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Mr. Yoshihisa Nakagawa, Senior Portfolio Manager of the GARP
Japanese Equity Portfolio will talk us through his thoughts on the market,
including his investment outlook for Japanese equity.
“Structural problems, but there’s a silver lining in the economic cycle”
The Japanese equity market has shown lackluster performance against
major global equity markets, and the only markets that have underperformed
Japan are southern European countries such as Spain and Greece. This is
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quite detrimental for Japan, as it means that foreign investors, who exert
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considerable influence on the Japanese market, are now not finding Japan
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attractive for investment.
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There are numerous reasons for this performance, such as the slow
Japanese economy, European fiscal deficit, the strong yen, a declining and
ageing population, a domestic budget deficit, unstable domestic politics,
geopolitical risk, and earnings dilution due to capital increases. However, when
discussing equity investment I believe we should separate cyclical issues from
structural issues.
For structural issues such as an ageing population and fiscal deficit, it
would be difficult to expect an effective solution in the short term. Due to the
nature of these issues, we might initially see a further deterioration in the near
future. This is in contrast to emerging countries, where we see few problems
arising from these factors. This structural difference may prevent the Japanese
equity market from outperforming the emerging markets in the long term.

Having said this, I think it is also integral to consider cyclical aspects of the
market for short to medium term investments. Many investors remain
pessimistic about the US and Japanese economies, and there are deep-rooted
concerns over a double-dip recession as US employment data is still yet to
recover and consumer spending is sluggish. However, I see a double-dip
recession as an unlikely scenario given expanded monetary easing by the US
FRB. Additionally, the US ISM Manufacturing Index, which is closely linked to
US GDP, has shown a stable recovery cycle of 20 – 26 months between each
economic trough. If we assume the cycle stays the same, the US economy is
likely to bottom out in the near future as the previous trough was December
2008.
Turning to Japan, even though the Industrial Production Index for Q4 2010 is
expected to decrease due partly to termination of government subsidies for
ecologically friendly car purchases, I believe that the Japanese economy will
be lifted by a US economic recovery in 2011 as well as expected growth in
emerging countries, especially China. In light of these factors, I think we are
currently seeing price momentum bottoming out.

“Strong Yen is the issue, but the earnings recovery is still in tact”
We expect year on year earnings growth for major Japanese companies
in FY 2010 at around 50% (excluding financial stocks). Despite the sharp
appreciation of yen, we still think this is achievable considering strong
earnings for the first half of FY 2010. In the second half of FY 2010,
Japanese companies have revised their expected exchange rate to JPY 80
per US dollar in response to recent rates. Despite this, however,
approximately 40% of them revised full-year corporate earnings upward on a
year-on-year basis, signaling a better than expected improvement in
corporate earnings.

“Risk is how emerging market economies handle the interest rate.”
One of the key risks I am conscious of is how emerging market countries
would handle an overheated economic situation. I see potential for asset
bubbles in some emerging markets, and in order to avoid this these countries
may need to raise interest rates. Many countries are afraid to do this
because it could lead to a stronger currency, slowing down export driven
growth.
I think a move toward higher interest rates in these countries would be
positive in the medium-term.

“The current situation is a good opportunity for us”
In summary, despite its long-term structural problems, we see potential
opportunities in a cyclical recovery in Japan. Historically, the equity market
has provided strong performance at the exit of a sluggish economy.
Therefore, my message for investors is that they should not overly focus on
structural issues. I believe economic policy coordination between Japan and
the US might change sentiment in the equity market.
It is also equally important to remember that an investment in Japanese
equity is an investment in companies, not the economy. Particularly in
export-related companies, there are some excellent investment opportunities
which are capturing business growth opportunities from emerging markets.
Through previous cycles these exporters lessened their sensitivity to the
strong yen by shifting manufacturing facilities outside Japan.
Tokio Marine Asset Management is a bottom up oriented investment
manager. For us, current weak sentiment in the Japanese equity market
resulting largely from structural concerns offers excellent investment
opportunities from a stock selection perspective.

The strategies referenced above are currently available only as discretionary
investment contracts with Tokio Marine Asset Management Co., Ltd. These are
offered only to professional investors as defined by the Financial Instruments and
Exchange Law. This is a translation of an equity market outlook issued in Japanese
by Tokio Marine Asset Management Co., Ltd.
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