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What lies ahead for post
COVID-19 Japan?

Sophia Li, Portfolio Manager, joined FSSA Investment
Managers as a graduate in 2009. Over the years, she
developed an extensive coverage of companies in North
Asia, leading to the launch of the team’s dedicated Japan
strategy in 2015.
This Q&A was developed for the Japan strategy’s 5-year
anniversary.

Japan has fallen into a recession, doubling on
the consumption tax hike Q4 last year. How
is the strategy positioned to navigate these
headwinds?
It was a mistake to increase the consumption tax in the first place.
This year, the net interest payments of the Japanese government
would probably turn negative regardless of the consumption tax
hike.
The equity correction in the first quarter of the year was mainly
due to concerns about the COVID-19 outbreak, followed by the
global pandemic. In anticipation of this, we have actually taken
advantage of the market volatility to consolidate our portfolio
into high conviction names and buy high quality companies at a
bargain.
A large part of our portfolio today is invested into purely domestic
companies with high earnings visibility. This includes drugstore
operators and discounted retailers that offer daily necessities,
and software and IT solutions providers that generate a recurring
annual income.
Most of these companies have actually benefited from tailwinds
brought forward by the pandemic, which has accelerated the
adoption of their products and services.
Among the companies with high global exposure, we have been
investing in strong Asian consumer companies that would benefit
from local demographics and the increasing middle classes in the
long run. We have also invested in factory automation companies
that would benefit from the global supply chain diversification

post-pandemic and global technology and semiconductor
leaders. Most of these companies have dominant market share
in their respective industries and command very strong pricing
power.

Could you share some examples?
A company that we have added to recently is GMO Payment
Gateway, the largest online payment processing company.
There is a lot of room to grow for this company, especially with
the low e-commerce penetration rate in Japan, which is about 7%
but has been accelerating. Not only that, the cashless payment
penetration in Japan is also quite low, at about 18% compared
with the United States at 44% and South Korea at 95%.
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The recent policies initiated by the government, including
merchant subsidies and consumer rewards, are expected to
accelerate the rise of digital payments. This would benefit GMO
Payment Gateway, which has been actively providing these
solutions for offline vendors. Besides that, they have also been
building the next-generation payment infrastructure with SMBC in
Japan as well as VISA.
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Another company that we added to is OBIC, the largest Japanese
Enterprise Resource Planning (ERP) software company. There
is a strong case for IT spending to accelerate in Japan in the
coming years. A recent government survey showed that 80% of
large Japanese enterprises are still using custom-made, legacy IT
systems, of which 70% are too old and costly to be maintained.

I believe that the leading global electronic components and
semiconductor equipment manufacturers would benefit by
selling the picks and shovels in this gold rush. There are a number
of examples in Japan. One of them is Murata Manufacturing,
which is the world’s largest multi-layer ceramic capacitor (MLCC)
manufacturer with more than 50% global market share.
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That would bring strong long-term replacement demand to OBIC,
which is the industry leader in the ERP industry. Another reason
we like this company is the strong financial track record. It has
delivered consistent profit growth over the past 15 years even
during the 2008 Global Financial Crisis. The strong management
team has led to consistent improvement of its operating margin
by more than 55% this year - the most profitable among all of the
Japanese peers.

What about structural tailwinds around
the 5G revolution? Does that provide any
opportunities for you?
In my view, 5G is simply a tool to enable a number of secular
technological trends such as A.I., Internet of Things, smart factory
and cloud penetration.

Source: CLSA, as at 31 December 2019

According to our research, the number of MLCCs used in high-end
5G phones is estimated to be at least 30% higher than in an LTE
or 3G phone.
Other examples include Hoya and Lasertec, which would benefit
from the increasing adoption of extreme ultraviolet (EUV)
lithography in the semiconductor manufacturing process. Hoya
has close to 100% market share for the mask blanks used for EUV
and Lasertec is a monopoly in the EUV mask inspection system.

Japanese companies have gained a reputation
of being great hoarders of cash. How has this
benefited the companies in your portfolio,
especially in the current environment?
After years of criticism, the habit of hoarding cash may just
pay off. Japanese companies have very strong balance sheets
and that should allow them to emerge even stronger post
COVID-19. More than 50% of the companies in TOPIX are in a
net cash position, compared to only 13% in the S&P 500 and
approximately 18% in FTSE All-Share.
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My investment style is to look for companies that generate
very high return on invested capital, which truly reflects the
strength of business itself. More than 80% of the companies in
the strategy are in net cash position, which is simply a result of
their asset-light business model and very strong free cash flow
generation.

I believe the strong cash position of Japanese companies will not
only allow them to maintain or increase the shareholder return
post COVID-19, but also provide them with a very big war chest to
make acquisitions at attractive valuations. For the next few years,
I believe the strong Japanese companies are better positioned
for industry consolidation opportunities and they should be able
to deliver higher growth than their global peers, who will be
constrained by high debt levels.

Company and onsite meetings are an integral
of part of FSSA’s investment process. With the
team based in Hong Kong and travel grinding
to a halt, has it been a challenge to stay
connected with the companies in Japan?
Despite being based in Hong Kong, we have never had any
problems maintaining close relationships with companies in
Japan. Every year, I would travel to Japan twice a quarter and
spend almost one third of my time on the ground meeting the
companies.
During the pandemic, we have stayed connected with companies
by either speaking over Zoom meetings or via teleconference.

Source: Company data, as at July 2020
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