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We discuss Japan’s robust manufacturing sector and why it is not about reclaiming the past; we
also take a look at the BOJ's ETF purchases amid the current rally by equities.

By Naoki Kamiyama, Chief Strategist

Japan’s manufacturing sector is doing well, but it is not about reclaiming the past

Japan’s manufacturing sector is performing well amid the COVID-19 pandemic, as consumer demand has been
channelled away from services to goods and because a quicker-than-expected recovery by the Chinese economy
has boosted demand for Japanese capital goods. The Japanese manufacturing sector is expected to remain robust
for the foreseeable future as many governments are likely to retain fiscal stimulus programs, ensuring continued
spending by consumers. Such support will end at some point, but vaccinations are expected to further shore up
consumer demand as they help economies normalise.

Prospects are therefore fair for Japanese manufacturing and it might be tempting to speculate that the country can
reclaim at least a part of its past, when a dizzying array of products were made in Japan. Currently, many
manufacturers no longer produce goods in Japan, having shifted operations to other countries years ago. However,
such a development was not exactly a hollowing out of Japanese industry but more of a metamorphosis. Japanese
manufacturers moved away from the production of consumer products and concentrated successfully on high
value-added goods, such as advanced parts and semiconductors.

As such, when we look to the future it is not about refilling a void left by a perceived hollowing out of Japanese
industry, but rather about focusing on new areas of potential development such as digital transformation (DX) and
decarbonisation. DX will likely require firms to discover innovations that lead to earnings generation. Within this
space, we identify autonomous driving as a technology that could positively impact Japanese manufacturing. As for
decarbonisation, Japanese companies have accumulated innovative technology that could cheaply reduce carbon
emissions. These firms, however, at times tend to overengineer—a trait that needs to be held in check if
manufacturers are to remain competitive in the field of decarbonisation.

Assessing the BOJ's ETF purchases amid the rally by equities

The media have recently reported that the Bank of Japan (BOJ) could discuss scaling back its exchange-traded fund
(ETF) purchases at the central bank’s policy meeting in March. The ETF buying program, part of the BOJ's
unconventional easing scheme, was introduced more than a decade ago and the central bank has since come to
own the bulk of the ETF market. Market conditions have changed significantly since the BOJ began these purchases,
with the Nikkei Stock Average reaching a three-decade high this year.

The impressive rise by the equity market suggests that the BOJ can afford to technically ease its ETF purchases. That
said, the central bank is likely to refrain from directly signalling any intent to taper or stop its ETF buying as long as
inflation remains below its 2% target. Rather, the BOJ could opt to take a flexible approach, showing an intent to
buy ETFs during market downturns but also ready to reduce its purchases when equities are performing strongly.
Through such an approach, the BOJ could eventually buy fewer ETFs while keeping its intended target amounts
unchanged.

The equity market, in our view, would be able to withstand any BOJ reduction in ETF purchases when stock prices
are rising. Any messaging by the BOJ to the market regarding its purchases will be made through its regular
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interactions with the market and not just through comments from top officials (such as the governor), and we
believe such communication will be effective. The market already has an understanding about when the BOJ is
likely to purchase ETFs (for example, when the market declines by a certain percentage in the morning session).
Eventually, what will come to matter are the occasions when the BOJ conducts its ETF buying, and not the actual
amount it purchases each time.

Current market concerns regard the BOJ halting its ETF purchases and eventually selling the large amount of assets
it has amassed. The central bank, however, will need to eventually sell its ETFs as equities, unlike bonds, do not
come to maturity. The market should be able to absorb ETF selling by the BOJ if the economy has normalised and
the central bank can tighten monetary policy. But that is unlikely to happen during many of our lifetimes, including
that of the author’s.

Market: Japan equities edge up in January amid hopes for the economy to normalise

Japanese equities rose in January, with the TOPIX (w/dividends) rising 0.23% on-month and the Nikkei 225
(w/dividends) climbing 0.80%. Stocks moved sideways on both positive and negative news. The government
announced a second state of emergency in the Greater Tokyo area following an increase in COVID-19 cases while
sharp moves in US equities sparked concerns over continued volatility. At the same time, stocks were supported by
growing expectations that stimulus measures from the Biden administration would help drive a US economic
recovery; signs of a rebound in capex demand on strong Japan machinery orders; and news that the IMF had raised
its 2021 growth outlook for Japan. As a result, the market ended the month slightly higher. Of the 33 Tokyo Stock
Exchange sectors, 18 sectors rose, with Oil & Coal Products, Rubber Products, and Mining posting the strongest
gains. In contrast, 15 sectors declined, including Precision Instruments, Marine Transportation, and Iron & Steel.

Exhibit 1: Major indices Exhibit 3: Major market indices
TOPIX
Nikkei 225 0.8% 204% 27.4% 19.2% 73% 2,000
JGB Yield (%pt) +0.03 +0.01 +0.03 +0.05 +0.11 1.800
JPY/USD 1.6% 00% -11% -3.4% -7% '
JPY/EUR 05% 43% 19% 58% 3% 1,600 808.78
MSCI World -1.1% 16.1% 155% 13.6% 72% 1.400
TOPIX 02% 145% 20.9% 7.4% 39% ’
TPX-100 (Large) -02% 16.0% 21.2% 7.0% 41% 1,200
TPX-400 (Mid) ~ 14% 139% 21.9%  9.9%  36% 1.000
TPX-Small -0.6% 73% 15.8% 1.6% 39%
800
Source: Bloomberg, as at 29 January 2021
600

Exhibit 2: Valuation and indicators 2016 2017 2018 2019 2020

Mth-  3-mth 6-mth

\{alu‘ation end USD/JPY
/indicator
TOPIX 120
Div. Yield (e) 20%  23%  25% 26%  22% 115
Price/Earn (e) 22.2 21.0 18.2 13.2 13.6
Price/Book 13 1.2 1.1 1.1 1.1 110
Daily Turnover 50 52 47 50 48 104.68
Market Cap. 676 668 615 575 493 105
MSCI World 100
Div. Yield (e) 2.0% 2.2% 2.1% 2.7% 2.9%
Price/Earn (e) 20.7 225 234 16.0 15.6 95
Price/Book 2.7 2.4 2.4 2.2 1.9 -
(e) stands for consensus estimates by Bloomberg. 2016 2017 2018 2019 2020

Turnover and market cap in JPY trillion.
Source: Bloomberg, as at 29 January 2021

Source: Bloomberg, as at 29 January 2021
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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 personal
investment advice or a personal recommendation and it does not consider in any way the objectives, financial situation or needs of any
recipients. All recipients are recommended to consult with their independent tax, financial and legal advisers prior to any investment.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 document 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 securities, 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.

United Kingdom and rest of Europe: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and
regulated in the United Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). 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 FCA in the United
Kingdom, and is directed at professional clients as defined in the FCA Handbook of Rules and Guidance.

United States: 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 to institutional investors as defined in the Securities and Futures Act (Chapter 289), and
intermediaries only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of
Singapore.

Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and
intermediaries only. 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: This document is issued in Australia by Nikko AM Limited (ABN 99 003 376 252, AFSL 237563). It is for the use of wholesale
clients, researchers, licensed financial advisers and their authorised representatives only.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057,
FSP22562). It is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.

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 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 Holdings
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.

Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances
is, to be construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect
to the eligibility of any person to acquire any financial investment product or service. The offering and sale of any financial investment
product is subject to the applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be
sold after such fund is registered under the private placement registration regime in accordance with the applicable regulations of the
Republic of Korea, and the offering of such registered fund shall be conducted only through a locally licensed distributor.
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