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SuMi’s Coffee Break Column - Japanese Equities Show Decreasing Volatility
Written by Katsunori Ogawa, Chief Portfolio Manager of the Sakigake Strategy

The recent strong performance of Japanese equities has attracted market interest, but did you know that
the volatility of Japanese stocks has been improving recently compared with US stocks? In addition to
similar performance, Japanese equities have a high risk-return efficiency, and while the volatility of US
equities has increased after the COVID-19 pandemic, Japanese equities have remained stable. There was
a time when market participants disliked Japanese stocks because of their high volatility, and they were
considered "global cyclical stocks”. Indeed, during the global financial crisis of 2008, Japanese equities
had a bumpier ride than US stocks, which were at the epicenter of the crisis. Japanese stocks, with a high
proportion of manufacturing industries such as electronics and automobiles, are susceptible to the
economy and structurally prone to large swings (Figure 2). However, a comparison of the Japanese and
US stock markets shows a reversal of volatility (annualized standard deviation of daily returns) from 2020.
In FY2022 this was 15.2% for TOPIX, a major stock market index for the Tokyo Stock Exchange (TSE) in
Japan, and 23.2% for the S&P 500 and the returns were +3.05% for TOPIX and -9.60% for the S&P 500,
resulting in a Sharpe ratio (return/volatility) of +0.20 for TOPIX and -0.414 for the S&P500.

Figure 1: Performance Trends of Japanese and US Equities
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Note: The performance figures are in JPY terms.
Past performance does not predict future returns.
Source: Quick (as of the end of May 2023)
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Figure 2: Volatility Trends of Japanese and US stocks

(Standard deviation of 1 year daily return)
50.0

45.0

40.0 a

25.0 I ‘
: ,M\/yﬂ A ‘“‘FW\/’\H’*

10.0
5.0

0.0
1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022

==TOPIX S&P 500

Past performance does not predict future returns.
Source: Quick (as of the end of May 2023)

There are several reasons for this reversal. First is the difference in interest rate trends between Japan and
the US. The Fed's rapid rate hikes in response to historically high inflation and the subsequentrise in long-
term interest rates brought an increase in volatility to US equities. In Japan, interest rate trends are stable,
partly because the Bank of Japan has announced that it will maintain its easy monetary policy under its
new governor, Kazuo Ueda. While Japanese equities were also affected in the short term, volatility is now
lower than before the COVID-19 pandemic. Additionally, the sensitivity of Japanese corporate earnings to
exchange rates has declined, which has also contributed to the limited volatility (Figure 3). Japan's foreign-
demand manufacturing industries had suffered under the strength of the yen before. In response they
have increased overseas local production and procurement of foreign-currency-denominated parts and
materials to reduce fluctuations in their business performance caused by exchange rates. As a result, their
"durability" against exchange rate fluctuations has increased dramatically, although the benefits of the
yen's recent depreciation have decreased. Another reason is that Japanese corporate earnings did not
deteriorate as much as feared after the pandemic, and inflation remained relatively mild compared to other

countries.
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Figure 3: Recurring Profit Sensitivity by Exchange Rate Change (JPY)
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Note: In terms of EURO, there was no data before June 2007.

Source: Daiwa Securities Group Inc. (as of the end of March 2023)

Looking ahead, as it becomes clear that the Bank of Japan will maintain its accommodative monetary policy
even under a new governor, yen interest rates are expected to remain stable at low levels. The impact of
foreign exchange rates on corporate earnings is expected to be limited. As such, volatility in Japanese
equities is expected to remain subdued. In terms of room for upside, we believe Japanese equities have
more upside potential compared to other markets. The reasons are as follows:

Although there are growing concerns about a recession in the US economy, Japan's economy is expected
to remain resilient due to factors specific to Japan, such as inbound consumption and the normalization of
economic activity following COVID-19, which was relatively recent compared to Europe and the US. We
forecast this will act as a tailwind for corporate earnings, especially in the domestic non-manufacturing
sector. In addition, the improving situation around semiconductor supply chains, which was a bottleneck
in automobile production last year, will likely be a tailwind for markets. Toyota Motor expects an increase
in production volume (Figure 4) and this kind of recovery across the sector is expected to be a considerable
boost for the Japanese economy as it creates significant employment, which will have an enormous ripple

effect.
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Figure 4: Toyota Motor Domestic Car Production Volume (1000 units)
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Source: Mid-Japan Economist (as of the end of March 2023)

In addition to growth potential and valuations, the magnitude of risk is also an important factor when
investing in stocks. The current decline in volatility may further increase the attractiveness of Japanese

equities and may be a factor in encouraging continued capital inflows from around the world.
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Katsunori Ogawa, Chief Portfolio Manager of Sakigake HA

Katsunori Ogawa joined the firm in 1994. He was appointed client
relationship manager for public pension funds in 1997. In 2002,
Katsunori became a portfolio manager of a Japanese equities active
strategy. He applies a thematic/top-down approach in addition to a
bottom-up stock picking to generate alpha on a constant basis. He is
one the first investors to capture Asian (especially Chinese)
consumers’ demand for Japanese consumer durable goods and was
an early investor in companies like Unicharm (a paper diaper maker)

and Yakult (a lactic fermenting beverages maker).

Katsunori received a BA in economics from Keio University. He is a
Certified Member Analyst of the Securities Analysts Association of
Japan (CMA) and a Certified International Investment Analyst (CIIA).

He won Japan Best Equity Manager by Asia Asset Management
Country Awards for three consecutive years, in 2022, 2021, and 2022,

and recently he was awarded the same prize in 2023.
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Disclaimer — UK

This marketing communication is issued by Sumitomo Mitsui Trust International Limited
(“SMTI”). SMTI is authorised and regulated by the United Kingdom’s Financial Conduct
Authority (the “FCA”), whose address is 12 Endeavour Square, London, E20 1JN, United
Kingdom.

This marketing communication has been made available to you only because SMTI has
classified you as a professional client in accordance with the FCA’s rules. If you have
received this marketing communication from a source other than SMTI, you should
contact SMTI before using it or relying on it. You must not send this marketing
communication to any other person without first having received written approval from
SMTI.

The information contained in this marketing communication (the “Material”) is being
made available for information purposes only and is designed to provide information on
the investment services which SMTI may offer to clients.

Nothing in the Material amounts to or should be construed as an actual offer by

SMTI to provide any investment services to any person. If SMTI agrees to provide any
investment services to any person, those services will be the subject of a separate
written agreement between SMTI and that person. Furthermore,

the Material has not been prepared with any consideration of the individual
circumstances of any person to whom it is communicated.

Accordingly, it is not intended to, and does not, constitute a personnel recommendation
in relation to the purchase or sale of, or exercise of any rights in relation to, any financial
instruments or advice in relation to any investment policy or strategy to be followed.
The Material also does not contain the results of any investment research carried out by
SMTI and is not intended to amount to a financial promotion of any particular financial
instrument which may be referred to in it.

While SMTI uses all reasonable endeavours to ensure the Material is accurate, it has not
been prepared with a view to any person relying on it. Accordingly, SMTI accepts no
responsibility for any loss caused to any recipient of this document as a result of any
error, inaccuracy or incompleteness in the Material, nor for any error in the transmission
or receipt of this communication.

Any enquiries regarding the products should be made to:

Hirofumi Hayashi

Head of Investment Management Department

Sumitomo Mitsui Trust International Limited

155 Bishopsgate, London EC2M 3XU, United Kingdom

Direct: +44 (0)20 7562 8405

Email: imd@smtil.com

Sumitomo Mitsui Trust International Limited is authorised and regulated by the
Financial Conduct Authority
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