Asia Strategy– A research report on Asian equities and fixed investments in a
regional and global context
The theme for the week: Reassessing Japan and its defense sector
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The story for investors

Investment conclusions

Since the 2008-9 global crisis, Japan’s monetary and fiscal policies
had as their main aim to achieve and maintain an inflation rate at
or over 2.0% and in the process help to cushion the shock of 2008-9
crisis, and later on, as from 1Q.20 that of Covid19. The “Abenomics”
introduced in 2012 after the 2008-9 crisis, had three “arrows” (1)
aggressive monetary policy, (2) fiscal consolidation and (3)
economic reforms. Of these only the aggressive monetary policy
remains intact. The BoJ still maintains a negative -0.10% base rate
and has no plans to actually taper its bond purchases designed to
keep the yield of 10Y bonds to near zero. Fiscal consolidation, with a
ratio of national debt to GDP at over 230%, the highest in the world,
remains economically, politically and socially unpopular especially
to an ageing population.

The newly elected government of PM Kishida is unlikely to
bring forward measure that would change significantly the
outlook of the economy for the next 6 even 12 months.
However the global political environment has changed and
the on-going confrontation between US and China will allow
Japan to unfold its own role for a new position in Asia Pacific.
The period that Japan’s only role in the world was that of the
second biggest economy, but with the absence of a credible
army unable to play any role in any of the major events since
WWII, is now ending .We expect an accelerated armaments
program and repositioning of the domestic defense
industries. Hence, we look for investment opportunities in a
structural/industrial change focused on defense.

Japan’s fight with deflation: Right fight, wrong weapons

Japan not alone in the money-inflation “non-link” !

Note from Fig. 1 that Japan experienced negative CPI inflation,
deflation, during a long time period. Deflation occurred during
2000-2004, 2005, half of 2006,2007, 2009-2011, half of 2012
and of 2013, 2016, half of 2020, and all, so far, of 2021.
During these periods of deflation, monetary policy was
exceptionally loose, especially after the 2008-9 crisis and,
since early 2020, with the onset of Covid 19.There seems to be
no clear correlation between the rate by which money stock
has been growing and the rate of inflation. Money growth
from 2015 to 2019 basically decelerated, while inflation
accelerated but then the onset of Covid 19 caused inflation to
switch to deflation while there was a one-off spectacular rise
on money stock growth which may, just, managed to keep
prices a little above zero. Even allowing for the lags between
the acceleration of money stock growth and movements in the
CPI growth, hoping that more money will cause inflation to
rise from negative levels to +2.0% clearly does not work. The
BoJ accelerated its QE with the onset of Covid 19, including
purchases of corporate bonds and ETFs, but recently, quietly
and with no announcements, has started to pare these down
but with no plans to stop them, let alone reverse.Fiscal
initiatives under the new Kishida administration have
accelerated, especially in defense spending to which we draw
special attention.

In the US as well, the putative relation between money and
inflation has broken down, (if there was ever a link, that is!)
for at least 20 years. Nonetheless there is a very strong link
between money growth, the prices of assets, such as stocks
and bonds. Bond yields in Japan have been spectacularly low
for years now, (see Factbox), with the BoJ achieving assets
inflation, but not where it wanted it, in goods and services.
Fig 1: Japan: National CPI yoy% (blu), Money stock+CD (red)
yoy% 2000-2021
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Detailing Japan’s economic policies

Fig 2: GDP (red), Investment (blue) Exports (green) all yoy% 20002021

The monetary expansion by the BoJ is now, proportionally, the ,
biggest among the developed economies, 134.6% of GDP but
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FactBox: Japan has achieved spectacular inflation rates-in bonds
but
that is, but not in the prices of shoes, bread and milk!)

The political economy of defense and its impact on markets

2Y( blu), 10y(red), 2000-2021, Bloomberg

Japan’s Self Defense Force has developed from a small domestically
based army in the immediate post WWII period to the fourth overall
largest army in the world. The increased tensions in the region
between China and US has drawn-in Japan with a sharp
acceleration , in its already growing, military spending. ( See Fig.
below, USD ml ).Under the new Kishida administration, defense
spending will rise to 1.3% of GDP from under 1.0% previously, and is
now targeted a 2.0% GDP share- an unprecedented rise. Military
spending accounts for 10.0% of the fiscal budget, but over 50.0% of
all its discretionary expenditures. Significantly, imports of military
equipment account for very little of the budget, in 2020 just USD
724 ml out of USD 48.1 bl, or 1.5%, and nearly all of it from the USA
(97.0%). This small imports share is not surprising given Japan’s
ideally placed industrial sector to expand defense spending:
shipbuilding, mechanical and electrical engineering, vehicle and
aircraft production and, of course, electronics and IT. The defense
sector in Japan will benefit from this sharp increase in, effectively,
mostly domestic spending. In the last years, nearly 60.0% of all
defense contracts were awarded to the following companies listed
here, not as recommendations ,but for illustration purposes only:
Mitsubishi Heavy and Electrical, Toshiba, Kawasaki Heavy and IHI
Heavy.

Source: Bloomberg

with still no impact on inflation other than, as the Factbox
shows, on the price of bonds. The yields of 2Y bonds are firmly
negative, while those of the 1OY are pegged at about zero.
The performance of the economy is shown in Fig.2. Note the
horizontal red and green lines delineating positive/ negative
growth. The role of exports in Japan’s growth has been
exaggerated when compared to other components of
aggregate demand. As the Fig. below shows, net exports
growth adds mostly negatively to GDP growth ! ( 2019-2119).

.
below shows, net exports add , percentage-wise little or even
negatively to GDP ! growth.( 2019-21)
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independent professional advice. This material does not constitute an offer, recommendation, or solicitation to buy or sell any investment or
service or enter into any other transaction in any jurisdiction.
The views and opinions expressed in this material, which are subject to change without notice, are those of UCAP Hong Kong Asset
Management Limited at the time of publication. Some of the information contained herein including any expression of opinion or forecast has
been obtained from or is based on sources believed by us to be reliable as at the date of the publication but which it has not independently
verified. There is no guarantee that any investment strategies and processes discussed herein will be effective under all market conditions and
investors should evaluate their ability to invest for a long-term based on their individual risk profile especially during periods of downturn in
the market. UCAP Hong Kong Asset Management Limited makes no guarantees, representations, or warranties, and accepts no responsibility
or liability as to its accuracy or completeness. Expressions of opinion herein are subject to change without notice.
In addition, projections in this material reflect various assumptions of management concerning the anticipated future of the business ideas and
are subject to significant business and economic uncertainties and contingencies, many of which are beyond control of the management.
Accordingly, there will be no assurance that such projections will be realized. The actual results or investment return may vary from the
anticipated results and such variations may be material and potential investor should bear any potential risks in respect thereof. Full
description of risks associated with the product should be assessed independently including tax impact.
Members of the UCAP Hong Kong Asset Management Limited and/or their officers, directors and employees may have positions in any
investment mentioned in this material (or any related investment) and may from time to time add to or dispose of any such investment.
In the case where this material is distributed in the United Kingdom by a person who is not authorized by the United Kingdom Financial
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Investment involves risk. Past performance is not indicative of future performance. The value of any investment or income may go down as
well as up and you may not receive back the full amount invested. When an investment is denominated in a currency other than your local or
reporting currency, changes in exchange rates may have an adverse effect on the value, price or income of that investment. In the case of
investments for which there is no recognized market, it may be difficult for investors to sell their investments or to obtain reliable information
about their value or the extent of the risk to which they are exposed. Investment in any market may be extremely volatile and subject to
sudden fluctuations of varying magnitude due to a wide range of direct and indirect, influences. Such characteristics can lead to considerable
losses being incurred by those exposed to such markets. Potential investor should ensure they fully understand the risks associated with any
investment and should consider their own investment objectives and risk tolerance level. They should make an independent assessment of the
merits of pursuing any investment and should consult their professional advisors before making any investment decision.
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