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Japan’s place in a (re)evolving global capital market

In global markets, Japan’s traditional role as a diversifier and quasi-safe
haven is now being complemented by a newer view that corporate reform
could drive earnings growth alongside a potential re-rating.

A key engine of this is the cultural paradigm shift underway in the
boardrooms of corporate Japan. With the generation of CEOs who
stewarded their companies through the barren decades of the 1990s and
2000s now retiring, a new crop of younger managers more geared towards
innovation, risk-taking and growth are taking over. We have previously
discussed this trend, and it is part of why we believe there is still so much
fuel to add to the fire that has been ignited under the Japanese market.

While allocators appeared in early 2026 to be actively moving capital
out of the US and into other markets, as they had the previous year, the
picture is less clear today. As such, the so-called Great Rotation may still
be turning, potentially pointing back towards sustained inflows into US
markets. In fact, the phrase ‘Great Rotation’ is beginning to resemble how
the concept of ‘revolution’ was originally understood.

20th-century political theorist Hannah Arendt observed that the original
meaning of ‘revolution’ contrasted sharply with its modern usage. It
originally referred to something — commonly a celestial body — completing
a 360-degree cycle and returning to its starting point.

Applied to societies, a revolution therefore meant a change from one
situation to its opposite, and then back again. Only with the French
Revolution did the term come to describe a change (from Monarchy to
Republic, in that case) without a return to the original position.

Today, Japan’s investment case is evolving from a story of governance
reform to one of expected earnings growth. With the low-hanging fruit of
corporate governance improvements already harvested, the stage is now
set for growth to build on those foundations.
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1. Where is Japan today?

Our view is that improving corporate behaviour, greater market discipline and
structural reforms are creating opportunities, while persistent yen weakness
remains the principal headwind.

You may have heard this already, but please take another look! The Japanese
market is currently experiencing something completely unprecedented. As the
graphic below summarises, the market has achieved record highs across a
range of indicators. Crucially, we wish to draw attention to the particular peaks
seen in corporate M&A activity and shareholder proposals from institutional
investors. Taken in tandem, we believe this suggests the gains from the reform
agenda are only just starting to shine through, and investors can be confident
a multi-year runway lies ahead for corporate Japan to continue to accelerate.
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The Tokyo Stock Exchange’s (TSE) central message is that Japan’s corporate
governance transformation remains firmly on track today, with gains already
delivered but so much more yet to come. Japanese companies today are all
but unrecognisable from their predecessors of 10 years ago in terms of being
more focused on shareholders, capital efficiency, and market valuations. With
ongoing support from regulators, government agencies, and investors, the
best may be yet to come.

The TSE have described Japan as only being in the “second innings”. Perhaps
a more appropriate analogy for non-US investors today would be that we're
somewhere approaching the half-time whistle. Huge progress has been made,
but the groundwork laid over the past decade still has much more to yield up.

One concrete metric by which this process can be tracked is the steady
expansion of listed market cap over recent years. The chart on the next page
gives an overview of where this sits currently — as well as where we hope to
get to eventually.
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Our perpetual goal
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2. More efficient market means better shareholder returns

The governance improvements matter first and foremost because they have
changed corporate behaviour, thus enhancing shareholder total returns. As
the chart below shows, buybacks have risen sevenfold over the past decade,
while dividends have almost tripled.

Shareholder returns
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Source: JPX, Ichiyoshi Securities, SBI Okasan Securities, Bloomberg based on data from
Okasan Securities, as at the end of December 2025.

Japanis seeing record levels of shareholder activism, rising takeover activity,
increasing M&A, and growing private-equity involvement. At the same time,
longstanding barriers such as cross-shareholdings and takeover defences
are steadily being dismantled, creating a healthier market for corporate
control and value creation.

The real step-up in activity here came in FY2022, and as the chart below
highlights, this elevated level has since become the new normal for Japan.
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Shareholder proposal trends Institutional investor proposal themes
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Encouragingly, both the absolute increase and classification of the proposals
submitted imply strong governance is now high on investors’ list of priorities.

Lastly, this trend has been
reinforced by the dramatic
unwinding of cross-shareholdings.
Although much of the heavy lifting
5 | on this front was completed in
the 1990s, the steady downward
trend from 2010 onwards has

consolidated and built on this early

Broadly defined cross-shareholding ratio
tiMudingmuities held by life and nonlife?nsurers} prog ress.

‘Cross-shareholdings are declining

Corporate Japan today exhibits
much cleaner and clearer lines of
separation between rival entities
than was the case in the past and
investors are taking note of this.
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3. Shift from ‘value preservation’ to ‘growth creation’

The TSE is increasingly encouraging a focus on growth rather than simply
improving governance alone. Japan has tremendous pent-up potential in this
regard. Strategic sectors such as Al, quantum computing, pharmaceuticals,
aerospace, and other high-growth industries of the future are being prioritized.

Regardless of industry sector, however, the sheer scale of monetary ammunition
that Japanese corporates could in theory bring to bear on generating growth is
significant. As the chart below shows, the ratio of operating to non-operating
assets remains far above what leaner Western companies would run. The
firepower available for investment into M&A, R&D, human capital, Capex and
buybacks/dividends remains formidable.
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The TSE believes it is succeeding in gradually shifting Japanese management
teams away from a conservative capital-preservation mindset toward investing
for future growth. Part of this reflects the increased expectations for disclosure,
the impact of which on performance can be seen from the chart below. The clear
and obvious linkage between better disclosure and better performance has not
been missed by Japanese corporates.
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4, Reforming the IPO and growth ecosystem

The TSE sees Japan’s startup and IPO ecosystem as underdeveloped relative
to the US in particular. Historically, many companies viewed an IPO as a
badge of prestige rather than the beginning of a growth journey. The TSE’s
new Growth Market reforms aim to encourage only larger, more scalable
businesses to come public, with better post-listing performance, greater
institutional participation, and stronger accountability through market-cap and
growth targets as outcomes.

The ultimate goal of this would be to fix Japan’s previously woeful performance
as measured via metrics like PBR and ROE, although importantly as the charts
on the following pages show, progress to date on this front has been substantial.
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PBR Trends International comparison (ROE vs PBR)
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As the Japanese market begins to move away from the bottom left quadrant and
towards the upper right of the chart above, investor interest in Japan will naturally
expand, potentially providing the subsequent inflows to keep the momentum
going. Margin expansion has also been part of this story, with the increased focus
on ROE having translated into an upward trend here.
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5. Biggest challenge remains the yen

As we have discussed previously, yen depreciation remains an ongoing risk.
While governance and market reforms are positive, the weak yen remains the
key concern for international investors. The TSE views currency weakness as
the most significant near-term issue facing investors evaluating Japan.
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However, inflows since the TSE launched its capital efficiency request in March,
2023 have far exceeded expectations. As can be seen below, notwithstanding
yen weakness, global investors have allocated more than $115 billion into the
Japanese market in recent years. As such, yen weakness can be seen as both a
near-term risk and a medium-term opportunity.
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Bring it all together

« Japan is increasingly being viewed as a structural growth opportunity rather
than simply a governance reform story.

+ TSE reforms are delivering results but still have further to run. Corporate
behaviour has improved materially, and we believe the reform journey is
only around halfway complete.

« Shareholder returns are improving. Buybacks, dividends, activism, and
M&A activity have all risen, while cross-shareholdings continue to decline.

« Japanese companies have substantial growth firepower. Strong balance
sheets and excess assets provide capacity for investment, M&A, R&D and
other growth initiatives.

* The weak yen remains the key risk, but foreign investor inflows have
stayed strong, reflecting confidence in Japan’s long-term structural
transformation.
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General disclosure:
The material is intended for professional and institutional investors only.

This material is intended for information purposes only without regard to any particular user’s investment
objectives or financial situation and should not be construed as an offer, solicitation, recommendation, or
advice to buy or sell securities or pursue any investment strategy in any jurisdiction. Any examples used,
charts, and graphs are generic, hypothetical, and for illustration purposes only. Any forecasts, figures,
opinions, or investment techniques and strategies contained are for information purposes only, and are
based on certain assumptions and current market conditions that are subject to change without prior no-
tice. This material does not contain sufficient information to support an investment decision and it should
not be relied upon by you in evaluating the merits of investing in any securities or products. Nothing in
this material constitutes accounting, legal, regulatory, tax or other advice.

No representation or warranty is made as to the accuracy, completeness, fairness or timeliness of the
statements or any information contained herein. This material is not legally binding and no party shall
have any right of action against Sumitomo Mitsui DS Asset Management (UK) Limited, including our affil-
iates, in relation to the accuracy or completeness of the information contained in it or any other written or
oral information made available in connection with it. The views expressed are those of the author at the
time of the writing. The material is correct to the best of our knowledge at the date of issue and subject
to change without notice.

The intellectual property and all rights of the benchmarks/indices belong to the publisher and the author-
ised entities and individuals. All right, title, and interest in this material and any information contained
herein are the exclusive property of Sumitomo Mitsui DS Asset Management (UK) Limited, except as
otherwise stated.

This material is issued by Sumitomo Mitsui DS Asset Management (UK) Limited. Registered in England
and Wales. Registered office: 100 Liverpool Street, London, EC2M 2AT, United Kingdom; registered
number 01660184. Authorised and regulated by the Financial Conduct Authority.

This material and the information contained may not be copied, redistributed, or reproduced in whole or
in part without the prior written approval of Sumitomo Mitsui DS Asset Management (UK) Limited.

Risk warning: Investment involves risk, including possible loss of the principal amount
invested, and the value of your investment may rise or fall. Past performance is not a reliable
indicator of future performance and may not be repeated. An investment’s value and the income
deriving from it may fall, as well as rise, due to market fluctuations. Investors may not get back
the amount originally invested.



