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In February, the MSCI Japan advanced due to three factors. Firstly, expectations for the global

economic recovery have been heightened following progress in vaccination programs and a fresh

fiscal plan in the US. Secondly, companies’ cost-cutting efforts with a sharp recovery in demand led

to their strong earnings announcements, boosting their stock prices in turn. Thirdly, the JPY

depreciation against the USD shored up domestic stock prices. However, when US bond yields rose

in the latter half of the month following a shaky 7-year US government debt auction, domestic stock

prices fell back.

Economy: Upturns in domestic leading indicators

Domestic leading indicators turned up. According to the Economy Watchers Survey, one of the

leading indicators on which we put the most emphasis, the average of current and future conditions

rose for two straight months. While it rose only modestly to 35.6 in January from 35.2 in December,

it rose sharply from 35.6 in January to 46.3 in February. The survey result cited two factors behind

this obvious improvement; expectations for the spread of vaccination programs and the lifting of the

state of emergency as the first and rebounds in production and employment mainly at manufacturers

such as machinery/auto makers as the second. A decrease in new coronavirus cases domestically

might also have boosted investor sentiment.

.

Japan Economy Watchers Survey (Average of Current and Future)
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Source: Bloomberg, data correct as of 8 March 2021.

Source: Bloomberg, data correct as of 8 March 2021.

Leading composite indices for January which were released by the Cabinet Office on 8 March
improved for the first time in two months, with a decrease in inventory ratio (a progress in inventory
adjustment) and a rise in commodity prices as boosters. Our economists’ view that the indices for
February will move up further should provide a boost to the domestic economy in the short-term.
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Japan Business Conditions (Leading Composite Index, 2015 average=100)
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On the other hand, we should be cautious about the movement of US ISM manufacturing PMI

given the index rose to a historically high level of 60.8 lately. Expectations that this index will fall

back should drag down global stock markets.

US ISM Manufacturing PMI
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Earnings: Earnings will hit a record profit in the FY2022 but stocks are slightly overvalued

Earnings results for the October-to-December quarter have been strong in general with the latest

earnings season coming closer to an end. According to Daiwa Securities, operating income of

TOPIX1000 component issues with market consensus (623 companies) increased +14.9% YoY and

exceeded earlier forecasts by 35.1%. We can attribute this profit growth to their cost-cutting efforts

and a recovery in sales. Japanese companies have focused on cost reduction in crisis mode since

the outbreak of the coronavirus while social/transportation expenses decreased as local workers are

refraining from business entertainment and commuting on the back of social distancing rules. A

sharp recovery in final demand for products such as automobiles also contributed to their sales

growths from the previous quarter. Despite simmering concerns over the coronavirus pandemic,

domestic companies could announce strong earnings with higher operating profit margin.

Following the latest earnings season, Daiwa Securities upgraded ordinary profit forecasts of leading

listed companies (excluding financials) for the fiscal year (FY) 2021 by +5.6%. The brokerage now

forecasts an ordinary profit growth of +29.1% for the FY2021 and +47.5% when excluding the

telecom sector given the significant impact of SoftBank Group.

According to the aggregate calculation of our analyst forecasts in the bottom-up approach, ordinary

profits of domestic companies (excluding financials) will grow by +33% in the FY2021 and +11% in

the FY2022 when they are likely to hit record profits. However, domestic stocks are still slightly

overvalued given the TOPIX’s component issues are trading at approximately 16 times the

projected earnings per share for FY2021.
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Transition of ordinary profit at leading listed companies (JPY: trillion)

Source: Daiwa Securities as of 26 February 2021.

Investment Strategy

We expect that the Japanese equity market to remain range-bound due to a tug-of-war between

accommodative monetary policies and a sense of overvaluation, especially in the US equity market.

Over the long term, more open policies to overseas funds including the improvement in corporate

governance as well as policies to boost the immigration intake are likely to support the market. We

identify external factors, such as the outbreak of financial crises and another global recession, as

major risks because they might bring about a sharp yen appreciation. Taking these into

consideration, we will overweight the consumer discretionary sector and stocks with low price/book

(P/B) ratios.

_____________________________

Notes: Some statements contained in this material concerning goals, strategies, outlook or other

non-historical matters may be forward-looking statements and are based on current indicators and

expectations. These forward-looking statements speak only as of the date on which they are made,

and the Company undertakes no obligation to update or revise any forward-looking statements.

These forward-looking statements are subject to risks and uncertainties that may cause actual

results to differ materially from those contained in the statements. The Company and/or its affiliates

may or may not have a position in any financial instrument mentioned and may or may not be

actively trading in any such securities.

The organisations and/or financial instruments mentioned are for reference purposes only. The

content of this material should not be construed as a recommendation for their purchase or sale.

Charts and graphs are provided for illustrative purposes only.
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