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$ Japan equity: top performer
in 2023; remains attractive
option for 2024

KEY TAKEWAYS: Three key arguments support the Japanese market: 1) a recovery in
profits; 2) a strong incentive from the Tokyo Stock Exchange for companies to improve
their capital efficiency; and 3) the shift out of deflation is boosting a market rerating. Risks
to these positive arguments are mostly linked to the Yen, especially if it were to rise. Not
hedging the Yen in 2024 could therefore be an attractive option.

Japan’s ongoing equity revival

Japan’s equity market is at a historical high in total return terms and in
price return terms it is at its highest level in almost 34 years. It was one
of the top performers in 2023. The TOPIX (Tokyo Stock Price Index) gained
+25% compared to +20% of the MSCI ACWI. This robust performance is
unlikely to be replicated with the same strength in 2024, but the outlook for
the market remains favourable.

Eric MIJOT The arguments supporting a positive stance still seem credible to us:

Heagt?;tSIObalAicl‘Jur:gyi " Firstly, earnings growth in Japan’s market remains attractive. It was
mvestmge{]tmstitute higher than that of the US market in 2022 and 2023, and was less
volatile than that of Europe. For 2024, the Ibes consensus forecast at
+7.6% is less than that for the MSCI ACWI (+10%), but unlike for the
other markets (notably the Pacific excluding Japan), its forecast for the
TOPIX is regularly revised upwards. The 6.9% average fall in the Yen
versus the US Dollar in 2023 was a positive factor behind market
performance, which will be difficult to replicate in 2024 and justifies lower
earnings growth than in 2023. In addition, Domestic Demand is proving
lacklustre, either in Households Consumptions or Private Capex, as
reported in the preliminary 2023 Q4 GDP release. Recovery ahead is
moderate, with inflation only slowly decelerating and gradually increasing
Households pricing power. Meanwhile, global growth should slow further
(+2.4% in 2024 compared to +3.1% in 2023).

® Secondly, the reforms introduced by the TSE (Tokyo Stock
Exchange) in March 2023 will continue to produce positive effects
in 2024. The aim is to encourage companies with a P/BV (price-to-book
ratio) of less than 1x (43% of companies had a P/BV lower than 1x
versus 5% in the US and 24% in the EU, according to TSE’s calculation)
to implement measures to improve this by March 2025. In other words,
returns on equity should increase and not only through buybacks.

Earnings growth in US, Europe and Japan
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In mid-January 2024, the TSE published the names of the 660
companies that have already taken action, which should encourage
them to continue and others to follow.

" Lastly, the Japanese market should continue its rerating. By
definition, the TSE reform works in favour of market rerating. The end of
the deflationary environment, which has long penalised the equilibrium
levels of Japanese P/Es, has been a key underlying factor in
performance in 2023 (77% contribution to the total return performance of

“Japan is in the the MSCI Japan). The market's P/E has now returned to its average of
middle of a rerating the last 12 years, at around 14x 12-month forward earnings. Wage

process, even if not

negotiations in the spring should lead to wage rises for the second year
running and that should be sufficient to confirm a scenario of an end to

without risks.” deflation and confirm the market's continued rerating above its average

Central
Bank

Currency

of recent years.

The risks to these positive arguments are mostly linked to the Yen. A
strong comeback by the Yen, should global equity volatility increase
sufficiently in 2024 to encourage the unwinding of carry trades, would weigh
on the performance of Japan’s equities in local currency. It would penalise
profits and, everything else being equal, slow the process of increasing
inflation, weighing on valuations at the same time. For international equity
investors, not hedging the Yen in 2024 could thus be an attractive option.

Japan’s macro and currency scenario

We expect volatile but above-trend growth in Japan, propelled by the export cycle and
reshoring of business capex; the latter supported by strong earnings, high-capacity
utilisation and labour shortages. Private consumption will continue on a gradually
recovering path, as wage and price dynamics show signs of improvement.

The new core CPI (ex. fresh food and energy) softened further to 3% YoY in January from
the summer peak of 4.3% YoY. Inflation expectations and underlying inflation measures
have moderated, indicating softer inflationary pressures. The critical question is whether
this trajectory will lead Japan back into deflation. We do not believe so and we expect
core CPI inflation to register an annual increase of around 1.5% in Q4 2024 and 2025 — a
sustained moderate inflation rate which shows Japan is likely to steer clear of deflation.

Contrary to our predictions, the BoJ maintained its negative interest rate policy (NIRP) in
January. We hold our view that the Bank will seize the once-in-decades opportunity to
normalise its monetary policy, but with a 0% terminal rate, implying no initiation of a rate
hiking cycle.

While the BoJ has the discretion to choose the optimal moment for policy adjustment, the
window for ideal conditions is likely to narrow after May, due to the expected policy easing
by other major central banks. In fact, Governor Ueda did not rule out the possibility of a
policy shift in March, leading us to consider both March and April are probable for a hike.

In its January Outlook for Economic Activity and Prices, the BoJ continued to forecast a
gradual increase in underlying CPI inflation towards achieving the price stability target.
Furthermore, the Bank has upgraded its assessment since October, stating “the likelihood
of realising this outlook has continued to gradually rise”.

From a fundamental perspective, the trend for the JPY seems higher from here as:
1. PPP models currently suggest a 40%+ discount versus the USD and

2. The currency is getting cheaper and cheaper compared to the relative advances in
Japan'’s trade balance and commodities’ terms of trade.

Yet catch-ups with fundamentals usually require a trigger, which for the JPY trade lies in
investors’ propensity to unwind carry positions. As a proper hiking cycle doesn’t seem on
the cards for the BoJ, we keep the view that US rates and global growth will matter more for
the currency. In our baseline of a US pronounced economic slowdown, we see USDJPY
reaching 135 at the end of 2024, but expect both a slow and non-linear process, where the
USD cycle still plays the major role. A more pronounced growth shock is required for more
sustained and broad-based JPY appreciation, in our view.
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This document is solely for informational purposes.
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of this information assumes the entire risk of any use made of this information. Historical data and analysis should not be taken as an
indication or guarantee of any future performance analysis, forecast or prediction. The views expressed regarding market and
economic trends are those of the author and not necessarily Amundi Asset Management SAS and are subject to change at any time
based on market and other conditions, and there can be no assurance that countries, markets or sectors will perform as expected.
These views should not be relied upon as investment advice, a security recommendation, or as an indication of trading for any
Amundi product. Investment involves risks, including market, political, liquidity and currency risks.

Furthermore, in no event shall any person involved in the production of this document have any liability for any direct, indirect, special, incidental,
punitive, consequential (including, without limitation, lost profits) or any other damages.
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