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Since the start of Abenomics, Japanese corporate profitability has surged on the back of
easy monetary policies and a weaker yen. Further gains in profits have been anticipated
on the heels of pro-business structural reforms that are part of Abe’s economic growth
strategies, which include a cut in corporate tax rates. Because of the strong gains in
profits, Japan remains one of the Towest-priced regional markets on a price-to-earnings
basis and was the only major regional developed market that had earnings outpace price

gains since Abe was elected.l I wrote here why I believe the drop in Japan’s stock prices
in 2014 offers an attractive entry point. One set of concerns for Japan regards the
implementation of a consumption tax hike from 5% to 8% and the expected fallout for
Japan’s Tocal economy. Yes, a tax hike 1is typically short-term negative for Tlocal
consumption and negative 1in regards to economic growth. But a key question is whether
any drag on economic growth will translate into weaker profit growth from Japan in the
aggregate. And here the data 1is quite illustrative: overall corporate profits for Japan
have historically shown no relationship to the growth in the Japanese economy. Profits
Not cCorrelated with Gross Domestic Product (GDP) oOur friend Nicholas sSmith, 3Japan
Strategist at CLSA, recently published a research report summarizing the effects of

Abenomics thus far and providing CLSA’s outlook for Japan’s future.? In the report, he
highlighted an important relationship between GDP and corporate profits: Since the end
of 1997, Japanese nominal GDP dropped 8% while corporate profits rose 108%. The
correlation between GDP and profits was 1%, which is geek-speak for saying that the two
moved Tn opposite directions quite as often as they moved together. Corporate profits
are absolutely not a simple derivative of GDP growth. As Jlong as global conditions are
improving, companies should be able to deliver fair growth.” Figure 1 helps 1illustrate

these findings. Figure 1: Japan GDP Vs. Corporate Profits
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e Consumption Tax
Fears May Be Exaggerated - Although raising the consumption tax was always expected to
be a drag on Japan’s GDP, the effect might be more muted on corporate profits than
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originally feared. As the chart highlights, corporations succeeded 1in idincreasing
profitability over past periods of declining GDP growth. CLSA also noted in 1its research
that consensus earnings expectations have continued to increase despite the consumption
tax hike. e« Overseas Production Helps Profitability, Not Necessarily GDP - One
reason for the Tack in correlation between profits and GDP is that a growing number of
companies are shifting production overseas. Profit margins in these foreign operations
can be two to three times the profit margins in Japanese operations. While this shift in
overseas production does not show up in higher exports (despite the more competitive
position from a weakening of the yen) and thus also does not translate to GDP growth,
the gains on sales from overseas production do translate to higher corporate profits for
Japanese firms. This is one reason the Tlack of a relationship between GDP growth and
profits 1is especially important today. Japan’s Profits Tied to Global Growth At the
CLSA conference that I attended in February, Nicholas made a point that really stood out
for me: Japan’s economy and markets have one of the highest sensitivities to global
economic growth-even more than most emerging markets export countries. The
underperformance for Japan in 2014 could thus be ascribed less to concerns about what is
happening in Japan’s local economy and more to concerns about slowdowns 1in U.S. and
global economic growth. As the market cuts through the noise of the consumption tax hike
and its impact on Japan’s economy and starts to look to the underlying growth in profits
for Japan’s companies, I believe there will be more support for Japan’s equity markets.
Potential catalysts to reinvigorate this attractively priced market: further news from
Abe on tangible steps for his third-arrow growth strategies, further monetary policy
support from the Bank of Japan to reach its 2% inflation target and/or a pickup in
global economic growth. I expect some combination of these factors in the Tlatter half of

2014 to come to fruition. lsource: Bloomberg (11/30/12-4/30/14) Zsource: “Abenomics
Health Check”, CLSA, 5/04/14

Important Risks Related to this Article

ALPS Distributors, Inc. 1is not affiliated with CLSA. Foreign investing involves special
risks, such as risk of Tloss from currency fluctuation or political or economic
uncertainty. Investments focused 1in Japan are ‘increasing the 1impact 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 1its 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

Abenomics : Series of policies enacted after the election of Japanese Prime Minister

Shinzo Abe on December 16, 2012 aimed at stimulating Japan’s economic growth.

Monetary easing policies : Actions undertaken by a central bank with the ultimate
desired effect of lowering interest rates and stimulating the economy.

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

Profit margins : Net income divided by total sales. Higher values indicate a greater
fraction of each dollar of sales being Teft to the firm and 1its owners after expenses
are accounted for.

Inflation : Characterized by rising price levels.
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