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VALUE INVESTING NOW BACK IN FAVOUR -

WILL THIS CONTINUE?

During the 2016 December Quarter, we witnessed the value
style stage a partial recovery after having underperformed for
at least 2 years or so. Is this as good as it gets? Or will value
continue to outperform after its initial recovery, after having
been in the wilderness for some time?

At Nikko AM Australia, we believe that the conditions are set
for a sustained recovery for the value style. However, post this
initial bounce, only those more discerning value managers
who conduct fundamental analysis on stocks are best
positioned to take advantage of this over the next few years, as
rudimentary ratio analysis will no longer sufficiently highlight
these opportunities.

Background

In April 2016 we published a paper titled, “Value Investing Set
to Snap Back?”
http://www.nikkoam.com.au/adviser/articles/2016/04/value-
investing-set-to-snap-back

In that paper, we spoke about how there was a huge
divergence in valuation between value stocks and expensive
stocks in Australia, as well as globally.

These expensive stocks included ‘bond proxies’, such as REITs,
infrastructure and utilities stocks, ‘growth’ stocks (those with
higher earnings per share growth) and ‘quality’ stocks (those
with high return on equity).

The market was in a climate of severe risk aversion and was
concerned about the lack of economic growth, which was
driving bond yields down. This brought these expensive stocks
up to even higher levels, as they were more favoured over the
heavily sold down value stocks.

The sell-down of these value stocks was dominated by those
seen to be sensitive to the economic cycle, namely industrial
cyclicals, financials, and arguably energy stocks, which were
clearly out of favour in that environment.

This valuation divergence was at extreme levels, and was
predicated on extremely low bond yields and low economic
growth lasting forever. This was clearly not sustainable.

The recovery in value stocks

From around August last year, we saw the very early signs that
the global economy could get out of the doldrums and, as
such, bond yields started to rise on expectations that
economic growth would pick up.

These signs continued to emerge and, as a result, we saw
beaten down value stocks start to recover, and the very
expensive stocks start to correct meaningfully. To the extent
that bond yields continue to rise from arguably still below-
cycle levels, the risk for these expensive stocks is continued
underperformance.

Chart 1 shows how value, as an investment style, has struggled
over the last two and a half years.

Even with the recovery of the value style from late 2016, the
chart shows that its performance is below the trend line, and
still has some catching up to do.

Chart 1: Value has outperformed growth but still has a long
way to go
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The reason this logged trend line is upward sloping is because,
over the long term, the value index has outperformed the
growth index. This is a well-known phenomenon in Australia
and most major developed equity markets around the world.
This issue was discussed in our paper titled, “Revisiting the
Age-Old Debate on Value vs Growth Investing”
http://www.nikkoam.com.au/adviser/articles/2015/11/revisitin
g-the-age-old-debate-on-value-vs-growth-investing which
was published in November 2015.

Greater visibility of earnings

During the February 2017 reporting season, the market started
to adjust its earnings expectations to reflect these emerging
signs of economic growth.

Not only have the very expensive stocks begun to correct in
price since August, as their PE (Price to Earnings) multiples
were unsustainably high, but the earnings expectations for
many of these stocks were also too optimistic.
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As a result, we saw negative revisions to the earnings
expectations of these very expensive stocks, and very modest
positive earnings revisions to value stocks starting to emerge,
as shown in chart 2.

Chart 2: Growth stock pullback linked to earnings
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After the meaningful rotation that occurred in the market
during the December quarter, the PE multiple differential
between expensive stocks and value stocks is arguably now
within more normal levels.

However, a cycle does not last just one quarter, especially
given the size and length of time the recent bond-
proxy/quality/growth bubble lasted.

Any unwind or deflation of bubbles will typically be the most
intense in the initial stages, as we have just witnessed, but
history would suggest that this unwind will continue for some
time yet.

Will this still be the case now?

The market typically has a habit of underestimating the
earnings leverage that economically-sensitive stocks (such as
industrial cyclicals and financials) have during economic
downturns, or during subdued economic environments like
we have recently experienced.

And when the economy picks up, they also underestimate the
earnings leverage to the upside that these stocks exhibit.
During economic upturns, the earnings improvement in the
market is often led by those economically-sensitive stocks that
we have already mentioned, which are currently in the value
bucket.

While their prices have recovered to some extent, we are yet to
see earnings materially pickup from the current below-cycle
earnings levels. The PE levels of the economically sensitive
stocks now arguably do not look as cheap as they did last year,
however, as the economy picks up, earnings growth should
provide the platform for further outperformance

(see chart 3).
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Chart 3: Undervalued and under earning stocks to outperform
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Value stocks to perform well
One way of looking at this is to consider that the new cycle in
which we have just entered can be split into five phases:

Phase 1: The Bounce. We experienced this during the
December quarter.

Phase 2: The Subsequent Pause and Consolidation plus Partial
Retracement. As things rarely go up in a straight line, this
causes people to question their conviction. We are arguably in
the middle of this phase now.

Phase 3: The Earnings Recovery/Expansion. The February
reporting season has shown some early signs that this may
have begun, but we should see stronger evidence over the
next 12 months or so.

Phase 4: Interest Rate Tightening Cycle. Cash rates and bond
rates rise materially, as the RBA removes the accommodative
monetary policy as the economic cycle improves.

Phase 5: The Peak and subsequent Correction. As the
economy starts to overheat, the RBA pulls the handbrake
through more restrictive cash rates, which moderates the
outlook for the economy.

The first four phases are positive for economically-sensitive
stocks, however in the latter stages of Phase 4 and the
beginning of Phase 5, these stocks are seen in a more
optimistic way as they extrapolate the good times.

During these latter stages, the market forgets that
economically-sensitive stocks are cyclical and starts to forecast
earnings growth into perpetuity.

These stocks then transition away from being value stocks and
start becoming growth stocks, as their PE multiples start to
expand as they get re-rated by the market, despite being at
above mid-cycle earnings at that point in time. As the
economy cools when the RBA pulls the handbrakes, these
stocks then become vulnerable to a significant correction, as
their earnings outlook starts to deteriorate.
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In past cycles, the earnings recovery phase (led by the
economically-sensitive stocks) will typically last for at least
three years. Despite their recent bounce, we are only at the
relative beginning stages of this recovery. As such, as a group,
these economically-sensitive stocks, are still undervalued as
their earnings are still below mid-cycle.

We believe that further value will be realised as these earnings
start to emerge over the next 12 months, and continue to
grow over the next few years.

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
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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
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
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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 public in
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
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.
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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
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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