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EDITORIAL

Japan’s economy has been on a long-term recovery trend, showing strong

growth during 2017. It now seems well on the way to beat economists’ forecast of
1.3% GDP growth by a healthy margin. The same is true for growth and wealth
accumulation in the other Asian markets. At a time when political risks have been
increasing and valuations of almost all asset categories may seem high, it seems
particularly important to weigh the long-term potentials in the ‘real” economies of
corporate growth, profits and income generation against the short-term risks of

price and policy mismatches.

This latest edition of the Julius Baer Wealth Report Japan will argue that
Japanese households and companies should prepare for taking advantage of

the recovering ‘real” economies, while limiting risks in ‘political’ markets of only
supposedly ‘risk free’ government finance. After analysing the reasons behind the
high cash balances of Japanese households in our 2016 Wealth Report Japan,
this edition will show that it might be time to think ahead. The ‘safest’ assets, such
as cash and government bonds, might not be the wisest choice in a ‘new normal’
of continuously stretched government finances, overextended monetary policies,

and gradually increasing costs and inflation.
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WEALTH AND INVESTMENT
IN THE ‘NEW NORMAL

To show the risks and opportunities for households
and companies, the report begins with a review of
fundamentals of the Japanese labour markets and
incomes, which are the key to Japan’s economic
recovery and growth. It continues by taking the
pulse of High Net Worth Individuals (HWNI)

with our Julius Baer Lifestyle Index, and finds that
from the luxury markets to the ageing household
incomes, the Japanese economy is finally improving
convincingly. A risk analysis of the Bank of Japan
(BoJ)’s exit strategy from the current expansionary
monetary policies follows, showing the BoJ in a
reassuringly strong position to balance money

markets, but raising concerns about long-term

low interest rates and the creeping losses for bond
investors. Furthermore, to better understand the
potential risks of ‘bubbles’ in real estate, credit and
bond markets, the report also looks at household
wealth/income balances and shows that bond
markets currently face increasing risks. Finally, and
on the positive side, the strategies of corporate and
institutional investors are outlined, who see growing
opportunities in stock and overseas markets, which
may hold conclusions for private investors as well.
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A STRENGTHENING ‘REAL ECONOMY PROVIDES
THE BASIS FOR IMPROVING INCOMES

The simple observation that Japan’s ‘real’ economy
is in very good health easily becomes overlooked

in an environment of very high expectations for
potentials but also strong concerns about risks. Since
the the start of Abenomics at the end of 2012, the
public’s focus was mainly on the BoJ’s monetary
policies, fiscal policy and structural reforms. Clearly,
policy makers tried their best to boost optimism,

private investment and growth expectations to break
the ‘deflationary mindset’ in Japan. They relied
heavily on monetary tools to expand the economy,
which did not do enough to improve the ‘real’
potential of the economy. As a result, households
and companies remained stubbornly negative about
the Japanese economy’s outlook.

Chart 1: Japan’s potential growth rate and its components
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Chart 1 shows that Japan’s potential growth rate,

as estimated by the BoJ, has been recovering

even before the start of Abenomics and improved
only slightly during Abenomics’ initial monetary
boost. From the supply side, the limiting factors
have been labour inputs on an hourly basis and
productivity. Facing shortages in Japan’s ageing and
heavily requlated labour market, companies have
been under increasing pressure to deliver higher
profitability from governance reforms and growing
pressure from institutional investors at pension
funds. They have therefore been working their core
staff hard, often with only limited overtime pay. Such
strategies had soon reach their limits and companies
have been forced to limit overtime while having to
improve the working conditions of their employees.
Thus, companies kept reducing the working hours
of their employees, while expanding employment
significantly. The result is evident in the record low
unemployment rate of just 2.9% and a growing
workforce, even against a severe ageing trend. So
far, this corporate policy of hiring more employees,
often on temporary contracts, kept overtime

hours and employee wages low. It also resulted in
deteriorating productivity, because employees could
not be trained efficiently and integrated smoothly
into companies’ new and innovative activities.

Software investment into labour saving technologies
is therefore booming. Companies are not just
upgrading their IT systems in the hope of cutting
costs, but are investing into better overall operations,
services and productivity. It appears that many
companies have finally decided to work smarter
instead of (just) harder. By shifting from cost-
cutting to more future-oriented digital technology
strategies, companies are also able to integrate

the growing numbers of temporary staff into their
workplace much better, and to provide more flexible
job conditions to experienced employees who were
previously pushed into retirement.

A closer look at the structural changes of the labour
market shows these improvements. In particular, the
low incomes of part-timers in metropolitan areas
have increased by 2.3% over the last year, and hourly
minimum wages above JPY 1,000 have become

the norm. This is a result of tight labour markets

in construction, logistics, retail, and of course, high
value added services such as IT services. Most of
these sectors are run on the basis of highly efficient
temporary staff service companies, who saw their

fortunes improve significantly. Recruitment agencies
are now in a much better position to negotiate
higher wages on behalf of their staff. This helps
young employees, who find much stronger demand
not just for their labour, but also for their skills as
‘digital natives. Most of them are today far better

at understanding the increasingly sophisticated
information and communications technology

(ICT) services of Japanese companies than their
older peers.

Young temporary or contract employees with

digital skills are also becoming significantly better
integrated into their workplaces. Having jobs of
growing productivity will almost certainly make
these young employees more confident about

their future careers and earning potentials. These
changes are also helping older employees, who
previously had to retire on tight pensions. Initially,
companies were simply forced to employ older staff
for a longer period when the official retirement

age was increased towards 65, which led them to
limit wages again. By changing their operations
systems, companies soon discovered that they could
efficiently employ older, reliable and flexible workers
even beyond 65 years old at very low costs. While
this has not yet helped to lift their hourly wages
significantly, older households have become less
dependent on their limited pensions.

Most of these developments have yet to create
the hoped-for result of increasing overall incomes.
The increasing incomes of the young and the old
workforce are relatively small compared to the
bulk of ‘middle aged’ employees who still see their
incomes stagnating. Productivity is also lagging,
because the more diverse workforce still needs to
be better integrated. By working ‘smarter,” corporate
profits, which seemed to have peaked in 2015, are
increasing again at a fast rate. Service companies
such as those in logistics and wholesale have
introduced advanced ICT management systems
to compete with internet-based offerings. It has
also encouraged the government to rely less on
heavy-handed macro policies, and to focus more
on micro reforms that improve the conditions for
employees and companies. On the basis of higher
corporate profits, improving optimism and rising
incomes among the young and the old workforce,
as well as improving productivity with better ICT
management, overall incomes are expected to
increase further.
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The Julius Baer Lifestyle Index

Our Lifestyle Index of HNWIs in Asia is showing
a positive and consistently appreciating trend:
Tokyo, which has been an outlier for its persistent
deflationary trends, finally joins its Asian peers by
showing positive price and demand developments
for luxury goods and services. The lifestyle index
for Tokyo has increased by 0.8% in Japanese yen
terms. On a US dollar basis, prices have declined

Chart 2: Julius Baer Lifestyle Index

by -3.0% but this can be explained by the fact

that the Japanese yen being among the strongest
currencies in Asia during 2017. For the first time,
too, positive price developments are largely in sync
across Asian capital cities, with only Taipei recording
price declines of -1.3% in local currency terms. On a
US dollar basis, trends have become more diverse,
depending on the countries’ currency strengths.
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In terms of price trends for individual items, Tokyo
is driven by similar factors and preferences as most
other capital cities. As in much of Asia, luxury
consumption in Tokyo is increasing, but not to a level
that would indicate the return of asset bubbles. On
the contrary, while demand, especially for luxury
services, is increasing, competition is keeping prices
down from the supply side. For instance, airline and
hotel offerings have been greatly expanded, which
kept prices at bay. Fortunately, however, this new
supply is not built on deflationary overcapacities

as in the past anymore, it comes from genuinely
new offerings. Luxury hotels are being built and
renovated at a fast rate and airlines are expanding,
including Japan’s formerly insolvent flag carrier
Japan Airlines.

2013-2014

2014-2015 2015-2016 2016-2017

An exception is the declining price of golf course
memberships, however, which fell by a further

-10%. This signals that some parts of the Japanese
economy are still restructuring. It seems that

the golf club operators still struggle to win over
companies and their extremely busy core employees
for renewed membership. Retired HNWIs still have
a keen and reqular interest in the sport, but they
cannot fill the gap that was left by a change in
business culture.
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Chart 3: Julius Baer Lifestyle Index (%) 2017 versus 2016

Local Currency Tokyo

Tokyo

-
o
0
o
0
c
=
=
(]
=]
5]

~<

Eés'“i?ess e -3.8%
(&) e
\g!f‘iii;g -7.5%
Hotel suite -3.3%
sl 0.5%
V'HO?)SrEital Cos
gZl”f“i;l:rbsh?p 10.1%
e 0.0%

Watch 0.0%
Lo .
Wine 10.4%

Jewellery 0.0%
Men’s suit 25.6%
Botox 74%
Piano 7.0%
Car 1.9%
Cigar 0.0%
Ladies shoes 0.0%
University -4.3%
() e 5%
Skin Cream 0.0%
Biengnuesrtation 56%

Source: Julius Baer

Tokyo has fallen from fourth to seventh in the
overall ranking of the most expensive Asian cities,
and from fourth to fifth when the big-ticket items
of real estate and cars are weighed separately. This
development matches our overall observations:
While inflation is not rampant despite extreme
monetary policies, gradually improving private

consumption and investment trends are breaking
Japan’s deflationary trends from the ‘real’ economy
side. The ‘potential’ growth rate of demand and
prices, however, cannot match other much younger
Asian capital cities with fast growing numbers of
HNW!Is, who can support a more dynamic market
for luxury goods.
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MONETARY POLICY SHIFTS
FROM QUANTITY TO QUALITY

The BoJ has been closely following the structural
improvements in the economy and convincingly
points out that the increasing real growth has been
as high over the last five years as during the global
boom between 2003 and 2007, before the global
financial crisis. It is therefore adjusting its policy and
is not forcefully trying to break deflationary trends
anymore. Instead of buying ‘quantities’ of JPY 80
trn government bonds and other assets every year,
it is focusing on the ‘quality’ of its ‘Quantitative and
Qualitative’ (QQE) policy by introducing a ‘yield
curve control’ that keeps the long-term interest
rate close to 0% for the foreseeable future. At the
same time, however, the BoJ expects the long-term
potential growth rate to stay at just 0.8% after the
current Abenomics monetary expansion has run its
course and the next consumption tax hike is due in
2019. On the back of unavoidable headwinds, such
as increasing taxes and social security costs while
baby boomers retire, significantly higher growth
rates might indeed be all but impossible.

For long-term investors, this policy change has
significant consequences. On the positive side,
most doomsday scenarios that either feared spikes
of inflation due to monetary policy remaining too
expansive for long, or an economic crash due to the
termination of current policies, have lost their edge.
The BoJ can almost certainly be expected to keep
control of any ‘spikes’ in interest rates or collapses
of bond prices. Reassuringly, the bank already owns
40% of the government bond market, while much of
the rest sits in the safe accounts of life insurers and

14

pension funds. At the same time, low interest rates
over a longer time period will help the government
to pay its bills without too much financial stress. In
addition, the interest rate gap to other countries
will tend to support a relatively weak Japanese

yen, which will help corporations to maintain their
profitability in the international economy. Going
forward, the BoJ’s biggest concern will be the huge
liquidity overhang, sitting in banks’ accounts with it.
When inflation finally returns, the BoJ will have to
become quite innovative to manage this final phase
of policy ‘normalisation” when liquidity needs to be
drained from the banking sector instead of further
flowing into it.

On the downside, the recognition that Abenomics
cannot improve the outlook as fast and as strongly
as promised, results in a rather muted outlook for
private investment and growth. After ‘normalising’
monetary conditions, the ‘new normal’ in Japan looks
frustratingly like the ‘old normal’ of slow growth,

low demand dynamics and strained government
finances. One important and very significant change
however, seems to be that households and investors
cannot rely on falling costs and lower prices to boost
their real incomes and returns on assets anymore.
With deflation on the way out, while monetary
conditions remain expansionary and interest rates
capped, investors will have to think twice about
keeping their savings in just cash and bonds, as they
have done in the past. Instead, diversification will
play an increasing role in the Japanese economy.
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HOUSEHOLD WEALTH:
TIME FOR DIVERSIFICATION

While the economy is facing the increased risks

of supposedly ‘risk-free’ assets such as cash and
government bonds from the cost-side, it may be
time for Japanese households and companies to
think ahead and ask some important questions:
What are the main challenges for low-risk
investments, and what kind of diversification may
help to keep portfolios stable and growing? Already
today, the positive impact of soaring stock markets
over the last five years seems like a lost opportunity
for households who remained underinvested. The
real estate market, on the other hand, while still
growing in the urban centres, seems to have only
limited potential. Incomes in real estate, as can be
seen in the declining real estate investment trust
(REIT) index, seem to have already peaked in 2016.
Sluggish rents are unable to support the increasing
real estate related costs as long as overall growth is
not picking up significantly. To begin our discussion
of potential options for Japan’s household wealth,
we will therefore first take a closer look at the
potential of ‘real” assets.

Real estate bubbles and the challenges of wealth
accumulation

The defining experiences of Japanese households
with asset allocation risks were the real estate bubble
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and the following financial crisis of the 1990s. Real
estate investors today remain intensely aware of risks
when asset prices increase, while overall growth and
incomes do not follow. The long-term value of an
asset, after all, is defined by the future income stream
it can provide to its owner. In real estate, increasing
asset values are limited by the underlying productivity
of their locations and the rents they generate as a
stream of income. This potential can be very strong
in growing city centres. In the rural regions of a fast-
ageing economy, on the other hand, valuations can
fall and even turn negative when infrastructure and
maintenance costs start to overwhelm incomes, as
they do in many parts of Japan.

The following graph shows the relationship by plotting
non-financial assets of households (i.e. mostly real
estate) divided by household income. In Japan and
much of Europe, real estate is the most fundamental
asset for households’ wealth accumulation. On the
other hand, in the US the ratio remained as low as two
times the income for decades because a sufficient
supply of land and fewer building requlations around
urban concentrations have kept real estate prices

in line with growing incomes. The only significant
exception was the bubble before the 2008 global
financial crisis.



JULIUS BAER WEALTH REPORT: JAPAN 2017

il

EN

JRNENSRTCRENREPERBEWSTIRITY—,
ESNBZEEDIRIDEEDICEELTWSSIZ BAD
RETPREBITROIEZEZ DR THD EURVIRED
FHAMERFANR—RTAVADREERRZMIFT S
EDITIFEDLSBABMNRERDOH EWSEEZB VDT
IEDWTEZBRETIERBRVWTULEL SN T TITBESFHIC
DIAKATB LEROTSADI VNI NERZE  BE%E
BICTAEIL T > feReticE > TIEESE R UIZLS (I
BonExd,—A FBETBEHOLFTRELRELTNS
HDD.BH2Z ERICOVWTIRSNAREELIBRVNLST
I AEEFS I ABEREREFEREID BHOTEICRES
ZEMNTEZLDIC. T TIC2016FETE—I 7 IR UIck S
BRISNETERIZIABEERNS HEASHOHRENL
S>MDEEIEUABWERD SEIMEMICH D ABEREIR N
KZBIEDNTEFE A BRDRETEEICE>THIREDH
ATV IVIEODWTDBERERDDICHID. T LEYE
EOBEAICOVWTHULKETWZEELET,

FEENTILEEDERDRE
BEERADIRVICEUTHADREFDREREEZETSHD
EVTARBENTNEZNICHETII90FERDERBIENH

17

TDE 5 ZEDEBUL DR

DEUCSDAEERERISEEMEN LA UEEDUR
VB BHBUTWETH . — A TRBEDLHN AR RS
BN ZENICRE>TVWBEIIEZFTAIER. HDEED
REANAMEE. ZNEEIT D AICRETZENTEDT
RKOWAICE > TERINES ABEICKITDEEMBED L
FF EREBOTVWBFITERDEEME Y, ZOREELFIE
EUTHEAEITERICLDEEZRITE T, ZDABEMIE. AL
RUTWAEOESTIFFER ICAERDEBEET,—H T A&
[CE M EDSEDE TSN DM TIIEHEN T BT EDHH
D.EBENFBZ LODIKROH DL SBIBERICIFEYAFRICER
UBZEIZHBNET,INIFEARDLZLDBEMTRLSNDLS
[Ch>1cRER T,

WUT D757 RETOFERMEE (KBADREE) 2T
S TR S e DT BARE RN DKRED T REIENR
HOEDERBICESTRVEEREELB>TVWET.—AT
KETE COBEDETFICHOIDFAED2MEREEVSE
WKEICBE > TVWETKETIE DO+ 1252
& & HmOERMISEDOEYICET RN HBN
ENS ABEMBAARORIE—HUTERUIME—D
B> fISMNE MR EREATD/NNTILE T UL,



JULIUS BAER WEALTH REPORT: JAPAN 2017

Chart 4: Real assets to income ratios
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In Japan, with its initially young population flocking
into the productive city centres during the 1970s
and 1980s, it was quite a different experience. When
a young population needs to build up wealth and
save for future retirement, asset prices (real estate
in particular) will initially increase faster. Later in the
cycle, however, incomes generated will have to catch
up to prove the worth of asset valuations or asset
prices have to fall, which will bring down the wealth
to income ratio to some ‘natural’ level (or sustainable
return on asset).

Much of Europe seems to follow Japan’s experience
with some significant differences. The UK, with its
strong city cluster in London has been prone to
strong cycles, but has managed to keep real asset
prices on a long term growing trend by attracting
foreign demand, and by building a strong urban
service economy around its international centre.

From this perspective, the upcoming backlash

on Brexit (Schulz 2016) would have the potential

to pull real asset prices down again. In Germany,
asset/income ratios have been increasing almost
continuously, along with the gradual ageing

and growing savings of its population. The slow
development of its cities in a much more multi-
centred geography kept price down, while its strong
but costly social security system left German
households with fewer funds to invest privately

into retirement assets. In Italy, we see the opposite
situation: households with limited confidence in
their government accumulated some of the highest
private fortunes and kept much of it in real estate.
Relatively declining incomes over the last decade
kept the ratio increasing further. Only with a long lag
after the global financial crisis, real estate prices in
Italy have started to fall to more sustainable levels.
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Real estate lessons for bond bubbles For investors, some of the most important questions
Japan’s experience with real assets raises some are: Will bond bubbles burst as stock and real estate
difficult questions for the bond market. For instance ~ bubbles do? Are government bonds, which have
Alan Greenspan, former Chairman of the Federal become the core assets of Japan’s wealth allocation,
Reserve of the US from 1987 to 2006, has warned facing the same fate of dropping valuations and

in an August 2017 interview with CNBC that “We mounting losses when investors decide that returns
are experiencing a bubble, not in stock prices but in are too low to cover their increasing costs? Will bond

valuations come down to some more ‘natural’ levels

bond prices”.
for interest rates, and if so, what level might that be?

Chart 5: Financial assets to income ratios
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Chart 5 plots financial assets and household income ~ Greenspan and the roaring financial markets in the

ratios in the same way as real assets. In contrast 1990s brought them back up, in particular during

to real assets, financial asset ratios show clear the two ‘bubbles’in 2000 and 2007. Today, the level
upward trends in Japan and Europe without too is beyond four times income, mostly on the back
many interruptions. Soon, financial assets will be of outsized central bank demand, which has been
the most important asset category for households flowing into US Treasuries. During this period, the
to build their wealth. The US differs here again, as four large central banks (US, Europe, Japan and
bond and stock markets have always been more China) have increased their bond portfolios from

important in the US. A long period of inflation and 11% of world gross domestic product (GDP) in 2007

inflation-fighting during the 1970s and 1980s had to 25% in 2017, according to Bloomberg Central

undermined their value to a ratio of below 3, but Bank Asset data. Investors seem rightly worried
about this development.
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How much more potential for financial assets?

In contrast to real assets, financial assets are not
only more liquid and (mostly) more transparent,
their underlying income streams are also not limited
by the narrow productivity and uses of real estate.
Credit is being used by companies around the world
for productive investment and by governments in
growing economies to secure the means of growth
by investing in infrastructure. For retirement savings,
government bonds have the additional advantage of
being closely controlled, guaranteed and backed by
tax-payer incomes.

An enormous expansion of credit and bond markets
has therefore evolved after inflation risks had been
tamed during the 1980s and a wave of globalisation
opened more and more markets, in particularly in
Asia. Furthermore, new financial technologies made
it possible during the 1990s to turn more private
credit contracts into household assets through
securitisation. In an ever-growing world of new
productive uses, bond portfolios seemed to be able
to grow without any immediate limitations.

Chart 6: Domestic credit to the private sector

What works in theory, however, faced major
limitations in practice when large investment flows
from a growing number of developed countries
were directed towards slower growing global

bond markets. As shown in the graph below, after
Japan’s initial experience with a domestic credit
bubble, bubbles started to emerge in the narrow
credit markets of several emerging countries,

best remembered by the Asian financial crisis in
1997. After 2000, credit demand was cooling, but
liquidity kept flowing when the emerging countries
(especially China) began to prepare for retirement
and flooded markets with their savings.

Additional problems emerged when credit demand
from productive private investors (the curve of
financial deepening in the graph) began to cool off.
On the back of more liquidity, combined with fewer
productive investment projects, interest rates fell
further and encouraged governments to become
dependent on inexpensive debt finance to cover
growing government consumption, social security
and projects with little profitability. Before the global
financial crisis, cheap finance therefore kept flowing
into indebted EU governments, which ultimately
triggered the euro crisis.
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The crash of the US stock market in 2008 seemed
to change everything; except for the economic
dependence on additional government finance,
which now became fed directly from the accounts
of central banks. Remarkably, the Chinese
government’s decision to somewhat insulate its
industry from the crisis’ demand shock by expanding
liquidity and fiscal programmes, has now turned the
Chinese economy into an important part of such
global credit cycles.

The long tail of financial crises

Japanese investors have learned from their real
estate and credit bubbles that financial crises have
a very long tail. This is mostly due to the fact that all
market participants need to adjust their positions.
Companies need to shrink their over-leveraged
balance sheets and settling outstanding credit

by selling assets into a market with low demand,
households need to cut consumption and boost their
savings to better prepare for an uncertain future,
and the government, and governments increase
their control of markets in order to increase future
stability. Governments also try to keep the process
as slow and orderly as possible by supporting assets
prices and demand with new government credit.
Instead of quickly shrinking over-leveraged credit
markets, low-yielding government debt is therefore
replacing private funds and keeps the interest

24

income of households on their savings low. As a
result, the cost of safekeeping financial assets during
a financial crisis is the depression of reasonable
returns on savings and the misallocation towards
excessive government finance for an extended
period.

In Japan, the trend to more government controlled
finance and investment has contributed to the slow
economic growth over the last two decades. Only
about 15% of household financial assets have been
invested in ‘risk’ assets such as corporate stocks or
high-yielding overseas securities. With so much
government finance and so little ‘real’ investment,
it is not too surprising that returns on investment in
Japan have remained well below their potential.

So far, households have been surprisingly patient,
and accepted low investment incomes for a
considerable time. Instead of gaining directly from
Japan’s economic recovery, they have benefited
indirectly through ‘real” income gains from falling
costs and improved services through business
restructuring and innovation. With deflation
subsiding, however, investors will either have to face
growing losses on their ‘safe’ investments, or have
to think about productive private initiatives that can
boost their portfolios, and hopefully rejuvenate the
overall economy as well.
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DIVERSIFYING PORTFOLIOS:
IMPORTANT TRENDS FOR JAPAN

The discussion of policy and market trends at a time

of ‘normalisation” has shown that ‘safe’ assets might
not be as safe as in the past anymore. Even though
households will certainly remain strongly concerned
about preserving their assets, the growing risks
from increasing costs and inflation will need to be
addressed sooner rather than later. At zero interest
rates, after all, there is no margin for risk when the
promised inflation and tax increases will eat into
investors’ assets. Diversifying portfolios into private
markets with solid returns and business models is
therefore becoming more important.

Bond market versus stock market risks

Timing and risk premiums are the main obstacles
for investors when diversifying their portfolios into
riskier asset classes such as stocks and international
securities. For investors in Japan, the international
environment today seems particularly treacherous.
Global asset markets have boomed for long,
valuations seem to be even more stretched in other
major markets than in Japan, and political stability
has now become a factor even in the US and EU
markets.
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Even at their currently high valuations, however,
earning yields of stocks remain about 3.5% above
real bond yields. For earning yields of the S&P 500
versus 10-year inflation adjusted Treasuries, for
example, the gap is 4.7% during 2017, according
to Bloomberg Finance L.P. This is 21% higher than
the 20-year average. Graph 7 of cyclically adjusted
earning yields over the last 140 years by Robert
Shiller, who has warned extensively of ‘irrational
exuberance’ in asset markets, is particularly
instructive.

With long-term, adjusted price-earning (P/E)
ratios above 25 during the last years, he points out
that as of April 2017, stock valuations are too high
and earning yields at 3.3% are too low compared
to their historical averages. The main reason for
the stretched valuations in stocks is, however, not
extreme optimism among investors or companies,
but extremely low real interest rates (at -2.3% in
Chart 7). The reduced financing costs of companies,
as well as the relative appreciation of real assets
in their balance sheets, have increased their stock
valuations. P/E ratios have been increasing and
earning yields have been falling along with the
bond markets.
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Chart 7: Cyclical adjusted earning yields and real interest rates
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For investors, it is worthwhile to consider the long- investors, gain from today’s low interest rates directly
term trends in the graph above. The gap between and have the flexibility to invest these low-cost
stock yields and interest rates always diverges during  funds into productive, income yielding activities,
extreme economic times, but the long-term trends such as cost reductions, digital technologies, and
have been similarly pointing downwards. Investors product development. Well-performing companies
should be prepared to accept lower returns on their have a strong opportunity to build their business
assets not just from their bond portfolios, but also models at extremely low costs, which is increasingly

from stocks. The difference in earnings is particularly  reflected in their growing profitability.
striking because companies, in contrast to bond
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Long-term value in Japan’s stock market

Compared to the negative real returns on bonds

and cash, stocks remain a interesting investment

as long as their risk premiums remain positive. This
observation is strongly backed by Japan’s experience
during the global financial crisis. Stock yields fell only
briefly below 2% after 2007 and soon recovered
towards 4% where they seem to have established a
new equilibrium.

In Japan’s stock market, the successful exporters
have always been the preferred targets of investors
because of their high productivity, their growing
overseas markets and a relatively higher ratio of
foreign ownership, which pushes them towards

increased payouts for investors. The flip-side of their
high valuation is, of course, the low earning yield for
investors. Nonetheless, Japan’s service companies
are catching up and have increased their profitability
significantly over the past few years. Service
companies have done an excellent job in closing the
profitability gap to manufacturers, mostly through
cost control and increased digitalisation. Unlike
most manufacturers, they were also able to charge a
premium for new value-added services. Importantly
for investors, the postive long-term trend of major
service companies’ profits in the graph below has
also been much less affected by the booms and
busts of exchange rate developments that always
haunt the exporters.

Chart 8: Profit rates of Japanese manufacturing and service companies
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A focus on technology

An important element of any successful investment
strategy is the ability to gain from technological
developments. However, current loose monetary
policies have furthered the speculative aspect of
technology investments. As a result, companies

in new technologies and markets, such as leading
US and Chinese internet companies or ‘unicorns’

in California, have seen their stock prices driven

to extreme levels. Due to the access to seemingly
unlimited funding for disruptive business models,
these companies do not have to rely on returns on
investment, allowing them to grow their business
models much faster than any other companies.
This is important because in the digital world, many
markets have ‘zero marginal costs’ to serve new
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customers, and often gain from ‘network effects’
when a new customer adds to the overall value

of the platform (such as Amazon, Rakuten or
Facebook). Many attractive services are therefore
offered for free, and only generate cash flows
later through additional value-added services,
advertisements, or enormous economies of scale.

As Amazon has shown with its long-term ‘growth
without profit, technology companies can have
solid business models, build their asset base and add
value by pushing the boundaries of what seemed
impossible before. More traditional companies,

on the other hand, seem to be disadvantaged by
their lower ability to invest and build capabilities in
the new digital world. They are increasingly at risk
to be competed out of the market or to stagnate
while sticking to outdated business models that
require them to increasingly focus on cost-cutting to
compete.

In finance and banking, for example, the potential
of fintech’ innovation is enormous. E-commerce
platforms are growing around the world and
continuously set new records in market size and
turnover. Especially in China, where Alibaba and its
payment system Alipay are building new consumer
bases, many customers may not even have a
regular bank account anymore. While these new
technologies are adding tremendous value for their
customers, they are disrupting business models in
the traditional retail banking sector, where profit
margins in consumer finance will likely be reduced
by 25% in Japan, 14% in the US and 10% in the EU,
according to 2017 Mckinsey estimates.

Huge success and even larger numbers of failure
will always be very close together in such highly
leveraged technology markets. Finding the best
success stories and profitable investments is
therefore exceedingly difficult for traditional
investors. The biggest impact of new digital
technologies, however, does not come from the
invention or development of new technologies, but
from traditional markets and companies that, under
the threat of disruption, adopt and apply these new
technologies. Most traditional business models, after
all, cannot entirely be replaced. Consequently, new
digital customer services, digital market penetration
and reduced operational costs will help incumbents
to compete, too. Important technological trends
that deliver continuous returns are therefore taking
root around the world and beyond Silicon Valley,
including in countries such as Germany, where
‘Industry 4.0” business models are booming, and in
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Japan, where service companies are continuously
building their technology and profit bases.

Opportunities in global investment for
Japanese companies

Japanese corporations have been increasing their
overseas investment for years. Most of these
companies do not seem to expect the Japanese
market to grow significantly beyond its current
potential of 0.8% (BoJ 2017) and therefore see
better opportunities for their products and services
internationally. Over the last decade, foreign direct
investment from Japan has increased 2.5 times
and portfolio investment (i.e. investment into
financial securities such as stocks and bonds) has
doubled. To better document these increasingly
important foreign investment trends, the BoJ now
also publishes figures on the returns on outward
investment.

The data show that companies earn an average
return on investment (ROI) of 7% per year (2010-
2014) overseas. This is a record number for Japanese
overseas profitability, but still a long way behind US
or European companies. Experienced manufacturers
and car companies, at least, are clear leaders in terms
of profitability; they realise ROls close to 15% on
average. Finance and retail companies, on the other
hand, only realized overseas ROls of around 5%,
which means that they are lagging behind their peers
in the US and UK by a considerable margin. At the
same time, foreign security portfolio investment from
conservative trust and pension funds earned a rather
paltry 3.5% return on investment, which is due to the
extremely high share of ‘safe’ low-yielding investment
into treasuries and other government bonds.

Despite this encouraging performance, investors
remain intensely aware of additional risks in the
overseas markets. Devastating memories from the
global financial crisis are still fresh, and the political
question marks around the new US government,
as well as the ‘Brexit’ risks in the EU keep concerns
at a high level. The political noise in many markets
might be far greater than their economic impact,
however. For instance, economic growth in the US
is not being produced at the political centre, but in
the humming economic clusters from California to
Boston, or Chicago to Atlanta. Almost unaffected by
the uncertainties in Washington, companies in the
US continue to gain from their global technologies,
through a digital retail revolution and from a
manufacturing revival driven by the Internet of

Things (loT).
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In the EU, the UK’s frustration and eventual exit
from the Single Market has led to a difficult situation
that could become quite costly for both sides in
terms of market size and future opportunities. After
a European decade of unenthusiastic restructuring
and growing bureaucratic overhead, the shock

has also come as a wake-up call. In France, a

new reform-oriented government is now actively
supporting growth policies, while Germany has
become much more open to supporting its partners
in the matter of European integration and growth-
oriented reform, leading to increasingly recovering
valuations.

To act against political uncertainties and to

support future trade, investment and growth, the
EU and Japan have signed a Japan-EU Economic
Partnership Agreement (JEEPA), which made a big
splash during G20 summit in Hamburg this summer.
At a time of growing concerns about economic
integration and US unilateralism, the agreement
sent a strong signal that Japan and the EU continue
to focus on global opportunities. In pure economic
terms, an analysis for the Bertelsmann Foundation
(2017) shows that the impact will be limited at
about 0.1% additional GDP for the EU and 0.2% for
Japan. The agreement will, however, open further
investment opportunities for companies on both
sides (Schulz 2017).

Chart 9: Japan’s overseas income from Europe, Asia and the US

JPY bn

1,800

1,600

1,400

1,200

1,000

800

600

400

200

1996
1997
1998
1999
2000
2001
2002
2003
2004
2005

— Europe
Note: Current Account, Primary Income, Net Balance.

Source: © Fujitsu Research Institute 2017. Data from CEIC (2017).

Chart 9 shows how much Japan is already gaining
from its overseas incomes and how strongly
positive the trends are. Quite surprisingly, incomes
generated in Europe have been trending up as
fast as in Asia, Japan’'s most profitable and most
important future market. The devastating financial
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crisis in the euro area had a strong negative impact,
but Japanese overseas incomes in the EU are
growing along its long-term trend again. Perhaps as
importantly, overseas incomes in Europe and Asia
are also catching up with the higher level of overseas
incomes in the US.
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SUMMARY

This report has argued that financial risks in some markets might indeed be
growing, but that ‘real’ markets and assets in Japan are performing strongly.
Companies are gaining from low capital costs and high levels of technological
development. Profits and incomes have been growing convincingly. Against
political uncertainty, however, Japanese households have largely focused on
investing in cash and government bonds. Such flights to safety into the ‘political’
markets of government bonds and bank deposits now face increasing risks from
continuously low interest rates and growing costs from gradually increasing
inflation. Diversification into markets that deliver ‘real’ returns on private initiative

will thus become increasingly important again in the long run.

36



JULIUS BAER WEALTH REPORT: JAPAN 2017

E )

ALR—F T —FHOHBICEVWTERIRIDERICEE>TWBHEDOD. BADEY IS
PEYEEIFEEATVNDEVNSZEERUTEE U BEIFEVWEARIR N EFUVIKE(CH
SEMBARENSFBEFICUTWET NS EFABIE LoD EBUTTETWET, UH L. BGA
N EEEZERICHRAORIREEEBNORENSHRITHE T ICVWET . COLSR
BUARICSFONTECEEBEPIRTEES VW2 EEFIRE. RPICHI2EBE£F.Z0LT
BATEL LIRS T > T L EVWSUR VIS NIAD TWET, LIcht > TS ki REORENS
BonzdUF U TEIHHBANONEREN. REMICETBUTEESRZEL LI
ETL&D,

REBREBABRTHEEPFENRLET 2HR KEBREBETEHDETS

37



JULIUS BAER WEALTH REPORT: JAPAN 2017

IMPORTANT LEGAL INFORMATION

This publication constitutes marketing material and is not the result of independent financial/investment research. Therefore it has
not been prepared in accordance with the legal requirements regarding the independence of financial /investment research and is not
subject to any prohibition on dealing ahead of the dissemination of financial/investment research.

The information and opinions expressed in this publication were produced by Bank Julius Baer & Co. Ltd., Singapore branch, which

is requlated by the Monetary Authority of Singapore and Julius Baer Wealth Management Ltd,, as of the date of writing and are

subject to change without notice. This publication is intended for information purposes only and does not constitute an offer, a
recommendation or an invitation by, or on behalf of, Bank Julius Baer & Co. Ltd., Singapore branch, or of its subsidiaries or affiliated
companies (Julius Baer) to make any investments. Opinions and comments of the authors reflect their current views, but not necessarily
those of other Julius Baer entities or any other third party.

Services and/or products mentioned in this publication may not be suitable for all recipients and may not be available in all countries.
Clients of Julius Baer are kindly requested to get in touch with the local Julius Baer entity in order to be informed about the
services and/or products available in such country.

This publication has been prepared without taking account of the objectives, financial situation or needs of any particular investor.
Before entering into any transaction, investors should consider the suitability of the transaction to individual circumstances and
objectives. Any investment or trading or other decision should only be made by the client after a thorough reading of the relevant
product term sheet, subscription agreement, information memorandum, prospectus or other offering document relating to the issue of
the securities or other financial instruments. Nothing in this publication constitutes investment, legal, accounting or tax advice, or a
representation that any investment or strategy is suitable or appropriate for individual circumstances, or otherwise constitutes a
personal recommendation for any specific investor. Julius Baer recommends that investors independently assess, with a professional
advisor, the specific financial risks as well as legal, regulatory, credit, tax and accounting consequences. The value of investments may
fall as well as rise, and returns may be affected by exchange rates. The investor may not get back the amount invested. Past
performance is not a reliable indicator of future results. Performance forecasts are not a reliable indicator of future performance.

Although the information and data herein are obtained from sources believed to be reliable, no representation is made that the
information is accurate or complete. Julius Baer does not accept liability for any loss arising from the use of this publication.

This publication and any market data contained therein shall only be for the personal use of the intended recipient and shall not be
redistributed to any third party, unless Julius Baer or the source of the relevant market data gives their approval. This publication is not
directed to any person in any jurisdiction where (by reason of that person’s nationality, residence or otherwise) such publications are
prohibited.

External Asset Managers/External Financial Advisors: in case this marketing publication is provided to an External Asset Manager
or an External Financial Advisor, Julius Baer expressly prohibits that it is redistributed by the External Asset Manager or the External
Financial Advisor and is made available to their clients and/or third parties. By receiving any marketing publication, the External Asset
Managers or the External Financial Advisors confirm that they will make their own independent analysis and investment decisions, if
applicable.

Hong Kong: this publication is distributed in Hong Kong by and on behalf of, and is attributable to Bank Julius Baer & Co. Ltd.,

Hong Kong branch, which holds a full banking licence issued by the Hong Kong Monetary Authority under the Banking Ordinance
(Chapter 155 of the Laws of Hong Kong SAR). The Bank is also a registered institution under the Securities and Futures Ordinance
(SFO) (Chapter 571 of the Laws of Hong Kong SAR) licensed to carry on Type 1 (dealing in securities), Type 4 (advising on securities)
and Type 9 (asset management) regulated activities with Central Entity number AUR302. This publication must not be issued,
circulated or distributed in Hong Kong other than to ‘professional investors’ as defined in the SFO. The contents of this publication have
not been reviewed by any requlatory authority. If you have any queries concerning this publication, please contact your Hong Kong
relationship manager. Bank Julius Baer & Co. Ltd. is incorporated in Switzerland with limited liability.

The term ‘intermediaries’ as used in this publication refers to business partners and External Asset Managers with whom Julius Baer
partners. It does not refer to, nor should it be construed or implied to mean, an ‘intermediary’ as set out in the SFO which refers to a
licensed corporation or a registered institution.

Japan:

+ This publication contains historical data on economy and markets, forecast, estimation and outlook for the future but does not
guarantee or indicate the trend in the future. This publication is written based on the information which Julius Baer believes to be
reliable. However, Julius Baer does not guarantee the accuracy and the completeness of it.

+ Julius Baer Wealth Management Ltd. provides investment management services in Japan, under which it invests clients’ assets into
domestic and overseas securities. The principal of the clients’ assets are not guaranteed and the investments may cause losses to the
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assets invested. The profits and the losses as a result of investment management services are all attributed to the clients. Domestic
and overseas stocks, bonds, investment trust funds including REITs, derivative products relating to stocks, bonds and interest rate
futures etc. are included in the investment universe under the investment management services. Therefore, the clients’ assets are
exposed to credit risks, liquidity risks, price fluctuation risks etc. of such securities etc. The clients” assets are also exposed to currency
risks in case the relevant securities etc. are denominated in other currencies than the base currency. The ‘Cooling-off Period’

referred to in Article 37-6 of the Financial Instruments and Exchange Act is not applied to the investment management agreement.
Investment management fees and other fees/costs associated with investment management services vary along with various
conditions. Accordingly, Fee rates, maximum amounts or calculation methods of the fees cannot be indicated. Please read carefully a
‘pre-contract document’ for more in details.

+ This publication is not a statutory disclosure document based on the Financial Instruments and Exchange Act.
Registered Name: Julius Baer Wealth Management Ltd.

Financial Instruments Business Operator: Kanto Local Finance Bureau (FIBO) No.875

Member of Japan Investment Advisers Association

Singapore: this publication is available from Bank Julius Baer & Co. Ltd., Singapore branch, for accredited investors only. As Bank

Julius Baer & Co. Ltd,, Singapore branch, has a Unit exemption under Section 100(2) of the Financial Advisers Act, Cap. 110 of
Singapore (the FAA), it is exempted from many of the requirements of the FAA, amongst others, the requirement to disclose any
interest in, or any interest in the acquisition or disposal of, any securities or financial instruments that may be referred to in this
publication. Further details of these exemptions are available on request. This publication has not been reviewed by and is not endorsed
by the Monetary Authority of Singapore (MAS). Any document or material relating to the offer or sale, or invitation for subscription

or purchase, of securities or investment funds (i.e. collective investment schemes) may not be circulated or distributed, nor may such
securities or investment funds be offered or sold, or be made the subject of an invitation for subscription or purchase, whether directly or
indirectly, to persons in Singapore other than (i) to an institutional investor under Section 274 or 304 respectively of the Securities and
Futures Act, Cap. 289 of Singapore (the SFA), (i) to a relevant person (which includes an accredited investor), or any person pursuant
to Section 275(1A) or 305(2) respectively, and in accordance with the conditions specified in Section 275 or 305 respectively of the
SFA, or (jii) otherwise pursuant to, and in accordance with the conditions of, any other applicable provision of the SFA. In particular, for
investment funds that are not authorised or recognised by the MAS, units in such funds are not allowed to be offered to the retail public;
any written material issued to persons as aforementioned in connection with an offer is not a prospectus as defined in the SFA and,
accordingly, statutory liability under the SFA in relation to the content of prospectuses does not apply, and investors should consider
carefully whether the investment is suitable for them. Please contact a representative of Bank Julius Baer & Co. Ltd., Singapore branch,
with respect to any inquiries concerning this publication. Bank Julius Baer & Co. Ltd. is incorporated in Switzerland with limited liability.
The term ‘independent’ as used in this publication does not mean that Bank Julius Baer & Co. Ltd. (the Bank), or any asset manager or
family office in Singapore which the Bank may associate with or have a connection to, is independent within the meaning of the FAA,
Cap. 110.

Switzerland: this publication is distributed by Bank Julius Baer & Co. Ltd., Zurich, authorised and requlated by the Swiss Financial
Market Supervisory Authority FINMA.

United States: NEITHER THIS PUBLICATION NOR ANY COPY THEREOF MAY BE SENT, TAKEN INTO OR DISTRIBUTED IN
THE UNITED STATES OR TO ANY US PERSON.

This publication may contain information obtained from third parties, including ratings from rating agencies such as Standard &
Poor’s, Moody’s, Fitch and other similar rating agencies, and research from research providers such as MSCI ESG Research LLC or its
affiliates. Issuers mentioned or included in any MSCI ESG Research LLC materials may be a client of or affiliated with a client of MSCI
Inc. (“MSCI”) or another MSCI subsidiary. Reproduction and distribution of third-party content in any form is prohibited except with
the prior written permission of the related third party. Third-party content providers do not guarantee the accuracy, completeness,
timeliness or availability of any information, including ratings or research, and are not responsible for any errors or omissions (negligent
or otherwise), regardless of the cause, or for the results obtained from the use of such content. Third-party content providers give

no express or implied warranties, including, but not limited to, any warranties of merchantability or fitness for a particular purpose or
use. Third-party content providers shall not be liable for any direct, indirect, incidental, exemplary, compensatory, punitive, special or
consequential damages, costs, expenses, legal fees or losses (including lost income or profits and opportunity costs) in connection with
any use of their content, including ratings or research. Credit and/or research ratings are statements of opinions and are not statements
of fact or recommendations to purchase, hold or sell securities. They do not address the market value of securities or the suitability of
securities for investment purposes and should not be relied on as investment advice.
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