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Current market well supported by fundamentals

With the Nikkei Index breaching the 24,000 mark, its highest
level in 26 years', Japan appears to have put its “lost decade”
of growth well behind it. And with the 30,000-point level now
well within the Nikkei’s sights, maintaining an underweight
bias on Japanese equities may further adversely affect investor
portfolios in the years to come.

We believe Japan'’s current bull market is well supported by
corporate fundamentals, in particular, strong earnings growth.
In addition, Japan’s tightest labour market in decades is
boosting demand for labour-saving investments, which has
been a boon for firms in capital goods sectors. At the same
time, many companies are offering higher value-added
products and services, both domestically and overseas, while
continued corporate cost-cutting efforts are raising margins to
a record high level (Exhibit 1). These developments are also
contributing to a decoupling of Japanese corporate earnings
from currency fluctuations.

Exhibit 1: Tokyo Stock Exchange First Section Net profit margin
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Given the recent upward revision in global growth forecasts by
the IMF?, Japan is well positioned to benefit from a rise in
external demand fuelled by a strong global economy.
Reflecting increased growth momentum and the recently
approved tax reform in the US, the IMF now forecasts that
global GDP will grow 3.9% in both 2018 and 2019, an upward
revision for each of 0.2 percentage point. We believe US
companies will quickly move to increase capital expenditures
to take advantage of the tax reform’s provisions that allow

"as of 23 January 2018

immediate expensing of such investments. This will also
benefit Japanese companies that generate a large amount of
revenues overseas (Exhibit 2).

Exhibit 2: Major Japanese company revenue by region
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Source: JETRO (as of 31 July 2017), 176 companies

No material change expected in BOJ policies

Amid full employment in the US, the Federal Reserve has been
hiking interest rates. Meanwhile, in the eurozone, the
European Central Bank appears to be in the process of
normalizing its monetary policies. Investors are therefore
increasingly cautious about the policy outlook for the Bank of
Japan (BOJ). While we will have to see whether a new governor
is appointed or current governor Haruhiko Kuroda continues
to head the BOJ in April, we do not anticipate any material
change in central bank policies any time soon.

Japan is unique in the sense that there are political factors
affecting central bank decisions, the most important being the
scheduled increase in the consumption tax (from the current
8% to 10%) in October 2019. Also considering a history of what
has proved to be sub-optimal timing in its decisions to employ
monetary tightening, we think the BOJ will refrain from
making any significant moves until the government has
declared an “end to deflation”. This can be attributed to the
fact that the BOJ and the government have a policy accord in
order to overcome deflation and achieve sustainable
economic growth. While we are likely to see a sustained pickup

2 World Economic Outlook Update, January 2018 - Brighter
Prospects, Optimistic Markets, Challenges Ahead”
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in inflation, we do not anticipate it being fast enough to
compel the BOJ to change policy in the very near future.
Absent any material change in policy by the BOJ, we think past
data on correlation between the yield of the US 2-Year
Treasury note and the equity markets are a good indication of
where stocks could be headed (Exhibit 3). Historically,
Japanese equities are positively correlated with the 2-Year
Treasury yield, a plausible explanation for which is that Japan
always lags the US and the eurozone in hiking rates. We
therefore think it is highly likely the Japanese equity market
will for the time being benefit from the continued rise in
interest rates in the US.

Exhibit 3: Correlation coefficients between US 2-Year Treasury
Note Yields and stock indices
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Retail investors need to join the rally for Nikkei
Index to reach 30,000

Japanese companies’ recurring profits are expected to grow by
11.6%? in the fiscal year ending March 2018. The market
consensus also forecasts high-single-digit growth in profits in
the following year ending March 2019. We believe that the
30,000-level is theoretically achievable based on earnings
growth of 10% or more and price/earnings expansion of 10%
or more.

Up until now, the Japanese equity market rally has been driven
by overseas investors, corporates (i.e. share repurchases) and
the BOJ's ETF purchase program (worth about JPY 6 trillion per
year) (Exhibit 4). However, since the start of the “Abenomics”
rally in early 2013, Japanese retail investors have sold a net JPY
28 trillion in Japanese equities, making them by far the largest
seller among investor types. Retail investors will need to get
back into the market and participate in the rally for it to be
sustained.

® Source: Nikkei, as of 23 January 2018
* Source: Tokyo Stock Exchange “2016 Shareownership Survey”,
Shareholding at Market Value
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Exhibit 4: Cumulative net purchases and sales by investor type
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Total net trading value of stocks in Tokyo & Nagoya markets by investor type.

Retail Investors includes individuals and investment trusts.

For BOJ, annual target amount of its ETF purchase program is prorated by week and cumulated.

Signs of change for retail investors

Currently, retail investors collectively own 17.1%* of Japanese
companies and remain one of corporate Japan’s largest groups
of shareholders. However, these investors may nonetheless
have been subject to the effects of the Prospect Theory, which
suggests that “the pain of losses is greater than the joy of
gains.”® When we look at cumulative trading volume versus
the price level of the Nikkei Index since 1988, we can see that
much higher levels of trading took place when the index was
below 21,000 points (Exhibit 5). The much lower levels of
trading at its current price of well over 21,000 indicate that the
majority of the shares that had been held throughout the years
in order to avoid realized losses have since been disposed of as
the index moved toward its current higher level. We can
therefore expect retail investors to make more forward-looking
investment decisions in the years to come.

Exhibit 5: Nikkei Index and cumulative trading value
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* "Prospect Theory: An Analysis of Decision under Risk" (1979)
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A generation has passed since the Nikkei Index was last at the
24,000 level. Retail investors have therefore changed, with the
different experiences of younger investors resulting in them
adopting different approaches. For example, the large retail
investor inflow into robotics-themed funds over the past year®
suggests that many of these investors understand that
enhancing productivity is imperative for Japanese companies
in the long term given the decline in the working age
population (Exhibit 6).

Exhibit 6: GDP and labour force population

—
JPY trillions mn i
600 ——— s R?botlcs
e Real GDP (LHS) Big Data
500 === | abor force Population (RHS) 70 loT
- 65
400 Al
60 Fintech
300 —

200
50

100

45

0

40

1955 1965 1975 1985 1995 2005 2015

Source: Statistics Bureau, Ministry of Internal Affairs and Communications, Cabinet Office (as of
end-September 2017)

We therefore believe the massive amount of assets parked in
money reserve funds (JPY 13 trillion), which is currently at a
historical high, may finally begin to flow into different pockets
of growth in the equity market. We will also keep an eye on the
annual spring wage negotiations between large businesses
and labour unions this year, as they will impact retail investor
sentiment and behaviour.
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¢ Nikko Asset Management manages two robotics-themed funds
(Global and Japan). Total AUM amounted to approximately JPY 1
trillion as at end-December 2017.
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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
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
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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 and the Nikko AM NZ Wholesale
Investment 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
websitewww.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.

Kuwait: This document is not for general circulation to the publicin
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
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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.

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
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
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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.
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