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Two years, two analysts, one 
topic of conversation…

In the autumn of 2023, Kepler analysts Josef Licsauer (JL) and 
Alan Ray (AR) had a conversation about Japanese equities at a 
time when the Tokyo Stock Exchange had seized the initiative 
and driven through various requirements for Japanese-listed 
companies to improve their capital efficiency and governance in 
order to make them more investible, with a global audience in 
mind. These reforms were first floated by the government in 2015 
and encountered stiff resistance from corporate Japan, but with 
the TSE’s help, the reforms went live at the end of February 2023.

JL took the position that the reforms would be very positive for 
markets, and AR played the role of sceptic who had heard it all 
before. Broadly speaking, JL won the argument, and it is true that 
Japanese equities seem to have been buoyed by the reforms. In 
local terms, the TOPIX is up about 67% since the end of February 
2023, which is an impressive return. However, in GBP terms, 
the market is up about 37%, which still puts it ahead of UK and 
European equities by a strong margin of about ten percentage 
points, but doesn’t quite match the more than 50% return on the 
S&P 500 that GBP-based investors have enjoyed. It’s a reminder 
that currency, so hard to forecast, is always a risk factor when 
investing overseas. Nevertheless, the returns in JPY terms are 
eye-catching and, with one of the investor themes of 2025 being 
the search for ways to reduce long-term exposure to the US, it’s 
a good time to revisit Japan and ask whether the best returns are 
behind us..

Investor Sentiment

AR: Before we get into the specifics of Japan, let’s focus on our 
own little world. Investment trust discounts can be somewhat 
linked to investor sentiment, but as we know, in recent years, 
they have been influenced by a range of technical factors that 
mean we can’t always assume investors are positive or negative 
on a particular underlying market. Nevertheless, the fact that 
discounts on some of the Japanese trusts are generally close 
to 10% tells us that investors haven’t all jumped on board the 
Japanese-equity story.

JL: You’re right, one could argue that trust discounts, despite 
Japan’s strong run over the last few years, could suggest 
investors remain cautious. As we touched on in our very first 
piece together, investors have been quick to react to market 
wobbles, shaped 

Eastern Promise
Japan makes its case as an investment destination.

perhaps by scars from the ‘Lost Decades’, fear 
of missing out on US gains, or simply a recent 
preference for the safety of cash when savings rates 
in the UK, for example, have sat at 5%.

Whilst the latter has been a more recent 
development (although rates are now steadily 
falling), I feel the other arguments harder to sustain 
today. Japan is filled with exceptional, high-growth 
tech business, though they are less well known, 
and unlike the false starts of the past, Japan’s stock 
market recovery is supported by several structural 
shifts: negative interest rates are gone, deflation 
may finally be ending, and companies with large 
cash reserves are increasingly deploying capital, 
improving valuations, driving growth, and raising 
corporate standards.

At the same time, with US valuations stretched, 
political uncertainty rising, and signs of slowing 
growth, some investors are beginning to rotate out 
of expensive US equities in search of diversification 
and alternative sources of growth. Japan is well 
positioned to benefit, thanks to differentiated 
economic drivers and global leadership in areas like 
automation, AI, and healthcare innovation. Added to 
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JL: What stands out to me is that investors have put 
meaningful money to work in Japan and, importantly, 
largely stayed the course, although there have been 
some outflows this year . That feels consistent with the 
broader picture: investors are recognising the reforms and 
structural improvements taking place, but not to the point 
where valuations or sentiment look overheated.

In fact, I think the pace of flows mirrors Japan’s gradual 
transformation. The governance and capital-efficiency push 
is one of the most significant shifts in decades, but it was 
never going to be an overnight story. If we were seeing 
a surge of consistent inflows, I’d be more cautious, as 
that could signal hot money chasing momentum. Instead, 
the steady accumulation of assets points to building 
confidence, with plenty of room for further participation 
if reforms continue to deliver and global investors 
increasingly seek alternatives to the US.

Valuations

AR: With the market having risen over the last couple of 
years, it would be good to look at valuations now. Whilst 
it seems unlikely that every listed Japanese company has 
addressed all the requirements the TSE has put in place, 
presumably, the most forward-thinking and high-profile 
companies have. Have valuations been reshaped as a 
result? And because the story centres around companies 
releasing their cash hoards, it would be interesting to 
know how this cash is being used. I’m sure investors will 
be very happy if some of it is returned to them, but is it also 
resulting in more investment in growth by companies?

JL: On your first point, there have been tangible changes. 
For reform to be durable, it must be sustainable, and that 
momentum is clearly building. The TOPIX ended 2024 on 
a P/B of 1.4×, up from 1.1× in 2022, and at the time of 
writing, it has edged up further to 1.6×. That’s meaningful 
progress, even if still below global peers and far from the 
4× multiples of Japan’s 1980s market peak. In relative 
terms, the market still looks attractively valued compared 
to developed peers — even the UK.

this, interest rate cuts in markets such as the UK, US, and 
Europe are eroding the relative appeal of cash.

Importantly for most investors, performance has also been 
supportive: the TOPIX has delivered annualised returns of 
around 16.5% over the past five years. Yet many Japanese 
investment trusts, despite capturing strong returns, still 
trade at wider discounts than their five-year averages. In 
my view, that disconnect reflects lingering caution rather 
than fundamentals, and it could present a discounted route 
into what looks like a multi-year opportunity. Japan’s story 
is still unfolding, but the direction feels increasingly like 
one of momentum rather than malaise.

AR: As you know, I like to look at fund flows as a wider 
measure of investor sentiment. The chart below shows 
cumulative flows in and out of all Japan specialist funds 
on Morningstar’s database, no matter where the funds 
are domiciled. This doesn’t capture every last penny of 
money flowing in and out of Japanese equities, but it’s a 
big sample size, and I think we can be confident that the 
shape of the graph is correct, even if the exact figures are 
not. What I like about this chart is that, yes, investors did 
put money to work in Japan around the time we last spoke, 
and on average, they seem to have stuck around. But there 
hasn’t been a continual flow into Japan ever since. Whilst 
positive investor sentiment is obviously a good thing, 
I start to get nervous when money keeps flowing into a 
market year after year. So, on the one hand, one could say 
that investor sentiment has therefore stabilised or even 
waned slightly, but on the other hand, I would say this 
might be of comfort to investors like me who are worried 
that they might be chasing a speculative market with lots 
of ‘hot money’ washing around. This doesn’t appear to be 
the case. If that turns out to be correct, I think that marks a 
big change from previous cycles.

CURRENT 
DISCOUNT (%)

FIVE-YEAR 
AVERAGE (%)

CC Japan Income & Growth Trust -9.1 -8.2

Schroder Japan Trust -11.4 -11.3

Fidelity Japan* -3.5 -9.1

JPMorgan Japanese -9.7 -7.3

Morningstar Investment Trust Japan -9.3 -7.7

AVI Japan Opportunity Trust -0.3 -1.3

Baillie Gifford Shin Nippon -9.8 -7.3

Nippon Active Value -1.5 -5

Morningstar Investment Trust 
Japanese Smaller Companies

-4.3 -5.7

Source: Morningstar as of 17/09/2025. *Undergoing a merger with AVI 
Japan Opportunity Trust.
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Fig.1: Japanese Equity Monthly Fund Flows
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the P/B and ROE requirements do not technically need 
to do anything right now. The TSE has said that the 
purpose of the initiative is to encourage all companies 
to be more conscious of the cost of capital and the 
allocation of resources, with the goal of companies to 
meet expectations of investors, and to achieve sustainable 
growth and enhancement of corporate value over the mid 
to long term. So, my guess is they want to get on the front 
foot but have also seen the positive impact it is having on 
companies already.

Tokio Marine Holdings, a CCJI holding, illustrates this 
well. Despite an ROE in the low 20s and a P/B of 2.5×, it 
has launched a ¥110bn buyback whilst also reinvesting 
internationally, including acquisitions in Canada and 
the US. Similarly, Nihon Kohden, held by Schroder 
Japan (SJG), is a company consistently hitting a 10% 
ROE, yet management want to drive growth and have 
been reinvesting capital into areas such as generative AI 
and factory upgrades. At the smaller end of the market 
cap, SJG’s position in Miura, a boiler manufacturer, 
has leveraged its strong balance sheet to acquire a US 
business, proactively diversifying its revenues despite not 
being directly pressured by reform thresholds.

Of course, many smaller companies remain slower to 
act, and Nihon, at least for the time being, is a bit of an 
anomaly, but that in itself creates opportunity as reforms 
and stricter liquidity standards nudge them to adapt or risk 
exclusion. Clearly, a wide-scale change of this magnitude is 
going to take time. But with corporate balance sheets still 
flush with cash, and the TSE’s governance agenda set to 
continue, I expect more examples of Japanese companies 
recycling capital into growth, shareholder returns, and 
overseas expansion. These would be steps that make the 
market steadily more investible over the long run.

Corporate governance story

AR: We’ve already referenced some of the progress 
made since 2023, and I think it’s really interesting that 
companies aren’t simply returning capital to shareholders 
but investing for their growth. How much more is there to 
do in terms of companies implementing reforms, and do 
some still need the extra encouragement of shareholders 
to take these seriously?

JL: We’ve touched on some of the key developments 
already — stronger dividends and buybacks, the decline 
of listed ‘zombie’ companies, and the upcoming 2026 TSE 
reforms that will impose stricter liquidity requirements for 
market inclusion — but I’d also emphasise that despite a 
slower uptake or reaction, reforms are genuinely starting 
to filter further down the market-cap scale.

I think this rerating reflects greater compliance with 
the TSE’s requirements, i.e. improving valuations, 
improved growth, and a commitment to returning value 
to shareholders, but perhaps also a shrinking market. For 
the first time in years, the number of listed companies 
is falling, with weaker firms delisting under growing 
scrutiny. Stricter liquidity rules for TOPIX inclusion from 
2026 should reinforce this trend. As Richard Aston, lead 
manager of CC Japan Income & Growth (CCJI), highlights, 
these reforms are creating a more competitive and 
investible universe. A growing scrutiny on weaker firms 
is resulting in the desilting of ‘zombie’ companies long 
sustained by ultra-loose policy. And the firms that are left 
are the ones making real progress.

On your second point, Alan, ‘where is the cash going?’. 
Since 2022, dividends and buybacks have surged to record 
levels. In 2024 alone, buybacks exceeded ¥18 trillion 
(around £94.8bn), more than double the previous year, 
fuelled by corporate ambition and shareholder pressure. 
Whilst this is significant, huge scope for growth remains, 
as around 56% of listed companies still sit on net cash, 
far higher than in other developed markets, meaning 
there is plenty more capital in the wings to be deployed. 
Encouragingly, even companies already above the P/B and 
ROE thresholds are deploying capital, showing that reform 
momentum is spreading beyond just the initial laggards.

Crucially, cash isn’t just being deployed by those 
not currently meeting the TSE’s requirements. To me 
personally, this is quite striking, as companies above 
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Fig.2: Listed Companies With Net Cash

CURRENT P/B
FIVE-YEAR 
AVERAGE

TOPIX 1.6 1.3

MSCI World 3.9 3.2

MSCI USA 5.5 4.6

MSCI Europe ex UK 2.3 2.1

FTSE All-Share UK 2 1.8

Source: Bloomberg & MSCI factsheets as at 17/09/2025

Price-To-Book Market Comparisons
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particularly being able to adapt as markets or economies 
evolve, should allow these long-term results to unfold 
positively.

Looking at the bigger picture

AR: Let’s turn to some bigger picture issues. What’s 
Japan’s position in the evolving system of US trade tariffs? 
We know that Japan is the largest foreign owner of US 
treasuries and, as such, could be considered to have a 
good hand in any negotiations, but it has been very careful 
in its statements about this. What is the current position 
in terms of tariffs? Are there any other macro updates to 
note?

Further, whilst we know that foreign companies with 
US manufacturing facilities aren’t all experiencing 
plain sailing, it would be good to know to what extent 
Japanese manufacturers already have facilities in the US. 
We know from the UK’s experience that some Japanese 
manufacturers choose to manufacture in local markets, so 
we probably already have a good idea that the same is true 
in the US, but is it enough to feel less worried about tariffs?

And does Japan have a stable government in a good 
position to negotiate at this crucial time? There has been a 
swift succession of prime ministers in Japan recently. Are 
there any signs that this is stabilising?

JL: The US and Japan reached a framework deal this 
summer that has eased some tariff pressures but kept 
conditions tight. Most Japanese auto and parts exports 
now face a 15% tariff, lower than before but still well 
above pre-Trump levels, whilst Japan has also pledged to 
expand imports of US agricultural, energy, and defence 
goods. The agreement also commits Japan to major US 
investment, particularly in semiconductors and advanced 
industries, with the US retaining leverage if pledges fall 
short. For Japanese exporters, the deal reduces immediate 
uncertainty, but the combination of lingering tariffs, recent 
yen strength versus the dollar, and political pressure 
means the trade backdrop remains challenging.

The trajectory of interest rates will also be key for 
investors. The BoJ has held rates steady at 0.5% since 
January 2025. I view this pause not as capitulation but as 
caution, reflecting the difficulty of assessing the full impact 
of US tariffs despite the recent framework agreement. The 
BoJ appears to be balancing support for domestic recovery 
with navigation of external pressures, including trade 
tensions.

One clear example is through AVI Japan Opportunity 
(AJOT), managed by Joe Bauernfreund. The trust takes an 
activist stance, targeting deeply discounted small caps 
where governance reforms can help unlock value. Joe 
argues that regulatory momentum is making boards more 
receptive, and AJOT has already seen success in cases 
like NC Holdings, which was taken private. Buyouts and 
privatisations, once rare in Japan, are becoming more 
frequent, creating fertile ground for activists willing to 
take meaningful stakes and drive the change themselves. 
AJOT has returned almost 2.5x the sector average over the 
past five years, driven by big gains in large positions and a 
detailed approach to constructive activism.

We’ve also seen progress in the unwinding of cross-
shareholdings. Aisin Corp, a Toyota Group company 
that produces automotive components, is a good case 
in point. With Toyota controlling around 40%, Aisin had 
historically acted in step with its parent and given little 
thought to minority investors. Under pressure from reforms 
and the TSE, however, it has completely exited its cross-
shareholdings and ramped up shareholder returns through 
dividends and buybacks.

Looking ahead, there is still more work to do, but it’s less 
about a fixed amount of jobs and rather about a steady 
evolution and the ability to adapt amid changing economic 
environments. From my conversations with Japanese fund 
managers over the years of covering Japan, one of the 
recurring opinions is that a key driver behind this is the 
ongoing progress in corporate reforms, including efforts to 
bring laggards into compliance. Stagnation here would be 
a big negative.

The TSE’s plan to publish a monthly list of firms that 
voluntarily disclose capital allocation improvement plans, 
effectively naming and shaming those that do not, could 
be particularly effective in Japan, where corporate pride 
and reputation carry significant weight. Whilst this is a 
relatively soft approach, additional support or oversight 
may be needed for companies that have had time and 
opportunity but continue to fall short, particularly smaller 
firms that may lack the resources to act quickly.

Activist shareholders will also play an important role. 
Managers of activist investment trusts in Japan — AJOT and 
Nippon Active Value (NAVF) — have noted that management 
are increasingly open to change, but progress is uneven 
across the market. Therefore, sustained pressure, 
guidance, and oversight will be crucial to ensure that the 
momentum seen in larger and more high-profile firms 
filters through across the market.

Undoubtedly, there will be periods when progress is 
slower or external factors, such as trade tariffs, temporarily 
redirect focus. However, continuous, steady progress, 

https://www.trustintelligence.co.uk/investor/funds/avi-japan-opportunity-trust
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rapidly, strengthening supply chains outside the US and, 
in certain cases, deepening collaboration with it.

Overall, the easiest gains from corporate reform may be 
behind us, but Japan’s market remains broad, deep, and 
continues to evolve. For active investors, particularly 
through dedicated investment trusts, the alpha potential 
remains very much alive.

Final Thoughts

AR: It’s really interesting to hear how the Japanese stock 
market has regained some of its mojo after a significant 
intervention by the government. As a capitalist, I’m always 
a bit wary about government intervention, but I can’t help 
wondering if there is a lesson here for the UK, not in terms 
of specifics, but in the broader sense that sometimes a 
big, bold intervention might be worth considering. After 
all, the UK stock market’s decline as a venue for raising 
capital could be attributed to creeping government and 
regulatory interventions over the last two decades, so why 
couldn’t a reverse intervention help? It’s easy to forget 
that the stock market’s fundamental contribution to the 
economy is in providing growth capital for businesses, 
and the London Stock Exchange is struggling to do that 
right now. In contrast, Japan has maintained a very good 
rate of IPOs, particularly for smaller companies that need 
growth capital, even as other ‘zombie’ companies have 
been delisting. I think the bigger point for the UK is that 
Japan’s reforms are succeeding because they are aimed at 
making companies more attractive to invest in, rather than 
compelling investors to invest in them. I think that’s really 
the key point: compelling investors to allocate to a market 
only goes so far and may lead to unexpected behaviour and 
clever ways to dodge regulations, whereas finding ways to 
make companies more investible to a wider international 
audience would get to the heart of the problem.

Rather than ending on the hypothetical, though, let’s 
conclude by saying that there really has been progress 
in Japan in addressing some of the issues that have put 
investors off in the past, with more corporate activity 
and balance sheets being managed in a way more suited 
to a listed company. This is incredibly helpful because 
underneath these structural issues, Japan has a really 
interesting and unique investment story to tell.

At the same time, recent political developments add 
another layer of complexity. Prime Minister Ishiba’s 
resignation after election losses has cast some doubt 
over the pace of future policy measures. That said, Japan’s 
domestic economy remains resilient, with wages rising 
and growth forecasts revised higher. Export-dependent 
sectors, particularly autos, remain exposed to tariffs and 
currency strength, creating a mixed outlook. For investors, 
this suggests a backdrop that continues to favour 
domestically oriented companies, whilst exporters face 
greater uncertainty.

Where next?

AR: In recent years, the opportunity for investors in Japan 
has been framed in terms of the value opportunity, centred 
around the low valuations that have resulted from decades 
of corporate conservatism in terms of hoarding cash. 
That’s been discussed for years, of course, but as you’ve 
shown, this is changing. And isn’t it interesting that one 
of the investment trusts, AJOT, is regularly referenced in 
the Japanese financial press as one of the instigators of 
corporate changes. With so many listed companies in 
Japan and decades of ‘this is the way we’ve always done it’ 
to overcome, it seems likely that the value opportunity will 
persist for a long time, but perhaps for an investor looking 
at the higher profile Japanese companies that have already 
implemented mandated changes, ‘what’s next?’ seems like 
a fair question for investors to ask.

JL: The corporate governance story is far from finished and 
is likely to remain the dominant driver of improvements, 
dialogue, and intrigue in Japan. Around 70% of TSE 
Prime companies have now disclosed plans to enhance 
shareholder value, but smaller firms are lagging, and with 
over 3,000 listed companies, that means the runway for 
progress is long. Japanese companies still hold substantial 
cash on their balance sheets, and the old guard mindset 
shaped by deflation will take time to fully shift. This means 
we’ll likely be revisiting these developments in a few 
years, but when we do, I reckon the story will still be one of 
momentum, not a peak that has already passed.

Beyond governance, I’d note a couple of other factors that 
are worth highlighting. First, the domestic investor base. 
Revamped NISA accounts and rising wages are nudging 
households to deploy parts of their vast $7.5trn savings 
pool. Even small reallocations could be transformative for 
equities. Second, the small-cap space. Whilst large caps 
have largely rerated, smaller companies, often under-
researched and under-owned, may represent the next leg 
of opportunity for active investors with resources on the 
ground. Finally, given recent wobbles in US tech, investors 
may be more willing to explore alternatives elsewhere, 
including Japan. Some Japanese firms are innovating 
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