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Labour shortages in focus as a virtuous inflation cycle helps boost stocks;
bracing for surprises from the BOJ

As a virtuous inflation cycle helps boost stocks, this month we focus on how labour shortages
could nudge Japan away from a deflationary mindset; we also assess the BOJ under a new
governor, who has said that monetary policy surprises could be unavoidable.

By Naoki Kamiyama, Chief Strategist
7 July 2023

As a virtuous inflation cycle helps boost stocks, labour shortages come into focus

As we look at the factors behind the recent rise in Japanese equities, which saw the Nikkei Stock Average touch a 33-
year high at the start of July, a picture has emerged in which inflation plays a prominent role. Ongoing corporate
governance reforms initiated by the Tokyo Stock Exchange and Warren Buffett's upbeat view on Japan have been
helpful for stocks. However, with the country on the throes of shaking off an entrenched deflationary mindset, a view
that inflation is here to stay is perhaps the biggest factor behind the Nikkei's recent peak. Inflation driven by
expectations for sustained labour shortage-induced wage increases may have been a key incentive for macro-style
investors to embrace the Japanese market. The country has been facing a shrinking labour force as its working age
population has declined steadily amid a falling birth rate; more recently, the re-opening of the economy after the
COVID-19 pandemic and the ensuing scramble by firms to re-hire have contributed to the labour crunch. The rise in
Japan’s inflation rate could eventually slow amid declining energy and commodity prices. However, inflationary
pressures are likely to persist as labour shortages enable wages to rise over the longer term.

Not too long ago the government was urging corporations to hike wages. But firms no longer need such
encouragement as they compete to secure workers from a limited labour pool. Corporations also have an incentive
to raise wages as sales have been improving; if this virtuous cycle continues, consumers will develop a more positive
mindset and inflation will gain acceptance. Consumers are unlikely to slip back into a deflationary mindset if the rate
at which wages rise can eventually outpace inflation.

As inflation takes hold, some may assume that Japan'’s retail investors will turn their attention to equity investments.
However, individual Japanese investors, relative to their peers in other countries, are seen to be more cautious
towards stocks, and such a trait is unlikely to change overnight. And despite popular belief, stocks may not necessarily
provide a good hedge against inflation. Ordinary bank deposits could offer better protection as their rates track short-
term interest rates. That said, inflation may give individual investors a chance to think about stock investments in the
longer term, especially ahead of the 2024 expansion of the Nippon Individual Savings Account tax-exempt
investment scheme.

In sum, the current inflation phase could become an important inflection point for Japan when coupled with the
recovery in domestic demand, and if external demand is spared the worst of global recessionary fears.

The BOJ under Ueda: Commendable so far but surprises could be in store

The new Bank of Japan (BOJ) Governor Kazuo Ueda, who assumed leadership of the central bankin April, has done a
commendable job so far. Of note is Ueda’s ability to avoid slips of the tongue, which has helped stabilise the market.
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However, the new governor’s skills will be put to a genuine test if inflation becomes more entrenched, as the BOJ will
then have to reconsider its easy monetary policy stance. Thus far Ueda has displayed good communication abilities.
He has presided over two monetary policy board meetings at which the BOJ conveyed to the market that it will retain
its easy policy for the time being.

Ueda’s relatively smooth start is due in part to his predecessor Haruhiko Kuroda, who gave the BOJ some policy
flexibility by widening the yield curve control (YCC) band. The tweaking of the YCC scheme initially raised the prospect
of the BOJ further adjusting, then eventually abandoning, its easy monetary policy stance. However, it now appears
that policy change expectations have perhaps ebbed excessively in some quarters of the market, as demonstrated by
the decline in Japanese government bond (JGB) yields. Ueda may effectively be saying that the BOJ is looking for
concrete signs that inflation is here to say. If the central bank can gather such evidence, Ueda likely has the ability to
communicate the BOJ's intent to alter its policy course gradually and steadily. At the same time, Ueda has made it
clear that surprises regarding the YCC scheme may be unavoidable.

When the time comes for the BOJ to change the YCC scheme, the market is expected to focus on how Ueda manages
the aforementioned surprises and whether the BOJ can limit market volatility. The yen is likely to appreciate rapidly if
the BOJ opts to raise interest rates or scraps YCC; the central bank could come under fire by those who focus on the
perceived negatives of a stronger currency. The BOJ would undoubtedly want to avoid such a scenario and manage
the surprise elements of its communication to that end. Nevertheless, we should be prepared for JGB yields to rise
and not react in total shock when the BOJ does make its move; Ueda has warned, after all, that surprises are in store.

Market: Japan stocks gain in June on overseas inflows, upbeat earnings views

In June the Japanese equity market climbed on the back of inflows from overseas investors as well as expectations
for improvement in corporate earnings as the yen further depreciated. The TOPIX (w/dividends) rallied 7.55% on-
month and the Nikkei 225 (w/dividends) surged 7.61%. Stocks were somewhat weighed down by the outlook for US
rate hikes to continue following Federal Reserve Chair Powell’s recent testimony, but investor sentiment improved
after the US congress passed the debt ceiling bill. Japanese equities were also boosted by the BOJ leaving its
accommodative monetary policy unchanged at its Monetary Policy Meeting, as well as receding concerns of
deterioration in the US economy following the release of a number of positive economic indicators.

All of the 33 Tokyo Stock Exchange sectors rose on-month.

Exhibit 1: Major indices Exhibit 2: Valuation and indicators
Mth-end 1-mth 3-mth 6-mth Valuation Mth- 3-mth  6-mth
/indicator end
Nikkei 225 33,189.04 75%  184%  27.2% TOPIX
JGB Y|e|d 0'401 _0'035 +0'050 _0'021 Div. Yield (e) 2.3% 2.7% 2.7% 2.6% 2.1%
JPY/USD 144'31 3'1% 8.6% 10'1% Price/Earn (e) 144 13.2 12.1 124 13.7
JPY/EUR 157.44 5.3% 93%  121% e oo 13 11 Mmoo 12 13
MSCI World 2,966.72 5.9% 63%  14.0% el IS & A SR I
Valuation Mth-end Market Cap. 826 745 720 713 660
TOPIX 2,288.60 74%  142%  21.0% MSCI World
Div. Yield (e) 2.3% 2.7% 2.7% 2.6% Div. Yield (e) 2.1% 2.2% 23% 21% 2.4%
Price/Earn (e) 14.4 13.2 12.1 12.4 Price/Earn (e) 17.8 16.7 15.4 16.2 16.3
Price/Book 13 1.1 1.1 1.2 Price/Book 2.8 2.6 2.6 2.7 24
Source: Bloomberg, as at 30 June 2023 Source: Bloomberg, as at 30 June 2023
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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
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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.

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 Commaodities 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
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