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Market Insights for Week Ending July 21, 2017 
 

Building on a Foreign Foundation 
 
Earlier this year HCM increased our exposure to non-U.S. equities based on lower 
correlations between markets and the reversing trends in quantitative easing amongst 
some of the world’s largest economies. 
 
Our moves included, in late March, taking a dedicated position in hedged Japanese 
securities. In most portfolios this represents approximately 6% of our global equities 
allocation.   

 
We see further signs of strength in Japanese equities after their recent rally, given an encouraging 
earnings outlook, relatively low valuations and a stable yen under Japan’s ultra-easy monetary policy. 
 
As can be seen in the following chart, Japanese equities are approaching peaks they have struggled 
to climb over in past decades. 
 

 
Notes: Japanese equity performance is represented by the Tokyo Stock Price Index, or TOPIX. The 
price-to-earnings ratio (P/E ratio) is based on 12-month forward aggregate estimates. 
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The question facing investors now is will it be different this time? HCM sees reasons for optimism. P/E 
valuations (green line) are lower than at previous high points in equity market performance (blue line). 
Moreover, Japanese stocks appear inexpensive on the global stage — trading at a 20% discount to 
U.S. equities based on a 12-month forward price-to-earnings basis.  While we are always skeptical 
regarding forward looking valuation measures they do provide valuable tools for relative valuation 
analysis. 
 
We do not consider low valuations by themselves to be a reliable buy signal.  However, an improving 
earnings outlook does add to the fundamental appeal of Japanese equities. Most analysts expect 
Japanese companies’ earnings growth to hit a three-year high in 2017. A sustained global economic 
expansion will help boost overseas earnings, while wages should increase just enough to bolster 
domestic consumption without eating into profit margins. The recovery in earnings also reflects 
companies’ greater focus on shareholder value. Profitability among Japanese companies has been 
improving, but remains well below that of other developed markets. Return on assets, a gauge of 
corporate efficiency, has risen back toward pre-crisis peaks, and Japanese companies have 
undertaken significant deleveraging efforts. Earnings, meanwhile, are rising faster than dividend 
payouts and buybacks which should help improve shareholder returns. 
 
The Bank of Japan’s equity purchases and domestic investors’ increasing preference for domestic 
stocks provide further demand support for Japanese equities.  Further support should come from the 
Bank of Japan’s ultra-easy monetary policy, which contrasts with a normalizing U.S. Federal 
Reserve and a looming change in the European Central Bank’s monetary stimulus program. We see 
this helping keep the yen in a stable trading range.  
 
For these reasons, we believe the current environment supports our allocation to Japan. 
 
The main risks to our thesis are a sharp rise in the yen vs. the dollar or a global economic event that 
causes correlations to collapse. 
 
Weekly Focus – Think About It  
 
“Opportunities come infrequently. When it rains gold, put out the bucket, not the thimble” 
 
― Warren Buffett 
 
Market Activity 
 
Performance last week for the four major asset classes were: 
U.S. Stocks – Russell 3000 (IWV) – Gain of 0.56% 
Developed Foreign Markets (EFA) – Gain of 0.47% 
Emerging Markets (EEM) – Gain of 1.30% 
Fixed Income (AGG) – Gain of 0.55% 
 
 (Note: performance is based on the change in net asset value.) 
 
 
 
 
 
 

http://www.goodreads.com/author/show/756.Warren_Buffett
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Last Week’s Headlines 
 
Fluctuations in import and export prices provide a useful gauge of inflationary trends both domestically 
and abroad. In June, import and export prices declined 0.2%, respectively. Over the last 12 months, 
import prices have risen 1.5%, while export prices have increased 0.6% over the same period. This 
report is in line with other inflationary indicators, which show that price growth has stagnated during 
the second quarter of the year. 
 
The beginning of summer has seen new residential construction gain momentum following a lackluster 
spring. For June, the number of housing starts (residential construction that's begun) jumped 8.3% 
over May; the number of building permits issued increased by 7.4%, and housing completions 
advanced 5.2%. 
 
In the week ended July 15, the advance figure for seasonally adjusted initial claims for unemployment 
insurance was 233,000, a decrease of 15,000 from the previous week's revised level. The previous 
week's level was revised up by 1,000 from 247,000 to 248,000. The advance seasonally adjusted 
insured unemployment rate remained 1.4%, unchanged from the previous week's unrevised rate. 
During the week ended July 8, there were 1,977,000 receiving unemployment insurance benefits, an 
increase of 28,000 from the previous week's revised level. The previous week's level was revised up 
by 4,000 from 1,945,000 to 1,949,000. 
 
Eye on the Week Ahead 
 
The FOMC meets this week; however it is not expected that the Committee will increase interest rates 
at this meeting. The FOMC next meets at the end of September. The latest economic information on 
the second-quarter GDP is released at the end of this week. According to the first report for the 
second quarter, the economy slowed compared to the first quarter — advancing at a rate of 1.4%. 
Reports for new and existing home sales for June are also available this week. Existing home sales 
climbed 1.1% in May, while new home sales advanced 2.9%. 
 
 
Disclaimer 
Any perceived tax or other advice contained in this document, including any attachments, is not 
intended and cannot be used for the purpose of avoiding penalties under Internal Revenue Code. No 
action should be taken on any information contained in this message without first consulting with your 
tax/legal advisors regarding the tax/legal consequences for your particular circumstances. 
 
Additional Notes: 

 The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be 
representative of the stock market in general. 

 Opinions expressed are subject to change without notice and are not intended as investment 
advice or to predict future performance. 

 Past performance does not guarantee future results. 

 You cannot invest directly in an index. 

 Consult your financial professional before making any investment decisions. 
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