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After US equities, Japanese equities are the second Tlargest country weighting 1in the
MSCI Wworld Index, at close to 9% as of the end of October 2017. As such, 3Japan is an
important allocation for many investors. However, the country has unique economic and
equity market attributes, and therefore 1it’s paramount that investors find an
appropriate investment solution. Some of the more common Japanese indices include:

e The wWisdomTree Japan Equity Index, which has an export tilt
e The MSCI Japan Index which covers large and mid-cap companies
e The IPX Nikkei 400 that has a focus on corporate governance

The chart below shows how these indices have performed over the past year.

Chart 1: Exporters have outperformed broad Japan indices in the one year to
September 2017
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Sources: WisdomTree, Bloomberg. Past performance is not indicative of future results. Please note that you cannot

invest directly in an index.

Abenomics and structural reforms are driving Japan’s self-sustaining domestic
demand-led up-cycle

For many years investors shied away from Japanese equities because of Tong-term
structural weakness in the economy, deflationary pressures, weak GDP growth and a
Tacklustre approach to corporate governance. The election of Shinzo Abe at the end of
2012 created a new dynamic of monetary easing, fiscal stimulus and structural reforms.
Abenomics has been at the heart of the investment thesis for Japanese equities and the
recent election results seal Abe’s hold on power in the medium term.

Structural reform remains one of the key pillars to change. Recent improvements are
positive, including dramatic shifts in monetary policy, to negative rates, and a target
of a zero percent yield for 10-year government bonds. The most recent April-June 2017
GDP report suggests that the Japanese economy has entered a sweet spot, with growth
accelerating and broadening into all components of domestic demand. The report confirms
our view that Japan has entered a self-sustaining domestic demand-led up-cycle.

Positive trends in employment, wages and capital expenditure

Japan’s economy continues to respond positively to structural reform and change. For
example, wage and income dynamics have experienced an upturn, with the absolute level of
workers’ compensation rising by 2.6% in April-June. This has pushed absolute
compensation to levels not seen for over 17 years, back in 1998/1999. More importantly
this up-trend is structural, not cyclical. At the same time, Japan’s demographics,
including a shortage of labour, are forcing a structural shift from part-time to full-
time employment and placing steady upward pressure on wages and income. We expect this
structural improvement in employment quality to create a strong foundation for rising
household spending.

Private sector capital expenditure recently registered its eighth-consecutive growth
quarter. Meanwhile, companies are benefiting from record-low interest rates and record-
high cash balances which will strengthen their ability to raise investment. In our view,
Japan’s business investment cycle has further to run and the visibility of the capital
expenditure cycle suggests it is poised to become a key leading indicator of the
underlying strength of the economy. This leads us to believe that Japan’s capital goods
sector 1is poised for both domestic- and export-led growth.

Low valuations, strong earnings growth and a weaker Yen

we believe that positive earnings momentum predicated on a pickup in top-Tine sales
growth and a weaker currency can deliver substantial earnings growth in the coming year
(as shown in chart 2 below). The broad equity market, as represented by TOPIX, is
trading at the lower end of its valuation range in terms of both historic and
prospective PE ratios. In the current fiscal year, to March 2018, we expect earnings
growth of approximately 25%, based on sales growth of close to 4% and an exchange rate
of around Y115.

Chart 2: How a weaker Yen may strengthen profit growth
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Sources: WisdomTree, Bloomberg.

At the heart of the Japanese equity story is the performance of the Yen. In early Q4
2016, having Tanguished at Tevels close to Y100 vs the uUSs Dollar, the rapid appreciation
of the dollar in a post-election environment saw the exchange rate weaken to over Y118.
The strength of the dollar then unwound over the course of the year, with the Yen
dipping below Y110. However, following Abe’s recent strength in the elections the Yen
has fallen to around Y115 (see Chart 3 below).

Chart 3: A weaker Yen as desired by the Bank of Japan
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Sources: wisdomTree, Bloomberg. Past performance is not indicative of future results.

The main impact of the weaker Yen, which is a core part of the Bank of Japan's policy
aims, is to reinvigorate inflation through higher import prices. This should help to
stimulate demand, and provide a boost to exporters and overseas sales and profits.

whilst domestic recovery is a long-term aim, we believe a weaker Yen will have a more
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meaningful and direct impact on export-oriented companies. This has been quick to reveal
itself in the outperformance of the export-tilted wisdomTree Japan Equity Index compared
to other Japanese equity benchmarks such as the MSCI Japan Index or the JPX Nikkei 400,
which are all measured with a US Dollar hedge.

over time it is also evident that the wisdomTree Japan Equity Index is typically more
sensitive to movements in the exchange rate. The chart of rolling one month returns
highlights how wisdomTree's focus on exporters generates outperformance as the Yen
weakens (see Chart 4).

Chart 4: wisdomTree Japan US Dollar Hedge Index is more sensitive to US Dollar
Yen moves
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Sources: WisdomTree, Bloomberg. Past performance is not indicative of future results. Please note that you cannot

invest directly in an index.
Export sectors as a source of alpha

our unique export-oriented index focuses on dividend-paying stocks and requires
companies to generate at least 20% of their revenue overseas. This provides investors
with a differentiated sector and company composition. Our methodology tends to produce
an index that has substantial deviations in sector weights compared to benchmarks such
as the MSCI Japan. These sector over and underweights can deliver significant
contributions to performance, as shown in the table below.

The current Targest overweight sector within our index is Consumer Discretionary with a
weight close to 24.4%. This is 4.0% overweight relative to the MSCI Japan Index,
although this has had a negative impact on performance in the 12 months to November
2017. Industrials, where our index is overweight by almost 2.0% compared to the MSCI
Japan, has delivered over half the outperformance of the past year. The main areas where
our index is substantially underweight are the domestically-oriented Telecommunications
Services, Energy, Utilities and Real Estate sectors. On a combined basis, our index is
around 11.5% points underweight relative to the MSCI Japan, and this has delivered a
2.84% outperformance over the past year (see table below). The wisdomTree Japan Equity
Index also outperformed the JPX Nikkei 400 Index, which has a focus on quality factors
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such as return on equity and operating profits, as well as corporate governance
measures.

Sector weighting comparison and how export sectors drive outperformance

Performance
Sector weighting comparison attribution:
(¢3) WisdomTree Japan
VS..
. JPX . .
T — W1ii:1;:ee Ni kkei Nzﬁif1
P 400
consumer 24.38 17.19 20.13 -1.69 -1.27
Discretionary
Industrials 22.12 22.27 20.29 1.14 1.45
Financials 13.60 13.95 13.25 0.35 0.24
tnformation 13.11 11.19 11.53 0.06 -0.27
Technology
Materials 9.22 7.09 6.30 -0.03 0.13
Health care 8.37 8.11 7.31 0.17 0.00
Consumer Staples 6.76 8.83 7.62 -0.27 -0.57
Telecommunication 0.83 5.11 5.62 1.15 1.07
Services
Energy 0.31 0.38 0.87 0.09 0.03
Utilities 0.07 1.43 1.94 0.51 0.47
Real Estate 0.00 3.94 4.28 0.72 1.27

Sources: WisdomTree, Bloomberg. Sector data as of 7 November 2017. Attribution data from 31 October 2016 to 7
November 2017. All indices are hedged for the US Dollar. Past performance is not indicative of future results.

Please note that you cannot invest directly in an index.

summary

wWe believe investors should consider the wisdomTree Japan Equity Index when allocating
towards Japanese equities. With a focus on export-oriented stocks, the index is well
placed to capitalise from the weakening Yen, the key to the performance of the Japanese
economy. Historically, when the Yen weakens, our 1index has outperformed other Japan-
related exposures such as the MSCI Japan Index and the JPX Nikkei 400 Index due to 1its
greater sensitivity to a declining Yen. The WwisdomTree Japan Equity UCITS ETF is
available in a number of currency-hedged share classes reflecting the fact that whilst
Japanese equities may be attractive, total returns can easily be eroded by a weakening
currency.

You may also be interested in reading..

+ Japan is leading dividend growth in international markets

+ Japan Inc delivers—25% earnings growth possible in fiscal year ending March 2018
+ The coming BoJ pivot to banks

+ Stable politics—Dynamic economy—Japan Premium
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https://wisdomtree.eu/~/link.aspx?_id=78367960393F472DAFECD2D31AEA9B65&_z=z
https://wisdomtree.eu/~/link.aspx?_id=1CD1E0792C78487BA478CE4979D6C7DF&_z=z
https://wisdomtree.eu/~/link.aspx?_id=09493028C79C4DB681C05672F2900BD6&_z=z
https://wisdomtree.eu/~/link.aspx?_id=02811F653CED4448BF0718882391888D&_z=z
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+ Politics re-invented: Abe-Koike rivalry to bring supply-side reforms

+ "Koikenomics" to re-energise "Abenomics"

Related products:

+ WisdomTree Japan Equity UCITS ETF - USD Hedged (DXJ1)

+ WisdomTree Japan Equity UCITS ETF - USD Hedged Acc (DXJA
+ WisdomTree Japan Equity UCITS ETF - CHF Hedged Acc (DXJD)
+ WisdomTree Japan Equity UCITS ETF - EUR Hedged Acc (DXJF
+ WisdomTree Japan Equity UCITS ETF - GBP Hedged (DXJP)

+ WisdomTree Japan Equity UCITS ETF - JPY Acc (DXJZ

View the online version of this article here.
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Important Information

Marketing communications issued in the European Economic Area (“EEA”): This
document has been issued and approved by WisdomTree Ireland Limited, which is authorised
and regulated by the Central Bank of Ireland.

Marketing communications dssued in jurisdictions outside of the EEA: This
document has been qissued and approved by WisdomTree UK Limited, which 1is authorised and
regulated by the uUnited Kingdom Financial Conduct Authority.

wisdomTree 1Ireland Limited and WwisdomTree UK Limited are each referred to as
“WisdomTree” (as applicable). our conflicts of Interest Policy and Inventory are
available on request.

For professional clients only. The information contained in this document is for
your general information only and 1is neither an offer for sale nor a
solicitation of an offer to buy securities or shares. This document should not
be used as the basis for any investment decision. Investments may go up or down
in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should
be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice.

The application of regulations and tax 1laws can often lead to a number of
different interpretations. Any views or opinions expressed in this communication
represent the views of wisdomTree and should not be construed as regulatory, tax
or Tlegal advice. WisdomTree makes no warranty or representation as to the
accuracy of any of the views or opinions expressed in this communication. Any
decision to invest should be based on the information contained 1in the
appropriate prospectus and after seeking independent investment, tax and Tlegal
advice.

This document is not, and under no circumstances is to be construed as, an advertisement
or any other step in furtherance of a public offering of shares or securities in the
United States or any province or territory thereof. Neither this document nor any copy
hereof should be taken, transmitted or distributed (directly or 1indirectly) into the
United States.

Although wisdomTree endeavours to ensure the accuracy of the content 1in this document,
wisdomTree does not warrant or guarantee its accuracy or correctness. Where wisdomTree
has expressed its own opinions related to product or market activity, these views may
change. Neither wisdomTree, nor any affiliate, nor any of their respective officers,
directors, partners, or employees accepts any liability whatsoever for any direct or
consequential Toss arising from any use of this document or its contents.
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