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JULIUS BAER WEALTH REPORT: JAPAN

EDITORIAL

Dear Reader,

With the inaugural launch of the Julius Baer Wealth Report: Asia series in 2011, this
year marks the third annual edition of a dedicated report on Japan and for Japan—
based High Net Worth Individual investors. Since our first Japan report, the economy
has undergone considerable change, as captured under the Abenomics umbrella of
government and monetary policies. Tourism is booming and Japan is on the forefront
of the digital economy. Indeed, the economy is growing and globally, investors are
drawn to what Japan has to offer.

At the same time, the economic impacts of societal ageing are acutely felt and are
arguably a reason why the Bank of Japan’s inflation target has yet to be reached. That
said, lower inflation is a global phenomenon and investors around the world can gain
important insights by understanding how Japanese investors are positioned and why.
For this reason we feature a section on the role of cash in investors” portfolios and how
to best navigate uncertain times.

Echoing our work in the Julius Baer Wealth Report: Asia, we highlight our findings
regarding this year’s Julius Baer Lifestyle Index. Tokyo remains a global centre for
luxury goods and services, doubtlessly garnering even more international attention as
we get closer to the 2020 Olympics.

We invite you to share these insights offered by the 2016 Julius Baer Wealth Report:
Japan and thank you for your longstanding interest.
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INTRODUCTION TO
JULIUS BAER WEALTH MANAGEMENT LTD.

Building on the tradition of the Swiss financial market expertise and :
dedication to quality, Julius Baer Wealth Management (JBWM) offers ) =

discretionary investment management services to clients based in Japan. ' :
Headquartered in Switzerland, we have two decades of experience working
with Japan-based clients.

Our bespoke discretionary mandate offering is based on understanding
the individual needs and expectations of each client. After detailed analysis
and consultations, our portfolio management team - based in Erlenbach
on the shores of Lake Zurich - constructs a tailor made mandate with you
in mind. While our Swiss team focuses on investment selection, our
Tokyo-based Relationship Managers are close at hand to offer their support
at your convenience.

Working in partnership with clients, our commitment at Julius Baer Wealth
Management is to navigate the risks and opportunities that financial markets,
delivering sustainable long term returns. With individualised reporting and
client communication in Japanese, we combine the investment and service
traditions of two countries to deliver a unique offering.

Julius Baer Wealth Management Ltd. is a member of the Julius Baer Group.
With a history that goes back over 125 years, Julius Baer is Switzerland’s
leading private banking group with a presence in over fifty locations around
the world. We focus on providing high-end services and in-depth advice
to clients.
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JAPAN'S ECONOMY IN A
GLOBAL CONTEXT

Global demographics

Over the next decade, Japan’s working age population
is forecasted to decline by about five million. Over the
same time period, however, China will likely see 22
million people leave the same age bracket of 20 to 64
year olds. What these forecasts by the United Nations

Chart 1: Change in working age population

(UN) demonstrate is that societal ageing is a global
phenomenon, despite focus often turning to Japan

on this subject. Indeed, globally, the turning point
occurred in 2010 when the peak growth in annual
working age persons was reached, rising by about 350
million that year alone.
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From this point onwards, the UN predicts every year
will see a smaller expansion of the global working age
population, by 2070 reaching increases last seen

115 years earlier. In addition to the world coming

‘full circle’ on the working age cohort, there are also
clearly discernible waves in terms of regions. China has
now passed the torch to India, which added about

60 million working age individuals last year. By 2020,
however, the only region of the world with strong
increases in this age cohort is forecasted to be Africa.

Chart 2: Total fertility rate (child per woman)

The trends in working age populations are shaped by
a number of factors; most prominently the rise in life
expectancy and falling fertility rates. Here too, these
are largely a global phenomenon, with a remarkable

convergence taking place between mature and
developing economies alike. The 1950s saw not only
the well-known ‘baby boom’ take hold in mature
economies, but the surge in fertility rates actually took

place in emerging markets as well.

7
6 \
5 \\
4 \\\
3
2
1
O\ l l l l l l l l l l l l l l l l l l l l |
Lo v s KD X oo O = 5 L L L L L L L L Ly
S x> > > 5 O g ] O W O nw O W o MmO Wmw o nm o wm o m o
' - | | ! - | - | [ A ' N N MM Mg Y N o VO X NN o O OO
O 1n O n O 1n O un O hHh o n ©O 0o © o © o O 0o © o O O 9 o © o O —
YW REIRLILTTao Qs A g g g g g o g g Qo g
222 2 =2 2225 5 O R N O h O h O Wt O KO N O h O h O W
- NN Fg SN O S N N2 TN Yo B S o o B Ve NG SN © B SN Sss BN o BENNO NI ON
Q O O O 0o o O O 0o O 9 © o o o 9
NN NN N NN NN NN YN NNNN N
— World —— More developed regions —— Less developed regions

Source: United Nations, Julius Baer

Since then the two have rapidly converged and are
expected to continue to do so. Falling fertility rates
and rising life expectancy have combined to yield
increases in the dependency ratio, which measures
the proportion of the population of working age
individuals to those who are either too young to work
or above a certain age. In this regard, 2010 also

marked a major turning point for the global economy
whereby dependency ratios everywhere began
increasing. On a country level, Japan is far from alone
in having an increasing dependency ratio: Korea’s rise
is set to be steeper whereas Switzerland and Germany
are not far behind.
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Inflation is on a convergence path

Convergence has occurred in other important areas as
well, namely inflation. The elevated levels of inflation
of the 1990s are a distant memory, punctuated by
crises in emerging markets. Today, inflation is more or
less low across the globe and the International
Monetary Fund (IMF) IMF forecasts suggest that we

Chart 5: Inflation rates

are firmly in an era of structurally lower potential
growth and inflation. If this view is correct, then
investors should be considering Japan’s growth and
inflation mix in a global context, perhaps relying less
on absolute targets and levels, but rather measuring
these outcomes against peer economies, such as the

Euro Area and the United States (US).
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Indeed, looking at the times series that extend back
into the 18th century, there is evidence to suggest
that well before modern globalisation had taken hold,
there was a substantial degree of co-movement
between regions with respect to inflation. Japan
experienced a low level of inflation between 1815-1850

whilst peer economies were mired in deflation,
whereas the following two decades showed much
stronger prices in Japan relative to the same group.
We also find that Japan escaped the massive
deflation seen in Europe and the US in the 1920s.
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Chart 6: Historial inflation
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The debate of inflation and demographics

The debate in policy circles over the role of
demographics and inflation is controversial for several
reasons. First and foremost, inflation (either too much
or too little) impacts every household, company and
government body in an economy. It is a tax on savers
and consumers alike, but benefits borrowers as the
real value of their debts fall over time when price
levels fall. Second, ‘inflation targeting’ as a policy
framework for central banks is arguably seen as a
‘gold standard’ and enshrined in different forms within
the European Central Bank, US Federal Reserve and
Bank of Japan (BoJ), among others. If demographics
has an important influence on trend inflation, and

we live in an era of globally ageing societies, then it is
impossible to divorce the two topics. Lastly, there is
gap between what theorists imagine the relation
between inflation and demographics is and what can
be observed empirically. In other words, notions that
we may have regarding the right policies for ageing
societies may not withstand close scrutiny,
necessitating a re—think.

A landmark paper by academics at the US Federal
Reserve Bank of St. Louis argued that the right prism

1873-1896* 1896-1920 1920-1934

to view demographics and inflation is a political one.
In short, there exists a tension between younger and
older age cohorts in a society because the two groups
desire different things. They posit that younger
workers, who own little assets and derive most of their
income from labour, benefit from a higher inflation
environment and older or retired workers prefer
deflation, as they rely more on accumulated financial
assets. Deflation protects the purchasing power of
those accumulated savings.

Bullard et al. point out that if policies are constructed
to favour either a low or a high inflationary
environment, tension is created as generations exist
‘side-by-side’. Their first solution to this conundrum
entails lump-sum taxes and transfers between
generations to resolve the ‘redistributional tensions’.
In other words, society compensates the generation
that ‘loses” under the prevailing inflation or deflation
culture. Alternatively, optimal levels of inflation or
deflation are identified for the society as a whole,
depending on which generational cohort has more
say, in a steady state where the demographic profile
is constant.

1 ‘Demographics, Redistribution, and Optimal Inflation’ Bullard, Garriga and Waller, Federal Reserve Bank of St. Louis, May 2012
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ERETHEVWSHEDTI,SWMEZZE REBNRIVTILE
T 7L OBRETIHRI 233 R ERSIMESDIFTT.Z
STRIThIE teefice > TRBERIVILELETIL
DKEF EOMRTIL—TNEDBNFEEHZFE>TVDD
ICK > TRESNDZEICIHDFET,

1 ‘Demographics, Redistribution, and Optimal Inflation’ Bullard, Garriga and Waller, Federal Reserve Bank of St. Louis, 2012458
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This approach seems familiar in much of current
discourse around deflation: that falling prices may
not be as bad as it first seems, especially for societies
with significant older populations, like Japan.

Indeed, some implemented policies could be seen as
reflecting these ideas in real life. For example, is the
announcement from the Abe Administration to
expand childcare facilities in Japan a kind of ‘transfer’
that might ease the tensions described above? More
broadly, the picture becomes more complicated when
we ask whether ageing societies have, in fact, been
accompanied by disinflation and/or deflation.

Empirical work published by the Bank of International
Settlements actually points to a different scenario:
statistically, populations with a high dependency ratio
are consistent with inflation, whereas economies that
are dominated by a large proportion of working age

people have low inflation2. This would challenge the
above theoretical view based on inflation preferences
by age cohort.

There is another angle to consider here as well: the
role of labour productivity. If more experienced, older
workers are more productive, then they are in a
position to demand higher compensation for their
labour. In an environment such as now, where
especially low interest rates are the norm, it implies
that the risk—free rate of return on savings versus
wage income may well favour working longer. This
would further challenge the theoretical case that older
labour relies more on income from capital - when
interest rates are close to zero, without seeking out
higher yielding (riskier) assets, an individual would
prefer to work and accept (wage) inflation as opposed
to deflation.

2 ‘Can demography affect inflation and monetary policy’, Juselius, Takats, BIS Working Paper, February 2015
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2 ‘Can demography affect inflation and monetary policy’, Juselius, Takats, BIS Working Paper, 2015428
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A paper by US bank JP Morgan notes that the
1980-2005 period was the ‘golden age’ of US labour
productivity as the ‘baby boom’ generation had at
that point acquired significant work experience3.
They argue that these would be workers that would
have stayed in the labour force and in employment
during economic downturns as companies tend to
reduce their least experienced and least educated
workers first. This explains why during recessions,
labour productivity tends to surge, as those still in
work tend to produce more. This is echoed also in
personal disposable income statistics: in decades prior
to 2005, disposable incomes in the US tended to

Chart 7: Contribution to Japan’s goods inflation

grow on average between 3% to 5% per year. Since
2005, the average is closer to 2%, which may be due
to mass retirement of experienced and high value

added baby boomers.

Ultimately, the debate surrounding which age cohort
prefers inflation over deflation is unlikely to be settled
soon as demographic shifts are only now become very
real phenomena, albeit globally so. Moving from the
theoretical realm to assessing practical realities of an
older, slower growing world will take time. However,
there is one area that already has ample data:
consumption trends.
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Based on Japanese government statistics, the

consumption basket changes markedly as people age.

What we find is that younger consumers spend a
greater share of their disposable income on basic

items such as food and housing. As people age,

the diversity of categories rises and spending on

entertainment and leisure goes up.

Chart 8: Distribution of household spending by age group in Japan
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In addition to compositional changes, the mode of
shopping plays a role as well: data in Japan shows
that internet-based consumption has been rising
rapidly in recent years as consumers spend less time
in department stores and other traditional formats.
As with many of the other trends discussed in this

20

section, Japan is part of global trends. Similar
evidence can be seen in the US, in part because the
productivity (sales per employee) of online shopping
is immeasurably higher than bricks and mortar
operations, according to JP Morgan.
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Chart 9: Japan’s consumption indices
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Chart 10: Where US consumers shop
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In conclusion, the lower growth, low inflation age is

upon us, in all likelihood reinforced by global ageing
as the working age population shrinks. But this tells
only part of the story: older consumers may indeed

prefer some inflation, given the challenges faced

22

attaining the same level of returns that were
previously available on low risk financial assets.
Furthermore, tectonic shifts in what, where and how
people consume means that low overall inflation does
not capture the whole picture.
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THE JULIUS BAER LIFESTYLE INDEX

Measuring the cost of living in luxury

Six years ago, Julius Baer started to collect data on
the price of luxury goods and services across Asia,
culminating in the Julius Baer Lifestyle Index. Since
then, the index has evolved by expanding the number
of cities under coverage and this year, we introduce a
new item to better reflect the importance of ‘beauty
capital’in the context of luxury consumption. The
underlying utility of the index remains unchanged: to
better understand a dynamic, high growth region of
the world and where luxury consumption trends are
changing equally fast. At the same time, looking at
different components of the Lifestyle Index together
can shed light on important themes that intertwine
Asia’s economies. For example, the data on luxury
travel, accommodation and banqueting mirrors new
macro level developments, such as the rapid rise in
Chinese tourists visiting destinations such as South
Korea, Hong Kong and Japan. Likewise, this year’s

addition of premium beauty creams in part tackles
one of the key products that are being sought after by
high spending travellers across the region.

On an aggregate level, the Julius Baer Lifestyle Index
declined by 1.68% in USD terms in 2076. Indeed,
since the launch in 2011, the general trend of the
index has pointed lower, while typically being above
conventional inflation measures in most or all of the
cities in scope. Economic activity across Asia was
especially buoyant during the first three years since
the start of the index, and the close to double digit
average increases in the index value attest to this.
Rapid growth and asset inflation reinforced the
demand for luxury goods and services, with providers
taking advantage of were in a position to raise prices.
Since 2013, the Lifestyle Index has moderated overall,
with the 2016 outcome being driven by a decline in
premium real estate prices in several key markets.

Chart 1: Julius Baer Lifestyle Index, changes in prices of goods and services y/y, 2010 to 2016, US dollar terms
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Property is unique may be a combination of regulatory measures, credit
It is important to make a distinction here: real estateis  conditions and/or uniquely local supply and demand
the only item in the Julius Baer Lifestyle Index that changes. Prolonged declines in real estate will likely
easily functions both as a ‘consumable’ and as a generate a negative wealth effect, especially if asset
portfolio investment. That is to say, most of the other  prices in general do not act to compensate for these
items in the index (e.g. skincare, hotel suites, shoes, falls. For now, we do not believe this is the case.
cigars) do not have a conventional investment Rather, we argue that the average 8% decline in
purpose, especially as they are perishable or are a luxury real estate in USD terms can be attributed to
service. An argument whether the same can be said a slow down after a strong run in prices and amounts
of wine, jewellery and the luxury watch can be made - to a correction, not the start of a bear market. At the
but even so, they would not be comparable to the same time, the overwhelming portion of Lifestyle
depth and breadth of global property markets. Index shows increases that are more in tune with the
robust spending capacity of Asia’s High Net Worth
What this difference illustrates is that property Individuals (HNWI). If property is excluded, a simple
markets in Asia might be coming off the boil, but USD average of the remaining items reveals an
this does not necessarily translate into a downbeat increase of 1.2% for 2016. In the current environment
message on luxury demand and spending patterns where globally, inflation expectations have trended
across the region. The correction in property prices lower, this increase is meaningful.

Chart 2: Price changes of Julius Baer Lifestyle Index items, y/y US dollar terms
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How does Tokyo score in a regional context as a
centre for luxury goods and services? First, the
strength of the yen over the course of 2016 has had a
strong impact, making it more expensive for overseas
travellers. Even without this impact, selected items
managed still to register strong increases, namely

hotel suites, air travel and men’s suits. Overall, Tokyo
ranks as the fourth most expensive city in Asia, behind
Shanghai, Singapore and Hong Kong, where Shanghai
is kept in pole position partly because of higher sales
taxes on luxury items.

Chart 3: 2016 Julius Baer Lifestyle Index city ranking by items, in USD
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As mentioned, one of the stand-outs in this year’s
data for Japan is how rapidly luxury travel related
items grew in price. For example, business class tickets
(+35%) and hotel suites (+13%) in JPY terms have
massively outstripped conventional inflation in Japan.
While it is well understood that Abenomics has been
a soaring success at increasing tourist arrivals,
especially from the rest of Asia, is there any

corroborative data relating to HNWI? According to
official statistics, a significant number of overseas
tourists to Japan self-identify as having an annual
income from at least JPY 30,000,000. These tourists
particularly from a number of Southeast Asian
economies, which under the Abenomics program
now enjoy a liberalised entry visa regime.

Chart 4: Percentage of travellers to Japan that self-declare as high income earners, 2016
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Source: Japan Tourism Agency, Julius Baer

It also follows, therefore, that the sales of luxury items
in Japan are showing substantial growth. Indeed,
despite overall population declines in Japan, the
demand for luxury stemming from Japanese nationals
increased by 1% in 2015, according to Euromonitor.
Sales in Japan itself grew by a far larger percentage,
which arguably must reflect the influx of overseas
travellers, taking advantage of department stores and

Thailand

30

Germany Philippines

boutiques. Certainly, other regions and nationalities
demonstrated higher growth over the same period,
however the gap between luxury demand from
nationals versus sales within the territory in question
is far by the largest in Japan. This outcome reinforces
that easier travel arrangements and a very compelling
offering on the part of luxury goods and services
providers in Japan are having a significant impact.
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Chart 5: Luxury goods demand growth by nationality an

d area (2015)
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Earlier in this report, we made the argument that
traditional measures of inflation do not capture the
dynamism of the Japanese economy; where and how
consumers are engaging with producers of goods
and services, for example. Indeed, traditional durable
goods inflation in Japan suggests it is still a challenge
to move towards a sustainable increase in prices.
That said, the Julius Baer Lifestyle Index posits there
is room to argue on this front, especially as Japan is
engaging in reform outside the realm of monetary
policy to boost competitiveness and productivity.

Chart 6: Cosmetics price per 100 grams

Japan China Rest of the world

In terms of underlying demand and reflecting this
year’s addition of luxury skincare in the index itself, we
find that this industry has been able to gradually lift
prices in the wake of the Lehman Shock. We would
expect this trend to continue and for the Japanese
luxury segment overall to maintain its lead against
conventional inflation over the coming years as
external demand should remain strong, even with a
further appreciation of the yen.
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JAPAN INVESTMENT PHILOSOPHY

When cash is king

According to the BoJ, over 50% of the approximately
USD 17 trn worth of financial assets held by domestic
households is in cash. While the stock of household
cash is significant, flow data also suggests that the
demand for cash is high, as measured by the growth
rate of physical cash in circulation. At the same time,
based on IMF numbers, Japan’s non-financial firms

Chart 1: Distribution of household wealth by asset class

hold cash deposits equivalent to around 50% of
nominal GDP. Having such staggering amounts of
capital that could otherwise be deployed in physical
or financial instruments raises two fundamental
questions: why is cash so popular in Japan? Are
investors best served over the longer term by avoiding
risky assets or other cash flow bearing instruments to
this degree?
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Chart 2: Japan cash in circulation
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This is a difficult question to answer as cash is far
more complex as an instrument than it may first
appear. In a traditional international portfolio building
exercise, cash is often treated as a residual. Generally,
around 5% of a portfolio is set aside for cash
management needs, as cash does not generate a yield
or capital gain/loss by itself. Indeed, cash is commonly
seen as a drag on a portfolios potential to deliver
returns. However, it is fair to say that investors today
do not find themselves in a ‘traditional’ environment,
in particular in economies like Japan and Europe,
where central banks have moved to negative interest
rates. If unconventional times call for unconventional
measures, then such high cash holdings may indeed
form part of an optimised asset allocation. Before
delving into this issue, we should examine some
concerns that investors typically have with regard

to cash.

1 The History and Economics of Safe Assets, NBER, Gary B. Gorton, April 2016
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Recent discussions regarding cash have centred on
fears that central banks are ‘debasing’ their currencies
through massive asset purchase programmes (‘QFE).
The idea - and not one that we agree with — that by
compressing market yields on government bonds and
massively expanding central bank balance sheets, this
portends a currency down the road that will inherently
be worthless. While QE might be a modern invention
that followed in the wake of the Global Financial
Crisis, genuine currency debasement is nearly as old
as cash itself: there is ample historical evidence to
suggest that the Roman Empire routinely debased
their coinage by reducing the amount of precious
metals contained therein, often as a device to finance
wars. More generically, it is commonly understood
that high inflation is one of the hallmarks of cash that
is losing its value. So be it centuries ago or in the
present day, as one academic puts it, ‘human history
can be written in terms of the search for and
production of safe assets’".
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How much cash is enough, too little or too much? It is
quite evident that Japanese households in particular
are holding far more cash than what would be
required for daily transactional purposes and arguably
more than is reasonably needed as a buffer against
shocks. One answer is that cash entails a ‘convenience
yield’. This is a non-pecuniary type of return and
hence cannot be easily measured or validated.
However, studies covering 1926-2008 argue that the
‘convenience yield’ attribute of US Treasury bonds
resulted in their yields being about 73 basis points
lower than debt without the same safety2. This tells
us that while it seems abstract, ‘convenience yield’
does exist, especially when estimated over the longer
term. Another way to define ‘convenience yield’ is that
AAA-rated government bonds have a high degree

of ‘moneyness’, which means that they are almost as
‘safe’ as cash, without actually being currency. As the
‘moneyness’ declines, investors expect to receive more
compensation in return, resulting in a higher yield.

We can argue that in Japan, with near-zero

interest rates being offered on retail deposits, the
‘convenience yield becomes more relevant and
tangible. If interest rates were markedly higher, then
the opportunity cost of holding cash might even
become punitive at some point. However this is not
the case today and unlikely to be so well into the
medium term. Separately, beyond ‘moneyness’, in an
environment of very low or negative durable goods
inflation, the purchasing power of cash is preserved
or can even increase. As we have shown earlier, some
components of inflation in Japan have indeed shown
a material increase - but durable goods, which are
generally ‘big ticket items’ for households, have not.
We would argue that daily, regular consumption
inflation (e.g. food, fuel and basic services) has less
relevance in motivating households whether to hold
more or less cash. This is not the case with big ticket
items, which result in a material, discrete decision-
making process.

Another very important but subtle feature about

2 |bid
3 |bid

cash (and all ‘safe assets’ in general) is that the cost
to procure ‘private information’ about its value is
extremely low. In other words, safe assets (in particular
cash) is traded on a ‘no questions asked’ (NQA)
basis3. As financial instruments become increasingly
risky, it follows that the cost to collect information
about them all else being equal, is higher. Good
examples of this would be private equity investments,
where the long holding periods and high uncertainty
about individual assets normally result in investors
being willing to pay high fees to managers and or

due diligence costs. More commonly, however,

direct equity and bond investments carry with them
differing costs to acquire information about them.

For example, the costs to learn about emerging
markets small cap stocks would be very different than
those to learn about Japanese, American or European
blue chips, however the return expectations should be
commensurate with those differences as well.

In the current context, the cost of information is
extremely relevant. The IMF maintains that
innovations in finance, such as index linked funds,
have lowered costs, but at the same time they create
new risks%. This is because investors have not
engaged in ‘costly information collection’, but instead
may be lulled into a false sense of security by relying
on the diversified nature of many of such financial
innovations. Financial innovation, especially those
based on diversification, can therefore create a moral
hazard problem, whereby investors take on excessive
risks without necessarily being aware of their actions.
Specifically, an event may trigger the rapid collection
of information about an instrument, causing a wave
of distressed selling as investors now know more than
previously or collectively re-assess the risk and return
profile of an investment.

This echoes what occurred in the US Subprime Cirisis:
structured notes linked to risky mortgages were
thought to be relatively safe, owing to their (allegedly)
diversified nature. In retrospect, holders of these
instruments discovered that the risks were indeed
more concentrated than they realised.

4 Financial Innovation and Risk, The Role of Information, IMF Working Paper, Roberto Piazza, November 2010
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4 Financial Innovation and Risk, The Role of Information, IMF Working Paper, Roberto Piazza, 20104118

39



JULIUS BAER WEALTH REPORT: JAPAN

This is where the NQA quality of cash stands out:
information about cash is essentially costless to
acquire, but it does not carry any of the risks of low
cost financial innovations, yet does not result in moral
hazard. Another way to put this is that in essence,

as an investor, ‘you get what you pay for, except that
with cash, you get safety and convenience yield at
virtually zero opportunity costs when measured
against interest rates. Under this conceptual
framework, especially with the move to negative
interest rates, the scale of Japanese cash holdings can
be easily explained. It follows, however, to ask whether
this is an optimal outcome under all circumstances.

Our basic stance is as follows: if the uncertainty

regarding long-term interest rates or government
bonds yields is high, then it makes sense to stay in
cash and take advantage of its basic convenience

yield. If the portfolio is open to holding risky assets as
well, then an approach that avoids benchmarks and is
centred on managing yen-based currency risk makes
the most sense. As a result, an investor might hold
considerable levels of cash for a longer period of time,
especially if there is a dearth of adequate risky assets
to choose from. Rather than being tied to a benchmark
that often necessitates being close to fully invested
at all times, the investor can determine whether to

be ‘risk on’ or ‘risk off’. In the latter, it is assumed that
the yen appreciates against most currencies and the
purchasing power of a cash heavy portfolio increases,
while its risky assets will suffer. In the former, the yen
is likely to decline, whereas risky assets will tend to

rally. In the absence of any currency hedging,
selecting the right risky assets that should
compensate for the yen'’s decline, all else being equal,
is therefore the paramount goal.
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Chart 3: Japanese government bond yield curve
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The above implicitly raises another point: the
relationship between active and passive investments.
The rise in passive investments, such as ETFs and
index-linked instruments, means that about one third
of US retail assets are now represented by these
products. Underscoring this surge is the idea that
active investment strategies are compelling from a
cost-benefit perspective. However, paralleling the

42

20Y
30Y
40Y

rise in ETFs has been the assets under management
at private equity firms, which amounts to around

USD 4 trn. In direct contrast to passive investments,
normally private equity investments carry considerably
higher costs. What these two facts together seem to
tell us is that investors are willing to pay for the costly
collection of private information that creates the
capacity for returns, but selectively so.
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Chart 4: The share of US retail assets in ETF and index-linked funds
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Chart 5: Assets under management at private equity firms
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We would apply the same philosophy to a Japan- In conclusion, the high levels of cash seen in

based portfolio: some instruments, especially those household and corporate asset allocations are well
that require specialist knowledge to invest in, are ahead of transactional and precautionary needs, but
worth making active bets in, whereas others that offer likely reflect uncertainty about the direction of
mostly just beta to a portfolio, should and can be long-term yields. In such an environment, the

done at a low cost. The anchor asset should remain convenience yield of cash can and should be

cash, which offers the portfolio a ‘safe harbour’ from supplemented with forays into risky assets, on the

which to enter into risky assets, while preserving value  basis that yen volatility is the primary risk factor that
at times when the yen appreciates. can threaten performance.
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CONCLUSIONS

Despite being almost a decade since the Global Financial Crisis, the consensus
among investors that a recovery has come full circle has yet to be formed with
confidence. This is evidenced by the seemingly contradictory sign posts regarding the
state of the global economy including Japan. In Japan’s case, there is clear dynamism
in part of the economy, but global investors remain unsure how to best tackle the
realities of population ageing.

Indeed, the certainty of the world’s continued ageing demographic profile is
contrasted by the lack of consensus on the best policy steps that should be
implemented as a consequence. Likewise, debate continues as to how ageing
populations impact inflation over time. Understanding this particular issue is of
profound importance in Japan, where policy makers have clear inflation goals and at
the same time, societal ageing is globally the most pronounced.

Investors in Japan find themselves in the midst of important fiscal challenges and
innovative monetary policy, which in part has served to pull market yields on
government bonds into negative territory. As market yields have been falling for
many years, investors are invariably highly uncertain of its future path and hence hold
considerable levels of cash in their portfolios. One solution is to increase the exposure
to international assets where the inflation and growth dynamics are more conducive
to generating positive portfolio returns. At the core of this process is managing the
foreign exchange risks that will arise as a result.
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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, requlatory, 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 may only be distributed in countries where its distribution is legally permitted. 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) to carry on Type 1 (dealing
in securities), Type 4 (advising on securities) and Type 9 (asset management) requlated 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 regulatory 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.
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Japan:

<Important Information>

Investment Management Agreement

* As Julius Baer Wealth Management Ltd. invests clients” assets into domestic and overseas securities in accordance with
the investment management agreement with each client, the principal is not guaranteed and the investments cause losses
to the assets invested. The profits and the losses as a result of investment management are all attributed to each client’s
account in principle.

 Domestic and overseas stocks, bonds, investment trust funds including REITs, commaodities and derivative products such
as stock, bond and interest rate futures are included as the investment universe by investment management agreement.
Therefore, the evaluation of portfolio is exposed to risks of loss caused by the fluctuation of prices in those assets invested.
Clients’ portfolio is also exposed to currency risk, in case assets are denominated in other currencies than the base currency.

* Please read carefully ‘Document to Read Prior to the Execution of Investment Management Agreement’ with regard to

fees and expenses associated with the investment management.

<Data and Information>

* The information including market data and forecast on this report are historical data on economy and markets and
estimation and outlook by us and do not guarantee nor indicate the trend in the future. This report is written based on the
information which we believe to be credible. However, we do not guarantee the accuracy and the completeness of it.

* Itis prohibited to copy, photocopy nor re-distribute all of or part of this report without the prior written consent by us.

<Other Important Information>

* Investment management agreement does not guarantee the principal of the investment assets as bank deposits and is not
subject to the bank deposit insurance and to the investor protection funds.

« Itis entirely up to the clients’ decision and discretion to execute investment management agreement after careful reading
of aforementioned ‘Document to Read Prior to the Execution of Investment Management Agreement’.

* The ‘Cooling-off Period’ provided by the Article 37-6 of the Financial Instruments Exchange Act is not applied to the
investment management agreement.

* The fact that clients accept the execution of investment management agreement or not does not affect other business

relationships between the clients and Julius Baer Wealth Management Ltd.

This report is made by Bank Julius Baer & Co. Ltd., Singapore branch, which is requlated by the Monetary Authority of
Singapore and Julius Baer Wealth Management Ltd. and is not a statutory disclosure document based on the Financial
Instruments Exchange Act.

Registered Name: Julius Baer Wealth Management Ltd.
Financial Instruments Business Operator: Kanto Local Finance Bureau (Financial Instruments) No.875
Member of Self-regulatory Organization: Japan Investment Advisors 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 (iii) 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
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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.

Switzerland: this publication is distributed by Bank Julius Baer & Co. Ltd., Zurich, authorised and regulated 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. 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,
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. Credit 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.

© Julius Baer Group, 2016
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