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version of the article Japanese equities look cheap

Compared to underlying earnings, the TOPIX is now as oversold as it was previously
overbought at the top of the bubble at the start of 1990.

Figure 1: TOPIX index vs. Japanese large cap earnings
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Prospect of a weaker yen — exporters have the biggest gearing to the currency
There are a number of reasons to believe the recent yen weakness may be more than
just trading volatility: the emergence of an almost unheard of trade deficit, the BoJ’s
recent sea change in its monetary policy and the prospect of a stronger dollar. A break
from the relentless yen appreciation of the last 40 years would have a spectacular
impact on Japanese exporters’ profitability.
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The three-year double-bottom
is a powerful base formation
pattern

Sony has only managed an
average operating profit
margin of ¢1.5% since 2002

Sony’s operating margin
jumped from -4.2% to 7.7%

The yen lost 8% against the
dollar last month alone
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700 has proved to be a strong support line for the TOPIX

On 25 November last year, the Tokyo First Section opened at 704, only a shade above its
March 2009 closing low of 701. The last time the Japanese stock market had been so low
prior to this was in December 1983. Since last November however, Japanese stocks haven’t
looked back, rising almost 19%, with the vast majority of that move occurring over the last
five weeks. Chartists may not have noticed the three-year double-bottom — a powerful base
formation pattern — because everyone gave up looking at the Japanese stock market some
time ago.

Figure 2: Almost three years on, and 700 on TOPIX holds again
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The relentless rise of the yen has been squeezing profit margins

The yen has risen by c.30% each decade for the last 40 years

The country’s world-class exporting manufacturers have had to contend with a currency that
has risen by about 30% each decade for the last 40 years. Over the last decade alone, the
yen has gained another 40% over the dollar. That’s about 3.5% a year and is the main reason
why a firm like Sony, for example, has only managed an average operating profit margin of
around 1.5% since 2002.

1995-1998 respite: 25% decline in currency dramatically turned around margins

To get an idea of just how debilitating this currency water torture has been, you just need to
look at those brief periods of respite. Between 1995 and 1998, the yen experienced a rare
bout of weakness, falling from an average for the year of around 97 yen to the dollar to
about 128. That roughly 25% decline in the currency sent Sony’s operating margin
from -4.2% to 7.7%; a turnaround of almost 12 percentage points.

A break from the grinding currency appreciation would have a dramatic impact on profits
In short, give Japanese exporters a break from the relentless and grinding currency
appreciation, and the impact on profits would be spectacular. This is all very pertinent, since
the yen has dropped 8% vs. the dollar over the last month alone.
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Japan’s current account
surplus is near a 15-year low

The last significant period of
yen weakness coincided with a
low current account surplus

The BoJ has set a 1% inflation
target

US bank lending is finally on
the rise again

Once lending is expanding, no
artificial QE boost is needed

About half of US’s trade deficit
is comprised of energy imports

The US is sitting on gas
supplies equivalent to 40
years’ worth of current gas
consumption

The US can expect to
increasingly wean itself off
imported oil

A smaller US current account
deficit could boost the dollar
significantly
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The recent yen weakness: trading volatility or emergence of a trend?

There a number of reasons to believe the latter is a likely scenario:

An almost unheard of trade deficit has emerged

Since the Tsunami a year ago, which closed down a lot of Japan’s nuclear facilities and
forced oil imports up in their stead, Japan has been running an almost unheard of trade
deficit. This means that the current account surplus (Japan still repatriates net foreign
earnings when the capital account is included) has fallen from almost 5% of GDP in 2007, to
a near 15-year low of 2.1%.

Movements in the current account lead the currency by several months

In fact, the last significant period of yen weakness - 1995-98 - coincided with the current
account surplus falling as low as 1.4% of GDP and averaging 2.1%. Given that movements in
the current account lead the currency by several months, this suggests the outlook for the
yen is pretty weak, which could be potentially explosive for exporters’ earnings.

Sea change in monetary policy

Just last month, the Bank of Japan signalled a sea change in its monetary policy. After a mere
two decades of fiddling through the extended slump, the central bank has finally decided to
set an inflation target — of 1% “for the time being” — and to embark on Anglo Saxon-style QE
as its means of getting there.

US dollar strength

It’s not just yen weakness, but also US dollar strength that could drive the exchange rate in
the exporters’ favour. After five years of interest rate cuts followed by QE, US bank lending
is finally on the rise again.

This doesn’t mean that Fed Chairman Bernanke won’t do QE for a third time in the US as
expected, but it does mean that technically there is no need to do any more. QE is how a
central bank artificially boosts broad money supply to counteract the destruction of money
inherent in bank lending contraction. Once lending is expanding again, money is no longer
being destroyed and no artificial QE boost is needed. Without QE diluting the currency with
excess supplies of dollars, the downward pressure on the dollar that has persisted for the
last five years will cease.

There’s another reason why the US dollar could strengthen markedly. About half of the US's
trade deficit is comprised of energy imports.

Recent technological advances in horizontal drilling and hydraulic fracturing, generally
known as ‘fracking’, is releasing so much shale oil, and shale gas in particular that, according
to recent estimates, the US is sitting on shale gas supplies alone which are equivalent to 40
years of current gas consumption.

The US natural gas Henry Hub spot price has halved since June. Increasingly cheap and
plentiful gas now looks assured and that means the US can expect to increasingly wean itself
off imported oil. Gas is a substitute for other feedstock fuels like oil and coal, particularly in
electricity generation but also in transport.

Because the dollar is the main reserve currency, the rest of the world needs the US to run a
decent-sized current account deficit or there won’t be enough ‘excess’ dollars washing
around to fund global trade. A shortage, brought about by a smaller US reliance on imported
oil, will bid the price of remaining dollars up, potentially quite significantly.
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The Japan equity investment trust sector

The quickest and easiest way to gain diversified exposure to Japanese stocks is via funds.
There are currently eight funds in the Japan Equity investment trust sector. Two invest
mostly in larger capitalisation companies, while six have a smaller cap remit.

Larger cap funds play on a weak yen

Table 1: Japan equities investment trust sector — larger caps

Mkt cap Disc (-)/ GBP NAV total return
(%) Fund manager Focus Gearing
(Em) Prem (+) YTD 1yr 3yr Syr
General
JFJ JPMorgan Japanese Nicholas Weindling  Large caps 275 1 -12.7 5.0 -6.0 40.0 -24.0
SIG Schroder Japan Growth ~ Andrew Rose Large and mid caps 121 4 -11.5 12.1 1.3 58.6 -5.2
TSE 1° Section (TOPIX index) 8.0 4.3 34.0 4.6

Source: Morningstar as of 9 March 2012

JPMorgan Japanese — most likely to benefit from a weak yen

Big name exporting The best way to play yen weakness is through big name exporting manufacturers, as these

manufacturers have the companies have the biggest gearing to the currency. As illustrated by the Sony example

biggest gearing to the yen earlier, double-digit percentage changes in currency can lead to large, single-digit changes in
operating margins, which can translate into multiple moves in actual reported profits.

The only listed fund that invests mostly in Japanese large caps, and therefore is generally
most exposed to exporters, is JPMorgan Japanese (JFJ).

JF)’s underperformance should be put into context

JFJ has underperformed JF)’s performance has been rather disappointing when compared to the TOPIX index. Since
relative to the TOPIX index... the current manager, Nicholas Weindling, took over in November 2007, the fund has posted
a NAV total return of -1.3%, compared to a gain in the TOPIX index of 11.9% over the same
period.
...however, the TOPIX is not However, the comparison to the TOPIX index is not fair when considering that the TOPIX
'Lhe n:]OST akppropriate index reflects the performance of nearly 1,700 companies and that the JPMorgan fund has a
enchmar

large cap focus. Seven out of JF)’s top ten holdings are members of the TOPIX Core 30 Index
— the index made up of the TOPIX’s 30 largest constituents by market cap. Their weightings
in the fund are also significantly higher than in the broad TOPIX index (see Table 3 on next

page).
JFJ has outperformed the Relative to the TOPIX Core 30, which, in our view, is a more appropriate benchmark, the
mega caps fund has outperformed by a good margin: -1.3% vs. -10.9%.

Table 2: Comparative returns under current JF) manager (13/11/2007 — 9/03/2012)

GBP total return (%)
JPMorgan Japanese NAV -1.3
TOPIX Core 30 index -10.9
TOPIX 100 index 3.5
TOPIX index 11.9

Source: Morningstar, Bloomberg
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Table 3: JPMorgan Japanese top 10 holdings, 29 February 2012

. Topix Topix
Holding Sector Fund % .
index%  Core 30
1 Nippon Telegraph & Telephone Information & Communication 4.8 1.5 Yes
2 Canon Electric Appliances 3.9 2.0 Yes
3 Rakuten Services 3.8 0.0
4 Honda Motor Transportation Equipment 3.0 2.3 Yes
5 Mitsubishi UFJ Financial Banks 2.9 2.7 Yes
6 Konami Information & Communication 2.9 0.1
7 Nissan Motor Transportation Equipment 2.9 0.9 Yes
8 Mitsubishi Electric Wholesale Trade 2.8 1.2 Yes
9 Japan Tobacco Foods 2.7 1.0 Yes
10 Orix Other Financing Business 2.7 0.4
Total 32.4

Source: JPMorgan Japanese

Table 4: TOPIX Core 30 index members, 12 March 2012

Stock (%) JFJ top 10 holding
1 Toyota Motor Corp 10.9
2 Mitsubishi UFJ Financial Group Inc 7.7 Yes
3 Honda Motor Co Ltd 6.4 Yes
4 Canonlnc 57 Yes
5  Sumitomo Mitsui Financial Group Inc 5.1
6 Nippon Telegraph & Telephone Corp 4.3 Yes
7  Mizuho Financial Group Inc 4.2
8 FANUC Corp 3.7
9 Takeda Pharmaceutical Co Ltd 3.6
10 Mitsubishi Corp 3.5 Yes
11 Mitsui & Co Ltd 2.9
12 NTT DoCoMo Inc 2.8
13 Komatsu Ltd 2.8
14 Japan Tobacco Inc 2.8 Yes
15 Sony Corp 2.6
16 Softbank Corp 2.6
17 Nissan Motor Co Ltd 2.6 Yes
18 Mitsubishi Estate Co Ltd 2.5
19 Seven & | Holdings Co Ltd 2.4
20 EastJapan Railway Co 2.3
21 Shin-Etsu Chemical Co Ltd 2.1
22 Panasonic Corp 2.1
23 Tokio Marine Holdings Inc 2.1
24 Nomura Holdings Inc 2.0
25 KDDI Corp 2.0
26 Astellas Pharma Inc 2.0
27 Toshiba Corp 1.8
28 Nintendo Co Ltd 1.6
29 Nippon Steel Corp 1.6
30 Kansai Electric Power Co Inc 14

Source: Bloomberg
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Land prices have enormous
upside

Mitsubishi UFJ has a loan book
that is only 60% the size of its
customer deposits

It is estimated that stock
prices went up 20% as a direct
response of the first £200bn
QE in the UK
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Smaller companies funds play on a recovery in domestic demand

A well-functioning banking system is key to a recovery in domestic demand

Whilst a weak yen would give the export sector an almost unprecedented earnings boom,
the vast majority of the country is oppressed by another problem altogether; a bank system
that just will not function. However, there are signs that this may change, opening up the
prospect of a recovery in domestic demand.

Bank lending is picking up — if this gains traction, the upside could be substantial

Excitingly, bank lending is once more picking up, because the BoJ has been boosting bank
reserves again and this time (unlike the early 2000s when it didn’t work), Japanese banks no
longer need to concentrate on repairing their balance sheets. Bank lending is only 1.2%
higher than it was back in June, but the vast majority of that move has occurred in the last
two months alone. If this gains traction, we believe land prices have enormous upside. They
could double for example and yet still only be back at their 1981 price, way before the
bubble.

While European Banks are shrinking their balance sheets, Japanese banks need to
significantly expand theirs

Whereas European banks are being force-fed ECB emergency funding in the LTRO
programme because their loan books are too big to be fully funded by customer deposits,
Japanese banks are in the exact opposite position. Mitsubishi UFJ, Japan’s biggest bank, has
a loan book that is only 60% the size of its customer deposits. That means that to return to a
normal long-run position, where deposits and loans are roughly equal and where European
banks would have to shrink loan assets by several trillions of euros, MUFJ needs to expand
lending by two thirds. The economy-wide expansion of bank lending in 2005-08 totalled
¥33trn, which sent commercial land prices up by almost 50% and the stock market by an
even larger amount. The gap between MUFJ’s deposits and its loans is ¥54trn; and that’s just
one bank.

QE has a dramatic impact on asset prices, especially stocks

As we have seen since 2009, QE Western-style doesn’t just boost CPI - it has a dramatic
impact on asset prices, especially stocks. A Bank of England Working Paper estimates that
stock prices probably went up 20% as a direct response to the first £200bn of QE in the UK,
for example. Rising stock prices boost wealth, consumer confidence and the net asset values
of companies’ cross holdings of shares. Banking loan covenants also improve.

Table 5: Japan equities investment trust sector — smaller companies

Mkt cap Disc (-)/ GBP NAV total return
(%) Fund name Fund manager Focus Gearing
(Em) Prem (+) YTD 1yr 3yr Syr
AJG Atlantis Japan Growth Ed Merner Mid and smaller caps 72 29 -6.6 53 0.6 46.7 -28.6
BGFD Baillie Gifford Japan Sarah Whitley Mid and smaller caps 129 17 -6.6 5.6 -0.5 68.8 -6.0
BGS BG Shin Nippon John MacDougall Smaller companies 55 13 0.3 2.7 0.3 83.0 -14.5
FIV Fidelity Japanese Values Shinji Higaki Smaller companies 53 -5 -14.5 0.6 -5.4 50.3 -22.4
JPS JPMorgan Smaller Cos David Mitchinson, Smaller companies 56 -1 -15.1 -1.8 -8.7 24.7 -41.8
Nicholas Weindling

PJF Prospect Japan Curtis Freeze Smaller companies 52 -6 -12.6 11.1 10.2 93.2 -51.2

TOPIX Small Cap index 6.9 6.4 43.4 18.6

Source: Morningstar as of 9 March 2012
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Explanation of recommendations

Westhouse Securities Limited uses a three-tier system for its investment funds recommendations. Investors should carefully read the definitions of all ratings used in each
research report. In addition, since the research report contains more complete information concerning the analyst’s views, investors should carefully read the entire
research report and not infer its contents from the rating alone. In any case, ratings (or research) should not be used or relied upon as investment advice. An investor’s
decision to buy or sell a stock or investment fund should depend on individual circumstances (such as the investor’s existing holdings) and other considerations.
Investment funds ratings are explained as follows:

BUY: Total returns expected to be in excess of those from the fund’s benchmark
HOLD: Total returns expected to be in line with those from the fund’s benchmark
SELL: Total returns expected to be lower than those from the fund’s benchmark

Total return is defined as the movement in the share price over the medium- to long-term, and includes any dividends paid.

Distribution of Westhouse Securities Limited’s investment funds recommendations:

Westhouse Securities Limited must disclose in each research report the percentage of all investment funds rated by the member to which the member would assign a
“BUY”, “HOLD” or “SELL” rating, and also the proportion of relevant investments in each category issued by the issuers to which the firm supplied investment banking
services during the previous twelve months. The said ratings are updated on a quarterly basis. This recommendation system differs from the recommendation system
used on non-Investment Fund research.

Investment Funds recommendation breakdown: 31 December 2011

BUY HOLD SELL
Overall Investment Funds coverage 81.3% 0.0% 18.8%
Funds to which Westhouse has supplied investment banking services 100.00% 0.0% 0.0%

Source: Westhouse

Westhouse acts as a market maker or liquidity provider for JPMorgan Japanese, Schroder Japan Growth, Atlantis Japan Growth Fund, Baillie Gifford Japan Trust, Baillie
Gifford Shin Nippon, Fidelity Japanese Values and JPMorgan Japan Smaller Cos.

Unless otherwise stated, the author of this research is the first analyst listed on the front cover of this document. Analysts’ remuneration is based on a number of factors,
including the overall results of Westhouse Securities Limited, to which a contribution is made by investment banking activities. Analysts’ remuneration is not based on
expressing a specific view or recommendation on an issuer, security or industry.

This research is classified as being a "marketing communication" as defined by the FSA’s Handbook. This is principally because analysts at Westhouse Securities are involved in investment banking
activities and pitches for new business and consequently this research has not been prepared in accordance with legal requirements designed to promote the independence of investment research.
Therefore, the research is not subject to any prohibition on dealing ahead of the dissemination of investment research. Nevertheless, the Firm's Conflict of Interest Management Policy prohibits
dealing ahead of research, except in the normal course of market making and to satisfy unsolicited client orders. Please refer to www.westhousesecurities.com for a summary of our conflict of
interest management policy in relation to research. This includes organisational controls (departmental structure, a Chinese wall between corporate finance and other departments, etc), procedures
on the supervision and remuneration of analysts, a prohibition on analysts receiving inducements for favourable research, editorial controls and review procedures over research recommendations
and a prohibition on analysts undertaking personal account dealings in companies covered by them.

This document has been approved by Westhouse Securities Limited (‘Westhouse’) for communication to professional clients (as defined in the FSA Handbook) and to persons who, if they were
clients of Westhouse, would be professional clients. Any recommendations contained in this document are intended solely for such persons. This document is not intended for use by persons who
are retail clients of Westhouse or, who would if they were clients of Westhouse, be retail clients, who should consult their investment adviser before following any recommendations contained
herein. In any event this document should not be regarded by the person to whom it is communicated as a substitute by the recipient of the recipient’s own judgement and does not constitute
investment advice (as defined in the FSA Handbook) and is not a personal recommendation. This document is based on information obtained from sources which we believe to be reliable; however,
it is not guaranteed as to accuracy or completeness by Westhouse, and is not to be construed as a representation by Westhouse. Expressions of opinion herein are subject to change without notice.
This document is not and should not be construed as an offer or the solicitation of an offer to buy or sell any securities. Past performance is not necessarily a guide to future performance. The value
of the financial instruments referred to in this research may go down as well as up. Westhouse and its associated companies and/or their officers, directors and employees may from time to time
purchase, subscribe for, or add to or dispose of any shares or other securities (or interests) discussed herein. This document is not for distribution into the United States or any other jurisdiction
where the distribution would be against local law.

Westhouse Securities Limited is authorised and regulated by The Financial Services Authority (Registered Number 114265) and is a member of The London Stock Exchange. Westhouse is the trading
name of Westhouse Securities Limited. Registered Office: One Angel Court, London, EC2R 7HJ. Registered in England Number: 762818. The Financial Services Authority address is 25 The North
Colonnade, Canary Wharf, London E14 5HS
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