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JAPAN CONTINUES TO RAISE THE
EARNINGS BAR

Jeremy Schwartz — Global Chief Investment officer
04/01/2014

In 2013, 3Japanese markets Tled the global markets and had their best showing since
Japan’s equity bubble burst in 1990. Much of the optimism for Japan’s stock market stems
from “Abenomics” policies, which are all aimed at one thing: promoting economic growth
in Japan and ending the Tong-standing deflationary regime that has characterized Japan’s
economy and financial markets for the Tlast decade. I would say the first and second
arrows of Abenomics, aggressive monetary and fiscal expansion, have been right on the
mark. But can the positive momentum seen in equity prices in 2013 continue into 20147
There are many skeptics of the progress Prime Minister Abe has made on his third arrow—
the “growth strategy” of structural reform to the economy and 3Japan’s markets has
Tanguished in early 2014. while the structural reform will take longer to implement than
the first two arrows, I believe investors should take Abe’s word that he is committed to
Abenomics and that important changes are in the works. Also, I believe the first two
arrows have provided some time for structural reforms to be implemented, because we have
already begun to see the start of a “virtuous economic cycle” in the form of higher
earnings that 1is supporting companies raising wages for the first time in many years.
Higher wages can then, in turn, support more consumption and better profits, keeping a
positive feedback Toop. continued Separation from Regional Markets Jonathan

Garner! and his team recently highlighted in a research piece that “Japan is the only

regional market where current fiscal year consensus expectations have been raised since
the end of Tast earnings season (November 2013), 1in contrast with the US, Europe and
Emerging Markets.” Mr. Garner and his team were also kind enough to share the chart
below, which plots consensus earnings trends over the past year for different regional
markets. Consensus earnings estimates are the average of all the current estimates made
available by analysts. Typically, consensus earnings estimates are raised when companies
are either increasing profitability or providing positive guidance for future earnings,
and Towered 1in the opposite case. Figure 1: Consensus Earnings Trend
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Source: Morgan Stanley Research (01/01/13-01/31/14). Values rebased to 100 from Jan 2013, Past performanca is not
indicative of futere results. You cannot invest directly in an indes.

For definitions of terms
in the chart, please visit our Glossary. e+ Japan Leads Regional Markets - Based on
record government stimulus and yen weakness, it 1is not surprising that the earnings
trend for Japan has been the Tlargest of the above regional markets. what I find most
impressive is the fact that the consensus earnings trend continued to rise for Japan
even though other regional market earnings were revised downward by about 10% for Europe
and 15% for the emerging markets. e Earnings Have Driven Price-to-Earnings (P/E) Ratio
Lower - Japan’s earnings improvement has been so dramatic that the trailing price-to-

earnings ratio has actually improved, even after a gain of over 40% for equity markets.?
The only other regional market to see an improvement in its price-to-earnings ratio over
the period were the emerging markets, and unfortunately the change was driven by Tower

prices instead of higher earnings.3 Figure 2: Analysis on Profits, Prices and P/E

TOPIX MSCI EAFE S&P 500 MSCI EUROPE
Profit Increase B0 8% 11.2% 13.1% 1.7%
Price Increase 54 4% 23.3% 31.9% 18.7%
PJE Start (11/30/12) 15.0x 13.0x 13.6x 12.2x
PJ/E End (3/12/14) 14.4x 14.4x 15.9% 14.2x
Expansion in P/E -3.9% 10.9% 16.6% 16.8%

Source: Bloomberg. Period from Shinzo Abe Election to Current (11/30012—3M12/14). Past performance is not indicative of
Rat‘i os future results. You cannol invest directly in an index. For
definitPerioions of terms in the chart, please visit our Glossary. Can Earnings
Trend Continue? When one looks at similar estimated P/E ratios for Europe and Japan (as
measured by the TOPIX) and Tower valuations than the United States, the question
becomes, which region has better prospects for earnings growth going forward? In a Japan
strategist roundtable in February, I shared the views of Jesper Koll, Director of Japan
Equity Research at J.P.Morgan Japan, who has an above-consensus outlook on earnings
based on potential margin expansions, which you can read more about here. His base case
is that margins get past their levels of prior to the financial crisis and head towards
5.4%. I tend to agree with him that Japan has more room than most for margin expansion,
whereas many are expecting U.S. margins to face pressure in the future. I disagree with
that forecast, but it 1is worth pointing out that Japan faces a better situation on the
margin front and thus, I think, has more room for potential earnings growth. The weaker
yen has helped start the economic engine, but I feel we are still in the early innings
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of Japan’s transformation. A more positive virtuous cycle has been kick-started with the
weakening of the yen and signs of inflation instead of deflation in price Tevels. I
expect some positive wage developments to occur over the coming years-which can support

the earnings momentum that we have seen above. 1jonathan Garner is a Managing Director
and chief Asian and Emerging Markets Equity Strategist at Morgan Stanley 2Source:

Bloomberg; refers to the TOPIX from 01/01/13 to 01/31/14. 3source: Bloomberg; refers to
the MSCI Emerging Markets Index from 01/01/13 to 01/31/14.

Important Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation
or political or economic uncertainty. Investments focused in 3Japan are increasing the
impact of events and developments associated with the region, which can adversely affect
performance. Investments in currency involve additional special risks, such as credit
risk and interest rate fluctuations. ALPS Distributors, Inc., 1is not affiliated with
J.P. Morgan or Morgan Stanley

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

Deflation : The opposite of inflation, characterized by falling price levels.
First arrow policies : This refers to the component of Abenomics policy that is
focused upon what the Bank of Japan can do from a monetary policy standpoint to attempt
to stimulate growth.

Second arrow policies : This refers to the component of Abenomics policy that is
focused upon spending that the Japanese government can undertake from a fiscal
standpoint to attempt to stimulate growth.

Third arrow policies : The part of Japan’s Abenomics process of reform that is focused
on structural changes intended to promote economic growth.

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.

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.

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.
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