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Japan plays the long game to keep structural
recovery intact

Japan’s domestic resilience is a hedge against external uncertainty

By Naomi Fink, Chief Global Strategist
9 June 2025

External uncertainty is driving financial market volatility

The financial markets, buffeted daily by the steady streams of news and noise on US trade policy, have experienced
wide swings in sentiment. Expectations have fluctuated between hopes for the best and fears of the worst. An
optimistic outcome, in our view, would most likely be characterised by trade détente and reversals of many of the
largest threatened and imposed tariffs of early April. The worst-case scenario is based on fears of a US recession and
its impact on other economies, which are possibilities we have also explored in our scenario framework.'

Japanese equities have not been immune to tariff worries, particularly regarding product-specific tariffs on items like
automobiles and steel. These worries have been reinforced by significant downward revisions to earnings in the wake
of the initial tariff announcements. Sporadic strengthening of the Japanese yen spurred by risk aversion in response
to negative developments has also dampened sentiment towards large-cap exporters. However, those focusing on
Japan’s large-cap exporters as a barometer of economic health may be missing out on the important long-term
message — that Japan is undergoing structural reflation driven by factors unlikely to be reversed by market volatility
or bad news on US trade.

Investment is bigger than trade

Japan maintains considerable bilateral trade surpluses with the US. However, we highlighted in How Japan can
safeguard against US tariffs (16 January 2025) that the greater contributor to Japan'’s robust current account surpluses
is not trade but overseas investment — or reinvestment of the returns realised on its direct and portfolio investments
in other economies. These surpluses (see Chart 1) accumulated by corporations and institutional investors could
decrease over time, but if they did, it would likely indicate a narrowing growth differential between investment
destinations and Japan. In essence, the returns on these investments represent capital that may be easily repatriated
should overseas investments cease to yield returns.

' See Global Investment Committee review: scenarios for a less certain global outlook | Nikko AM Insights
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Chart 1: Investment Income dominates Japan’s current account surplus
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For the moment, despite the uncertainty surrounding US trade, there are few signs of significant deterioration in the
performance of Japan’s overseas investments. Moreover, there are signals of continued resilience in Japan’s economy,
even in the face of external uncertainties. These factors may encourage rational investors and trade partners to remain
invested in Japan'’s steady exit from its deflationary lost decades.

More than trade, inflation is a challenge for (real) growth

Japanese GDP growth recently posted a negative reading, driven in part by softness in net exports in the quarter prior
to Washington’s announcement of the “reciprocal” tariffs. Nonetheless, the greatest factor affecting real growth was
not exports. As shown in Chart 2, nominal GDP growth remains positive year-on-year, while real growth is negative.
We observe that the nominal expansion in household consumption significantly outweighed the drop in net exports.
Nonetheless, the picture is starkly different in real terms. Household consumption was not hindered by trade-related
uncertainty, but by inflation, as evidenced by the consumption deflator nearing 3%, which is a decidedly non-
deflationary trend. Japan is facing a very different problem compared to its “lost decades” of deflationary growth,
when it relied on price declines amid negative nominal growth to deflate its way to real growth.
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Chart 2: Inflation, not exports, weighs on real Japan GDP growth
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After lost decades, corporate Japan goes from zero to reflationary hero

An emerging trend is the extent of structural change affecting Japan’s corporates, which goes much further than
coasting on a weak yen and healthy export and investment revenues from abroad. As reflation takes hold in Japan,
we may witness the benefits corporates have accrued. Revenues in nominal terms have contributed to strong profit
growth among companies (see Chart 3), who have been able to improve their margins as they regained pricing power.
Meanwhile, one legacy of deflation—years of hoarded cash on corporate balance sheets—appears to be reversing
(see Chart 4) as companies pay higher wages to attract and retain labour and make overdue investments to upgrade
their tangible and intangible assets (see Chart 5). While there was a brief dip in capex growth at the end of 2024 after
several quarters of strong private sector expenditure, corporate investment (including investment in software) posted
a healthy rebound in early 2025.
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Chart 3: Corporate revenues have benefited from Chart 4: Corporate cash-hoarding may be peaking
nominal GDP growth
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Chart 5: Japan witnessing a resurgence in capital expenditure
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Despite the undeniable uncertainty stemming from the US tariffs announced since 2 April, corporates - long
accustomed to stop-start growth cycles — appear to be managing their inventories prudently. Chart 6 shows why any
delays in orders related to the April tariffs uncertainty may have had little impact on industrial capacity. This is because
companies had already been reducing inventory levels in the preceding quarters, maintaining steady inventories-to-
shipments ratios. Earnings guidance may have been managed even more conservatively than inventories in sectors
directly impacted by tariffs; revisions often appeared to reflect worst-case scenarios. By the same token, if the negative
impact of the tariffs on export-sector profitability is smaller than expected, valuations could be lifted from near-20-
year lows later in the year.
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Chart 6: Inventories are being managed prudently
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The cautious inventory management approach taken by the companies as described above could be one reason why
the large-cap exporter and tech-heavy Nikkei 225 is no longer trading in lockstep with dollar-yen (see Chart 7).
Sceptics, of course, may see clause 899 of the pending US Budget Act, which threatens to impose retaliatory taxes on
investments of subjectively “unfair” tax regimes, as a potential source of concern for big investors in the US. Japan, via
its large corporations, is the largest national foreign direct investor in the US. These large Japanese corporations may
not view tariff threats and related uncertainty merely as the “cost of doing business” with the US.

Chart 7 : Even large-cap exporter, tech-heavy Nikkei is decoupling from dollar-yen
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One often-overlooked aspect of this is the benefit of earning revenues overseas. Japan’s position as a major creditor
to the US gives it the option to vote with its feet if it needs to. Japan could opt to liquidate US investments that are no
longer viable due to the rising cost of doing business. Japan has already started to tap Japanese yen (JPY) 388 billion
from domestic government reserves to offer relief to corporations hit hard by US tariffs. It is plausible to consider that
the solution to diminishing investment returns abroad is repatriation rather than capitulating to constantly shifting
US demands.

The household quandary: keep inflation from stifling growth

Although headline and core inflation have now remained above the Bank of Japan (BOJ)'s 2% target for about three
years, the central bank has not declared a definitive victory over deflation. This is mostly due to the lag in household
demand compared to the relative health of Japan’s companies. However, greater nominal profits, rising costs and
labour supply shortages have eventually pushed companies to raise wages (with a lag to profits), and to invest in
future productivity. As shown in Chart 8, nominal wages have increased for several years.

Chart 8: Nominal vs real labour cash earnings growth
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Source: Nikko Asset Management, CAO

For households, real balances matter. Thanks to persistent inflation, real wages have only recently turned positive,
with record wage agreements by unionized labour at the annual Shunto spring wage negotiations finally filtering
through into the broader economy. Currently, inflation is the main challenge to households’ otherwise expanding
purchasing power, marking a significant departure from Japan’s “lost decades”. Moreover, this new dynamic has roots
in a structural component of Japan'’s labour market, characterised by chronic labour supply shortages (Chart 9), which
are particularly acute in labour-intensive services industries.

Chart 9: Structural labour shortages go beyond simply low unemployment
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We may observe that the unemployment rate, which is currently in the low 2% range, is lower by some measures than
“full” (non-inflationary) employment (see Chart 10) and is historically consistent with accelerating inflation. Although
the total balances of household cash have not yet shown signs of depletion (see Chart 4) despite the move towards
higher prices and wages, Chart 11 shows us that reallocation already took place between fiscal 2023 and 2024. The
introduction of the new NISA, which offers tax incentives, has had some success in moving savings to investments.
The proportion of household assets held in cash decreased significantly between fiscal 2023 and 2024, from over 54%
of households’ balance sheets to slightly over 50%, with investment trusts and equities the main beneficiaries.

Chart 10: Low unemployment is consistent with price rises
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Chart 11: Household cash on the move
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Reflation, savings-to-investment keep domestic buffer intact

Japan has seen positive developments in wage growth, an increase in nominal consumption and shifts in household
assets from cash to financial market instruments. Given these favourable trends, there is reason to believe that
households will continue to provide the growth buffer that Japan needs at a time of external uncertainty, as long as
inflation remains contained relative to income levels. Labour supply shortages are likely to continue compelling
corporations to reallocate their cash reserves (currently slightly below JPY 350 trillion in total) to compete for scarce
labour, replenish depreciated assets and invest in future productivity. Meanwhile, although households tend to
respond to inflation with a lag, the shift from deflation-era cash hoarding towards investing in the market has begun.
This shift means that a portion of the JPY1.1 quadrillion currently held in cash will need to be deployed to positive-
yielding assets to protect households’ future purchasing power from stubborn inflation.

Ultimately, if the quantity of money is indeed an inflation driver, as Milton Friedman suggested in 1963, it is the BOJ's
role to respond to the principal threat to households’ purchasing power. As we noted above, the BOJ is yet to
acknowledge the restoration of the traditional relationship between supply and demand of money. Meanwhile,
external demand uncertainty has cast a pall over the BOJ's policy normalisation trajectory. Barring an unforeseen
collapse in domestic demand, the BOJ could still resume removing accommodation before the end of 2025, should
inflation continue to pose a credible risk to real growth.

To gauge the current state of accommodation, we refer to Chart 12 (real interest rates minus real growth), which shows
us that the BOJ still has room to remove accommodation without interest rates becoming restrictive. Ongoing
evidence of household resilience amid external uncertainty may give the BOJ greater confidence in pursuing rate
normalisation to keep domestic growth alive and well.

Chart 12: Interest rates are still accommodative
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Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for
distribution only under such circumstances as may be permitted by applicable laws. This document does not constitute personal
investment advice or a personal recommendation and it does not consider in any way the objectives, financial situation or needs of any
recipients. All recipients are recommended to consult with their independent tax, financial and legal advisers prior to any investment.
This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way.
The information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts,
projections, estimates or prospects contained within this document. This document should not be regarded by recipients as a substitute
for the exercise of their own judgment. Opinions stated in this document may change without notice.

In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates
of future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal
investment. The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to
buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan
nor is it intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial
Instruments firms) No. 368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association.
United Kingdom: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated in the
United Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion for the
purposes of the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is
directed at professional clients as defined in the FCA Handbook of Rules and Guidance.

Luxembourg and Germany: This document is communicated by Nikko Asset Management Luxembourg S.A., which is authorised and
regulated in the Grand Duchy of Luxembourg by the Commission de Surveillance du Secteur Financier (the CSSF) as a management
company authorised under Chapter 15 of the Law of 17 December 2010 (No S00000717) and as an alternative investment fund manager
according to the Law of 12 July 2013 (No. A00002630).

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. An offering of any
investments, securities or investment advisory services with respect to securities may only be made by receipt of relevant and complete
offering documentation and agreements, as applicable. Any offering or distribution of a Fund in the United States may only be conducted
via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and
intermediaries only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of
Singapore.

Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and
intermediaries only. The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory
authority in Hong Kong. Nikko Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057,
FSP22562). It is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.
Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the
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being offered to a limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority
or any other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee
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Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances
is, to be construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to
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Canada: The information provide herein does not constitute any form of financial opinion or investment advice on the part of Nikko AM
and it should not be relied on as such. It does not constitute a prospectus, offering memorandum or private placement memorandum in
Canada, and may not be used in making any investment decision. It should not be considered a solicitation to buy or an offer to sell a
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