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Confluence Investment Management offers various asset allocation products which are managed using “top 

down,” or macro, analysis.  We publish asset allocation thoughts on a weekly basis in this report, updating the 
report every Friday, along with an accompanying podcast and chart book. 
 

March 12, 2021 
 

With the U.S. dollar apparently poised for what could be a long phase of depreciation, investors 

are naturally looking more closely at foreign stocks for future growth.  Japan has been a prime 

focus, not only because it sports the world’s third-largest economy and the third-largest equity 

market, but also because Japanese stocks have recently performed well.  Over the last six 

months, for example, the MSCI Japan Index provided a total return of 17.3% (in dollar terms), 

almost double the return on the U.S. index.  But are Japanese stocks set for further gains over the 

long term?  Have Japanese stocks really overcome their long period of underperformance since 

the country’s “bubble economy” burst more than 30 years ago?  A close look at the Japanese 

economy and financial markets shows Japan has certain cyclical advantages that investors could 

currently take advantage of, but it is also facing longer-term headwinds that are likely to weigh 

on returns over time. 

 

Countries that go through an investment bubble like Japan did in the 1980s are left with the 

challenge of adjustment once the bubble bursts.  Among the many possible strategies to deal with 

the excess investment and resulting overcapacity, the government can simply step back and 

allow asset prices to quickly adjust downward, putting lots of people out of work and leaving 

creditors empty-handed.  After the pain of the Great Depression, governments these days more 

often try to slow the process and spread the costs broadly.  Our analysis suggests Japan 

completed the slow process of repricing its assets and working through its excess investment in 

the early part of this century.  In the chart below, which shows the inflation-adjusted growth rate 

for each major category of Japan’s gross domestic product (GDP) by period, the red columns 

show how fixed investment swung dramatically from an average annual increase of 5.5% in the 

1980s to average annual declines of 0.4% through the 1990s and 2.1% in the first decade of the 

2000s.  However, the chart shows that Japanese investment finally started to grow again in about 

2010 (we’ve excluded the data for 2020, since it is distorted by the coronavirus pandemic). 
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Besides the rebound in investment, Japan has also recently shown other improvements in 

economic policy and dynamics.  For example, the country has deepened its economic ties to 

China, helping boost its exports.  It has improved its corporate governance rules and brought 

more people into the workforce.  All the same, the chart above suggests why its stock market 

performance remained weak until recently.  As is typical for highly developed countries, 

personal consumption spending is the biggest driver of Japan’s economy, but the chart shows 

that this type of spending has been growing ever more slowly, even after investment rebounded 

and labor force participation increased.  This critical slowdown in consumer spending almost 

certainly reflects Japan’s major problem with low birth rates, a shrinking population, and 

population aging.  Taking a “glass half full” approach, you could say that the rebound in 

Japanese investment has come just in time to offset some of the country’s poor demographics.  

From a “glass half empty” perspective, you could also argue that the positive impact of Japan’s 

investment rebound is being offset by worsening consumer spending trends.   

 

The back-to-back problems of asset price adjustments and demographics have presented a 

continuing challenge for Japanese companies.  In addition, government policymakers have been 

unable to come up with ways to address the situation.  In some ways, they’ve even exacerbated it 

(especially by raising the national value-added levy, a type of sales tax).  As shown in the chart 

below, Japanese corporate profits have trended upward since the bursting of the bubble 

economy, but the average rate of increase has been anemic at about 2.5% per year, versus 7.5% 

per year in the U.S. 
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Because of its enormous economy and financial markets, Japan can’t be ignored by investors, but 

this analysis shows that the country continues to face big challenges to its economic growth and 

corporate profitability.  In the short term, we do think Japanese stocks could continue their recent 

short-term cyclical rebound because of factors like its corporate governance improvements, 

investors’ shift toward the “value” stocks that make up so much of the market, or the post-

pandemic economic rebound around the world, which is boosting Japanese exports.  In the long 

term, however, it’s important to remember that Japanese stocks will probably continue to face 

continuing secular challenges from its poor demographics.  
 
 
Past performance is no guarantee of future results.  Information provided in this report is for educational and illustrative purposes 
only and should not be construed as individualized investment advice or a recommendation.  The investment or strategy discussed 
may not be suitable for all investors.  Investors must make their own decisions based on their specific investment objectives and 
financial circumstances.  Opinions expressed are current as of the date shown and are subject to change.   
 

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based 
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to 
change. This is not a solicitation or an offer to buy or sell any security. 


