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SUMMARY

o After more than two decades of sluggish growth and deflation or very low
inflation, there are signs that the Japanese economy may be finally reaching an
inflection point, with a number of structural changes under way.

o External shocks due to the pandemic and the Russia-Ukraine war seem to have
led to real changes in corporations’ price- and wage-setting behaviour, which
may support a more sustained inflation outlook in Japan.

o Given Japan’s status as a US ally and its strength in some high-tech sectors, it
could benefit from the on-going global supply-chain reshuffling against the
backdrop of rising US-China tensions. The trend of “friend-shoring” and the
Japanese government’s financial support may attract more corporate investment
to Japan.

o At the micro level, Japanese corporate profits have grown substantially since the
mid-2010s, while labour productivity is also showing signs of improving. In
addition, recent new initiatives by the Tokyo Stock Exchange to address listed
companies’ low valuations will likely enhance both management quality and
capital efficiency.

o Ifsustained, recent increases in employee compensation and corporate capital
investment could lead to a Japan that is structurally different from the past few
decades.

FROM ‘ECONOMIC MIRACLE’ TO THE ‘LOST DECADE'’

Rapid industrial growth in Japan post World War II led to an ‘economic miracle’
that was accompanied by a swift and substantial rise in asset prices since the 1980s.
For example, Tokyo residential housing prices rose by an annual average of 25.4%
during 1985-1990, while the Tokyo Stock Price Index (TOPIX) peaked at nearly
2,900 in late 1989, a rise of 215% from 1985. At its peak, the TOPIX index
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represented more than half of the entire world’s equity market capitalisation. Japa-
nese banks alone made up half of the TOPIX’s market cap.

The massive asset bubble burst in 1990, bringing huge losses in asset values. The
TOPIX index did not really find a bottom until 2022, by which stage it was down
76% from its late-1989 high. Residential real estate prices in Tokyo plummeted and
continued to fall for two decades before stabilising in the mid-2000s at a level simi-
lar to 1985 (Chart 1).

The collapse in asset values left many asset owners’ balance sheets deeply in the
red. In other words, while the liabilities they incurred during the bubble days re-
mained on their books at face value, the massive drop in values pushed balance
sheets into negative equity territory.

Chart 1: Tokyo residential housing price index (Y2015 = 100)
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(OECD), as of 31.07.2023

In the following decade, the Japanese economy fell into a so-called “balance sheet
recession”—a term coined by economist Richard Koo to describe a situation in
which households and businesses prioritise debt minimisation over profit maximi-
sation in order to repair their balance sheets. Indebted Japanese corporations that
were still able to maintain positive cash flows opted to pay down their debt as
quickly as possible. Households also attempted to rebuild their savings. They also
cut down purchases of all kinds and refrained from taking on new debt. With both
the corporate and household sectors turning into net savers and refusing to bor-
row, the economy lost growth momentum. Consequently, from roughly around
1991 to 2001, commonly referred to as the ‘lost decade’, the Japanese economy suf-
tered sluggish growth and deflation.

OUT OF THE SHADOW OF BALANCE SHEET RECESSION

By the mid-2000s, after years of deleveraging, the debt-to-GDP ratio for Japan’s pri-
vate sector (non-financial corporates and households combined) dropped to
around 160%, significantly below the peak of around 220% in the early 1990s. Over
the same period, the public debt-to-GDP ratio rose substantially—to about 170%
from less than 130% (Chart 2).
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Chart 2: Japan’s debt-to-GDP ratios for the public and the private sector
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However, the balance sheet recession left a long-lasting scar on Japan, and external
shocks (such as the Global Financial Crisis of 2008-2009) added to the woes. The
debt-to-GDP ratio for Japan’s private sector did not stop dropping until the mid-
2010s, despite ultra-low interest rates. Japanese firms finally began to borrow again
after 2013. Corporate capital investment also started to pick up around the same
time (Charts 3A & 3B). It’s worth noting that these developments coincided with the
launch of so-called “Abenomics” in 2013. The “three arrows” of Abenomics (mone-
tary easing by the Bank of Japan (BoJ), fiscal stimulus through government spend-
ing and structural reforms) may have helped to lift corporate confidence.

Chart 3A: Outstanding business credit in Japan

Chart 3B: Japanese corporate capital expenditure
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FIGHTING DEFLATION - LIGHT AT THE END OF THE TUNNEL

However, the BoJ’s monetary easing alone did not manage to pull the Japanese
economy out of low inflation. Japanese inflation continued to stay well below the
Bo]J’s target of 2% for almost another decade despite arguably the most aggressive
monetary easing of any major central bank (judged by the size of the BoJ’s balance
sheet expansion relative to GDP).

But inflation has risen since mid-2021—initially due to the supply-chain disrup-
tions caused by the pandemic and the surge in energy prices due to the Russia-
Ukraine war. In June 2023, the core consumer price index (CPI) was above the BoJ ‘s
2% target for the 15th straight month, while the “new core” CPI (which excludes
fresh food and energy and serves as a key barometer of underlying price trends)
rose by 4.2% year on year (y-o-y, Chart 4).

Chart 4: Japanese consumer price indices (core and new core)

Core CPI (all items ex fresh food)

% y-0-y

50 - New core CPI (all items ex fresh food & energy)
----- BoJ target

4.0 Jtarg

3.0

2.0

1.0

0.0

-1.0

-2.0

-3.0 -
05 06 07 08 09 10 11 12 13 14 15 16 17 18 19 20 21 22 23

Source: Pictet Wealth Management, Bloomberg Finance L.P., Ministry of Internal Affairs and
Communications, as of 31.07.2023
Note: The spike in inflation in 2014-15 was mainly due to the hike in consumption tax rate.

As in many other countries, the rise in Japanese inflation initially was caused by an
“exogenous” shock, i.e., a major change outside of Japan’s own economic system.
But such strong and sustained price pressure, which has significantly pushed up
the cost of living for ordinary people, has not been seen in Japan for decades. This
has led to higher wage demands, supported by Prime Minister Fumio Kishida’s call
to raise employees’ compensation under his so-called “New Capitalism” policy
framework.

During the spring wage negotiations (Shunto) in 2023, Japanese labour unions and

employers reached agreement to raise overall wages (including bonuses) by 3.8% on
average, the largest rise since 1993. Of that, basic pay was set to rise by 2.3%, signif-
icantly higher than the previous year’s figure of 0.5%. One cannot easily extrapolate
the outcome of the Shunto as the vast majority of Japan’s labour force is not union-
ised and many smaller companies are unlikely to raise wages so much. Nonetheless,
the Shunto agreement this year may point to some fundamental changes in Japan’s

wage dynamics (Chart 5A).
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Chart 5A: Growth in Japanese workers’ total cash Chart 5B: Women'’s labour participation rate
earnings (12m moving average) " (Age 15 -64)
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Higher wage growth, if sustained, could lead to structurally higher inflation going
forward. Japan’s tight labour market also points in this direction. Japan’s popula-
tion has been shrinking since 2009. But Japan’s total employment only peaked on
the eve of the pandemic (at around 68 million), largely thanks to the rise in Japa-
nese women’s participation in the workforce. This followed the so-called
“Womenomics” drive when Shinzo Abe was prime minister. This involved advanc-
ing gender equality and making it more attractive for women to join the labour
force. But this boost may have largely run its course. In 2022, Japanese women'’s
labour participation rate reached 74.3%, significantly higher than in other major
developed economies (Chart 5B). In our view, the room for further increases is likely
limited. In short, with an unemployment rate of only 2.5% in June 2023, the tight
labour market may support higher wage growth in Japan in the years ahead.

Meanwhile, inflation expectations among businesses and households have also
moved up. In the Q1 2023 Tankan survey, companies further increased their five-
year inflation outlook to 2.1%, compared to an average of 1.1% in 2016-21, while a
survey by the Japanese Cabinet Office reported that more than half of households
expect consumer inflation to exceed 5% in the next 12 months. From a business
perspective, this suggests tolerance for retail price hikes has increased and may en-
able Japanese companies to structurally change their approach to price-setting. So
far, Japanese household demand has proved resilient despite the price hikes in a
broad range of products. This supports a more upbeat inflation outlook.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these projections, forecasts or
expected returns will be achieved. The projection is not based on simulated past performance.

5 OF 11 FLASH NOTE



IS JAPAN FINALLY AT AN INFLECTION POINT? PICTET WEALTH MANAGEMENT
A POTENTIAL BENEFICIARY OF US-CHINA RIVALRY

In an earlier flash note (“Supply Chain Regionalisation”), we discussed the on-going
global supply-chain reshuffling against the backdrop of rising US-China tensions.

In our view, Japan could benefit from this process as well given its status as a US
ally and its strength in some high-tech sectors such as electronics and semiconduc-
tors. In addition, the Japanese government has in recent years sought to revive the
semiconductor industry, with a 774 billion yen (USD6.8 bn) special fund set up un-
der the Kishida administration in 2021 to support cutting-edge semiconductor
manufacturing. According to news reports, around 400 billion yen will be allo-
cated to financing the construction of the first semiconductor plant by TSMC in
Japan. In our view, the trend towards “friend-shoring” and the Japanese govern-
ment’s financial support will likely attract more corporate investment in Japan, es-
pecially in the high-tech sectors.

In addition, Japan will likely benefit from its proactive participation in a web of
economic and trade agreements, including its leading role in the Comprehensive
and Progressive Agreement for Trans-Pacific Partnership (CPTPP), which covers 11
major economies in the Asia-Pacific region. Japan also signed an Economic Partner-
ship Agreement with the EU in 2018. This was by far the biggest trade agreement
ever negotiated by the EU, with tariffs on 99% of Japan's imports from the EU to be
removed over 15 years.

IMPROVING CORPORATE PROFITABILITY AND GOVERNANCE

At the micro level, there are also some encouraging signs. Japanese corporate prof-
its have grown substantially since the mid-2010s—not only in absolute terms but
also as a percentage of private-sector GDP. Since the covid-led interruption, the up-
ward trend in profits has reasserted itself (Chart 7A).

Labour productivity in Japan has also shown some improvement on both an abso-
lute basis and relative to G7 peers over the past few years (Chart 7B). This may
partly reflect the acceleration in technology investments by Japanese corporates on
foot of the digital transformation initiative promoted by the authorities since 2018
to combat Japan’s demographic challenge.

There has also been some notable progress in corporate governance since the Abe
era. This includes a new Stewardship Code (2014) and a new Corporate Governance
Code (2015), which have helped improve both management quality and capital effi-
ciency. Recent new initiatives by the Tokyo Stock Exchange (TSE) to address some
listed companies’ low valuations have added further momentum to the reforms. In
March 2023, the TSE requested listed companies to improve their capital efficiency
and to manage their operations with due consideration for their return on equity
and share prices. Specifically, the TSE asked companies trading below a price-to-
book ratio of 1x to conduct analysis of their cost of capital and then draw up plans
to improve their corporate value. Companies that fail to meet these criteria by
March 2025 may be moved to junior indices or even be delisted from the TSE.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
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Chart 7A: Japanese corporate profits and capital in-  Chart 7B: Labour productivity growth (GDP per
vestment " hour worked) of G7 countries
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Investor activism is also on the rise in Japan and may contribute to corporate gov-
ernance reforms. The number of activist campaigns has increased steadily since
2015, rising to a record high of 52 in 2022. This is second only to the US. While it is
still difficult to quantitatively assess the impact of all these changes, greater dia-
logue between companies and shareholders and heightened expectations for corpo-
rate governance improvement will likely help modify corporate behaviours and un-
lock corporate value.

RISK AND CHALLENGES AHEAD

While the developments outlined are encouraging, there are still some long-term
challenges that the Japanese economy continues to face. An ageing, shrinking pop-
ulation will likely keep weighing on Japan’s growth potential. Investment in tech-
nologies to increase productivity (including automation, artificial intelligence and
robotics) and policies to boost labour supply (such as controlled immigration)
could mitigate the downward pressure, but the headwind remains strong. For ex-
ample, despite some relaxation in its immigration policies and a more welcoming
stance on foreign workers in recent years, the number of foreign workers in Japan
is still well below the level needed to achieve sustainable economic growth. Accord-
ing to a study conducted by the Japan International Cooperation Agency and other
think tanks, Japan will need 6.74 million foreign workers in 2040, roughly four
times more than it has today, to reach the government’s nominal GDP target of 704
trillion yen (USD6 trn) for the same year.
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CONCLUSION

Chart 8: General government debt as a % of GDP (2021)
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Another concern is the sustainability of Japan’s public finances. Japan’s public debt
has expanded more than five-fold over the past three decades (1992-2022), ranking
Japan the most highly indebted country in the developed world, measured as a per-
centage of GDP (Chart 8). This has been due to the Japanese government’s large
public expenditures since the 1990s to support the economy and the surge in social
entitlement as a result of rapid population ageing. While the government has at-
tempted to steer towards fiscal consolidation several times, its efforts have been
interrupted by various external shocks, such as the Asian Financial Crisis in 1997-
98 and the Global Financial Crisis in 2008-09. Consequently, when Shinzo Abe took
office in 2012, an earlier commitment to achieve a primary surplus by FY2020 was
pushed back to FY2025.

Last but not least, after years of massive monetary easing, how to normalise its
monetary policy without causing significant market turbulence and derailing the
economic recovery remains a daunting task for the BoJ. This is a topic that deserves
a discussion of its own.

In our view, recent evidence shows that the Japanese economy may have finally
reached a long-awaited inflection point. After years of near stagnation, the condi-
tions may be in place to sustain a virtuous cycle of endogenous growth, despite sev-
eral important structural headwinds. In essence, the Japanese economy may have
finally moved out of the shadow of a balance-sheet recession after decades of delev-
eraging. The external price shock of the past couple of years seems to have led to
real changes in corporations’ price- and wage-setting behaviour. The possibility of
a period of sustained inflation coupled with the right incentives and a changing
geopolitical landscape could encourage further corporate investment in Japan. If
sustained, the simultaneous increase in employee compensation and corporate
capital investment seen recently could lead to a Japan structurally different from
the past few decades.
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for an investment decision or
other transaction made based
on reliance on, or use of, the
data contained in the
KID/other product document.

By subscribing to the prod-
uct(s) proposed herein, you
acknowledge that you have (i)
received, in good time, read
and understood any relevant
documentation linked to the
product(s), including, as the
case may be, the respective
KID/other product document;
(ii) taken note of the prod-
uct(s) restrictions; and (iii)
meet the applicable subjec-
tive and objective eligibility
conditions to invest in the
product(s).

Pictet London Branch may, if
necessary, rely on these
acknowledgements and re-
ceive your orders, to transmit
them to another professional,
or to execute them, according
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to the relevant clauses of your
mandate, as well as the Terms
and Conditions of Pictet Lon-
don Branch.

The content of this document
shall only be read and/or used
by its addressee. Any form of
reproduction, copying, disclo-
sure, modification and/or
publication in any form or by
any means whatsoever is not
permitted without the prior
written consent of Pictet Lon-
don Branch and no liability
whatsoever will be incurred
by Pictet London Branch. The
addressee of this document
agrees to comply with the ap-
plicable laws and regulations
in the jurisdictions where they
use the information provided
in this document.

Pictet London Branch is a
branch of Bank Pictet & Cie
(Europe) AG. Bank Pictet &
Cie (Europe) AG is a credit in-
stitution incorporated in Ger-
many and registered with the
Handelsregister, the German
Commercial Register under
the no. HRB 131080. Its head
office is at Neue Mainzer Str.
1, 60311 Frankfurt am Main,
Germany. Bank Pictet & Cie
(Europe) AG is authorised and
regulated by the Bundesan-
stalt fur Finanzdienstleistung-
saufsicht, the German Federal
Financial Supervisory Author-
ity (BaFIN)

Pictet London Branch is regis-
tered as a UK establishment
with Companies House (es-
tablishment number
BR016925) and its UK estab-
lishment office address is
Stratton House, 6th Floor, 5
Stratton Street, London W1)
8LA. Authorised by the Pru-
dential Regulation Authority
(PRA) and subject to regula-
tion by the Financial Conduct
Authority (FCA) and limited
regulation by the Prudential
Regulation Authority. Details
about the extent of our regu-
lation by the Prudential Regu-
lation Authority are available
from us on request.

Distributors: Bank Pictet & Cie
(Asia) Ltd (“BPCAL") in Singa-
pore and/or Banque Pictet &
Cie SA, Hong Kong Branch
("Pictet HK Branch”) in Hong
Kong.

The information, tools and
material presented in this
document are provided for in-
formation purposes only and
are not to be used or consid-
ered as an offer, an invitation
to offer or solicitation to buy,
sell or subscribe for any secu-
rities, commodities, deriva-
tives, (in respect of Singapore
only) futures, or other finan-
cial instruments (collectively
referred to as “Investments”)
or to enter into any legal rela-
tions, nor as advice or recom-
mendation with respect to any
Investments. This document
is intended for general circu-
lation and it is not directed at
any particular person. This
document does not have re-
gard to the specific invest-
ment objectives, financial sit-
uation and/or the particular
needs of any recipient of this
document. Investors should
seek independent financial
advice regarding the appropri-
ateness of investing in any In-
vestments or adopting any
strategies discussed in this
document, taking into ac-
count the specific investment
objectives, financial situation
or particular needs of the in-
vestor, before making a com-
mitment to invest.

BPCAL/Pictet HK Branch has
not taken any steps to ensure
that the Investments referred
to in this document are suita-
ble for any particular investor,
and accepts no fiduciary du-
ties to any investor in this re-
gard, except as required by
applicable laws and regula-
tions. Furthermore,
BPCAL/Pictet HK Branch
makes no representations and
gives no advice concerning
the appropriate accounting
treatment or possible tax con-
sequences of any Investment.
Any investor interested in
buying or making any Invest-
ment should conduct its own
investigation and analysis of
the Investment and consult
with its own professional ad-
viser(s) as to any Investment
including the risks involved.

This document is not to be re-
lied upon in substitution for
the exercise of independent
judgment. The value and in-
come of any Investment men-
tioned in this document may
fall as well rise. The market
value may be affected by,
amongst other things,
changes in economic,
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financial, political factors,
time to maturity, market con-
ditions and volatility, and the
credit quality of any issuer or
reference issuer. Further-
more, foreign currency rates
of exchange may have a posi-
tive or adverse effect on the
value, price or income of any
Investment mentioned in this
document. Accordingly, in-
vestors must be willing and
able to assume all risks and
may receive back less than
originally invested.

Past performance should not
be taken as an indication or
guarantee of future perfor-
mance and no representation
or warranty, expressed or im-
plied, is made by BPCAL/Pic-
tet HK Branch regarding fu-
ture performance.

This document does not con-
stitute the investment policy
of BPCAL/Pictet HK Branch,
or an investment recommen-
dation, and merely contains
the different assumptions,
views and analytical methods
of the analysts who prepared
them. Furthermore, the infor-
mation, opinions and esti-
mates expressed herein re-
flect a judgment at its original
date of publication and are
subject to change without no-
tice and without any obliga-
tion on BPCAL/Pictet HK
Branch to update any of them.
BPCAL/Pictet HK Branch may
have issued or distributed
other reports or documents
that are inconsistent with, and
reach different conclusions
from, the information pre-
sented in this document.

While the information and
opinions presented herein are
from sources believed to be
reliable, BPCAL/Pictet HK
Branch is not able to, and do
not make any representation
or warranty as to its accuracy
or completeness. Accordingly,
BPCAL/Pictet HK Branch ac-
cepts no liability for loss aris-
ing from the use of or reliance
on this document presented
for information purposes only.
BPCAL/Pictet HK Branch re-
serves the right to act upon or
use any of the information in
this document at any time, in-
cluding before its publication
herein.

BPCAL/Pictet HK Branch and
its affiliates (or employees
thereof) may or may not have
long or short positions in, and
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buy or sell, or otherwise have
interest in, any of the Invest-
ments mentioned herein, and
may or may not have relation-
ships with the issuers of or en-
tities connected with Invest-
ments mentioned in this doc-
ument. BPCAL/Pictet HK
Branch and their affiliates (or
employees thereof) may act
inconsistently with the infor-
mation and/or opinions pre-
sented in this document.

The information used to pre-
pare this document and/or
any part of such information,
may have been provided or
circulated to employees
and/or one or more clients of
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted
upon by such recipients or by
BPCAL/Pictet HK Branch.

This document is provided
solely for the information of
the intended recipient only
and should not be repro-
duced, published, circulated
or disclosed in whole orin
part to any other person with-
out the prior written consent
of BPCAL/Pictet HK Branch.

Singapore

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not accred-
ited investors, expert inves-
tors or institutional investors
as defined in section 4A of the
Securities and Futures Act
2001 (“SFA") or any person or
entity who is a citizen or resi-
dent of or located in any local-
ity, state, country or other ju-
risdiction where such distri-
bution, publication, availabil-
ity or use would be contrary to
law or regulation or would
subject BPCAL and any of its
affiliates or related corpora-
tions to any prospectus or
registration requirements.

BPCAL is a wholesale bank
regulated by the Monetary
Authority of Singapore
("MAS”) under the Banking
Act 1970 of Singapore, an ex-
empt financial adviser under
the Financial Advisers Act
2001 of Singapore (“FAA”) and
an exempt capital markets li-
cence holder under the SFA.
Please contact BPCAL in Sin-
gapore in respect of any
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matters arising from, or in
connection with this docu-
ment.

Hong Kong

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not “profes-
sional investors” within the
meaning of the Securities and
Futures Ordinance (Chapter
571 of the Laws of Hong
Kong) and any rules made
thereunder (the “SFO”) or any
person or entity who is a citi-
zen or resident of or located
in any locality, state, country
or other jurisdiction where
such distribution, publication,
availability or use would be
contrary to law or regulation
or would subject Pictet HK
Branch and any of its affiliates
or related corporations to any
prospectus or registration re-
quirements. If you do not
want Pictet HK Branch to use
your personal information for
marketing purposes, you can
request Pictet HK Branch to
stop doing so without incur-
ring any charge to you.

In distributing an investment
product as agent for a third
party service provider, Pictet
HK Branch distributes the
product for the third party
service provider and the prod-
uct is a product of the third
party service provider but not
Pictet HK Branch. In respect
of an eligible dispute (as de-
fined in the Terms of Refer-
ence for the Financial Dispute
Resolution Centre in relation
to the Financial Dispute Reso-
lution Scheme) arising be-
tween Pictet HK Branch and
you out of the selling process
or processing of the related
transaction, Pictet HK Branch
is required to enter into a Fi-
nancial Dispute Resolution
Scheme process with you;
however any dispute over the
contractual terms of the prod-
uct should be resolved di-
rectly between the third party
service provider and you.

Banque Pictet & Cie SAis a
limited liability company in-
corporated in Switzerland. It
is an authorized institution
within the meaning of the
Banking Ordinance and a reg-
istered institution (CE No.:
BMG891) under the SFO
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carrying on Type 1 (dealing in
securities), Type 4 (advising
on securities) and Type 9 (as-
set management) regulated
activities. The registered ad-
dress of Pictet HK Branch is
9/F., Chater House, 8 Con-
naught Road Central, Hong
Kong.

Warning: The contents of this
document have not been re-
viewed by any regulatory au-
thority in Hong Kong. You are
advised to exercise caution in
relation to the offer. If you are
in any doubt about any of the
contents of this document,
you should obtain independ-
ent professional advice.
Please contact Pictet HK
Branch in Hong Kong in re-
spect of any matters arising
from, or in connection with
this document.



