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Our expectations in a nutshell

• We believe that Abe’s third
arrow benefits Japan’s
economy in a sustainable
way.

• Japanese equities enjoy
strong fundamentals and are
increasing their payouts.

• Despite the recent rally,
stocks have still potential,
but expect short-term
volatility.
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Equities

Japan’s self-help story has further to go – stocks

still attractive

While Japan’s problems are well known, doubts

persist over its reforms. But domestic economic data

is improving and companies are increasing payouts to

shareholders.

The tide has turned for Japanese equities and the region is
witnessing renewed investor interest. Japan has outperformed
developed and emerging markets by a significant margin since the
summer of 2016. With Europe’s populist threat ongoing and the
U.S. having a new president, Japan seems to be the political calm
spot in 2017. The Japanese yen (JPY) has depreciated more than
11% to 116 USD/JPY1 since the U.S. election and we expect it to
touch 120 by end of the year. Our case for Japanese companies
is further strengthened by our expectation of a noticeable earnings
recovery based on improving both foreign and domestic economic
conditions. The latter should benefit from resilient consumption,
supported by record employment figures and strong corporate
margins.

In this report, we identify factors supporting Japanese equities
despite the obvious demographic challenges and seemingly
ineffective monetary-policy response from the central bank. As
Lilian Haag, responsible for Japanese equities at Deutsche Asset
Management, puts it: “Japanese stocks benefit from a substantial
change in corporate governance with long-lasting effects on return
on equity and pay outs to shareholders. Yes, Japanese stocks have
rallied by more than a quarter since mid-2016, which increases
the risks of short-term corrections, especially in case of a risk-off-
induced yen rally. But it does not affect our positive strategic view.”

Japan’s homemade challenges

Shinzo Abe's three arrows to counter aging population

The unfavorable demographic profile is at the core of Japanese
economic woes, directly impacting the consumption pattern. The
Bank of Japan’s (BOJ’s) and the government’s concerted efforts
have had limited success in boosting consumption. An adverse
global environment and certain policy missteps (sales-tax increase)
only added to the challenges. Despite wide-held skepticism we
believe that there are clear signs of Shinzō Abe’s third arrow,
structural reforms, taking shape. The introduction of a taxpayer ID
system, the increase of the female employment rate as well as
agriculture reforms, easier immigration procedures and a strong
increase in tourism bear testimony to this.

The Japanese equity market started its recovery with the
introduction of Abe's reform agenda in 2013. The domestic

1 Source: Bloomberg Finance L.P., as of 1/12/17
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corporate sector is in excellent shape, as cash piles continue to
grow. Focus on corporate governance has improved shareholder
return and made companies more conscious about profitability
and return on equity (RoE). Renewed prospects of a further yen
depreciation after the unexpected U.S. election results add to the
optimism.

Stagnating economy

The recent recovery in private consumption indicators looks fragile.
Persistently low inflation expectations and the introduction of the
negative-interest-rate policy (NIRP) has only further encouraged
saving rather than consuming. This explains the tepid household-
spending growth despite recent improvement in the otherwise
sticky wage growth. Tourism has been a brighter spot in the
economy but remains too small to move the needle by much.

The first two of the three arrows of Abenomics have had limited
success in boosting domestic demand and increasing inflation
expectations. The BOJ’s 2% inflation target, first set in 2013, has
been ever elusive. Repeated postponements of the target, instead
of abandoning it, may have led to some loss of credibility for
the central bank. It remains to be seen if the recent shift in the
monetary-policy regime from “monetary-base targeting” to “yield-
curve control” can deliver the desired results. We doubt it.

The global economic situation and political happenings are to be
partially blamed for Japan’s woes on two counts: 1) Global trade
and exports have remained sluggish, with only slight improvements
visible in Asian trade recently. 2) The yen, a perceived safe haven,
in 2016 appreciated some 13% against the U.S. dollar until the
U.S. elections despite the BOJ’s massive JPY 80tn government-
bond purchase program. A stronger yen most visibly hurts export-
oriented businesses but it also subdues the inflation expectations.
Hence, sufficiently depreciating the JPY will always be at the center
of Japan’s monetary policy in our view.

However, the central bank seems to be getting some help from
the recent changes in the U.S. political landscape. President-elect
Mr. Donald Trump is expected to usher in massive infrastructure
spending, which could boost inflation. He has been critical of
the U.S. Federal Reserve’s (Fed’s) ultra-low policy rates, making
a strong case for more aggressive Fed rate hikes. U.S. 10-
year Treasury yields jumped up sharply since the election-result
announcement and now stand at 2.4%1, a level last seen in July
2015. Dirk Aufderheide, Chief Currency Strategist of Deutsche
Asset Management, explains: “The BOJ’s latest policy move to
maintain Japanese government-bond (JGB) yields near zero has led
to a widening yield spread, which we don’t expect to narrow in
the near term. While this means more cash is burnt to maintain
zero policy rates, it also puts a sustained downward pressure on
the yen.” Since the U.S. elections the yen has weakened by 12%1

against the dollar.
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Healthy corporate sector

Rising capital efficacy

The major factor boosting corporate-sector health is its huge
cash stockpile. The cash positions are at a record level, built
over the years of rising profit margins as commodities, essentially
oil, corrected downwards. It is important to note that sales
have remained flattish during this period. The rising profitability,
however, has not resulted in higher investments. This reluctance
to invest can be attributed to the uncertain domestic-demand
environment.

The implementation of the corporate-governance code in 2015
forced firms to improve capital efficiency. And the introduction of
the JPX-Nikkei Index 400 incentivized firms to increase dividend
payouts and share repurchases in an effort to report higher RoEs.

Net debt shrinking while cash distribution increasing

Source: Bloomberg Finance L.P., as of 1/12/17

We expect dividend payouts and buyback announcements to
increase further as 54% of the TOPIX companies sit on net cash.
Japan’s dividend-payout ratio pales in comparison to the U.S.
and Europe. The negative interest rates and lackluster domestic
environment should strengthen the case for higher allocations
towards payments to shareholders in the coming months.

Mergers and acquisitions (M&A) is another area witnessing
a rising allocation of capital. The new corporate-governance
code warrants an unraveling of Japan’s infamously complicated
cross-shareholding structure. In 2015, Japanese companies were
engaged in M&A worth JPY 16tn, the highest level in nine years
and a more than 75% increase year-over-year (yoy). Most of these
investments went outside Japan.

Earnings trend positive

Of course, a stronger yen remains a constant issue for export-
oriented companies. Overseas revenue accounts for almost 50%
of the Nikkei 225, resulting in a high correlation between equity
market and yen movement. Since 2004, the correlation between
Nikkei 225 and the USD/JPY development stands at 0.92. Recent
earnings revisions have not yet reflected the renewed weakness of
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the yen compared to the dollar. However, this relationship is not set
in stone as the longer-term graph below shows.

Japan's equities and USD/JPY don't always move in sync

Source: Bloomberg Finance L.P., as of 1/12/17

The recent earnings season supports our view. 54% of the TOPIX
companies have beaten consensus estimates by a wider range
than seen in the last few quarters. Earnings per share (EPS) rose
marginally by 0.4% yoy vs. a decline of 19.5% yoy in the first quarter
of 2016. The consensus expects double-digit EPS growth in the
coming quarter1.

Overweight Japanese equities

Japanese equities remain one of our favorite asset classes globally.
While they have been in correction mode for the first half of 2016,
owing to China’s growth concerns, a stronger yen and downwards
earning revisions, things have been improving since the third
quarter. We believe the tailwinds will continue in 2017, as China’s
growth is likely to remain stable and Japan’s earning revisions have
started to turn positive.

Earnings forecasts have yet to follow the yen-weakness

Source: Thomson Reuters Datastream, Deutsche Asset Management Investment GmbH; as of
1/12/17

The U.S. election outcome has been a game changer, accelerating
the reflation trend and strengthening the dollar. Prospects of pro-
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growth policies in the U.S. have substantially bucked up Fed rate-
hike expectations. The yield spread between 10-year U.S. Treasuries
and JGBs has widened to a multi-year high, putting downward
pressure on the currency.

Domestic drivers such as the Government Pension Investment
Fund (GPIF) buying and BOJ’s ETF purchases should continue to
support markets. The valuation is still interesting and we see scope
for further expansion. In the last few years, Japan has closed
the productivity gap with the developed world but the valuation
multiples have yet to catch up. Nonetheless, stock picking is
essential to maximize the return in Japanese equities as the broad
macro environment remains difficult. Over the next 3 to 9 months
our preferred themes are:

• Domestic names with visible growth potential, related to
consumption and/or services

• Selected export companies with high global market shares and
secular growth perspectives

• Companies with already improved / potential to improve
shareholder policies.
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Glossary

Abenomics

Abenomics is a growth-oriented economic policy conducted by the
Japanese government under Shinzō Abe.

Bank of Japan (BOJ)

The Bank of Japan (BOJ) is the central bank of Japan.

Corporate governance

The methods by which corporations are run and controlled

Earnings per share (EPS)

Earnings per share (EPS) is calculated as a companies’ net income
minus dividends of preferred stock, all divided by the total number
of shares outstanding.

Government Pension Investment Fund (GPIF)

The Government Pension Investment Fund (GPIF) is the pension
fund for Japanese public sector employees established by the
Japanese government, which is the largest fund in the world.

JPX-Nikkei Index 400

The JPX-Nikkei Index 400 was established in January 2014 and is
composed of 400 companies that a) are amongst the 1000 highest
capitalised companies in Japan, b) have the best rankings for Return
on Equity, operating profit and market value and c) have the best
scores for corporate governance and disclosure.

JPX-Nikkei Index 400

The JPX-Nikkei Index 400 was established in January 2014 and is
composed of 400 companies that a) are amongst the 1000 highest
capitalised companies in Japan, b) have the best rankings for Return
on Equity, operating profit and market value and c) have the best
scores for corporate governance and disclosure.

Mergers and acquisitions (M&A)

Mergers and acquisitions (M&A) are the two key methods of
corporate consolidation. A merger is a combination of two
companies to form a new company, while an acquisition is the
purchase of one company by another in which no new company
is formed.

Nikkei 225

The Nikkei 225 is a price-weighted index of Japan's 225 most
important listed companies.

Return on equity (ROE)

The Return on equity (ROE) is the amount of net income returned
as a percentage of shareholders‘ equity.
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TOPIX

The TOPIX (Tokyo Stock Price Index) captures all companies (almost
2000) of the First Section of the Tokyo Stock Exchange.

U.S. Federal Reserve (Fed)

The U.S. Federal Reserve, often referred to as "the Fed", is the
central bank of the United States.
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Risk warning

Investments are subject to investment risk, including market
fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can
fall as well as rise and you might not get back the amount originally
invested at any point in time.

Investments in Foreign Countries – Such investments may be in
countries that prove to be politically or economically unstable.
Furthermore, in the case of investments in foreign securities or
other assets, any fluctuations in currency exchange rates will
affect the value of the investments and any restrictions imposed
to prevent capital flight may make it difficult or impossible
to exchange or repatriate foreign currency. Foreign Exchange/
Currency – Such transactions involve multiple risks, including
currency risk and settlement risk. Economic or financial instability,
lack of timely or reliable financial information or unfavorable
political or legal developments may substantially and permanently
alter the conditions, terms, marketability or price of a foreign
currency. Profits and losses in transactions in foreign exchange
will also be affected by fluctuations in currency where there is a
need to convert the product’s denomination(s) to another currency.
Time zone differences may cause several hours to elapse between
a payment being made in one currency and an offsetting payment
in another currency. Relevant movements in currencies during
the settlement period may seriously erode potential profits or
significantly increase any losses.

High Yield Fixed Income Securities – Investing in high yield bonds,
which tend to be more volatile than investment grade fixed income
securities, is speculative. These bonds are affected by interest rate
changes and the creditworthiness of the issuers, and investing in
high yield bonds poses additional credit risk, as well as greater risk
of default.

Hedge Funds – An investment in hedge funds is speculative
and involves a high degree of risk, and is suitable only for
“Qualified Purchasers” as defined by the US Investment Company
Act of 1940 and “Accredited Investors” as defined in Regulation
D of the 1933 Securities Act. No assurance can be given that
a hedge fund’s investment objective will be achieved, or that
investors will receive a return of all or part of their investment.
Commodities – The risk of loss in trading commodities can
be substantial. The price of commodities (e.g., raw industrial
materials such as gold, copper and aluminium) may be subject
to substantial fluctuations over short periods of time and
may be affected by unpredicted international monetary and
political policies. Additionally, valuations of commodities may be
susceptible to such adverse global economic, political or regulatory
developments. Prospective investors must independently assess
the appropriateness of an investment in commodities in light
of their own financial condition and objectives. Not all affiliates
or subsidiaries of Deutsche Bank Group offer commodities or
commodities-related products and services.
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Investment in private equity funds is speculative and involves
significant risks including illiquidity, heightened potential for loss
and lack of transparency. The environment for private equity
investments is increasingly volatile and competitive, and an investor
should only invest in the fund if the investor can withstand a total
loss. In light of the fact that there are restrictions on withdrawals,
transfers and redemptions, and the Funds are not registered under
the securities laws of any jurisdictions, an investment in the funds
will be illiquid. Investors should be prepared to bear the financial
risks of their investments for an indefinite period of time.

Investment in real estate may be or become nonperforming after
acquisition for a wide variety of reasons. Nonperforming real estate
investment may require substantial workout negotiations and/ or
restructuring. Environmental liabilities may pose a risk such that
the owner or operator of real property may become liable for the
costs of removal or remediation of certain hazardous substances
released on, about, under, or in its property. Additionally, to the
extent real estate investments are made in foreign countries, such
countries may prove to be politically or economically unstable.
Finally, exposure to fluctuations in currency exchange rates may
affect the value of a real estate investment.

Structured solutions are not suitable for all investors due to potential
illiquidity, optionality, time to redemption, and the payoff profile of
the strategy. We or our affiliates or persons associated with us or
such affiliates may: maintain a long or short position in securities
referred to herein, or in related futures or options, purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation. Calculations
of returns on the instruments may be linked to a referenced
index or interest rate. In such cases, the investments may not be
suitable for persons unfamiliar with such index or interest rates, or
unwilling or unable to bear the risks associated with the transaction.
Products denominated in a currency, other than the investor’s home
currency, will be subject to changes in exchange rates, which may
have an adverse effect on the value, price or income return of the
products. These products may not be readily realizable investments
and are not traded on any regulated market.

Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO”)) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
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a “prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA“), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

Deutsche Asset Management is the brand name of the Asset
Management division of the Deutsche Bank Group. The respective
legal entities offering products or services under the Deutsche
Asset Management brand are specified in the respective contracts,
sales materials and other product information documents.
Deutsche Asset Management, through Deutsche Bank AG, its
affiliated companies and its officers and employees (collectively
“Deutsche Bank”) are communicating this document in good faith
and on the following basis.

This document has been prepared without consideration of
the investment needs, objectives or financial circumstances of
any investor. Before making an investment decision, investors
need to consider, with or without the assistance of an
investment adviser, whether the investments and strategies
described or provided by Deutsche Bank, are appropriate, in
light of their particular investment needs, objectives and financial
circumstances. Furthermore, this document is for information/
discussion purposes only and does not constitute an offer,
recommendation or solicitation to conclude a transaction and
should not be treated as giving investment advice. Deutsche Bank
does not give tax or legal advice. Investors should seek advice
from their own tax experts and lawyers, in considering investments
and strategies suggested by Deutsche Bank. Investments with
Deutsche Bank are not guaranteed, unless specified.

Investments are subject to various risks, including market
fluctuations, regulatory change, possible delays in repayment and
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loss of income and principal invested. The value of investments
can fall as well as rise and you might not get back the amount
originally invested at any point in time. Furthermore, substantial
fluctuations of the value of the investment are possible even
over short periods of time. The terms of any investment will
be exclusively subject to the detailed provisions, including risk
considerations, contained in the offering documents. When making
an investment decision, you should rely on the final documentation
relating to the transaction and not the summary contained herein.
Past performance is no guarantee of current or future performance.
Nothing contained herein shall constitute any representation or
warranty as to future performance. Although the information herein
has been obtained from sources believed to be reliable, we do
not guarantee its accuracy, completeness or fairness. Opinions and
estimates may be changed without notice and involve a number
of assumptions which may not prove valid. We or our affiliates or
persons associated with us or such affiliates (“Associated Persons”)
may (i) maintain a long or short position in securities referred to
herein, or in related futures or options, and (ii) purchase or sell,
make a market in, or engage in any other transaction involving such
securities, and earn brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank and is not investment
research. Therefore, laws and regulations relating to investment
research do not apply to it. Any opinions expressed herein
may differ from the opinions expressed by other Deutsche Bank
departments including research departments. This document may
contain forward looking statements. Forward looking statements
include, but are not limited to assumptions, estimates, projections,
opinions, models and hypothetical performance analysis. The
forward looking statements expressed constitute the author’s
judgment as of the date of this material. Forward looking
statements involve significant elements of subjective judgments
and analyses and changes thereto and/or consideration of different
or additional factors could have a material impact on the results
indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without our
written authority. The manner of circulation and distribution of
this document may be restricted by law or regulation in certain
countries, including the United States. This document is not
directed to, or intended for distribution to or use by, any person
or entity who is a citizen or resident of or located in any locality,
state, country or other jurisdiction, including the United States,
where such distribution, publication, availability or use would be
contrary to law or regulation or which would subject Deutsche
Bank to any registration or licensing requirement within such
jurisdiction not currently met within such jurisdiction. Persons into
whose possession this document may come are required to inform
themselves of, and to observe, such restrictions. Unless notified
to the contrary in a particular case, investment instruments are
not insured by the Federal Deposit Insurance Corporation (”FDIC“)
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or any other governmental entity, and are not guaranteed by or
obligations of Deutsche Bank AG or its affiliates.

© 2017 Deutsche Asset Management Investment GmbH
Publisher: Deutsche Asset Management Investment GmbH,
Mainzer Landstraße 11-17, 60329 Frankfurt am Main, Germany
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