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level of inventories which have jumped in 
recent months. Broad-ranging restructuring 
plans, including job cuts, have been 
announced by many struggling 
companies. The deteriorating employment 
situation has weighed on consumer 
sentiment, but a sharp fall in spending 
seems unlikely because Japanese 
households tend to be cash rich. The 
political situation whereby the ruling party 
does not control both houses remains 
unhelpful, but there has to be a general 
election this year which could resolve the 
stalemate. A number of stimulus packages 
have been announced already but the 
government may have to do more. The 
Bank of Japan has already cut interest 
rates back to close to zero in an attempt 
to stimulate demand. Corporate sentiment 
should receive a boost from the decline in 
raw material costs. This should particularly 
benefit small capitalisation stocks, many 
of which have struggled to raise their own 
prices to offset the increase in input costs 
witnessed over the past few years.

Outlook
While global demand remains subdued, 
the operating environment for Japanese 
companies will remain difficult. However, 
the majority of companies will survive due 
to their strong balance sheets. Those that 
do emerge will be more efficient in the 
long run after another round of 

restructuring. Stronger companies may 
even be able to use the strong yen to 
strengthen their position in attractive 
overseas markets with judicious 
acquisitions. 

After three years of weakness, culminating 
in the recent bouts of forced selling by 
foreigners, the valuations of Japanese 
small capitalisation stocks suggest that the 
market expects several years of sustained 
weakness in earnings. Price to book ratios 
touched low levels historically, as shown 
in the graph above, and the dividend 
yield on the small cap market has 
reached an all time high. This period of 
weakness has resulted in sell-side 
coverage of smaller Japanese companies 
all but disappearing, providing genuine 
stock pickers with even more scope to 
add value. We continue to believe that 
the Japanese small cap universe provides 
numerous opportunities to invest in 
companies with the potential to grow 
rapidly over the medium to long term, and 
current depressed valuations do not 
recognise this. The current environment, 
where long term winners have been 
savagely de-rated as the market focuses 
on short term noise, is perfectly suited to 
the strengths of Baillie Gifford’s 
experienced Japanese equities team.

Baillie Gifford & Co 
17 March 2009
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Source: Nomura International plc. Data from the Russell Nomura Small Cap Japan Index, 31 January 1980 to  
28 February 2009.

The price/book ratio is the ratio of a company’s share price to the book value (of its net assets, excluding intangible 
assets) per share.


