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Major changes in the Japanese equity market appear
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KEY INSIGHTS
■■ The Japanese equity market is undergoing significant structural change, and this
has potentially positive longer‑term implications for investors.
■■

■■

Rising activism, improving governance, and resurgent entrepreneurship could
continue to drive Japanese equity returns for years to come.

Archibald Ciganer
Portfolio Manager, T. Rowe Price
Japan Equity Strategy

The structural change occurring in the Japanese equity market is positive,
meaningful, and permanent.

T

he Japanese equity market is
undergoing significant change,
with positive longer‑term
implications for investors. An
improvement in Japan’s business
environment and in company
fundamentals is already evident—
reflected in record company profits,
increasing shareholder returns,
and substantial inflows of foreign
investment. Three important market
influences have emerged in recent
years—rising activism, improving
governance, and resurgent
entrepreneurship—that we believe will
underpin Japanese equity returns over
the years to come.
For all the market improvement and
investment inflows into Japan in
recent years, there are many who
continue to see it as a “fast money”
market—a short‑term bet on currency or
macroeconomic cycles. This perception
of Japan as a transient, opportunistic

investment was highlighted again in
late 2018. When global equities sold off
sharply, Japanese equities fell further
than any other major equity market.
However, a range of factors suggest
that this short‑term view is misplaced.
Record company profits, rising dividend
payments and share buybacks, and
increasing merger and acquisition
activity tell a very different story—one of
more durable change and improvement.
Shareholder Activism Prompts
Encouraging Shifts in
Management Behavior
Many Japanese companies have
historically been managed inefficiently,
hindered by tradition and a conservative
management culture. Activist
investors have become increasingly
prominent in recent years, looking to
take advantage of this inefficiency to
unlock value for shareholders.
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Activist investors
have long proven
to be a force for
change in the U.S.
equity market and
are beginning to
make an impact
in Japan.
— Archibald Ciganer
Portfolio Manager, T. Rowe Price
Japan Equity Strategy

Activist investors have long proven
to be a force for change in the U.S.
equity market and are now making
an impact in Japan. Pressure from
foreign investors for improved returns
and corporate governance reforms
has encouraged activists in their quest
for better management of Japanese
companies. Prime Minister Shinzo
Abe has thrown his support behind
activists, stating that active engagement
helps improve shareholder value and
that more constructive dialogue with
companies is a trend that he expects
to strengthen.
Japan’s deeply ingrained tradition
of respect and a relationship‑based
corporate culture have historically
restrained shareholders from openly
confronting company management.
For those bold enough to launch a
challenge, proposals were typically
defeated. They were either blocked
by friendly shareholders, or they failed
as a result of domestic funds not
voting their shares to avoid upsetting
corporate relationships.
However, this landscape is rapidly
changing, primarily due to the attraction
of high levels of untapped shareholder
value. Activist investors are pushing
poorly managed firms to unlock
this value by advocating increased
shareholder distributions or better
investments of cash stockpiles to seek
higher rates of return.
Significantly, this push for change
comes at a time of generational
transition in corporate Japan. Company
leaders are gradually being replaced
by younger, more progressive
management teams that are more
receptive to shareholder engagement.
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A record 42 Japanese public companies
faced shareholder proposals in the June
2018 proxy season, beating the previous
record of 40 set just a year earlier.1 The
season also saw a record 10 companies
face shareholder proposals brought by
activist shareholders.2
While still in the early days, the
prominence of activist investors is growing.
Their positive approach and constructive
attitude have seen them steadily gain
support from other shareholders.
Meanwhile, in May 2017, a revision was
made to Japan’s Stewardship Code that
now requires institutional shareholders
to publicly disclose their proxy votes
for each individual investment. This
makes it far more difficult for institutional
shareholders to justify voting against,
or abstaining from, any rational and
appropriate shareholder proposal.
As many activists’ proposals target
reasonable and constructive outcomes,
such as financially sensible dividend
increases or strengthening corporate
governance, these now stand a better
chance of institutional support.
Government guidance introduced in
2018 regarding transparency around
corporate “strategic shareholdings”
(such as relationship‑based
cross‑shareholdings), should also
encourage activist investors. This
practice has long been targeted as
an area of concern, but in the wake
of the new guidance, the number of
cross‑shareholdings in the Japanese
equity market has already started
to decline.
Improved Corporate Governance
Strengthens Capital Discipline
New governance codes have been
implemented with unexpected
speed and determination, effectively

Mitsubishi UFJ Trust and Banking Corporation, as of July 2018.
IR Japan, Japan’s largest proxy advisor, as of July 2018.
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2018 VOTING SEASON—
NEW RECORDS

42

Japanese companies
facing shareholder
proposals.

10

Japanese companies
facing shareholder
proposals brought
by activist investors.

(Fig. 1) The Potential to Unlock Untapped Value in Japan Is
Driving Change
Number of Japanese company meetings with capital efficiency-related proposals
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changing the playing field for Japanese
companies. Where there was
previously little in the way of guidance,
a clear framework now exists, urging
companies to focus on financial
management and improving returns
to shareholders.
For a long time, the Japanese market
trailed the U.S. and Europe in terms of
total returns paid out to shareholders.
However, the gap is closing rapidly.
Companies are paying higher dividends
and increasing share buybacks. In turn,
higher returns on equity are attracting
more foreign investment to the extent
that foreign investors are now the largest
shareholder class in Japan.
This is a significant development.
Foreign investors expect a level
of shareholder focus and capital
discipline comparable to European
or U.S. counterparts. With foreign
ownership increasing, the influence of
these shareholders is set to strengthen,
driving even higher standards among
Japanese companies.
A striking example of this influence can
be seen in the makeup of Japanese
company boards. Twenty years ago, you
would be hard pressed to find a single
company with an independent director

on its board. Today, nearly all Japanese
companies have at least two external,
independent directors. This shift has
been largely driven by the expectations
and influence of foreign investors. At the
same time, a younger generation of
company leaders is adopting a more
investor‑friendly approach to corporate
governance. This includes conducting an
increasing number of company meetings
in English, providing additional comfort
for foreign shareholders.
The crucial point is that the
improvement in Japan’s business
environment is a virtuous circle—the
more the investment landscape
improves, the greater the potential
returns for investors, which can attract
greater inflows into the market.
The Return of Japan’s
Entrepreneurial Spirit Is Creating
New Leaders
Japan’s business environment has
always been somewhat of a paradox—
with a traditionally conservative
culture sometimes at odds with the
country’s strengths in technology and
innovation. However, for much of the
past two decades, weak growth and
inflation have largely suppressed the
entrepreneurial spirit.
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— Archibald Ciganer
Portfolio Manager, T. Rowe Price
Japan Equity Strategy

(Fig. 2) From the Top Down—Improving Corporate Governance Is a
Clear and Irreversible Trend
Independent directors now sit on most Japanese company* boards
As of December 31, 2018
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In recent years, however, Japan’s steady
economic and market recovery has seen
somewhat of a reversal in this trend, with
the emergence of a growing number of
start‑up and niche businesses. This trend
has also been encouraged by a cultural
shift. While young people once preferred
to join big, multinational corporations
attracted by the promise of security
and lifelong employment, today’s youth
are increasingly following their western
counterparts in leaning toward smaller,
more entrepreneurial companies.
Meanwhile, with tech giants like the
FAANGs (Facebook, Amazon, Apple,
Netflix, Google) taking market share from
once powerful Japanese companies,
the traditional belief that established
corporations are enduringly stable and
provide jobs for life has been challenged.
While it is unlikely that Japan will
regain the kind of broad reputation for
innovation it enjoyed in the 1980s, there
are certain areas where it is clearly a
global leader. Factory automation, for
example, is dominated by Japanese
companies. In the technology and
chemical component fields, Japanese
companies have a long history of
innovation, and this leadership is
proving valuable as countries like
China look to leverage this expertise.

Established Japanese companies are
also increasingly looking to start‑ups
and smaller companies as potential
M&A or investment opportunities. Highly
specialized industries like artificial
intelligence, automation, and robotics
have seen tremendous investment
and growth. This success is inspiring
the next wave of forward‑thinking
entrepreneurs, with more start-ups and
IPOs within broader market areas such
as consumer discretionary and fintech.
The Japanese government is also
keen to cultivate entrepreneurship.
Over the past decade, it has launched
several funding initiatives designed to
help start‑ups and smaller companies
expand and grow, both domestically
and overseas. In 2013, for example, a
government‑backed public‑private fund
was launched with this aim in mind, with
around USD 1 billion of public money
expected to be allocated over the
course of its life cycle.
These are not short‑term deviations
or trends, but meaningful, irreversible
shifts in the Japanese investment
landscape. The positive effects of
these changes are already being felt,
and their ongoing influence is the
primary support for our constructive,
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(Fig. 3) Japan’s Entrepreneurial Spirit is Rising
Number of start-up fundraising rounds of at least ¥1bn in Japan
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longer‑term outlook. Many investors
seem to underappreciate the impact of
these changes. For us, this disconnect
is an opportunity. We believe there

are excellent opportunities for active,
research‑driven investors to discover
quality companies in a supportive—and
improving—Japanese market.

W H AT W E ’ R E WATC H I N G N E X T
Our view is that we remain in an environment of solid global growth—a
backdrop that should help the best of corporate Japan to perform
reasonably well. However, we are mindful of the escalation in trade war
rhetoric between the world’s largest trading partners, and we continue
to monitor developments closely. While we are hopeful that trade war
concerns will subside, the quality bias of our investment approach
should hold us in relatively good stead, even if tensions were to escalate,
undermining the supportive growth environment.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.

Important Information
The specific securities identified and described are for informational purposes only and do not represent all of the securities purchased, sold or recommended for the portfolio,
and no assumptions should be made that the securities were or will be profitable.
This material is being furnished for general informational purposes only. The material does not constitute or undertake to give advice of any nature, including fiduciary
investment advice, and prospective investors are recommended to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group
of companies including T. Rowe Price Associates, Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a
reliable indicator of future performance. The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount invested.
The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any jurisdiction or to
conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.
Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ accuracy
or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject to change without
notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the material, in whole or in part, be
copied or redistributed without consent from T. Rowe Price.
The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is provided upon
specific request. It is not intended for distribution to retail investors in any jurisdiction.
Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, Suite 50B,
Sydney, NSW 2000, Australia. For Wholesale Clients only.
Brunei—This material can only be delivered to certain specific institutional investors for informational purpose upon request only. The strategy and/or any products associated
with the strategy has not been authorised for distribution in Brunei. No distribution of this material to any member of the public in Brunei is permitted.
Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited Investors as
defined under National Instrument 45-106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment management services.
China—This material is provided to specific qualified domestic institutional investor or sovereign wealth fund on a one-on-one basis. No invitation to offer, or offer for, or sale
of, the shares will be made in the People’s Republic of China (“PRC”) (which, for such purpose, does not include the Hong Kong or Macau Special Administrative Regions or
Taiwan) or by any means that would be deemed public under the laws of the PRC. The information relating to the strategy contained in this material has not been submitted
to or approved by the China Securities Regulatory Commission or any other relevant governmental authority in the PRC. The strategy and/or any product associated with the
strategy may only be offered or sold to investors in the PRC that are expressly authorized under the laws and regulations of the PRC to buy and sell securities denominated
in a currency other than the Renminbi (or RMB), which is the official currency of the PRC. Potential investors who are resident in the PRC are responsible for obtaining the
required approvals from all relevant government authorities in the PRC, including, but not limited to, the State Administration of Foreign Exchange, before purchasing the
shares. This document further does not constitute any securities or investment advice to citizens of the PRC, or nationals with permanent residence in the PRC, or to any
corporation, partnership, or other entity incorporated or established in the PRC.
DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International Ltd. by its
representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.
EEA ex-UK—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri L-1724
Luxembourg which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.
Hong Kong—Issued in Hong Kong by T. Rowe Price Hong Kong Limited, 21/F, Jardine House, 1 Connaught Place, Central, Hong Kong. T. Rowe Price Hong Kong Limited is
licensed and regulated by the Securities & Futures Commission. For Professional Investors only.
Indonesia—This material is intended to be used only by the designated recipient to whom T. Rowe Price delivered; it is for institutional use only. Under no circumstances
should the material, in whole or in part, be copied, redistributed or shared, in any medium, without prior written consent from T. Rowe Price. No distribution of this material to
members of the public in any jurisdiction is permitted.
Korea—This material is intended only to Qualified Professional Investors upon specific and unsolicited request and may not be reproduced in whole or in part nor can they be
transmitted to any other person in the Republic of Korea.
Malaysia—This material can only be delivered to specific institutional investor upon specific and unsolicited request. The strategy and/or any products associated with the
strategy has not been authorised for distribution in Malaysia. This material is solely for institutional use and for informational purposes only. This material does not provide
investment advice or an offering to make, or an inducement or attempted inducement of any person to enter into or to offer to enter into, an agreement for or with a view
to acquiring, disposing of, subscribing for or underwriting securities. Nothing in this material shall be considered a making available of, solicitation to buy, an offering for
subscription or purchase or an invitation to subscribe for or purchase any securities, or any other product or service, to any person in any jurisdiction where such offer,
solicitation, purchase or sale would be unlawful under the laws of Malaysia.
New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place,
Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or delivered in New
Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in circumstances where there is no
contravention of the Financial Markets Conduct Act 2013.
Philippines—THE STRATEGY AND/ OR ANY SECURITIES ASSOCIATED WITH THE STRATEGY BEING OFFERED OR SOLD HEREIN HAVE NOT BEEN REGISTERED
WITH THE SECURITIES AND EXCHANGE COMMISSION UNDER THE SECURITIES REGULATION CODE. ANY FUTURE OFFER OR SALE OF THE STRATEGY AND/ OR
ANY SECURITIES IS SUBJECT TO REGISTRATION REQUIREMENTS UNDER THE CODE, UNLESS SUCH OFFER OR SALE QUALIFIES AS AN EXEMPT TRANSACTION.
Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10-02 Wheelock Place, Singapore 238880. T. Rowe Price Singapore Private
Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.
Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.
Taiwan—This does not provide investment advice or recommendations. Nothing in this material shall be considered a solicitation to buy, or an offer to sell, a security, or any
other product or service, to any person in the Republic of China.
Thailand—This material has not been and will not be filed with or approved by the Securities Exchange Commission of Thailand or any other regulatory authority in Thailand.
The material is provided solely to “institutional investors” as defined under relevant Thai laws and regulations. No distribution of this material to any member of the public in
Thailand is permitted. Nothing in this material shall be considered a provision of service, or a solicitation to buy, or an offer to sell, a security, or any other product or service, to
any person where such provision, offer, solicitation, purchase or sale would be unlawful under relevant Thai laws and regulations.
UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by the UK
Financial Conduct Authority. For Professional Clients only.
USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange Commission.
For Institutional Investors only.
© 2019 T. Rowe Price. All rights reserved. T. ROWE PRICE, INVEST WITH CONFIDENCE, and the Bighorn Sheep design are, collectively and/or apart, trademarks of T. Rowe
Price Group, Inc.
ID0002185 (05/2019)
201904‑821776

6

