate regime, we believe
investors will continue to be sensitive to EPS growth and
corporate governance improvements.

We are convinced that further corporate governance
improvements will be made, and corporate earnings forecasts
should continue to be revised upwards because of a better-
than-expected recovery in the real economy, in particular in
China and potentially in the US, too. As the Japanese equity
market has already undergone a rapid recovery in 2021, it is
hard to envision any further increase in prices. However, we
believe we will go on seeing stable growth as the market
factors in an end to the pandemic by FY22 and we should
continue to reap the rewards of improved governance.

Sources: UBP, Bloomberg Finance L.P., March 2021 Ministry of Internal Affairs, OECD

Note: The working age population ranges from 15–64 years old, whereas the employed
population also includes individuals above age 65.
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Disclaimer

This is a marketing document and is intended for informational and/or marketing purposes only. It is confidential and is intended to be
used only by the person(s) to whom it was delivered. It may not be reproduced (in whole or in part) or delivered, given, sent or in any other way
made accessible, to any other person without the prior written approval of Union Bancaire Privée, UBP SA or any entity of the UBP Group (UBP).
This document reflects the opinion of UBP as of the date of issue. This document is for distribution only to persons who are Professional clients in
Switzerland or Professional Clients or an equivalent category of investor as defined by the relevant laws (all such persons together being referred to
as “Relevant Persons”). This document is directed only at Relevant Persons and must not be acted on or relied on by persons who are not Relevant
Persons. It is not intended for distribution, publication, or use, in whole or in part, in any jurisdiction where such distribution, publication, or use would
be unlawful, nor is it directed at any person or entity at which it would be unlawful to direct such a document. In particular, this document may not be
distributed in the United States of America and/or to US persons (including US citizens residing outside the United States of America). This document
has not been produced by UBP’s financial analysts and is not to be considered financial research. It is not subject to any guidelines on financial
research and independence of financial analysis. Reasonable efforts have been made to ensure that the content of this document is based on
information and data obtained from reliable sources. However, UBP has not verified the information from third sources in this document and does not
guarantee its accuracy or completeness. UBP makes no representations, provides no warranty and gives no undertaking, express or implied,
regarding any of the information, projections or opinions contained herein, nor does it accept any liability whatsoever for any errors, omissions or
misstatements. The information contained herein is subject to change without prior notice. UBP gives no undertaking to update this document or to
correct any inaccuracies in it which may become apparent. This document may refer to the past performance of investment interests. Past
performance is not a guide to current or future results. The value of investment interests can fall as well as rise. Any capital invested may be at
risk and investors may not get back some or all of their original capital. Any performance data included in this document does not take into account
fees, commissions, and expenses charged on issuance and redemption of securities, nor any taxes that may be levied. Changes in exchange rates
may cause increases or decreases in investors’ returns. All statements other than statements of historical fact in this document are “forward-looking
statements”. Forward-looking statements do not guarantee future performances. The financial projections included in this document do not constitute
forecasts or budgets; they are purely illustrative examples based on a series of current expectations and assumptions which may not eventuate. The
actual performance, results, financial condition and prospects of an investment interest may differ materially from those expressed or implied by the
forward-looking statements in this document as the projected or targeted returns are inherently subject to significant economic, market and other
uncertainties that may adversely affect performance. UBP also disclaims any obligation to update forward-looking statements, as a result of new
information, future events or otherwise. The contents of this document should not be construed as any form of advice or recommendation to purchase
or sell any security or funds. It does not replace a prospectus or any other legal documents, which can be obtained free of charge from the registered
office of the fund(s) mentioned herein or from UBP. The opinions herein do not take into account individual investors’ circumstances, objectives, or
needs. Each investor must make their own independent decision regarding any securities or financial instruments mentioned herein and should
independently determine the merits or suitability of any investment. In addition, the tax treatment of any investment in the fund(s) mentioned herein
depends on each individual investor’s circumstances. Investors are invited to carefully read the risk warnings and the regulations set out in the
prospectus or other legal documents and are advised to seek professional counsel from their financial, legal and tax advisors. The tax treatment of
any investment in a fund depends on the investor’s individual circumstances and may be subject to change in the future. This document should not
be deemed an offer nor a solicitation to buy, subscribe to, or sell any currency, funds, products, or financial instruments, to make any investment, or
to participate in any particular trading strategy in any jurisdiction where such an offer or solicitation would not be authorised, or to any person to whom
it would be unlawful to make such an offer or solicitation. Telephone calls to the telephone number stated in this presentation may be recorded. UBP
will assume that, by calling this number, you consent to this recording.

Any subscriptions not based on the funds’ latest prospectuses, KIIDs, annual or semi-annual reports or other relevant legal documents (the “Funds’
Legal Documents”) shall not be acceptable. The Funds’ Legal Documents may be obtained free of charge from Union Bancaire Privée, UBP SA, 96-
98 rue du Rhône, P.O. Box 1320, 1211 Geneva 1, Switzerland (UBP), from UBP Asset Management (Europe) S.A., 287–289 route d’Arlon, 1150
Luxembourg, Grand Duchy of Luxembourg, and from Union Bancaire Gestion Institutionnelle (France) SAS, 116 avenue des Champs-Elysées, 75008
Paris, France. The Swiss representative and paying agent of the foreign funds mentioned herein is UBP. The Funds’ Legal Documents may be
obtained free of charge from UBP, as indicated above.
This content is being made available in the following countries:
Switzerland: UBP is authorised and regulated in Switzerland by the Swiss Financial Market Supervisory Authority (FINMA).  The head office is Union
Bancaire Privée, UBP SA, 96-98 rue du Rhône, P.O. Box 1320, 1211 Geneva 1, Switzerland. ubp@ubp.com | www.ubp.com
United Kingdom: UBP is authorised in the United Kingdom by the Prudential Regulation Authority (PRA) and is subject to regulation by the Financial
Conduct Authority (FCA) and limited regulation by the PRA.
France: Sales and distribution are carried out by Union Bancaire Gestion Institutionnelle (France) SAS, a management company licensed with the
French Autorité des Marchés Financiers, - licence n° AMF GP98041 ; 116, av. des Champs Elysées l 75008 Paris, France T +33 1 75 77 80 80 Fax
+33 1 44 50 16 19 www.ubpamfrance.com.
Hong Kong: UBP Asset Management Asia Limited (CE No.: AOB278) is licensed with the Securities and Futures Commission to carry on Type 1 –
Dealing in Securities, Type 4 – Advising on Securities and Type 9 – Asset Management regulated activities. The document is intended only for
Institutional or Corporate Professional Investor and not for public distribution. The contents of this document have not been reviewed by the Securities
and Futures Commission in Hong Kong. Investment involves risks. Past performance is not indicative of future performance. Investors should refer
to the fund prospectus for further details, including the product features and risk factors. The document is intended only for Institutional Professional
Investor and not for public distribution. The contents of this document and any attachments/links contained in this document are for general
information only and are not advice. The information does not take into account your specific investment objectives, financial situation and investment
needs and is not designed as a substitute for professional advice. You should seek independent professional advice regarding the suitability of an
investment product, taking into account your specific investment objectives, financial situation and investment needs before making an investment.
The contents of this document and any attachments/links contained in this document have been prepared in good faith. UBP Asset Management Asia
Limited (UBP AM Asia) and all of its affiliates accept no liability for any errors or omissions. Please note that the information may also have become
outdated since its publication.  UBP AM Asia makes no representation that such information is accurate, reliable or complete. In particular, any
information sourced from third parties is not necessarily endorsed by UBP AM Asia, and UBP AM Asia has not checked the accuracy or completeness
of such third party information.
Singapore: This document is intended only for accredited investors and institutional investors as defined under the Securities and Futures Act (Cap.
289 of Singapore) (“SFA”). Persons other than accredited investors or institutional investors (as defined in the SFA) are not the intended recipients of
this document and must not act upon or rely upon any of the information in this document. The financial products or services to which this material
relates will only be made available to clients who are accredited investors or institutional investors under the SFA. This document has not been
registered as a prospectus with the MAS. Accordingly, this document and any other document or material in connection with the offer or sale, or
invitation for subscription or purchase, of this product may not be circulated or distributed, nor may the product be offered or sold, or be made the
subject of an invitation for subscription or purchase, whether directly or indirectly, to persons in Singapore other than (i) to institutional investors under
Section 274 or 304 of the Securities and Futures Act (Cap. 289) of Singapore ("SFA"), (ii) to relevant persons pursuant to Section 275(1) or 305(1),
or any person pursuant to Section 275(1A) or 305(2) of the SFA, and in accordance with the conditions specified in Section 275 or 305 of the SFA,
or (iii) otherwise pursuant to, and in accordance with the conditions of, any other applicable provision of the SFA. This advertisement has not been
reviewed by the Monetary Authority of Singapore.
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MSCI : Although Union Bancaire Privée, UBP SA information providers, including without limitation, MSCI ESG Research LLC and its affiliates (the
“ESG Parties”), obtain information from sources they consider reliable, none of the ESG Parties warrants or guarantees the originality, accuracy
and/or completeness of any data herein. None of the ESG Parties makes any express or implied warranties of any kind, and the ESG Parties hereby
expressly disclaim all warranties of merchantability and fitness for a particular purpose, with respect to any data herein. None of the ESG Parties shall
have any liability for any errors or omissions in connection with any data herein. Further, without limiting any of the foregoing, in no event shall any of
the ESG Parties have any liability for any direct, indirect, special, punitive, consequential or any other damages (including lost profits) even if notified
of the possibility of such damages.


