Asset Management One Co., Ltd.

Japan Outlook 2026

December 2025

Contents

Japan Economic Outlook for 2026

Japan’s Economy in 2025

Japan’s Economy in 2026

Outlook for Japanese Equities, Long-Term Interest Rates, an
Foreign Exchange and Key Risks

i ) . 90 Hitoshi Asaoka Yuko lizuka
Topic: Update on Moves to Improve Capital Efficiency Chief Strategist Economist
T

Bi NRRRER
L
‘ Ty
T -
= T ;
il i
JaRiiiN i fl
— E'! B t B B B —
L - ;. a ey 4 - 7o b
LY il A EEL 8 O
had v 7 e _mE
 —
L ==+ BRI TR =
= : = \ =N \ S -

.

Asset
Management Registration No.: Director of Kanto Local Finance Bureau (Financial Instruments Firms) No.324
Commodity Trading Advisor License #(2) No.24, the Minister of Agriculture, Forestry and Fishery & the
o n e Minister of Economy, Trade and Industry
Member of Japan Investment Advisers Association
Member of The Investment Trusts Association, Japan

25-050 GBDG



Japan Economic Outlook for 2026

Executive Summary

Japan’s economy remained resilient in 2025,
with the impact of U.S. tariff policies proving
relatively modest. Following a rate increase in
January, the Bank of Japan kept its policy rate
unchanged but moved to sell ETFs and other
market assets. In October 2025, the Takaichi
administration took office, advocating a
“responsible, proactive fiscal policy.”

Key risks include:
*Deterioration in Japan—China relations

*Sharp interest rate hikes or rapid yen
depreciation amid heightened fiscal concerns

Legislative gridlock under a minority
government

Looking ahead, Japan’s economy in 2026 is
expected to remain solid supported by
consumption driven by positive real wage
growth and investment focused on efficiency.
Inflation is shifting from cost-push to demand-
pull. With the price stability target now
achieved, further rate hikes by the Bank of
Japan are anticipated.

Under household support measures and bold
investment promotion policies introduced by
the Takaichi administration, interest rates are
likely to rise. However, economic growth
underpinned by proactive fiscal policy should
boost tax revenues, helping to offset upward
pressure on rates stemming from fiscal

concerns.
Forecast Summary
Calendar Year Actual Actual AMO’s Estimate | AMO’s Forecast
2023 2024 2025 2026
Real GDP (YoY, %) 0.7 -0.2 1.2 0.7
Core CPI (YoY, %) 3.1 2.6 3.0 1.8
BOJ Policy Rate(%) -0.10 0.25 0.75 1.00
JGB 10-Year Yield (%) 0.61 1.10 1.90 1.90
USD/JPY 141 157 155 144
TOPIX EPS 171 188 194 218
.............................................. Y OY% 17810331124
TOPIX 2366 2785 3350 3550
.............................................. Y OY% 25117720360

Source: Bloomberg, Factset, Asset Management One Co., Ltd.
Note: The data doesn't suggest or guarantee any future economic situations, market outlook, other trends related to investment
environments, etc.

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.



Japan’s Economy in 2025

Japan’s economy in 2025 contended with
rising prices and the imposition of U.S. tariffs,
yet remained resilient. Although growth dipped
into negative territory in the July—September
guarter, real GDP for the year is expected to
exceed the estimated potential growth rate,
settling in the low zero-percent range. Nominal
GDP is projected to expand by approximately
4%, marking robust growth. Having already
surpassed 600 trillion yen in 2023, nominal
GDP is expected to increase further (Figure 1).

Figure 1. Nominal and Real GDP
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Source: INDB, Asset Management One Co., Ltd.
Note: Quarterly data from Q1 1994 to Q3 2025

1. Trends
Demand

in Domestic and External

Looking at domestic demand, personal
consumption increased not only in nominal
terms but also in real terms, despite rising
prices. By category, real consumption of non-
durable goods was restrained due to soaring
prices, particularly for food; however,
consumption of durable goods and services
grew. This was supported by a favourable
employment environment and rising wages.
Nominal employee compensation expanded
beyond 300 trillion yen, while real employee
compensation recovered to nearly the pre-
COVID 2019 level (Figure 2).

Figure 2: Personal Consumption by
Goods and Services and Employee
Compensation
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Note: Quarterly data from Q1 2010 to Q3 2025

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.
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Capital investment increased both nominally
and in real terms, despite concerns about
negative impacts on corporate performance
stemming from U.S. tariff measures. Growth
was particularly strong in intellectual property
investment, including software, but investment
in machinery and equipment also expanded.
Investment in  buildings and structures
(excluding housing) was sluggish in real terms
due to rising construction costs and labour
shortages in the construction sector (Figure 3).

Figure 3 : Capital Investment by Type
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Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.

*Please peruse Disclosures and Disclaimer stated at the end of the document.



Housing investment  showed significant
fluctuations due to a reactionary decline following
a rush ahead of the mandatory compliance with
energy-saving standards in April 2025. While
housing prices surged, expectations of higher
mortgage rates drove an upward trend in housing
investment, especially in urban areas.

Exports and imports were volatile, reflecting a
surge in exports to the U.S. before tariff
implementation and a subsequent reactionary
decline However, by region, declines in export
prices and volumes were limited to the U.S,,
while exports to other regions remained firm. By
around October, signs of stabilization were also
observed in export values to the U.S. (Figure 4

Figure 4: Real Exports by Destination
Region
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Note: Monthly data from January 2015 to September 2025
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2. Price Trends

Core CPI (consumer prices excluding fresh
food) has remained above +2% year-on-year
since April 2022 (Figure 5). From December
2024 onward, it exceeded +3% year-on-year,
driven by soaring rice prices, but fell back to
the 2% range by August 2025 as rice prices
stabilized. In the 2025 spring wage
negotiations, the wage increase rate reached
5.25% (4.65% for small and medium-sized
enterprises), marking a high level above 5%
for the second consecutive year (according to
Japanese Trade Union  Confederation
(RENGO) (Figure 6). Although real wages
published by the Ministry of Health, Labour
and Welfare remain negative, considering
sample bias (downward skew) in wage
statistics, they are judged to be approaching
zero.

Figure 5: Consumer Prices
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Core CPI (Excluding Fresh Food)
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Energy)

Source: INDB, Asset Management One Co., Ltd.
Note: Monthly data from January 2000 to September 2025

document is based on past information_or simulations, and is not inten
*Please peruse Disclosures and Disclaimer stated at the end of the document.
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Figure 6: SHUNTO - Spring Wage
Increase Rate
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Regarding the exit from deflation, all four ——GDP Gap
indicators emphasized by the government ——— Unit Labor Cost (ULC)
have turned positive (Figure 7). Core CPI and Core CPI (Consumer Price Index)
the GDP deflator have remained above +2%
year-on-year. Unit labour costs (nominal Source: INDB, Bank of Japan, Asset Management One Co., Ltd

employee compensation / real GDP) have
risen, driven by increased employee
compensation amid employment growth and
wage hikes. In addition, the output gap is near
zero.

Figure 7: Four Metrics for Judging

Deflation Exit

Note: Quarterly data from January 2001 to September 2025

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.



3. Monetary Policy

After raising its policy rate from 0.25% to 0.5% in
January 2025, the Bank of Japan has since kept
rates unchanged. While noting that economic and
price developments have broadly followed its
projections and that confidence in achieving the
price stability target has strengthened, the Bank
remains cautious, citing the need to assess the
potential impact of forthcoming US tariff measures
on both domestic and global economies.

The Bank has continued the normalisation of
guantitative easing, which had long been
maintained under deflationary conditions. Its plan
to reduce long-term government bond purchases
has been adjusted: the quarterly reduction of
around 400 billion yen through March 2026 will be
scaled back to roughly 200 billion yen per quarter
from April 2026 to March 2027. This reflects a
desire to safeguard stability in the JGB market
amid sharp rises in long and super-long vyields,
partly driven by expectations of fiscal expansion
ahead of the July 2025 Upper House election.

At its September 2025 policy meeting, the Bank
decided to begin selling its holdings of ETFs and
J-REITs in the market. To minimise market
disruption, the sale volume will be capped at
0.05% of total daily turnover. Based on current
ETF holdings, the process would take more than
a century to complete, underscoring the extremely
gradual nature of this move.

4. Political and Fiscal Developments

In 2025, the ruling coalition (Liberal Democratic
Party and Komeito) suffered a crushing defeat
in the July Upper House election, leaving it a
minority government in both chambers. Under
the Ishiba administration in July 2025, Japan
and the U.S. reached an agreement that
included:

1. Reducing reciprocal tariffs imposed by the
U.S. to 15%

2. Lowering automobile tariffs to 15%,

including existing rates

3. Japan committing to invest $550 billion
(approximately 80 trillion yen) in the U.S.

Immediately afterward, Prime Minister Ishiba
announced his intention to resign. Following the
LDP leadership election and the Diet's prime
ministerial vote, the Takaichi administration was
inaugurated in October, pledging aggressive
fiscal stimulus and monetary easing in line with
Abenomics. Financial markets responded with
rising stock prices, higher interest rates, and
yen depreciation. Komeito left the coalition, and
the Takaichi administration formed a coalition
with Japan Innovation Party (JIP).

The JIP and Prime Minister Takaichi share
common ground on energy policy, including the
use of nuclear power, and on security policy,
such as strengthening defence. JIP advocates
household relief measures such as:

. Zero consumption tax on food and
beverages for two years

. Designing a refundable tax credit system
benefiting low-income households

. Social security reforms to reduce social

insurance premiums for working
generations
. Free high school tuiton and free

elementary school lunches

On the other hand, JIP also demands
institutional reforms that are likely to spark

conflicts of interest, such as reducing the
number of Diet seats, reforming health
insurance, and establishing Osaka as a

secondary capital. These issues could lead to
difficult negotiations and potential legislative
gridlock.

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.



Japan’s Economy in 2026 Figure 8: Passenger Car Export Price

Japan’s economy in 2026 is expected to Index
remain resilient despite downward pressure
from US tariffs on Japanese exports. While 115
these tariffs, particularly affecting automobiles, 110 |
which account for roughly 30% of exports to the
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(Figure 9).
0
-20
-40
-60
-80 Lt

10 11 12 13 14 1516 17 18 19 20 21 22 23 24 25
Year

@ All Industries e \anufacturing

e NON-Manufacturing === Automobiles

Source: INDB, Asset Management One Co., Ltd.
Note: Quarterly data from Q1 2010 to Q3 2025

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
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2. Domestic Demand

Private Consumption: Consumption expected to Figure 10: Build-up of Orders
maintain an upward trajectory, supported by

stable prices, favourable labour market
conditions, and sustained wage growth.

. . Trillion JPY
Consumer prices should moderate, aided by 450 -
government measures such as fuel tax cuts and '
household energy subsidies. 40.0

Japanese Trade Union Confederation aims to 35.0
entrench real wage growth of +1%, setting a
benchmark of 5% or more for wage hikes in
2026, with SMEs targeting 6% or more. Japan 25.0
Business Federation has signalled commitment

30.0

to reinforcing this momentum. Consequently, 20.0

spring wage negotiations are likely to deliver 150 L

increases near 5%, ensuring real wages turn

positive. 10.0

As consumers recognise the end of deflation 5.0 r

and anticipate continued income gains, the 0.0 , , , , , , ,
incentive to delay purchases diminishes, 10 12 14 16 18 20 22 24
boosting demand for durable goods and

services. Consumer  confidence, which =—~Outstanding Machinery Orders Year
bottomed out in May, is improving steadily. —— Outstanding Construction Orders

Cavpital E di . il . Source: INDB, Asset Management One Co., Ltd.,
aplta xpen iture: Investment wi remain Note: Monthly data from January 2010 to September

robust, led by software and automation projects 2025; Machinery Orders as of October
aimed at addressing labour shortages. Elevated
construction and machinery backlogs point to a 3. Price Trends

prolonged investment cycle as these projects
Core CPI (excluding fresh food) is projected to

progress (Figure 10). remain below +2% year-on-year, reflecting
subdued food prices and government relief
measures (estimated to trim CPl by 0.3
percentage points). Goods inflation will soften,
while service prices driven by rising labour costs
should hover near 2%. Notably, service sectors
with high labour cost ratios are seeing price
increases above 3%, indicating successful cost
pass-through.

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.



4. Monetary Policy

The October policy meeting revealed a more
optimistic outlook, with progress toward the 2%
inflation target. Prime Minister Takaichi emphasises
the importance of demand-driven inflation and
remains cautious about potential tariff impacts.
Against this background, the Bank of Japan raised
rates to 0.75% in December and is expected to hike
further to 1.00% around July 2026. Natural rate
estimates range from —1% to +0.5%, suggesting an
initial neutral rate near +1%. (Figure 11) Should
fiscal stimulus persist and output gaps widen, semi-
annual hikes could continue, potentially reaching
1.50% by end-2027

Recent trends show both unit labour costs and unit
profits rising concurrently a shift toward demand-pull
inflation, aligning with the government’s goal of
transitioning from a low-pressure to a high-pressure
economy.

o, Figure 11: Natural Rate of Interest
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Source: Bank of Japan, Asset Management One Co., Ltd.
Note: 1.Quarterly data from Q1 1992 to Q1 2023
2. Nakajima et al. (2023) and Imakubo, Kojima, and
Nakajima (2015) start from Q1 1995, while Goy and
lwasaki (2024) start from Q1 1993.

5. Political and Fiscal Policy

On November 21, the Cabinet approved an
economic package totalling approximately
42 .8 trillion yen in project size and 21.3 trillion
yen in national expenditure, exceeding last
year’s package of around 39.0 trillion yen. The
measures include direct household relief
against rising prices, such as (Figure 12):

1. Priority support grants to local
governments, including rice coupons
2. Electricity and gas bill reduction

programs and temporary suspension of
the gasoline tax

3.  Child-rearing support allowances to

offset price increases

4. Revision of the income tax threshold
(reintroduced from a previous
administration’s decision)

Figure 12: Direct Relief Amount for
Households Facing High Prices under
Economic Measures (Approximately
Over the Next Year)

Priority Support Local Grants

Includes support for households using LP gas,
water bill reductions,
premium wouchers, rice coupons, etc.

¥2.0 trillion

Electricity and Gas Bill Relief Measures

From January to March 2026, ¥0.5 trillion

approximately ¥7,000 per household

Abolition of Temporary Gasoline Tax Rate

Gradual price reduction starting ¥1.0 trillion

November 13, 2025.

Child-Rearing Support Allowance for Coping

with High Prices ¥0.4 trillion

¥20,000 per child

Income Tax “Annual Income Barrier” Adjustment
(Decided under Previous Administration)
Starting with year-end tax adjustment

in December 2025

¥1.2 trillion

Source: Japan Cabinet Office, Asset Management One Co., Ltd.

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.

*Please peruse Disclosures and Disclaimer stated at the end of the document.
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Household support measures amount to roughly
4 trillion yen (excluding the income tax threshold
revision), with an estimated GDP growth boost of
about 0.2%. Other initiatives include crisis
management and growth investments, as well as
strengthening defence and diplomacy. Notably,
the package emphasizes economic security by
targeting 17 strategic sectors, such as Al,
semiconductors, and shipbuilding for public-
private  investment and  supply chain
reinforcement, which are expected to enhance
resilience and promote growth.

While the project size exceeds last year’s, the
government aims to keep this year’'s government
bond issuance (after supplementary budget
compilation) below last  years post-
supplementary issuance of 42.1 trillion yen,
signalling consideration for fiscal credibility.

Looking ahead, attention will focus on the 2026
tax reform and budget. Under the previous
administration, the income threshold was raised
from 1.03 million yen to 1.6 million yen with
restrictions, resulting in 1.2 trillion yen in tax
cuts. Future discussions include whether to
raise the threshold to 1.78 million yen (as
proposed by the Democratic Party for the
People, requiring about 7 trillion yen in funding)

or link it to overall inflation or food price inflation.

The coalition agreement with JIP also includes
examining zero consumption tax on food for two
years, designing refundable tax credits for low-
income households, and reducing social
insurance premiums for working generations.

The chair of the Tax Commission—traditionally
a figure opposed to tax cuts—is now Itsunori
Onodera, who is not from the commission,
signalling a fresh approach to tax reform
discussions. Finance Minister  Satsuki
Katayama, a former Finance Ministry official, is
expected to act as a bridge between the

The Takaichi administration has shifted its fiscal
consolidation target from achieving a primary
balance surplus to focusing on the government
debt-to-GDP ratio (Figure 13). This ratio
depends on (1) nominal GDP growth (real GDP
growth + GDP deflator increase) and interest
payments, and (2) the primary balance (Figure
14). While the primary balance moves toward
surplus, maintaining the so-called “Domar
condition—where nominal GDP  growth
exceeds interest rates—is crucial. Over the past
decade, low interest rates have often kept rates
below nominal GDP growth. Going forward,
with additional Bank of Japan rate hikes and
proactive fiscal policy expected, concerns may
rise over higher interest payments and
spending. However, recent improvements in the
debt-to-GDP ratio have been largely driven by
nominal GDP growth.

In an inflationary environment, whether nominal
GDP growth continues to outpace interest rates
will be key to fiscal sustainability. This
underscores the need for household relief
measures and bold investment promotion policies
that lead to future tax revenue growth, rather than
focusing solely on fiscal discipline.

ministry and the administration, balancing
proactive fiscal policy with discipline
Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this

document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.
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Figure 14: Decomposition of
Contributions to Changes in the
Nominal Debt-to-GDP Ratio
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6. Political Landscape and Risk Factors

Prime Minister Takaichi’'s term as LDP
president runs until September 2027. Unless
her current high approval ratings drop
significantly, the LDP is expected to continue
supporting her. The next Upper House election
is scheduled for July 2028, and the Lower
House term lasts until October 2028 unless
dissolved earlier. Takaichi is likely to focus on
delivering results through the FY2025
supplementary budget (economic stimulus) and
the FY2026 budget, making an early dissolution
unlikely for now. However, given the LDP’s slim
majority in the Lower House and minority status
in the Upper House, if passing the budget
becomes difficult, the risk of dissolution could
rise by spring 2026, leveraging her strong
approval ratings.

The coalition partner, JIP is pushing for
institutional reforms that often involve conflicting
interests among parties, such as reducing the
number of Diet seats, health insurance reform,
and establishing Osaka as a secondary capital.
These could lead to protracted negotiations and
legislative gridlock.

On foreign relations, Takaichi’'s remarks on a
potential “Taiwan contingency” prompted China
to demand a retraction and impose measures
such as advising against travel and study in
Japan, halting Japanese film screenings,
canceling events, and restricting imports of
Japanese seafood. Given that Japan is unlikely
to retract the statement, this issue may persist.
Inbound tourism reached 35.54 million visitors
by October 2025 (year-to-date), making it
almost certain to surpass the previous record of
36.87 million in 2024. Chinese visitors account
for about 23% of total arrivals (2025 estimate).
Inbound spending in Q3 2025 was about 9
trillion yen annually, roughly 1.4% of nominal
GDP, with Chinese visitors contributing around
28%.

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.
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If Chinese inbound spending were halved, Figure 15: Policy Rate, Long-term JGB
nominal GDP could be pushed down by about Yield, and USD/JPY Rate

0.2 percentage points. Chinese tourists tend to
stay longer and spend more on entertainment
and services, meaning certain sectors could
face significant impacts. The 2026 Lunar New
Year holiday (Feb 14-22) spans nine days,
raising concerns about prolonged tensions. 15
However, since many Chinese visitors are

repeat individual travelers, the extent of

cancellations remains uncertain. 10

% JPY
20 r 1 160
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150

China also announced restrictions on Japanese
seafood imports, but given that Japan’s food 0.5
exports to China (including seafood) totaled

only 115.1 billion yen in 2024, the overall
economic impact is expected to be limited. 0.0 . . : : 1 140
More concerning would be potential visa 251 2503 285 25/7 259 25/11
restrictions,  punitive  measures  against — 10-year JGB yield (LHS) YYIMM
Japanese firms (tax audits, fines, business Bank of Japan Policy Rate (LHS)
suspensions, employee detentions), or rare —— USD/JPY Rate (RHS)

earth export bans. However, harsh measures

such as .deta.'mmg Japanese nationals could Source: LSEG Datastream, Asset Management One Co., Ltd.
deter foreign investment and prompt corporate  note: Daily data from 6 January 2025 to 27 November 2025

exits from China, making such actions unlikely.

145

Finally, if markets perceive that Takaichi’s
“responsible proactive fiscal policy” undermines
fiscal discipline, there is a risk of sharp rises in
long-term interest rates and rapid yen
depreciation. Moreover, if yen weakness fuels
inflation and the administration resists Bank of
Japan monetary tightening, further yen
depreciation could occur (Figure 15).

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
*Please peruse Disclosures and Disclaimer stated at the end of the document.



Outlook for Japanese Equities,
Foreign Exchange and Key Risks

1. Japanese Equities

With inflation becoming entrenched and nominal
GDP continuing to expand, corporate revenues
and earnings are expected to grow steadily,
although growth remains driven more by pricing
than by volume. According to the Bank of Japan’s
Tankan survey, sales price expectations remain
above overall price outlooks, suggesting that cost
pass-through continues (Figure 1).

Figure 1: Corporate Price Outlook All
Sizes, All Industries

(BoJ Tankan Survey)
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Source: Bloomberg, Asset Management One Co., Ltd.
Note: Quarterly data from Q1 2014 to Q3 2025

Long-Term Interest Rates,

Efforts by listed companies to improve capital
efficiency prompted by requests from the Tokyo
Stock Exchange and revisions to the Corporate
Governance Code are expected to persist this
year, supported by shareholder returns such as
share buybacks. Share repurchases are on
track to exceed 20 trillion yen in FY2025, and
sizable buybacks are likely over the next few
years, underpinning demand for Japanese
equities (Figure 2). Major domestic financial
institutions, including megabanks and large
insurers, have indicated plans to continue
selling cross-shareholdings through FYZ2030.
For companies, whose shares were previously
held as policy holdings, this creates
opportunities for buybacks, while financial
institutions can use proceeds from such sales
for their own repurchases.

Figure 2: Share Buybacks by Listed
Companies (TSE Two markets)

Trillion JPY
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1 5 9 13 17 21 25 29 33 37 41 45 49

—FY18-22 average =~ emFY23 Weekly
e Y 24 — Y 25

Source: Bloomberg, Asset Management One Co., Ltd.

Note: Weekly data from FY2018 to FY2025. Cumulative
purchase amount from April onward for each fiscal year.
For FY2025, data is up to the week of November 17-21,
2025
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The upcoming 2026 revision of the Corporate
Governance Code will focus on cash hoarding.
Japanese listed firms maintain higher cash ratios
than their U.S. and European peers (Figure 3),
largely due to prolonged deflation. As attention
shifts towards effective use of surplus funds, the
capital efficiency drive initiated by the TSE’s
2023 request and entering its fourth year in 2026
may accelerate further.

Figure 3: Ratio of Cash to Total Assets
25 %

20
15

10

TOPIX ex S&P500 ex Stoxx600 ex
financials financials financials

Source: Bloomberg, Asset Management One Co., Ltd.
Note: As of 28 November 2025

Globally, continued Fed rate cuts and the
resulting dollar weakness are expected to boost
liquidity, alongside a recovery in the U.S.
economy, creating a favourable backdrop for
Japanese equities (Figure 4). Political stability
under Prime Minister Takaichi, supported by the
LDP-Japan Innovation Party (Ishin) coalition,
should also be viewed positively by overseas
investors.

Figure 4: Expansion of Global

Liquidity
YoY, % %
25 ¢ _
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e \oney Supply (U.S., Europe, Japan, China, LHS)

e Global Policy Rate (GDP-Weighted Average, RHS)

Source: IMF, Bloomberg, Asset Management One Co., Ltd.
Note: 1 Monthly data from January 2013 to October 2025
2 Money supply refers to the year-on-year change in the
combined dollar-denominated M2 for the United States,
the euro area, Japan and China. The global policy rate
represents the weighted average of policy rates across 27
central banks worldwide, using 2023 nominal GDP in U.S.
dollars as weights.

Although the LDP-Komeito alliance has
dissolved, the new coalition is expected to
secure a majority in the Lower House with
additional independents joining. The vyen’s
depreciation largely driven by short-term
players following the halt in U.S. economic data
releases and the formation of the Takaichi
administration in autumn 2025 is likely to pause,
easing concerns about Japanese equities in
dollar terms (Figure 5).

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
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Figure 5: TOPIX (in JPY and USD)
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Source: Bloomberg, Asset Management One Co., Ltd.
Note: Daily data from 4 January 2021 to 28 November
2025

In 2025, global rallies in Al-related stocks
pushed the Nikkei 225 price-weighted index
well ahead of TOPIX, a market-cap-weighted
index, driving the NT ratio (Nikkei-to-TOPIX
ratio) to historic highs (Figure 6). In 2026,
broader earnings growth should correct this
excessive concentration in a handful of names.
However, valuations expanded in summer 2025

as markets priced in FY2026 earnings earlier

than usual and further widened in autumn on
optimism over the Takaichi administration
(Figure 7). These valuation premiums are
expected to gradually revert toward the mean,
reflecting typical mean reversion dynamics.

Figure 6: NT (Nikkei-to-TOPIX)
Ratio

Nikkei/Topix
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Source: Bloomberg, Asset Management One Co., Ltd.

Note: 1. Daily data from 4 January 2025 to 28 November 2025
2. NT Ratio represents the relative performance of the
Nikkei 225 index to the TOPIX index (Nikkei + TOPIX).
A rising ratio indicates Nikkei 225 is outperforming
TOPIX, while a falling ratio suggests broader market
strength.

Figure 7: TOPIX Forward 12-Month
P/E
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Source: Bloomberg, Asset Management One Co., Ltd.
Note: 1. Daily data from 4 January 2011 to 28 November 2025

2. P/E shown in this chart is based on forecast EPS for the

next 12 months

3. Periods during COVID-19 when P/E exceeded 20x are
not shown

4. o indicates the standard deviation for the displayed
period.
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While deterioration in Japan—China relations
remains a concern, current Chinese regulatory
tightening towards Japan appears limited, with
minimal impact on manufacturing. Japanese
equities have risen but gains in 2025 were led
by Al-related stocks. Corporate earnings
growth was driven more by price increases
than by volume (Figure 8). In 2026, attention
will focus on whether volume-driven growth
materializes.

Figure 8: Nominal GDP Growth
Rate
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e Nominal GDP Growth Rate

Source: INDB, Asset Management One Co., Ltd.

Note: Yearly data from FY1981 to FY2024
The concentration in Al-related names reflects,
in part, subdued global trade and a flat U.S.
economy, which weighed on traditional cyclical
stocks. Lingering stagnation limited sector
rotation beyond Al. Following the Fed’'s
aggressive rate hikes in 2022, cyclical indicators
remained flat, underscoring the drag from high
interest rates (Figure 9). Going forward, as Fed
rate cuts progress and U.S. economic recovery
strengthens, investor focus may shift towards
cyclical names. For Japan, machine tool orders
and other indicators tend to move in tandem,
and Japanese equities typically viewed as
cyclical globally should benefit from this
recovery.

Figure 9: Business Cycle and Cyclical
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Note: Monthly data from January 2006 to October 2025
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2. Domestic Long-Term Interest Rates

Japanese long-term vyields are expected to
maintain a gentle upward trajectory, with markets
closely monitoring the Bank of Japan’s stance on
rate hikes. However, there is a notable risk of a
sharp rise in ultra-long maturities during the
January—March quarter, when the FY2026 budget
is under discussion, driven by speculation over
fiscal expansion. A snap general election could
allow the LDP to secure a stronger majority,
increasing policy flexibility under the Takaichi
administration and fuelling expectations of fiscal
stimulus. That said, the ruling bloc does not hold
a majority in the Upper House, and the need to
incorporate measures such as consumption tax
cuts previously advocated by some opposition
parties has diminished, suggesting that fiscal
expansion may remain limited

3. Foreign Exchange

In 2025, the dollar/lyen exchange rate moved
against the Japan—-U.S. short-term interest rate
differential, with the yen weakening and the
dollar strengthening (Figure 10). This was driven
by uncertainty surrounding the Fed’s rate-cut
path and the so-called “Takaichi trade.” The
suspension of key U.S. economic indicators
further clouded visibility on U.S. yields.

Looking ahead, we expect the historical
correlation with the interest rate differential
reflecting monetary policy divergence to reassert
itself in 2026, pointing towards yen appreciation
and dollar depreciation. Nonetheless, during Q1
2026, renewed vyen-selling pressure could
emerge amid speculation over FY2026 budget
negotiations and a possible dissolution of the
Lower House.

Figure 10: USD/JPY and U.S.-Japan 2-
Year Yield Spread
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Source: Bloomberg; Asset Management One Co., Ltd.
Note: Daily data from 1 September 2022 to 27 November
2025
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4. Risk Factors

On the downside, risks include a deepening
sense of stagnation in both Japan and the
United States, which could slow the pace of
earnings growth in Al-related stocks. Added to
this are heightened uncertainties surrounding
monetary policy in the two economies, the
possibility that Japan’s domestic recovery fails to
take hold, and the risk of political instability at
home. Further deterioration in Japan—China
relations could also lead to tighter regulatory
constraints on manufacturing activity, amplifying
headwinds for the real economy.

Conversely, upside risks centre on the prospect
of a sharp rebound in growth in the United
States and China. Within Japan, stronger
domestic demand could emerge, supported by
wage increases and the stabilisation of inflation,
which would in turn bolster consumption and
capital investment.

From a market perspective, lingering concerns
over fiscal deterioration across advanced
economies continue to cast a shadow, raising
the possibility of disorderly spikes in yields. For
Japan, a temporary scenario of “triple
depreciation” affecting the yen, equities and
bonds cannot be ruled out should fiscal anxieties
intensify.

Please be aware that financial and market trends and other factors may make it impossible to manage the assets as described in this document. The data in this
document is based on past information_or simulations, and is not intended to suggest or guarantee future investment results.
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Topic: Update on Moves to Improve Capital Efficiency

1. The Situation Three Years On:
Management Focused on Cost of Capital
and Share Price

In September 2025, the Tokyo Stock Exchange
published an update on the current status and
future initiatives related to its 2023 request for
companies to improve management practices
with a focus on cost of capital and share price.

As of July 2025, more than 90% of companies
listed on the Prime Market had made
disclosures, and over 60% had provided
updates (Figure 1). While the number of listed
companies with a PBR below 1x or ROE under
8% has declined, the TSE noted that around
40% of Prime Market companies still trade
below a PBR of 1x (Figure 2).

Figure 1: Disclosure Status in the TSE
Prime Market
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Source: Japan Exchange Group, Inc., Asset Management
One Co., Ltd.

Figure 2: Distribution of PBR and ROE
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Positive investor feedback highlighted a shift in
corporate mindset and improved understanding of
key concepts such as cost of capital, ROIC
(Return on Invested Capital), and WACC
(Weighted  Average Cost of  Capital).
Management’s grasp of these principles has
deepened, and dialogue with investors is
strengthening.

Many companies now disclose ROE targets,
capital allocation policies, and initiatives to
improve balance sheet efficiency. Industry
leaders are influencing peers, and even smaller
firms—those with market capitalisations in the
tens of billions of yen—are beginning to pursue
medium- to long-term capital strategies.
Challenges remain, however. Executing plans
and linking them to genuine improvements in
corporate value is critical. Companies are urged
to go beyond mere disclosure and present a clear
five-year roadmap with a coherent narrative.

Specifically, tangible improvements in ROE and
ROIC must be demonstrated, and these gains
should be supported by sustainable measures.
Concerns persist that some firms appear satisfied
simply by achieving ROE of 8% or a PBR of 1x.

2. The Financial Services Agency
Begins Discussions on Revising the
Corporate Governance Code

In October, the Financial Services Agency
convened an expert panel to discuss revisions
to the Corporate Governance Code (CG Code),
initiating deliberations aimed at an update in
2026.

The CG Code, firstintroduced in 2015, was
previously revised in 2018 and 2021, making
this the first revision in five years (Figure 3).

Figure 3: Evolution of the Corporate
Governance Code

History of Corporate Governance Reform
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Introduced the Corporate
Gowernance Code, establishing
basic principles such as
appropriate information disclosure
and dialogue with shareholders.
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Revised the Code to promote the
appointment of women and foreign
nationals to boards of directors.

2018

Revised the Code to strengthen
disclosure on climate change and
human capital investment.

2021

Tokyo Stock Exchange

2022 . .
reorganized its market segments.

Tokyo Stock Exchange announced
the “Action Plan for Management
Conscious of Cost of Capital and
Stock Price.”

2023

Revised listing maintenance
standards for the TSE Growth
Market.

2025

Scheduled to revise the Code,
examining the use of cash and
streamlining disclosures.

2026

Source: Financial Services Agency (Japan), Asset
Management One Co., Ltd.
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The revision process signals an intention to
simplify and streamline the Code to reduce the
burden on companies. At the same time,
investors are calling for appropriate disclosure of
essential information and emphasising the need
for long-term growth strategies and sustainable

value creation, rather than short-term
improvements in capital efficiency.
The FSA has also announced its Action

Programme 2025 for Enhancing the Substance
of Corporate Governance Reform, identifying key
issues such as excessive cash holdings (cash
hoarding), strengthening the functions of board
secretariats, and accelerating the earlier
disclosure of annual securities reports. These
priorities are now being discussed within the
expert panel.

Debate on cash holdings has highlighted
concerns that internal reserves may attract
excessive pressure from short-term activists
seeking measures such as share buybacks or
dividend increases. Conversely, investors are
demanding greater transparency when surplus
funds are allocated to shareholder returns, and
clearer explanations when cash holdings are
linked to long-term plans such as equipment
renewal or ageing asset countermeasures,
particularly where there is a gap between plans
and actual outcomes.

The quality of independent outside directors
has also emerged as a key issue. While the
framework for outside directors has improved,
guestions remain about their effectiveness in
investment and management decisions. Some
experts stress the importance of the board
secretariat’s role in enabling outside directors
to function effectively. There is growing
expectation that outside directors will play an
active role in strengthening governance and
facilitating dialogue with investors.

Although differences in perspective exist
between investors and companies, both sides
appear aligned in seeking appropriate capital
utilisation and sustainable long-term growth.
Regarding cash holdings, the final guidance
may deliberately avoid rigid prescriptions,
instead taking into account individual company
circumstances.

The revision schedule remains unclear, but
implementation is widely anticipated mid-2026.

It is worth noting that Prime Minister Takaichi
has long advocated for the appropriate use of
retained earnings and corporate cash reserves,
even hinting at taxation on cash holdings in her
2021 publication. This stance is expected to
accelerate demands for companies to
demonstrate transparency in resource allocation
and usage. However, in a November 2025
parliamentary statement, she cautioned against
an excessive focus on shareholder returns and
indicated that the revised Code should
encourage companies to allocate resources
appropriately, not only to shareholders but also
to employees.

Historically, Japanese companies’ high cash
holdings were partly driven by prolonged
deflation, making uniform measures difficult.
Nevertheless, significant changes in corporate
attitudes towards cash management are
expected to emerge.
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Disclosures

Disclaimer

Indices are used solely for comparison purposes. There are
limitations in using indices for comparison purposes because,
among other reasons, such indices may have different volatility,
diversification, and other material characteristics (such as
number or type of instrument or security). Indices are

unmanaged and you cannot invest directly in an index.

TOPIX, TOPIX Total Return Index and their sub-indices :
Tokyo Stock Price Index (TOPIX), TOPIX Total Return Index
and their sub-indices Value and the Index Marks are subject to
the proprietary rights owned by the JPX Market Innovation &
Research, Inc. and/or its affiliates (hereinafter the "JPX") and
the JPX owns all rights and know-how relating to the index such
as calculation, publication and use of the Index Value and
relating to the Index Marks. The JPX shall accept no liability or
responsibility for any loss or damage arising from errors, delays,
or termination of the calculation or publication of the Index
Value. No Product is in any way sponsored, endorsed or
promoted by the JPX and the JPX shall not be liable for any
damages arising from the establishment, distribution and
promotion of the Product.

The Nikkei Stock Average (Nikkei225):

The Nikkei Stock Average is a copyrighted material calculated in
a methodology independently developed and created by Nikkei
Inc. (“Nikkei”) and Nikkei is the sole exclusive owner of the
copyright and other intellectual property rights in the Nikkei
Stock Average itself and the methodology to calculate the Nikkei

Stock Average.

Definition of the Firm

Asset Management One Co., Ltd. conducts its discretionary
investment advisory business as a registered and licensed
investment advisor under the Financial Instruments and
Exchange Act of Japan. Asset Management One Co., Ltd. is
registered as investment adviser with the US Securities and
Exchange Commission.

The discretionary investment advisory business involves
entering into contracts under which Asset Management One
Co., Ltd. is entrusted fully or partially with investment decisions
based on analyses of the value of marketable securities as well

as the authority necessary to make investments on behalf of the

clients based on such analyses.

For this presentation material

This documentation was prepared by Asset Management
One Co., Ltd.

This documentation is required to be used only by the
investor to whom it is distributed.

This documentation is only for the purpose of providing
information and is not intended to be used to solicit
investments.

This documentation was prepared using data that Asset
Management One Co., Ltd. has judged to be reliable
including data from third-party sources. However, Asset
Management One Co., Ltd. does not guarantee its
completeness or accuracy. Additionally, the published data
are only indicative of past performance and do not provide a
guarantee of future performance.

The contents included in this documentation are only current
as of the date this documentation was prepared (December
19, 2025) and are subject to change without notice.

The intellectual property and all other rights pertaining to the
data published in this documentation including benchmark
indices shall remain the property of the publisher and

licensor.
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