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We maintain our view that Japanese risk assets—equities and real estate-are on track for
a multiyear structural bull market. 2017 is poised to bring a positive reversal of
earnings momentum, with a pickup in top-line sales growth and a weaker currency capable

of delivering 25% to 30% earnings growth (after last calendar year’s drop of around 8%).1
Given the relatively attractive valuation backdrop-TOPIX is trading at a modest discount
to its 10-year averages on both trailing and forward price-to-earnings (P/E) multiples—
the rising visibility of earnings is likely to be the principal driver of Japan’s market
performance. In contrast, policy action and 1initiatives are expected to be relatively
less important market drivers for 3Japan, with the Bank of Japan (B0OJ) expected to stay
put and maintain its zero-rate 10-year bond yield target for the foreseeable future.

Focus on Corporate Results

Now that the U.S.-Japanese bilateral economic, trade and investment dialogue is off to a
good start-Tast week’s first round of meetings went well and constructive engagement has
been agreed upon-the next key to propelling Japanese markets out of the disappointing
downward adjustment 1is poised to be the upcoming corporate results season. As that
overlaps with the annual “Golden week” holidays, Japan’s performance is expected to rise
in coming weeks, in our view.

Specifically, we expect a steady stream of upward revisions as companies report their
full fiscal year earnings end-April/early May. This 1is because baselines are still very
conservative, with companies and analysts still “budgeting” for an average ¥/$ exchange
rate of around 105 and top-Tine sales growth of just below 2%. Note that for every 10
yen of yen depreciation, Tisted companies receive a windfall profits boost of around 8%.
Given that the actual realized exchange rate in the January-March quarter was around
¥113, that would suggest a rise in profits of around 15%, rather than the 8% anticipated

by the corporate consensus.?

of course, forward guidance is going to be key. Here, we anticipate another year of
conservative benchmarking with companies T1ikely to budget for around ¥108-110/$ and
sales growth of around 2%. our models suggest this implies potential earnings growth of
around 17.1% for the new fiscal year (starts April 1, 2017, and runs through March 31,
2018). However, if top-line sales growth-which 1is basically global economic growth-rises
by 3%, profits should rise by 30.5%, even if the currency averages the same ¥110/S$.
Given the recent acceleration 1in global growth and inflation momentum, Japanese
corporate earnings momentum could surprise positively throughout 2017-18, in our view.

The table below outlines the relationship between different foreign exchange assumptions
and sales assumptions for FY3/2018 profits growth for TOPIX companies. In addition, it
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presents fair-value Tevels for TOPIX under different P/E multiples. In our view, 25% to
30% earnings growth could be achievable in FY3/2018.

Japan Equity “Fair value” Matrix with Different Foreign Exchange Rate and Sales
TOPIX P/E Multiple
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2% 85 1190 1275 1360 1445 1530 1615
3% 94 1316 1410 1504 1598 1692 1786
1% 85 3.7 1190 1275 1360 1445 1530 1615
2% 96 171 1344 1440 1536 1632 1728 1824
3% 107 30.5 1498 1605 1712 1819 1926 2033
1% 90 9.8 1260 1350 1440 1530 1620 1710
2% 102 24.4 1428 1530 1632 1734 1836 1938
3% 115 40.2 1610 1725 1840 1955 2070 2185
1% 95 15.9 1330 1425 1520 1615 1710 1805
2% 107 30.5 1498 1605 1712 1819 1926 2033
3% 120 46.3 1680 1300 1920 2040 2160 2280

Sources: WisdomTree, Bloomberg, as of 373117,

on the Home Front-Stability Premium

on top of the expected cyclical upturn in corporate earnings, two added factors should
lend structural support to Japanese risk assets: modest but steady increases in domestic
demand and nominal gross domestic product (GDP), and stable but simulative fiscal and mo
netary policy.

The former 1is driven by the structural tightness of the Tlabor market, which is
delivering not just modest wage ‘increases but, more importantly, a sharp upturn in the
quality of jobs created-full-time jobs are rising smartly, with Japan creating 1 million
full-time jobs over the past 18 months (the first net full-time job creation in almost
20 years). We maintain our view that a “new middle class” is rising in 3Japan and that
the structural Tabor market outlook has the potential to deliver an endogenous domestic
demand growth cycle, uncorrelated to the global business cycle.

on the policy front, Japan is committed to being a “bastion of stability” by comparison
to America and Europe. Specifically, fiscal policy has turned out to be a modest plus to
aggregate demand in 2017-18 due to supplementary spending budgets, and monetary policy
is committed to maintaining the zero-yield upper bound on Japanese government bonds. In
our view, the decoupling of Japanese monetary policy from U.S. Federal Reserve (Fed)
policy is one of the key global macro and allocation flow drivers over the coming 6-12
months. Certainly, 3Japanese institutional asset allocators are expected to respond to
the rising interest rate differentials by increasing non-yen security allocations, in
our view.

Risk Scenario

We see two principal risk scenarios on the economic policy front. The first one would be
the BOJ following the Fed rate hike cycle earlier than anticipated (i.e., before the
BOJ’s 2% inflation target comes into sight). This seems unlikely, given the BOJ’s
commitment to keep current policy until inflation overshoots the 2% target (see policy
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board decision, September 2016). The second one would be a squeeze on profit margins
from rising labor costs. Structurally, this is a serious issue. The good news 1is that
Tabor market reform is focusing on this and, at the same time, corporations are acting
fast with, for example, a domestic merger and consolidation wave helping ease cost-push
inflation worries.

Meanwhile, geopolitical risk has become a more acute source of possible volatility, with
the unpredictability of the North Korean regime a growing concern for both global and
Tocal risk allocators.

Isources: wisdomTree, Bloomberg.
2source: Nikkei, from 12/31/16 to 3/31/17.

Important Risks Related to this Article

Investments focused in Japan increase the impact of events and developments associated
with the region, which can adversely affect performance.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is intended for electronic use only. Individuals who intend to print and
physically deliver to an investor must print the monthly performance report to accompany
this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors only: Click here to obtain a WisdomTree ETF prospectus which
contains investment objectives, risks, charges, expenses, and other information;
read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign
investing involves currency, political and economic risk. Funds focusing on a single
country, sector and/or funds that emphasize 1investments 1in smaller companies may
experience greater price volatility. Investments in emerging markets, currency, fixed
income and alternative investments include additional risks. Please see prospectus for
discussion of risks.

Past performance is not indicative of future results. This material contains the
opinions of the author, which are subject to change, and should not to be considered or
interpreted as a recommendation to participate in any particular trading strategy, or
deemed to be an offer or sale of any investment product and it should not be relied on
as such. There is no guarantee that any strategies discussed will work under all market
conditions. This material represents an assessment of the market environment at a
specific time and is not intended to be a forecast of future events or a guarantee of
future results. This material should not be relied upon as research or investment advice
regarding any security in particular. The user of this information assumes the entire
risk of any use made of the information provided herein. Neither WisdomTree nor 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal advisor.
Unless expressly stated otherwise the opinions, interpretations or findings expressed
herein do not necessarily represent the views of WisdomTree or any of its affiliates.

The MSCI information may only be used for your internal use, may not be reproduced or
re-disseminated in any form and may not be used as a basis for or component of any
financial dinstruments or products or indexes. None of the MSCI information is intended
to constitute investment advice or a recommendation to make (or refrain from making) any
kind of investment decision and may not be relied on as such. Historical data and
analysis should not be taken as an 1indication or guarantee of any future performance
analysis, forecast or prediction. The MSCI information is provided on an “as is” basis
and the user of this information assumes the entire risk of any use made of this
information. MSCI, each of 1its affiliates and each entity involved in compiling,
computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly
disclaims all warranties. with respect to this information, in no event shall any MSCI
Party have any Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,
Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph
Tenaglia, Jeff weniger, Matt wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,
and Brian Manby are registered representatives of Foreside Fund Services, LLC.

wisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Bullish : a position that benefits when asset prices rise.

valuation : Refers to metrics that relate financial statistics for equities to their

price Tlevels to determine if certain attributes, such as earnings or dividends, are
cheap or expensive.

Tokyo Stock Price Index (TOPIX) : A free float-adjusted market capitalization-

weighted index that is calculated based on all the domestic common stocks Tisted on the
Tokyo Stock Exchange First Section.

Price-to-earnings (P/E) ratio : share price divided by earnings per share. Lower

numbers indicate an ability to access greater amounts of earnings per dollar invested.

Inflation : Characterized by rising price levels.

Gross domestic product (GDP) : The sum total of all goods and services produced
across an economy.

Monetary policy : Actions of a central bank or other regulatory committee that
determine the size and rate of growth of the money supply, which 1in turn affects
interest rates.

Rate Hike : refers to an increase in the policy rate set by a central bank. In the

U.S., this generally refers to the Federal Funds Target Rate.
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