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Why we should pay special attention to Japan’s
Q4 capex surge

Increased investment a signal of structural recovery

By Naomi Fink, Managing Director, Global Strategist
6 March 2024

One of Japan’s more recent economic releases made us sit up and take notice. Within the very resilient Q4 capital
expenditure figures released this week was one important reinforcing indicator of Japan’s structural recovery, or in
the Bank of Japan (BOJ)'s language, its “virtuous circle” of reflation. This was evidenced by, above and beyond Japan’s
resurgent spending on fixed assets, its decades-high implicit expenditure on software (see Chart 1), typically a proxy
for the type of spending corporates engage in when making honest attempts to increase the productivity of their
businesses. One near-term positive development for Japan is the very real possibility that the “technical recession”
in Japan Q4 GDP (down 0.4% quarter-on-quarter) could be, thanks to unexpectedly strong Q4 capex, revised away.

Chart 1: The Q4 2023 surge in firms' capital expenditure, particularly in software
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But what gives us conviction that the increase in investment is structural, not merely cyclical? Our conviction lies in
indications that widespread, chronic labour supply shortages are a proximate motivator of the surge in investment.

A recent BOJ review article spells out for us why we should take Q4 capex (particularly software expenditure) seriously
as a signal of Japan’s ongoing structural recovery.

FOR SOPHISTICATED INVESTORS ONLY


https://www.boj.or.jp/research/wps_rev/rev_2023/data/rev23j13.pdf
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US example shows that substituting capital for labour can create higher value-
added jobs

Both in the US and in Japan, labour’s share of income has been declining for decades. The BOJ, however, points out
that the economic context of these declines has been distinct in each country. In the US, these declines have been
accompanied by (a) relative declines in capital goods and software prices comparative to wages which have led to (b)
greater investment in labour-saving technologies and processes, which in turn have increased demand for high-
skilled labour such as software development. As a result, the US has been better able to substitute capital for labour
than has Japan, which has led to higher wages for skilled workers in the US, even as many lower-skilled tasks have
been automated away. In the US, firms’ productivity-enhancing investments in intangible assets (such as software) in
tandem with higher pay for skilled workers have resulted in productive use of these assets (to automate simpler tasks)
while at the same time further contributing to demand for such skilled workers. Ultimately, the higher pay due skilled
workers, for their productivity-enhancing capabilities, has been a reasonable price to pay to achieve a decrease in
operational costs, and this in turn has enhanced firms’ profit margins. It is no coincidence therefore that forward
projections of these margin-enhancing mechanics currently underlie lofty valuations of the US’s largest firms by
market capitalisation.

No longer “lost”: Japan’s increasing trend toward business transformation

Japan'’s ability to benefit from transformative business investments such as those described above has been limited,
particularly over its “lost decades” of growth starting in the 1990s. Of late however, particularly since labour shortages
have persisted and have become more acute, Japan’s abilities to introduce transformative technologies has been
improving, even in the typically slow-to-adapt services sector. In fact, the BOJ describes labour shortages as one
strong motivator among firms for transformative investments. Although it takes time for firms to conclude that
labour shortages are not cyclical but structural, sure enough, once firms do reach the conclusion that labour shortages
are chronic (according to the BOJ chronic labour shortages are defined as when firms on average experience five to
eight quarters of difficulties in finding skilled labour), firms do increase their capital investments and particularly their
software investments.

Using quarterly BOJ Tankan data, Charts 2 and 3 show how the lagged relationship between structural labour
shortages and investment plays out. The left-hand side of Chart 2 shows the Tankan labour diffusion sub-index among
particularly labour-intensive industries (such as food/lodging, services, and construction), with readings increasingly
below zero indicative of intensifying skilled labour shortages. On the right-hand side of Chart 2, it may be observed
that, with several quarters’ lag to labour shortages, an accelerating surge in software investment has become evident
in such industries. To cite concrete examples of transformative labour-saving capital expenditures, “self-check-out”
became more widespread in the retail sector during the coronavirus pandemic. Concurrently “automatic check-in” in
the lodging sector became a new norm around the same period. These are examples of investment in software and
productivity-enhancing capital expenditures bearing fruit.

Charts 2 and 3: Relationship between structural labour shortages and investment
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Source: Bank of Japan. See BOJ Review (2023-J-13), published in December 2023.
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That these expenditures were motivated specifically by labour shortages are made clear in Chart 3, where capital
investment in tangible fixed assets and software are segmented by firms who, at the beginning of each year (2020-
2023) reported difficulties finding skilled labour versus those who encountered no such difficulties. Very clearly, firms
who encountered labour shortages at the beginning of the year made significantly greater year-on-year investments
in both tangible fixed assets and software than those firms who did not report such shortages.

Translating productive investments into firm fundamentals

As we noted in our recent piece, "Japan transitioning from cyclical reflation to structural recovery for balanced
growth", return to nominal GDP growth has helped Japanese corporates increase revenues which in turn have
translated to increased profits. This cyclical rebound however has also been accompanied by a more structural
improvement—the fruits of deployment of free cash flow toward new productivity-enhancing investments. As we

observe in Chart 4, the profit margins of TOPIX constituents have been slowly improving, as has, alongside them,
return on equity.

Chart 4: Improvements in TOPIX profit margins and return on equity
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Source: Bloomberg, Nikko AM Global Strategy. Data as at 24 February 2024.

Meanwhile, highs in the TOPIX have helped the average price-to-book (PBR) ratio to rise, on average above 1, a key
indicator within the Tokyo Stock Exchange’s new governance-enhancing listing framework (see Chart 5). Yet as both
we and the BOJ note, the “virtuous circle” is an ongoing reflation process that will take time to manifest. Indeed, even
despite the improvement in average TOPIX PBR’s, we observe that there are plenty of firms with valuations still below

1, many of which have room to invest cash balances in productivity-enhancing technology going forward (see Chart
6).
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Reflation eases the blow of attrition of firms

During Japan’s “lost decades”, the received wisdom had been that the deficit of demand ensuing from Japan’s aging
and eventually shrinking demography rationalised the expectation of ever-weaker growth and ever-lower prices.
Although demographics are rarely linear, interpreting them as such when projecting future sales have sometimes set
companies up for a shock once labour market slack has well and truly worked its way through the economy.

The results have not been uniformly positive for all Japanese firms. Indeed, it is evident that bankruptcies are markedly
higher for labour-intensive services sector firms than for more easily automatable manufacturing sector firms. Chart
7 shows that the relative rate of services to manufacturing sector bankruptcies has hit a multi-year high, even in an
environment of accommodative financial conditions. During the pandemic, reports of bankruptcy specifically
stemming from inability of firms to handle labour supply shortages became prominent. Meanwhile, as pandemic
conditions eased, the ensuing environment of recovering firm pricing power amid labour supply shortages created a

more benign economic environment for unprofitable “zombie” firms to exit the market with limited knock-on effects
on household income.

Chart 7: Number of manufacturing vs. services bankruptcies
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Why sentiment remains highly important: deconstructing the “deflationary
mindset”

Ultimately, learning from the successes of productivity-enhancing firms is only half the battle for corporate Japan.
The other half is for firms to continue making productivity-enhancing investments even through business cycles and
ensuring that the “deflationary mindset” remains well and truly a thing of the past. As such, corporate sentiment
surveys such as the Tankan or expectations component of the Economy Watchers Survey are likely to be scrutinized

by the BOJ and market participants alike for signals that firms continue to do their part to keep the “virtuous circle” of
reflation alive.

YOUR GOALS, OUR COMMITMENT.


https://www.tdb-en.jp/news_reports/backnumber/brr21nen.html

nikko am

Nikko Asset Management

WHY WE SHOULD PAY SPECIAL ATTENTION TO JAPAN’S Q4 CAPEX SURGE

Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution
only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice or a
personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are
recommended to consult with their independent tax, financial and legal advisers prior to any investment.

This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way. The
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or
prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own
judgment. Opinions stated in this document may change without notice.

In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal investment.
The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko
AM is strictly prohibited.

Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it
intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No.
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association.

United Kingdom: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion for the purposes of the
Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at professional
clients as defined in the FCA Handbook of Rules and Guidance.

Luxembourg and Germany: This document is communicated by Nikko Asset Management Luxembourg S.A., which is authorised and regulated in
the Grand Duchy of Luxembourg by the Commission de Surveillance du Secteur Financier (the CSSF) as a management company authorised
under Chapter 15 of the Law of 17 December 2010 (No SO0000717) and as an alternative investment fund manager according to the Law of 12 July
2013 (No. A00002630).

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution of
a Fund in the United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset Management
Americas, Inc. is a United States Registered Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and intermediaries
only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.

Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries only.
The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong Kong. Nikko
Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It
is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.

Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No offer
to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee only
and must not be passed to, issued to, or shown to the public generally.

Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the Kuwaiti
Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private placement
or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No private or public
offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in Kuwait. No marketing
or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and regulated
by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the United
Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in
full or in part for any purpose whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not
therefore benefit from any protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or
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have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available to
Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may not
be eligible for sale in some states or countries, and they may not be suitable for all types of investors.

Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of
whatsoever nature within the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an independent
investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and should not be
reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever without a prior
written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction and any inquiries
regarding the Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to constitute,
a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being offered to a
limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in an investment
in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration thereof).

No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.

Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be
construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of
any person to acquire any financial investment product or service. The offering and sale of any financial investment product is subject to the
applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be sold after such fund is registered
under the private placement registration regime in accordance with the applicable regulations of the Republic of Korea, and the offering of such
registered fund shall be conducted only through a locally licensed distributor.
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