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Summary

.

Japan is back in the global spotlight. A blistering stock market rally and a rise out from decades of deflation or no
inflation has brought the attention of investors across the world back to Japan’s potential.

We think the stable macro outlook - with mild inflation feeding higher wages and stronger corporate pricing
power - reinforced the upbeat outlook for equity returns on strategic horizons of five years or longer. That
means Japanese stocks warrant a higher allocation on such horizons than the benchmark would suggest.

Japan’s macro backdrop is conducive for taking risk - unlike in other developed market economies with higher-
for-longer interest rates - in our view. The Bank of Japan raised policy interest rates in March to around zero, the
first hike in nearly two decades, as part of ending its unprecedented monetary easing over the past decade. Yet we
see it normalizing policy cautiously to help protect the return to inflation and wage growth.

Inflation’s long-awaited comeback in Japan brightens the outlook for corporate profits: companies can raise prices
on products and services, while rising wages are set to support consumer spending and higher inflation. Ongoing
corporate reforms aimed at boosting shareholder value are another positive.

We also see mega forces - big structural shifts like demographic divergence and digital disruption like artificial
intelligence - shaping investment returns now and over the long term. An aging population has focused
Japanese authorities on unlocking productivity gains via technological innovation. And efforts to move to a lower-
carbon economy point to an infrastructure spending surge that could provide potential investment opportunities.

The granular investment opportunities tied to mega forces and the interplay between them reinforces why we
think active strategies - those aiming to deliver above-benchmark returns, including dynamic approaches to
indexing - may have a bigger role to play in equity allocations to Japan now compared with the past.
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A brighter outlook

We hold an above-benchmark allocation, or overweight, to Japanese equities in our strategic views — with a preference
for an unhedged exposure vs. currency hedged. See the bars in the chart on the left. Our overweightis supported by a
benign macro backdrop of a return to inflation and rising wages that we believe bodes well for the outlook for corporate
profits and margins. On top of this, we see ongoing corporate reform lifting profitability in the coming years and are
watching for signs of a structural inflows into Japanese equities from domestic savers given the overhaul to the country’s
tax-exempt investment vehicles.

The Bank of Japan (BOJ) made a landmark policy shift in March - raising interest rates for the first time in 17 years,
ending an era of negative interest rates. The key reason? The BOJ judges that a virtuous cycle of wages and inflation -
missing for decades — has arrived. Pay gains topping 5% in March’s annual wage negotiations were the largest since the
early 1990s according to trade union group Rengo — and an important contributor to the BOJ's confidence in a return to
sustained inflation, supported by a revival of wage growth. On top of this benign backdrop, we think the BOJ will raise
rates gradually to avoid choking off growth and derailing Japan’s return to inflation.

This macro backdrop — unlike in several other developed economies — remains broadly supportive of risk. Importantly, we
think it could serve as an inflection point for the earnings and margins outlook for Japanese companies. Why? After years
of forced cost discipline due to ever declining selling prices, companies are now able to push through price increases for
their products — and offset pressure on margins from rising wages. At the same time, we believe rapid wage growth will
likely support consumer spending — completing the virtuous cycle between wages and inflation Japanese policymakers
have long sought.

The left bar on the right chart shows our annualized estimated returns for Japanese equities over the next five years. We
see earnings growth as the biggest contributor, followed by stable dividend growth into the medium-term driving
returns, with valuation re-rating accounting for a small portion. The other two bars show how our estimate may change in
two other scenarios: one where the boost to earnings is short-lived and another where demand for Japanese stocks from
investors is higher and they require less risk premium — the compensation for risk — to buy Japan equities.

Operating margins at Japanese firms have broadly been stuck in a range of roughly 14% to 19% for the past two
decades, according to Bloomberg data as of April 2024. Currently we assume flat operating margins at 17% but see
higher sales growth over the next 10 years — 6% compared with about 4% earlier, based on pre-2000 trends and our
estimates for future GDP growth. Meanwhile, Japan's equity risk premium (ERP) — our preferred valuation gauge that
accounts for estimated interest rates and earnings growth — has historically been higher than other developed markets.
Why? Investors typically demanded extra compensation to own Japanese equities given relatively low economic growth.

One development that could lower the ERP: a sustained pickup in equity buying driven by the introduction of tax-exempt
investment accounts aimed at encouraging households to shift retirement savings from cash into financial assets. That
would potentially help lower the overall cost of capital and the ERP for Japanese stocks, bumping up our overall expected
returns. See last bar in the chart on the right below. For now, we keep our expected ERP unchanged while closely
monitoring the progress of these big investment changes in coming years.

Return scenarios
Estimated five-year return for Japanese equities

Japan for the long term
Hypothetical strategic allocation to Japan equities
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Source: BlackRock Investment Institute, May 2024. Notes: The chart shows our
estimate of Japanese equity five-year annualized returns and its components in three

Thisinformation is notintended as a recommendation to invest in any particular asset
class or strategy or asa promise - or even estimate - of future performance. Source:

BlackRock Investment Institute, May 2024. Notes: The chart shows our hypothetical
allocation to Japanese equities as a percentage of the overall equity in a strategic
portfolio with a long-term investment horizon of 1L0-years relative to their weightsin
respective benchmarks, on both a currency hedged and unhedged basis. We use the
MSCIACWI for equities.

scenarios. The left bar represents our current estimate. The middle bar assumes the
boost to corporate earnings is short-lived by reducing the total earnings in our models
based on discussions with BlackRock investors. The right bar assumes the equity risk
premium - the extra compensation investors demand for investing in stocks - shrinks
based on how the premium has changed over the last year. Index proxy: MSCI Japan. 3
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Taking a more active approach

Japanese equities have been among the best-performing developed markets since the start of 2023, with the Topix up
45% in yen terms, according to LSEG data as of April 2024. That has been fueled by strong earnings growth, a relatively
benign macro backdrop and momentum behind shareholder-friendly corporate reforms. Yet under the surface,
dispersion within the market has picked up — partly driven by how investors are assessing the various reform measures
- allowing for active strategies to thrive. We define active returns as above-benchmark returns that can’t be explained
by static exposures to macro and equity style factors. The chart on the left below shows the interquartile range of active
returns — or the difference between the top 25% and the bottom 25% ranks — for Japanese equity managers is at its
highest in more than a decade. That means the gap between the top-performing and worst-performing managers is
much greater now.

This finding is consistent with our view that active strategies have a bigger role in the new regime or greater macro and
market volatility — and skilled alpha-seeking managers acting more frequently on their insights are being better
rewarded. On a strategic horizon of five years and beyond we think mega forces - the structural drivers of returns now
and in the future — are a useful investment lens for alpha-seeking managers to put their skills to work. These forces -
demographic divergence, geopolitical fragmentation, digital disruption and artificial intelligence (Al), the low-carbon
transition — are reshaping economies worldwide. Japan is at the forefront and crosscurrents of some of these mega
forces. We think understanding how Japan’s macro revival dovetails with the far-reaching impact of the mega forces
will be key to harnessing granular sectoral opportunities where active strategies can thrive, in our view.

Take demographics. Japan’s aging population and shrinking workforce has been well documented. It is the world’s
oldest population, with a median age above 48 years compared to the global average of 30 years, according to 2022
United Nations World Population Prospects. Yet markets are slow at pricing these structural shifts. Over the last three
decades, the value of Japan’s healthcare stocks relative to the broader market have risen broadly in step with the growth
of its retired population, as measured by the dependency ratio. See the right chart. Japan’s healthcare sector is still
seeing consistent earnings growth. Earnings for the MSCI Japan healthcare are seen growing 15% and 19% this year
and next, per Bloomberg as of April 2024. That’s well above the average over the past 20 years and is set to outpace the
broader market’s 8.5% and 11.8% earnings growth in fiscal years 2025 and 2026, also per Bloomberg.

Countering the impact of demographic challenges is compelling Japanese authorities to place a strong emphasis on
productivity gains via technological innovation, such as automating manufacturing and other activity with robots. The
latest Development Bank of Japan survey of major Japanese firms pointed to a second consecutive increase in planned
capital spending for the fiscal year ending 2023 of 21%, focusing on digitization (particularly decarbonization and
railways), semiconductors (for use in manufacturing sectors such as machinery, materials and chemicals) and electric
vehicles. That reflects how a capital spending revival intertwines with mega forces.

Japan’s efforts to decarbonize are also closely linked to bolstering energy security in a world of geopolitical
fragmentation. Japan’s historical focus and leadership on energy efficiency have driven down its energy intensity per
unit of GDP by around 30% from 2000 to 2020, per the International Energy Agency’s May 2021 report. The country
has targets to reduce greenhouse gas emissions by 46% by 2030, achieve net zero by 2050 and plans to ramp up
nuclear power back up to 20-22% of electricity generation by 2030 from about 6% now, according to its New Basic
Energy Plan. That points to an infrastructure spending surge that could provide investment opportunities, in our view.

Widening skill gap Slow to price in aging
Interquartile range of Japan equity active returns Japan healthcare outperformance vs. dependency ratio
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universe for Japanese equities. Active returns are gross of fees - we assume a medianfee  Past performanceis nota reliable indicator of current or future results. Indexes are

Dependency ratio (right)

of 0.6% based on a fee range from a global survey of asset managers. We use regression unmanaged and do not account for fees. It is not possible to invest directly in an index.
analysis to estimate the relationship between alpha-seeking manager performance and Source: BlackRock Investment Institute, United Nations, Reuters, with data from LSEG
market conditions. Regression analysis is backwards-looking and is only an estimate of Datastream, March 2024. Notes: The red line shows the ratio of the performance of

the relationship. The future relationship may differ. See more in the Limitations section Japan’s healthcare equity sector vs. the overall market index, indexed to 1990. We use
of the Appendix on page 5. total market indices constructed by Datastream. 4
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Appendix

Our framework

As we outlined in our 2022 update to our framewaork, we believe alpha - returns delivered by managers beyond market
benchmarks - falls into two categories: 1) returns that can be replicated systematically and cost-efficiently by broad
market and factor indexes seen in the factors section of our return taxonomy below, and; 2) returns that are driven by
true investment skill and cannot be systematically captured through an index. Our views:

Factors: Macro and equity style factors are important drivers of returns. It is important to separate this source of return
from any manager’s excess return relative to a benchmark to understand the return that is an investor pays for.

Returns and fees: What matters are returns net of costs. Product fees cut into returns and can reduce or, in some cases,
eliminate the alpha an investor receives. Yet these fees vary widely and change over time. Some index and factor
products can also have large fees. Investors should fully account for fees in portfolio construction.

Governance costs: Governance costs — those required to find and manage managers — are an essential consideration.
We believe manager selection and oversight are vital to achieve alpha.

Methodology

We use time series regression analysis to strip out the impact of macro and equity style factors, and other market
indices from excess returns to estimate the underlying active returns directly attributable to manager skill. We go
beyond the usual Ordinary Least Squares technique to reduce overfitting and use Ridge regression analysis instead.
While none of these approaches can completely eliminate overfitting — explained in the limitations section below - and
will only produce approximate estimates of active returns, Ridge regression aims to minimize the impact of overfitting.

Assumptions

For equity, we use both style factors and account for currency hedging in our analysis.

Fee assumptions Index or beta Alpha-seeking
Equities 0.15%-0.5% 0.4%0-0.8%
Government bonds 0.15%-0.3% 0.2%-0.25%
Investment grade credit 0.1%-0.3% 0.2%-0.25%
Sub-investment grade credit 0.4%-0.5% 0.4%-0.5%
Private markets N/A 0.5%0-5.0%

Source: Mercer Global Asset Manager Fee Survey, 2017. Marningstar, BlackRock estimates. Note: Fee assumptions are given as ranges given the wide range of asset classes,
currencies and datasets we consider in our calculations.

Limitations

Our regression technique cannot completely eliminate overfitting — where including too many potential explanations
(our explanatory variables) for the nature of a relationship can overstate or understate the impact of the variable on the
relationship we’re observing. For example, in the case of this paper, overfitting would be considering too many variables
for manager performance - and it could overstate or understate the impact some of those variables have on manager
performance. Regression analysis is backwards-looking and complex — it may not reliably predict the future relationship
between manager performance and market conditions. Expert judgement from a manager research team on an
individual fund managers could bring better clarity on how they performed. In-depth and practical manager research
can improve on econometric techniques and analysis, like regressions, to build a better picture of how a fund manager
might perform in the future.
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