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JAPAN DIPS INTO RECESSION AS
“JAPAN, INC.” PROFITS SET NEW
HIGHS

Jeremy Schwartz — Global Chief Investment officer
11/24/2014

Japan’s economy dipped 1into a surprise recession in the third quarter, causing many
investors to question the economic platform of Prime Minister Shinzo Abe. The initial
focus has been on the second stage of the consumption tax hike, which was blamed for the
setback. The economic contraction seems to be triggering leadership in Japan, including
the Ministry of Finance and the Bank of Japan (B0OJ), to re-evaluate how to coordinate
through supplemental fiscal budget rather than austerity measures designed to raise tax
revenue—-as well as even further monetary stimulus. while 3Japan’s economic numbers are
interesting for economists to debate policy prescriptions, these numbers are, in our
opinion, the wrong data for dinvestors to be focusing on. Corporate Profits More
Important than Gross Domestic Product (GDP) Growth when investors buy Japanese
equities, they don’t really buy a slice of that economy; they buy shares in corporations
that operate both 1in Japan and around the world. “Japan, Inc.” (i.e., Japanese
corporations) is showing a profit picture that differs dramatically from the country’s
economic growth rate. And this is helping to maintain attractive valuations in Japan.
Despite having the best price gains-70.7%from the start of Abe’s reign through October

2014, earnings are up nearly 72%, which is more than any other major regional marketl.
Additionally, it is also the only major developed region (the U.S., Europe and broader
MSCI EAFE Index markets included) to see a contraction in its price-to-earnings (P/E)
ratios since the start of Abenomics, while the U.S., Europe and EAFE saw multiples

expand 23%, 22% and 14%, respectively?. critically for future returns, what are the
prospects for future earnings growth and corporate profitability? we think they’re
promising: Higher Profit Margins Paving the way for Robust Earnings Growth--GDP
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For definitions of
terms and Indexes in the chart, visit our glossary. e GDP Growth ? Profit Growth:
Despite Tackluster GDP growth that trailed the U.S. by more than 4.5% annually for 20
years, Japan’s earnings per share (EPS) growth for TOPIX not only rivaled but surpassed
that of the U.S. during that time—with especially compelling growth in the last one and
three years with the revival of the weakening yen and coinciding with the start of
Abenomics. e More Room for Profit Margin Expansion? In the Unites States, profit
margins grew from 5.27% in 1994 to 9.58% in 2014-and many worry that the United States
is at a cyclical peak in profit margins, causing future pressure on EPS growth. Japan’s
margins have surely grown, but at rates that are Tless than half those of the United
States; it is possible for Japan to show even more room for improvement. e Improving
Profitability and Corporate Governance: While the U.S. return on equity has
increased marginally over the last 20 years, Japan’s has increased markedly and remains
below that of global peers. There are signs of pressure on Japan to be more competitive
globally on a return-on-equity focus. In January, the government encouraged the
development of the JPX-Nikkei 400 1Index, which sought to reward and emphasize more
profitable, higher-ROE companies. The Index 1is ultimately intended to serve as a new
benchmark for Targe allocations from both the 3Japanese pension funds and the Bank of
Japan in their exchange-traded funds (ETF) purchases. Some have referred to this Index
as a “shame 1index,” highlighting companies not included and pressuring them to increase
ROE. We are already seeing signs of 1increased dividends and buybacks to better manage
balance sheets. e Japanese earnings have grown 526% cumulatively from October 1994
to October 2014: sSuch envious growth was achieved against a backdrop of Tackluster
Japanese economic growth averaging -0.17%. Let’s contrast this with the 433% cumulative
growth achieved under “more normal” conditions in the U.S., averaging a 4.44% GDP growth
number in nominal terms. This suggests that 3Japan has vast earnings growth potential
that has yet to be unlocked. It’s important to note that over the Tast 20 years, none
of these earnings metrics has shown any correlation to Japanese GDP’s relative
stagnation. To reiterate, Japan, Inc. has grown profits from 1its global operations,
while Japan’s local economic performance has Tlanguished. In a nutshell, performance in
the 3Japanese equity markets thus far has been strongly supported by earnings growth.
when people talk about the Japanese economy and whether it can weather another bout of a
consumption tax hike in the future, remember an important formula: GDP growth ? profit
growth, or stated differently, GDP growth ? equity market potential. Japan, Inc.’s
overall profit profile is clearly being boosted by its global nature. This is one reason
wisdomTree has focused on the exporters of Japan that we think are bound to reap longer-
term gains from the more competitive yen exchange rates. This is a new trend that we see
in place for the coming years based on shifting monetary accommodation at the Bank of
Japan and the U.S. Federal Reserve. We thus think investors should stay favorable to

Japan despite the recession headlines. lsources: wisdomTree, Bloomberg, 11/30/12-

10/30/14, numbers are based off of the forward earnings filed on Bloomberg. 2Sources:
wisdomTree, Bloomberg, 11/30/12-10/30/14, numbers are based off of the on forward P/E
filed on Bloomberg.

Important Risks Related to this Article

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,
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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

Fiscal budget : is a period used for calculating annual budget requirements for a
country or an organization or company.

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

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.

MSCI EAFE Index : is a market cap-weighted index composed of companies representative
of the developed market structure of developed countries 1in Europe, Australasia and
Japan.

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

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

Earnings per share : Total earnings divided by the number of shares outstanding.
Measured as a percentage change as of the annual Index screening date compared to the
prior 12 months. Higher values indicate greater growth orientation.

Tokyo stock Price 1Index (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.

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

Return on Equity (ROE) : Measures a corporation’s profitability by revealing how much
profit a company generates with the money shareholders have invested.

JPX-Nikkei 400 : is composed common stocks whose main market is the TSE 1st section,
2nd section, Mothers or 3JASDAQ market (in principle). The components are reviewed
annually to keep the representativeness of the market. The Annual Review shall be
conducted at the end of August as follows.(1)1000 stocks are selected based on trading
value in the past 3 years and the market value on the selection base date (the end of
June) of the Annual Review, (2)Each stock is scored by 3-year average ROE, 3-year
cumulative operating profit and market value on the selection base date with the weights
on the each indicator 40%, 40%, 20% respectively, (3)400 stocks are selected by the
final ranking with the scores calculated 1in (2) and qualitative factors from the
perspectives of corporate governance and disclosure. In case of delisting of the
components due to a merger or bankruptcy etc, new stocks shall not be added in
principle. when the Annual Review is conducted, the number of components is back to 400,
therefore the index is calculated with less than 400 components until then.

Dividend : A portion of corporate profits paid out to shareholders.

Buyback : when a company uses its own cash to purchase its own outstanding shares; may

positively impact the share price.

Balance sheet : refers to the cash and cash equivalents part of the Current Assets on a
firms balance sheet and cash available for purchasing new position.
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correlation
other.

Statistical measure of how two sets of returns move in relation to each
correlation coefficients range from -1 to 1. A correlation of 1 means the two

subjects of analysis move in Tockstep with each other. A correlation of -1 means the two
subjects of analysis have moved in exactly the opposite direction.
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