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EXECUTIVE SUMMARY

Japan may seem like an unusual place to seek 

investor returns as reputation of the local 

stock market is still marred by reminiscence of 

Japanese market bubble in the 1990s and the 

subsequent years of depressed economic con-

ditions, which came to be known as “The Lost 

Decade”.  

However, we want to challenge this view, as 

we believe that the era of low returns is long 

time gone, which is evident from the robust 

performance of Japanese equities in the past 

years.  In this white paper, we highlight key de-

velopments we have been observing on the 

Japanese corporate front and explain main 

drivers behind the paradigm shift.   

While Japan’s monetary policy is indeed 

providing support to the financial system, we 

look deeper and explore recent development 

of Japanese companies to understand the rea-

sons behind market turnaround. The facts we 

have discovered are all pointing to the same 

direction - Japanese corporate world is under-

going a transformation, which, in turn, is fuel-

ing the stock market.

We see positive dynamics in fundamentals, 

such as decreasing debt levels, coupled with 

growing profitability and returns, which are 

rapidly catching up with international peers.  

We also notice a wave of change in corporate 

governance, which is becoming more share-

holder-oriented, as Japanese corporate gov-

ernance practices are becoming more aligned 

with international standards. Japanese compa-

nies are also putting more emphasis on re-

warding their shareholders, which is proven by 

rising dividend yields and payout ratios. In ad-

dition, we note that Japanese stock market is 

characterized by attractive valuation multi-

ples, when compared to the U.S. and European 

markets. At the same time, growth rates of 

companies in Japan is not severely behind the 

ones observed in other developed markets.  

Supported by the abovementioned factors, 

Japanese equities are set to deliver robust 

long-term results, which can be magnified 

even further, when supported by careful stock 

selection.  
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INTRODUCTION 

USD 6.7bn, or more than 3 times of annual net 

profits of Netflix, was invested by Warren Buf-

fet in Japan through acquisition of stakes in 

large and listed Japanese trading companies. 

The news that came out in the middle of Au-

gust, were very surprising for many as Japan 

has long been shun by investors, often dismiss-

ing the country as the underperforming mar-

ket. Indeed, Japanese equities still have not re-

covered from their highs reached in the late 

80s. As shown in Fig. 1, the value of Topix Index 

is still 44% lower than in the beginning of 1990-

s, when the stock market bore a P/E of more 

than 70 and was unsustainably overpriced. 

 

 

Figure 1: TOPIX Index performance 1990-2020 

(01.10.2020) 

 Figure 2: TOPIX Index P/E ratio 1990-2017 

 

Source: Hérens Quality AM, Thomson Reuters   Source: BlackRock 

However, “lost decades” era seem to be finally 

complete. Average growth of the Japanese 

economy improved during the last decade, be-

ing now close to European average growth 

rates, which was well reflected on the equity 

markets

 

Figure 3: Average GDP growth 2000-2010 vs. 2010-2019 in the developed economies 

 

Source: World Bank

During the last 10 years Topix returned 81% (in 

JPY), outperforming European equities (in 

EUR), though it considerably lags behind US 

stocks (in USD). Apparently, the market is not 

only driven by the local investors - interna-

tional investors have also been slowly regain-

ing trust in the Japanese stock market and be-
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coming increasingly more aware of the oppor-

tunities it presents, as percentage of market 

value owned by foreign investors has risen 

from 19% in 2000 to 30% in 20191.  

Figure 4: Japanese equity (Topix in JPY) vs. US (S&P 500 in USD) and European (Stoxx 600 in EUR) per-

formance, Monthly Price Return (01.10.2010-01.10.2020) 

 

Source: Hérens Quality AM, Thomson Reuters

1. WHAT IS BEHIND THE MARKET TURNAROUND? 

One of the reasons behind market turnaround 

is monetary stimulus launched by the Bank of 

Japan, which provides support for the equity 

markets.  However, we believe that there is 

also a tandem of other factors, which facili-

tated regaining of trust in the Japanese stock 

market: a) an ultimate improvement in corpo-

rate fundamentals, which admittedly were 

very weak ten years ago; b) general improve-

ment in the corporate governance, which was 

considered very traditional, lacking transpar-

ency, inflexible and outdated2.

1.1. SUPPORT FROM THE BANK OF JAPAN 

Back in 2010, as a part of the stimulus package 
to revitalize the economy, the Bank of Japan 
(BOJ) initiated a comprehensive monetary eas-
ing policy3. This policy included an asset-pur-
chasing programme, which, in addition to gov-
ernment bonds, also covered corporate bonds, 

real estate investment trusts (REITs), ex-
change-traded-funds (ETFs) and commercial 
paper, with the aim of stabilizing the equity 
market, lowering the risk premium and en-
couraging investment. For example, as part of 
the programme, the BOJ has accumulated 
close to 80% share of all ETFs in the country. 

However, looking at total market capitaliza-
tion, the BOJ owns just slightly over 5%4. Over-
all, the size of the BOJ’s balance sheet has bal-
looned in the recent years – the BOJ’s asset 
holdings now reach almost 126% of GDP, up 
from 25% in 2010, and compared to just 34% 
for the Federal Reserve and 53% for the Euro-

pean Central Bank5. While the asset-purchas-
ing initiative props up the equity market, we 
believe that it is just a part of the story, as 
there are also fundamental improvements 
with respect to quality of Japanese companies 
and those will be outlined in the following sec-
tions.  
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1.2. DECREASING DEBT LEVELS 

To begin with, let’s untangle some of the re-
cent corporate trends we have noticed, start-
ing with the issue of debt – a problem, which 
became even more acute in 2020. The global 
pandemic has had a major influence on the 
structure of the global economy: it accelerated 
widening gap between strong and weak indus-
tries, spurred development of e-commerce 
and IT giants and also caused giant spikes in 
the national and corporate debt ratios. Total 
global debt reached a new record of 331% of 
GDP in 1Q 2020 since December 20196, pri-
marily caused by increasing indebtedness of 

mature markets. Sovereign debt champion re-

mained the same as it was for the last 30 years 
- Japan with a national debt at 236% of GDP, 
followed by Greece owing 180% of GDP. Essen-
tially, this is a legacy debt of 1990-s Asian crisis, 
which not only has never been paid down, but 
on the contrary was increased following the 
trend of growing sovereign debts across the 
globe. However, on the corporate level things 
look quite different, and this is where Japanese 
companies can be praised. Since the debt peak 
in 2009 corporate debt to GNP in Japan de-
creased by 7%, while in US it rose by 1.5% and 
in Europe - by 5%. 

 

Figure 5: Total Debt of Non-Financial Corporations, % of GNP 

 

Source: World Bank, Bank of International Settlements 

Successful deleveraging of Japanese compa-

nies after the financial crisis was one of the 

reasons why more of Japanese firms tend to 

enter Global top 100 – our top list, consisting 

of quality companies based on corporate ex-

cellence analysis (see www.hqam.ch/awards). 

In 2014, the share of Japanese firms was only 

8%, while in 2019 it increased to 18%, although 

their share in the world stock index remained 

stable. In 2020 award, 12 out of Global Top 100 

Quality companies came from Japan, com-

pared to just one company 5 years ago. 
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Figure 6: Share of Japanese companies in MSCI World AC and in Global best 100 companies based on 

Excellence award methodology 

  

Source: MSCI, Hérens Quality Asset Management

This is quite surprising, given that Japanese 

companies have always been heavily indebted 

and exhibited low profitability levels. Those 

were also the reasons behind the need to 

lower the bar for company selection criteria as 

compared to US and European universes in or-

der to ensure there is sufficient number of 

companies on our investment radar. Indeed, 

many well-known Japanese companies, such 

as Toyota or Sony, managed to enhance their 

financial positions through reduction of debt 

and improvement of capital profitability, thus 

becoming more attractive for the investors be-

lieving in quality. It is necessary to note that 

the debt within Japanese universe is rather 

concentrated in Financial and Energy sectors 

(Fig. 7), while remaining sectors seem compar-

atively more conservative in their financing 

structure, giving preference to deployment of 

less risky resources, such as retained earnings, 

to facilitate growth. This situation is quite dif-

ferent from the one in the USA, where all sec-

tors exhibit comparable debt levels.

 

Figure 7: Debt-to-Equity ratio of MSCI Japan and MSCI USA indices by sector as of 31.09.2020 (median 

method)  

 

Source: Hérens Quality Asset Management, Thomson Reuters 
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The reasons are rooted in Japanese culture. 

The way of doing business in Japan differs sig-

nificantly from the way things are being done 

in U.S. While American companies are eager to 

use borrowed capital to generate profits faster 

and satisfy shareholders with sizeable returns, 

in Japan, profit maximization may often not be 

the primary goal7. Firstly, Japanese corporate 

governance follows a more stakeholder-cen-

tric approach, considering a diverse range of 

groups impacted by the company.  Secondly, 

what is incredibly important for this nation, is 

respect for values and traditions, and preser-

vation of the Company amid difficult times. Ja-

pan’s corporate leaders remember the “Lost 

Decade”, the period of economic stagnation 

from 1991 to 2001, which saw almost no 

growth and spiking bankruptcies. Having learnt 

the past lessons, companies are opting for a 

more conservative growth path, relying more 

on internal resources rather than borrowings. 

And when the crisis hit this year, Japanese 

companies remained largely resilient: bank-

ruptcies in the first 6 months rose by a mere 

0.2% from a year earlier8, while in the U.S they 

surged by 26% year-over-year.9 

1.3. GROWING PROFITABILITY AND RETURNS 

The improvement of balance sheet quality is 

not the only positive development in Japanese 

corporate world, as companies are also be-

coming more efficient in managing their capi-

tal to generate higher returns. While improve-

ments in profitability and returns of American 

and European companies haven’t been as pro-

nounced recently, Japanese companies, which 

have been always lagging behind, started to 

catch up. It seems that there was a true revo-

lution in financial management among latter 

as fundamentally now they look much better 

than they did several years ago.

 

Figure 8: Absolute fundamental ratios of US, European and Japanese firms and their dynamics, MSCI 

(31.12.2013-30.09.2020) 

 

Source: Hérens Quality Asset Management, Thomson Reuters

For example, increased return on equity of 

Japanese firms was mainly driven by higher 

margins, unlike in the U.S., where the improve-

ment was primarily due to higher leverage. As 

shown in Fig. 9, which illustrates principal driv-

ers behind growth in ROE, robust margin ex-

pansion is the main reason behind higher ROE 

numbers in Japanese market.
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Figure 9: ROE drivers of companies in the MSCI Japan Index (Du Pont analysis, median method) 

(31.12.2013-31.12.2019) 

 

Source: Hérens Quality Asset Management, Thomson Reuters

If this trend continues, Japanese companies 

might soon catch up with their international 

peers in terms of profitability and start to look 

more attractive on a global scale. One of the 

hypothesis, which can be put forward to ex-

plain this phenomenon, is that companies in 

Japan are reducing their investments in fixed 

assets, which are usually less productive. At 

the same time there is a growing share of in-

tangible assets, which is a proxy of company’s 

competitiveness. 

1.4. SHIFT OF FOCUS IN CORPORATE GOV-
ERNANCE 

Along with better-looking fundamentals, an-

other point to mention is the ultimate im-

provement in corporate governance system, 

which was always very traditional in Japan and 

because of that had negative influence on 

firms’ development. However, when Shinzo 

Abe, Japan’s longest-serving prime minister, 

took office, his focus was not only on fiscal and 

monetary policies, but also structural reforms 

to improve the competitiveness of Japanese 

companies and attract foreign investments. 

For example, in 2014, the Companies Act was 

adopted, obliging Companies that have all Di-

rectors of the Board as insiders to “explain the 

reason why it is not appropriate to have an 

Outside Director”. Additionally, in 2015, new 

Japanese Corporate Governance Code was in-

troduced, encouraging listed companies to ap-

point at least two independent directors on a 

“comply-or-explain” basis. These changes re-

sulted into significant improvements and ‘the 

percentage of listed companies that appointed 

more than one independent director in-

creased from 21.5% in 2014 to 93.4% in 

2019’10. If this trend continues, Japanese com-

panies might soon catch up with their interna-

tional peers in terms of profitability and start 

to look more attractive on a global scale. One 

of the hypothesis, which can be put forward to 

explain this phenomenon, is that companies in 

Japan are reducing their investments in fixed 

assets, which are usually less productive. At 

the same time there is a growing share of in-

tangible assets, which is a proxy of company’s 

competitiveness. 
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but also the dividend payouts. The median div-

idend yield of companies in the MSCI Japan in-

dex has been growing for a while, managing to 

catch up with the U.S in 2019 and even surpass 

both European and American indices this year. 

Dividend payout ratio also follows a similar up-

ward trend, and has now exceeded the pay-

outs in the U.S. 

Figure 10: Median Dividend Yield (left) and median Payout Ratio (right) of MSCI Japan, MSCI US and 

MSCI Europe (31.12.2013-30.09.2020) 

 

Source: Hérens Quality Asset Management, Thomson Reuters

2. A MARKET FULL OF OPPORTUNITIES

While the Japanese economy is tilted towards 

mature sectors, such as Industrials, the stock 

market has a fair share of innovative, rapidly 

growing companies, which present an enticing 

investment opportunity. This is supported by 

the fact that Japan’s R&D spending to GDP is 

one of the highest in the world: the ratio stood 

at 3.28% in 2018, which is even higher than 

2.83%11 for the US. Though Japanese equity 

market has a more distinct value style bias as 

compared to US or European markets, also 

growth and quality investors do have a choice 

from the pool of innovative companies with 

significant economic moat, which are able to 

deliver sustainable high total returns. Busi-

nesses with a distinct edge are competitive on 

the global scale, which is why challenging do-

mestic economic conditions are not much of 

an obstacle to their growth stories (see exam-

ples). 
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Quality company example: Keyence 

Keyence, which is a global leader in factory automation equipment, was ranked as 38th most innovative company in the world by 

Forbes in 2018. Keyence adopts a direct selling approach and employs a wide network of individual consultants, who form the 

core of Company’s marketing strategy. Consultants perform on-site research at clients’ manufacturing facilities, supplying 

Keyence with valuable insight into clients’ operational shortcomings. This is why Keyence is able to respond to customers' needs 

by developing tailor-made solutions to optimize their operations. Thanks to this approach, 70% of Company’s products are 

"world's first" or "industry's first", leaving little room for price competition. As a result, Company’s gross profit margin exceeds 

80%, and Keyence has been expanding its top line at a CAGR of 17% since 2015 until 2019. It is a true growth Company, which is 

also reflected in stock’s share price performance, as it has appreciated by 186% over the same period. 

Quality company example: Hoya 

Hoya, which was established in 1941 as a small manufacturer of optical glass, has since reshaped its product portfolio and seized 

opportunities in the attractive fields of Information Technology and Health Care. Hoya focuses on niche markets, such as produc-

tion of lenses, endoscopes and mask blanks for semiconductors. For example, it is one of the only two companies in the world 

that make blanks used in next-generation EUV litography. Company’s commitment to becoming a leader in under-penetrated 

niche markets has borne fruit: 31% of Company's sales are derived from products that are No. 1 on the market globally, and 44% 

— with products that are No. 2. Hoya’s growth story did not go unnoticed by investors, as Company’s stock price has been on a 

consistent upward trajectory over the last years. 
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At the same time Japanese growth rates are 

not severely behind the ones seen among US 

companies, and on the comparable level with 

growth tempo of European ones. 

 Figure 11: Revenue, EBITDA and Operating Cash Flow CAGR of companies in MSCI Japan, MSCI US and 

MSCI Europe indices (2013-2020) 

 

Source: Hérens Quality Asset Management, Thomson Reuters 

 

3. VALUATION AS A BONUS 

Japanese stock market offers one more ad-

vantage – valuation. Based on principal  

metrics, it is still on a relatively low level if com-

pared to the USA or Europe.

Figure 12: Valuation metrics for MSCI Japan, MSCI Europe and MSCI USA as of 30.09.2020 (median 

method) 

 

Source: Hérens Quality Asset Management, Thomson Reuters 
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4. OPPORTUNITY TO EARN EVEN DURING LOST DECADES

It is well-known that domestic earning poten-

tial was widely exhausted after Japanese asset 

price bubble burst and stock market crash, but 

quality companies are known for their ability 

to perform in any kind of environment, even if 

the market returns are virtually non-existent. 

As such, Herens Quality Japan index has been 

outperforming broader market since its incep-

tion, thus reinforcing validity of the above 

mentioned statement. 

 

Figure 13: Herens Quality index vs. Japanese total market, value and growth indices 

Source: Hérens Quality Asset Management, Thomson Reuters 

5. HQAM CORPORATE QUALITY PRODUCT: ARAMUS JAPANESE FUND’S FOCUS ON JAP-
ANESE HIDDEN GEMS

Our product, Aramus Japanese fund, which has 

been under management of Hérens Quality 

AM since 01.01.2020, is a manifestation of the 

attractive investment opportunities that can 

be found in Japanese stock market. Focus on 

corporate excellence, through application of 

strict stock selection and bottom-up analysis, 

can deliver outperformance, which was partic-

ularly well-demonstrated by Quality stocks in 

Japan that managed to stay ahead of the mar-

ket during COVID-induced sell-off. Fig. 14 

shows that our Japanese fund has outper-

formed respective benchmark by 18.39% YTD 

or since it came under our management. While 

the fund was also affected by rapidly deterio-

rating market sentiment, the subsequent per-

formance clearly shows that quality companies 

emerge as winners once the market starts to 

consolidate and adjust itself. 
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Figure 14: Aramus Japan Fund Performance since inception in JPY (03.04.2013 – 31.08.2020; managed 

by Hérens Quality AM since 01.01.2020)  

 

Source: Hérens Quality Asset Management, Thomson Reuters

Obviously, in case of Japan, passive investing 

may not work as well as it does in the U.S. How-

ever, outperformance can be achieved 

through diligent research with the aim to iden-

tify companies that possess clear competitive 

advantage, are run by competent manage-

ment, and have strong financials, such as sus-

tainable debt levels, attractive returns and ro-

bust financial stability that manifests through 

high Altman-Z-score.

Figure 15: Aramus Japan Fundamental Characteristics vs. Topix Index as of 30.09.2020 (median 

method)  

 

Source: Hérens Quality Asset Management, Thomson Reuters
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Japan’s market overweight with mature Indus-

trials is also not an obstacle when active stock 

selection is applied. Careful cherry-picking al-

lows to construct a winning portfolio with sig-

nificant presence in growth sectors, such as IT, 

Communication Services and Health Care.

Figure 16: Sector breakdown of Aramus Fund vs. Topix Index (average 01.01.2020-30.09.2020) 

 

Source: Hérens Quality Asset Management, Thomson Reuters

We believe that recent developments in capi-

tal allocation choices and corporate govern-

ance practices outline a secular trend, which 

will help Japanese companies to prosper in the 

long term, delivering competitive returns, 

which can be magnified even further, when 

supported by careful stock selection. 
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