FOR SOPHISTICATED
INVESTORS ONLY

August 2018

By Shigeru Aoyagi
Chief Portfolio Manager

UNCOVERING VALUE IN JAPANESE EQUITIES

Market Outlook
Global equity markets rallied throughout 2017 without any
major setbacks. With volatility at extreme lows, it could be said
that 2017 was an unusually fortunate year for market
participants in terms of risk and reward. While earnings have
plateaued following a long period of profit growth, many
Japanese companies have entered a new phase of investment
in anticipation of a variety of technological advances and
growth in demand expected from the 2020s onward.
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The market correction from February in the Japanese equity
market following a rise in interest rates is one example of
increasing risk factors driving volatility (See Exhibit 1).
However, the strong fundamentals supporting the Japanese
equity market show no signs of abating. Most recently, the
market saw the emergence of compounding risk factors such
as trade tensions and turmoil in emerging markets as risk
aversion grew among investors. The strategy’s benchmark, the
TOPIX (w/dividends), ended Q2 roughly flat, rising 1.05%,
however there was significant variation in performance across
sectors.

Exhibit 2: Volatility vs Return
High

It is our general investment view that the Japanese stock
market is underpinned by the country’s mature economic
foundation. It is highly cyclical and tends to exhibit repeating
patterns, for this reason we believe a consistent and thorough
application of a contrarian value-oriented investment
approach is most effective in delivering excess returns over the
medium to long term.

Globally, the market has been led by the IT and healthcare
sectors, however the performance of these sectors in Japan
overshot even this global trend. While Japan’s major
healthcare stocks increased almost 30% during the quarter,
major capital goods stocks declined almost 20%, creating a
disparity in sector performance comparable to the dot-com
bubble of 1999. Our analysis found a very strong negative
correlation between volatility and returns in the market during
this period amid a massive shift of investor flows into low-risk
stocks (See Exhibit 2). However, from experience, we believe
that the market will soon return to normalcy.

The Long View
As earnings have plateaued following a long period of profit
growth, we are unlikely to see many significant earnings
revisions in the near term. Nevertheless, we believe that at the
moment there are plenty of catalysts that could drive a
turnaround in stock prices. These include the recent significant
correction in the stock market on excessive pessimism over
trade tensions between the US, China, and the rest of the
world; attractive valuations seen in many names as a result of
the correction; and an improvement in shareholder returns
that is unlikely to be reversed. We believe the current market
offers us an ideal opportunity to invest in companies that are
likely to expand their market capitalization over the next five
years.
In early July, our investment team conducted a week-long
research trip to Shenzhen and Beijing—which are generally
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thought to be at risk from current trade tensions. We
concluded that there is a significant gap between market
concerns and reality. China’s management of its economy is
growing more stable as the government aims to achieve its
target of growth of around 6.5% by increasing the
sophistication and added value of its products and services.
Although the impact of deleveraging is being seen in some
areas, firms are eager to invest into innovation in areas
including 5G, electric vehicles, the Internet of Things and
healthcare. Meanwhile, private consumption is growing and
becoming more diversified thanks to the shift to electronic
payments as the de facto transaction standard. While it is true
that China has information controls in place, it has kept its
composure in its diplomatic relations with the US thus far and
refrained from engaging in arguments, issuing criticisms,
boycotting US goods, or other hostilities. Amid increasingly
tense relations with the US, China is also eager to maintain
close relationships with neighbouring countries to anchor its
position in the region.
Sino-Japanese relations are likely to stabilize in the coming
one to two years, beginning with a meeting between Japan
and China’s foreign ministers as well as Chinese premier Li
Keqiang’s visit to Japan and continuing with Japanese Prime
Minister Shinzo Abe’s visit to China in the fall and Chinese
President Xi Jinping’s visit to Japan scheduled for next year.
Although changes in China happen extremely quickly and we
must keep a careful watch of new developments, we plan to
reflect this information asymmetry between market
perceptions and reality in the management of our strategy in
order to secure good returns when a turnaround occurs.

Direction of Earnings and Strategy
Japanese corporate earnings are heading for a plateau
following six straight years of sustained profit growth starting
in FY2012. Companies face significant obstacles toward further
earnings growth given an increase in forward-looking
investments in growth fields and a need for more conservative
cost estimates amid rising raw material prices. However, such
cost factors were rapidly factored into stock prices during the
large-scale market correction beginning earlier in the year. In
addition, many Japanese stocks have declined as investors
excessively priced in concerns over a global economic
slowdown and systemic risks.
Looking at valuations and the direction of shareholder returns,
we believe this is an ideal opportunity to invest. Our top
priority in terms of investment themes is incorporating stocks
that will benefit over the long-term from new global
innovations and increased demand for materials and nextgeneration services from the 2020s and beyond. While
investors tend to anticipate overly idealised outcomes for such
developments, we maintain a realist approach that is further
supported by interviews with the management teams of firms.

Risk Factors
The biggest risk facing global markets at present is the
negative impact from protectionist trade measures, so we are
continuing to watch developments in this area. In particular,
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we will carefully monitor the impact on China’s growth targets
and the impact on the global economy if Trump is unable to
back down from his hard-line stance due to public pressure
following the mid-term elections.
Although we believe that the Japanese equity market will
continue moving upwards in 2018 and beyond, we expect
some periods of higher stress, as many of the factors that
helped bolster equities in 2017 may instead spur market
volatility going forward. For example, rising resource prices
initially provided support to the market by driving up inflation
expectations, but now we must consider the possibility that as
time goes on, resource prices may begin weighing on
corporate earnings and consumer spending. While our basic
market outlook remains bullish, we would still like to outline
these potential risk factors below.

Interest rates
Movements in long-term interest rates have been relatively
subdued overall despite the global economic upturn and a
shift to the normalization of non-traditional monetary policies,
thus we do not anticipate significant risks arising in this area
for the time being. At the same time, we must still closely
monitor rising interest rates in certain countries. In the US,
tighter monetary policy may have indicated that yields have
embarked on a long-term upswing. US markets have
historically seen a negative correlation between equities and
long-term interest rates, and with US equities rallying for over
eight years since hitting bottom in 2009, the stock market is
likely to become more sensitive to interest rate movements
going forward. As such, we plan to watch this situation
carefully.

Commodity prices
The worldwide electric vehicle (EV) boom is creating a sharp
rise in demand for commodities such as copper, nickel, cobalt
and lithium, all key components in EV motors and batteries.
Cobalt and lithium, in particular, are highly scarce: more than
half of the global supply of cobalt comes from south central
Africa, while high-purity, stable lithium can only be produced
through a limited number of methods. Natural gas is also
experiencing increased demand amid a growing need for
cleaner energy sources. Similarly, the supply side is facing
various constraints including environmental regulations, laws
limiting mining activity, and the impact of the sharp drop-off
in oil-related investment that occurred in 2015-2016. We
expect such structural factors to put additional upward
pressure on commodity prices.

Inflation
Inflation is one of the key risk factors to watch going forward.
In particular, we plan to pay careful attention to inflation
trends in China and some other emerging countries, where
inflationary signs are beginning to appear. At the same time, a
moderate level of inflation is expected in Japan as the country
nears the end of a long period of structural deflation, and a
growing number of factors are supporting such inflation
expectations. In addition to higher gasoline prices, the prices
of green vegetables and other fresh foods are surging as the
result of shrinking fishing hauls and poor weather conditions.
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Moreover, while wages for ‘non-regular’ (temp and part-time)
workers have been rising since 2017, many Japanese
companies have raised wages of regular employees earlier this
year as well. These factors are driving inflation expectations in
both supply and demand terms and will likely impact interest
rate trends and real estate valuations as well.

Important Information
This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.
This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any
way. The information and opinions in this document have been
derived from or reached from sources believed in good faith to be
reliable but have not been independently verified. Nikko AM makes
no guarantee, representation or warranty, express or implied, and
accepts no responsibility or liability for the accuracy or completeness
of this document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.
In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.
Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.
All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.
Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.
United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).
This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
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be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.
United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.
Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.
Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.
Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the
objectives, financial situation or needs of any individual and is not
intended to constitute personal advice, nor can it be relied upon as
such. This material is intended for, and can only be provided and
made available to, persons who are regarded as Wholesale Clients for
the purposes of section 761G of the Corporations Act 2001 (Cth) and
must not be made available or passed on to persons who are
regarded as Retail Clients for the purposes of this Act. If you are in any
doubt about any of the contents, you should obtain independent
professional advice.
New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme, Nikko AM NZ Wholesale
Investment Scheme and the Nikko AM KiwiSaver Scheme.
This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our website
www.nikkoam.co.nz).
Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.

3

UNCOVERING VALUE IN JAPANESE EQUITIES

Kuwait: This document is not for general circulation to the public in
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.
Kingdom of Saudi Arabia: This document is communicated by Nikko
Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as
amended) (FSMA) and the rules of the Financial Conduct Authority
(the FCA) in the United Kingdom (the FCA Rules). This document
should not be reproduced, redistributed, or sent directly or indirectly
to any other party or published in full or in part for any purpose
whatsoever without a prior written permission from Nikko AME.

involved in an investment in such Strategy, and (b) upon their specific
request.
The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
employees, agents or consultants in connection with the addressee's
consideration
thereof).
No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.

This document does not constitute investment advice or a personal
recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient. In providing a person with this
document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
promotion and that person will not therefore benefit from any
protections that would be available to such clients.
Nikko AME and its associates and/or its or their officers, directors or
employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may
provide or have provided corporate finance services to issuers or may
provide or have provided significant advice or investment services in
any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank
group and not available to Nikko AME because of regulations or
internal procedure is not reflected in this document. The investments
mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.
Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.
Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.
United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
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