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Snapshot

As much as we would prefer to discuss market fundamentals
over the trials and tribulations of the current US
Administration, it has been largely unavoidable in this first
quarter of 2018. For many US equities investors, the nadir of
their relationship with President Trump came at the end of
2017. For us, this marked the end of a primarily inward looking
Trump administration that had tried its hand at domestic
policy issues such as immigration and healthcare (mostly
unsuccessful) and a substantial loosening of fiscal policy
through business and personal tax cuts (most successfully).

To the extent that underwhelming forays into immigration and
healthcare policy suggested a new President having difficulty
finding his feet, markets correctly surmised that a better
chance of consensus on tax cuts would ultimately deliver this
policy change where others had so far failed. It also certainly
helped that the successful policy win was squarely aimed at
encouraging economic growth and so markets continued to
celebrate into the new year.

The upsurge in global equities has now lost momentum and
markets have been in a holding pattern through the first
quarter, albeit a highly volatile one. This uncertainty has been
fuelled by a US administration that has become more outward
looking in policy areas such as foreign policy and trade. It is on
the world stage where President Trump’s words and actions
are scrutinised by a much wider audience than his domestic
constituency. His unconventional style and propensity to
change policy direction with little warning have often left
investors scrambling to understand the policy aims of the US.
Although it would appear that President Trump considers this
a virtue of his administration, investors would likely disagree as
the risk on/off switch is becoming well worn.

So at this juncture, we believe it is a good time to once again
point out the strong fundamentals in place for equities
markets, if not only to remind ourselves, but to provide some

true notes amongst all of this recent noise. The economic
backdrop is undoubtedly supportive. Real GDP growth in the
G20 is forecast to be 3.4% in 2018 and 3.2% in 2019,
appreciably better than the long term (20 years) average
growth rate of 2.9%.

Forecast earnings growth is even more impressive. In the US,
tax cuts have turbo-boosted expected earnings growth in 2018
to 16.6%, with another 10% increase expected in 2019. Across
the Pacific in Japan, an even greater increase is expected with
annual earnings growth of 28% in 2018. And the positive
outlook for earnings doesn’t end there with China A-Shares
expecting 11.8% growth and Europe 8.6%. The combination of
strong global economic growth and impressive expected
earnings growth should provide powerful noise-cancelling
headphones for investors to reach for in the coming quarter.
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'"The asset classes or sectors mentioned herein are a reflection of the
portfolio manager’s current view of the investment strategies taken
on behalf of the portfolio managed. These comments should not be
constituted as an investment research or recommendation advice.
Any prediction, projection or forecast on sectors, the economy and/or
the market trends is not necessarily indicative of their future state or
likely performances.
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Research Views
Global equities

Trade war concerns continue to be a thorn in the side of our
constructive equities view. Despite the headline grabbing
threats, nothing has actually happened yet. The US-China
tariffs are still only proposals. At this point it is near impossible
to even begin to draw out representative scenarios of how the
negotiations will play out, let alone ascribe any probabilities to
individual scenarios or model likely asset class impact from
each. However, despite strong fundamentals, equities could
well end up on the back foot from this increased uncertainty
given the role they play as a bellwether of risk appetite.

Why this is a concern can be seen from Chart 1. The chart
shows a rolling 12 month return attribution of global equity
markets over the last couple of decades into major regions.
This shows little evidence of decoupling across equity market
performance globally. This makes it less likely that we will see a
smooth change of market leadership from US (and developed
markets) to emerging market (EM) equities for example, or
from technology companies to non-technology companies.
Indeed if the US equity market was to decisively roll over under
the weight of its stretched valuation and trade war
uncertainty, there may be nowhere to hide.

Chart 1: 12-month rolling global equity performance
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Source: Nikko Asset Management, 2018

Historically, EM has provided some diversification at least,
particularly in 1999/2000. Chart 2 shows the worst peak to
trough drawdowns on US equities in the last 20 years, together
with performance through each of these drawdowns in other
markets. Even though correlations increase under stress, the
value of diversifying from US (or global developed) equities
into Japan and EM was clear during the 1999/2000 period.
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Chart 2: Regional equity performance — worst 10 drawdowns
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As both Japan and EM Asia are our most preferred equity market
exposures at present, it mitigates some of our concern around
retaining a constructive view on “global equities”. At the other
end of the hierarchy, we lift the Emerging Europe, Middle East
and Africa (EMEA) region two notches higher and above
Australia and the UK equity markets.

The upgrade is predicated mainly on an improvement of
valuations of EMEA equities from expensive to neutral on our
proprietary valuation models. Our research view on the macro
backdrop is also now more constructive based on the state of
the consumer in Russia and South Africa. Private consumption
has been a primary driver of growth in Russia on the back of
steady real wage growth and declining inflation. However
even in South Africa we now expect stronger consumer driven
growth given reduction in political risk post the leadership
transition of the African National Congress from Jacob Zuma to
Cyril Ramaphosa.

Global bonds

Our sovereign bond hierarchy was unchanged following a
relatively quiet month for global bonds as the gradual
recovery from the highs in bond yields earlier this year
continued. Both US Treasuries and European bonds
performed well as US and China trade tariffs unsettled equities
markets.

While most are familiar with the VIX measure of volatility for US
equities, the US Treasury market also has a measure of
volatility. The MOVE index measures the implied volatility on 1-
month Treasury options across the US yield curve.

Chart 3 shows the path for both of these indices over the last
year. Following the spike in volatility in early February, the VIX
has remained elevated while the MOVE index retreated back to
the range that held for much of 2017. Until greater stability
returns to global equities markets, investors will likely continue
to safe harbour their capital in sovereign bonds and inhibit
bearish bond fundamentals from translating into higher bond
yields.
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Chart 3: Bond and Equities Volatility
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Global credit

Our credit hierarchy was unchanged for the month. Australian
investment grade (IG) retains the top spot due to stable
expectations on spreads and our view on the stability of the
underlying sovereign. Asian |G retains its spot above US IG
primarily due to the yield pickup and lower duration risk, given
our more negative stance on US Treasuries.

Due to the historically tight spreads across most credit
markets, we have spent time considering the implications of
rising sovereign rates on the asset class. After the recent bout
of equity volatility, it is sensible to start questioning when
spreads may start to widen. Typically, high yield spreads tend
to widen when equity volatility increases, which has yet to
materialise.

Chart 4: US HY Spreads vs VIX
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US High Yield continues to have a very low default rate, at 1.8%
for 2017. However, new Chapter 11 filings for March were up
64% from 2017, to the highest level since 2011. December
2017 saw a spike of bankruptcies, but this can be attributed to
corporates writing off losses at the higher tax rate. However, a
spike in 2018 comes at a surprise given the much lower tax
rate. This could be an indication that the credit cycle is
growing long in the tooth.
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Chart 5: March US Commercial Chapter 11 Filings
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US 3 Month Libor has risen from around 1.7% to over 2.3% this
year alone, which could be the culprit for some of these
bankruptcies. Many corporates relied on cheap credit and
now have to refinance at higher rates. Rising rates in a highly
leveraged system does worry us, but this is likely to impact
high yield more than their investment grade counterparts. US
large cap companies have been using the low interest rate
environment to extend out their maturities through bond
issuances, limiting their reliance on short term financing. Short
term financing only represents 14% of total credit outstanding,
down significantly from the early to mid-2000s.

Chart 6: Short-Term Credit as a % of Total Credit
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We continue to favour investment grade over high yield as we
believe late credit cycle dynamics will start to erode high yield
fundamentals, but given our positive outlook on corporate
earnings, we believe increased cash flow should continue to
support investment grade spreads for now.

Currencies

As concerns for trade wars mount, the currency implications
simplistically seem obvious, but are not necessarily so in the
case of the dollar. A trade war in motion implies a
simultaneous reduction of the US trade deficit and decrease in
China’s trade surplus that would seem to favour USD over CNY
in terms of net change in trade flows.
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However, as the world’s reserve currency, the dollar can
behave differently where capital flows and central bank
operations can overwhelm the effect of changes in the trade
account. The US needs foreign banks to continue buying its
overwhelming supply of treasuries, which reserve currency
status generally affords. Foreign central banks have always
abided by holding excess dollars, due to trade surpluses, in FX
reserves most often in the form of US debt instruments. But
what if these purchases slow, stop or even reverse?

Nothing requires central banks to hold dollars, but they
generally choose to in order to keep currencies stable relative
to the dollar. If the People’s Bank of China (PBOC) slows
purchases, the dollar could remain weak while making it more
difficult for the US to finance its gaping fiscal deficits with likely
higher yield requirements. This could be a powerful tool on the
part of China in the event of a trade war, the so-called “nuclear
option”. We don't pretend to know how these developments
will unfold, but it does present a potentially daunting
conundrum for the US which historically had little concern for
finding sources to fund its fiscal deficits.

It also presents difficulty in managing currency risk in a
portfolio context vis-a-vis risk appetite. Typically, a weak dollar
is associated with “risk on” as central banks around the world
monetise the weak dollar, boosting local bank liquidity to lift
growth, while a strong dollar is associated with “risk off”, doing
just the opposite. Typically, risk off is also associated with
compression in UST yields in a “flight to safety”. Butas we
have pointed out previously, this relationship has been
breaking down since late 2017 where the dollar has continued
to weaken while yields are on the rise.

Chart 7: US Dollar Index and Treasuries
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Fundamentally, we have been negative on the dollar owing to
rich valuations, negative momentum and weak macro
fundamentals despite the fact that the Fed is hiking rates.
From a portfolio construction perspective, measuring
exposures becomes a more delicate process in light of
historical correlations that are lately not holding with a
geopolitical backdrop that has the potential to sustain this
divergence. Our base case remains that trade wars will not
break out, but these dynamics bear a close watch to ensure
risk is properly managed.
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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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