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Japan primed for resurgence after a turnaround year

Inflation regaining foothold, financial market resurgence point to Japan'’s revival

By Hiroshi Yoh, Executive Corporate Officer, Chief Investment Officer and Global Head of Investment
13 October 2023

Inflation, financial markets resurgence in focus after a turnaround year

As the end of another year draws closer, 2023 may be remembered as a turning point for Japan—a year that marked
a comeback for the world’s third largest economy. The country’s stock market has been one of the best performers
globally so far during the year and foreign investors, many of whom were long-term sceptics, increasingly view Japan
with grudging optimism. The reasons for the stock market’s robust performance have been well documented,
ranging from corporate governance reforms, benefits from a weaker yen, attractive market valuations and the ebbing
threat of deflation. Looking towards 2024, we place particular focus on two developments that we believe point to
the country’s revival: inflation regaining a foothold and signs of resurgence by the financial markets.

First development: inflation regaining a foothold

Since the bursting of the Japanese economic “bubble” in the early 1990s, which brought stock and real estate prices
crashing down, deflationary pressure took hold Japan in the following decades. As economic growth faltered after
the bursting of the bubble, consumers lost confidence and opted to save rather than spend; demand decreased and
deflation took hold. The Bank of Japan (BOJ) was tasked with freeing the economy from the deflationary malaise,
which had a notably negative impact on wages. The central bank embarked on years of unorthodox monetary easing
to combat deflation, but the results were mixed. It was not until the COVID-19 pandemic when the BOJ's 2% inflation
target actually began to look sustainable.

Inflation in Japan initially took hold due to external pressures as global supply-chain and energy disruptions in the
wake of the pandemic and the onset of the Russia-Ukraine war drove up prices. However, signs began to emerge of
“demand-pull” inflation generated by domestic demand and higher wages, hinting that the rise in prices is becoming
more sustainable. Labour shortages became acute with businesses scrambling to hire workers as the economy re-
opened after the pandemic, increasing upward pressure on wages. As Chart 1 shows, the rate of wage increases has
reached a 30-year high, having risen sharply as Japan emerged from the pandemic.
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Chart 1: Rate of wage increases*, 1990-2023
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Source: Japanese Trade Union Confederation data compiled by Nikko AM

The rise in wages has been in part a reaction to the surge in prices. Japan’s core consumer price index (CPI) excluding
fresh foods rose 3.1% year-on-year in August 2023, remaining above the BOJ's 2% target for the seventeenth
consecutive month (Chart 2). Consumers, having lived for decades in a deflationary environment, initially showed
aversion to the rise in prices. However, many now appear to be accepting inflation as a part of life; according to the
Cabinet Office’s September 2023 consumer confidence survey, a little over 50% of the surveyed households expect
prices to have risen more than 5% in ayear’s time. With wages climbing amid support from the government (Japanese
Prime Minister Fumio Kishida has vowed to deliver “structural wage growth”) and prices expected to keep rising in
the longer term, inflation finally appears to have gained a foothold in Japan.

Chart 2: Japan’s core CPl from1990 to 2023
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Source: Statistics Bureau of Japan data compiled by Nikko AM

Second development: Japan’s financial markets primed for a resurgence

We believe that the stage is set for a resurgence by the Japanese financial markets, which have gone through periods
of stagnation since the bursting of the bubble in the early 1990s. This is thanks to two developments: the beginning
of the end of ultra-easy monetary policy by the BOJ and the surge in equities.

For more than two decades the BOJ has pursued a series of novel monetary easing schemes in a bid to free the
Japanese economy from deflationary pressures. Even now the BOJ remains the only central bank among its
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developed market peers still in the easing camp. However, change is in the air. In December 2022, the BOJ surprised
the markets by lifting the cap it had imposed on long-term Japanese government bond (JGB) yields from 0.25% to
0.50%. Under this scheme, known as yield curve control (YCC), the central bank restricts how high long-term yields
can rise, in effect controlling the shape of the entire yield curve. The policy tweak was hailed as a baby step towards
BOJ policy normalisation, indicating a tacit acknowledgement that inflationary pressures were beginning to build and
that its YCC-related bond purchases were reducing JGB market functionality. In July 2023 the BOJ further loosened
its grip on the YCC scheme by raising the cap on long-term yields to 1%.

As for equities, both the Nikkei 225 and TOPIX indices have gained approximately 20% so far in 2023, outpacing their
developed market peers such as the S&P 500 (+10%), Germany’s DAX (+7%) and the UK'’s FTSE (-1%). The robustness
of Japanese equities in 2023, in our view, reflects the effort domestic companies are making to improve their
profitability (such as their ROEs) and raise their corporate value. Reflecting Japanese companies’ increasing earning
power, Ministry of Finance data showed that corporate profits (excluding those of the finance and insurance sectors)
reached a record high of 31.6 trillion yen in the April-June quarter, marking an 11.6% year-on-year increase. Japanese
corporate earnings have a high leverage to Japan’s nominal GDP growth. We estimate Japanese corporate earnings
to grow at around 9% under a nominal GDP growth rate of 3%. We expect this to be achieved over the medium term,
becoming the biggest driver of the Japanese equity market. In addition, we expect the market to also benefit from
the Japanese government’s initiative to lure some of the vast savings held by domestic households into risk assets
including equities.

Tapping vast household savings: 2024 could be the year of NISA

Japanese leaders have for years nudged Japanese households to invest more rather than hold their savings in cash.
Prime Minister Kishida is the latest leader to embrace the savings-to-investments agenda. Under his initiative the
savings scheme known as the Nippon Individual Savings Account (NISA)—which allows tax benefits but only for a
limited time period—wiill be revamped in 2024 with the tax-free feature made permanent.

Chart 3 shows that of the roughly Japanese yen (JPY) 2,000 trillion of Japanese households’ assets, 54.2% are held as
cash and deposits offering virtually nothing in terms of returns. Such a choice may have made some sense under
deflation, as cash and deposits did not lose value. However, if inflation rises at a pace of 2% as we expect, the cash
and deposits will lose that much of their value every year. We therefore expect households to gradually transfer their
cash holdings into equities and bonds when inflation becomes sustained.

Chart 3: Allocation of assets held by Japanese households

Debt securities, 1.3% || Investment trusts, 4.4% Others, 2.9%
Japan Insurance, pension and standardised (JPY 2,043 trillion)
(March Currency and deposits, 54.2% Equity, 11.0% e e Ei) 4
2023)
Debt securities, 5.4% Investment trusts, 3.9% Others, 4.9%
Japan
. . Insurance, pension and (JPY 982 trillion)
[?ﬂgfigfg]'l Currency and deposits, 45.6% Equity, 20.7% standardised quarantees 19.5% .
Debit securities, 2.6% Others, 2.8%
Currency and Investment = Insurance, pension and
Us deposits, 13.7% trusts, 12.6% Equity, 30.8% standardised guarantees , 28.6%
Debt securities, 1.6% Others, 2.1%
Euro . Investment . Insurance, pension and
area (G 2T T, S trusts, 10.4% [EeTmizy, e standardised guarantees , 31.9%
0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
m Currency and deposits m Debt securities u Investment trusts Equity Insurance, pension and standardised guarantees m Others

Source: Bank of Japan

YOUR GOALS, OUR COMMITMENT. 3



JAPAN PRIMED FOR RESURGENCE AFTER A TURNAROUND YEAR nikko

Nikko Asset Management

Assuming that asset allocations return to 1990 levels, we expect households to have enough purchasing capacity to
buy JPY 196 trillion in stocks and JPY 83 trillion in bonds (Chart 4). Of the JPY 196 trillion that could be allocated to
equities, about half are expected to be invested in foreign stocks with the remaining half making their way into
Japanese stocks. Divided over a 10-year time period, that would amount to households investing nearly JPY 10 trillion
into Japanese equities every year. When the revamped NISA is rolled out in 2024, it could become a major conduit
funnelling household savings into Japanese equities.

Chart 4: Expected stock and bond purchases if household assets are returned to March 1990 allocations

Amount allocated to equities If equity allocation was lifted to Purchasing capacit
(March 2023) March 1990 level g capactty

JPY 227 trillion JPY 423 trillion JPY 196 trillion

Amount allocated to bonds If bond allocation was lifted to

(March 2023) March 1990 level Purchasing capacity

JPY 27 trillion JPY 110 trillion JPY 83 trillion

Source: Bank of Japan, Nikko AM calculations

Conclusion: long-term revival ahead for Japan

We believe that a long-term revival looms for Japan. Deflationary pressures are dissipating amid rising wages. The
financial markets are headed for a resurgence, supported by robust stocks—which could benefit further from a re-
allocation of the country’s vast household savings—and BOJ monetary policy headed towards normalisation after
decades of unorthodox easing. Against such a backdrop, it may not be a stretch to imagine a world in which Japan'’s
policy rate is no longer negative but positive, the benchmark JGB yield, currently at 10-year highs, rising yet further,
the nominal GDP growing at a meaningful rate for the first time in decades and the Nikkei probing bubble era peaks—
all towards the end of 2026.
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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: 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.

Luxembourg and Germany: This document is communicated by Nikko Asset Management Luxembourg S.A., which is authorised and regulated in
the Grand Duchy of Luxembourg by the Commission de Surveillance du Secateur Financier (the CSSF) as a management company authorised
under Chapter 15 of the Law of 17 December 2010 (No SO0000717) and as an alternative investment fund manager according to the Law of 12 July
2013 (No. A00002630).

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.

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
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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.

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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