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Navigating Japan Equities: seeing beyond
governance reform and defence spending

Points to watch after Japan’s first wave of reform, case for dual-use technology amid rise
in defence spending

We analyse how Japan’s corporate governance reform is shifting from improving capital efficiency to
strengthening long-term earnings power; we also explain how rising defence spending could be
creating opportunities for dual-use technologies.
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Corporate governance reform and the move from capital returns to earnings power

Corporate governance (CG) reform, introduced more than a decade ago, has clearly changed the behaviour of many
Japanese companies. Share buybacks, higher dividends and the unwinding of cross-shareholdings have continued, while
corporate management teams have become more conscious of return on equity and engagement with shareholders. These
changes are now entrenched and can be regarded as more than a temporary market fad. Nevertheless, CG reform should
not automatically be treated as the main reason for the sustained rise seen in Japanese equities.

So far, the reforms have mostly addressed issues that were relatively easy to identify and correct. Many companies
accumulated excessive cash, invested too little and allocated capital inefficiently. In such cases, companies were able to
raise capital efficiency relatively quickly by increasing dividends or buying back shares.

Progress has been seen on these fronts, in turn improving the corporate mindset and facilitating dialogue between firms
and shareholders. Investors can now discuss return on equity, balance-sheet efficiency and capital policy with management
teams more directly than in the past. PBR reform has also encouraged companies that had taken little action to begin
tackling obvious weaknesses. In that sense, the governance agenda has produced a genuine change in awareness and
behaviour across a large number of listed companies.

However, reform is still a work in progress and the next stage is likely to be more difficult. The main concern is no longer
just how profits should be distributed, but how companies can strengthen their underlying earnings power. Returning surplus
cash to shareholders is not the same as creating new sources of growth. Companies must decide how retained earnings
can be used for productive investment, business expansion, innovation and strategic repositioning. This requires
management teams to articulate a credible long-term vision and, in some cases, to accept more leverage and risk than they
have traditionally been comfortable with taking.

On this measure, Japan's transformation remains incomplete. A decade after the introduction of the CG and stewardship
codes, the earnings power of leading Japanese companies as a whole has not risen to the level of their US or European
peers. Even in fields where Japanese companies are performing relatively well—such as those related to Al and
semiconductors—some companies remain cautious about expanding capacity or borrowing to pursue growth. This
suggests that animal spirits are yet to fully return.

The question for investors is therefore not whether governance reform will reverse—it is whether reforms can advance
beyond short-term improvements in capital distribution. Institutional investors also have a role to play by improving their
dialogue with companies, focusing not only on buybacks and PBR but also on strategy, investment and sustainable profit
growth. The next phase of reform could be judged by whether Japan can produce more companies with internationally
competitive earnings power. Japanese companies have changed, but there is still room for further improvement.
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The case for dual-use technology in economic security and defence

The expansion of defence spending and economic security policy in Japan is another theme that appears to be attracting
investor attention. Japan has been ramping up its defence budget as it moves towards doubling spending to 2% of its GDP.
The broader backdrop is a change in global security policy; US allies including Japan are under greater pressure to
strengthen their own defence capabilities. This makes higher defence spending a potentially long-term global theme in
which Japan could be closely involved.

For Japan, traditional heavy industrial companies and shipbuilders may benefit from stronger demand for conventional
defensive hardware. That said, a more interesting opportunity may lie in dual-use technology: products and capabilities that
can serve both military and civilian markets. The nature of warfare is changing, increasing demand for drones and other
forms of hardware that differ from traditional heavy weapons. This could broaden the range of participating companies
beyond the established defence contractors. Japan's strengths in manufacturing and hardware may allow a wider group of
firms to enter these markets.

Dual-use applications are important because they reduce dependence on military procurement alone. Government
spending can provide an initial push, but a sector is more likely to experience long-term growth if the technology being
utilised also has substantial civilian demand. Drones, for example, may have applications across a variety of civilian
industries. This creates potential synergies between the defence and private sectors.

Japan’s policy environment may play a role in supporting the development of dual-use applications. Under a strategy of
public-private investment, the government can encourage companies to enter new fields that are considered important for
economic security. Investment in stable energy supplies, power networks and other critical infrastructure can also link public
policy to commercial demand. If government spending helps establish capabilities that later expand into civilian markets,
the economic impact could extend beyond the defence budget itself.

However, any development will not be without risks; it remains to be seen whether initial policy support can produce a self-
sustaining market. Japan does not possess world-leading technology in every defence-related field, and expansion based
only on military expenditure may ultimately remain limited. A distinction should therefore be made between businesses that
depend almost entirely on government orders and those with scalable civilian applications. The key question is whether
dual-use technologies can turn an increase in public spending into a broader industrial growth story. If they can, economic
security priorities may create opportunities across a much wider range of Japanese companies than the traditional defence
sector alone.

Japanese stocks mixed in September: banks’ gains support but higher yields weigh

The Japanese equity market was mixed in September, with the TOPIX Total Return Gross Index falling 0.27% on-month
and the Nikkei Stock Average (Nikkei 225) Total Return rising 1.26% (both in JPY terms). On the one hand, expectations
grew that the Bank of Japan would accelerate the pace of interest rate hikes, supporting bank stocks on the prospect of
wider net interest margins, while information and communication stocks rose on expectations for growth driven by increased
investment in high tech. On the other hand, the market was weighed down by the accelerated rise in long-term yields,
reflecting fiscal uncertainty and concerns over prolonged inflation due to the lack of visibility on an end to the conflict in the
Middle East, which heightened perceptions that equities had become relatively richly valued.

Of the 33 Tokyo Stock Exchange sectors, seven sectors rose, with Oil & Coal Products, Information & Communication, and
Banks posting the strongest gains. In contrast, 26 sectors declined, including Mining, Other Products, and Fishery,
Agriculture & Forestry.

Exhibit 1: Major indices Exhibit 2: Valuation and indicators

Mth-end 1-mth . Mth- 3-mth 6-mth

Indicator end

Nikkei 225 66,753.72 TOPIX
JGB Yield 3.065  +0.108  +0.382  +0.711 Div. Yield (e) 21%  22% 24% 22% @ 22%
JPY/USD 157.03 -1.7% -3.3% 1.7% Price/Earn (e) 17.2 18.2 16.6 18.7 15.6
JPY/EUR 178.39 -3.7% -3.6% -2.5% Price/Book 1.7 1.7 1.6 1.6 1.3
MSCI World 4,902.65 -1.3% 1.6% 15.1% Daily Turnover 155 190 197 166 95

Valuation Mth-end Market Cap. 1,368 1,333 1260 1,142 742

TOPIX 4,108.65 1.1% 2.9% 17.5% MSCI World

Div. Yield (e) 21% 22% 2.4% 22% Div. Yield (e) 16% 16% 1.8% 16% 1.8%
Price/Earn (e) 17.2 18.2 16.6 18.7 Price/Earn (e) 19.5 20.3 18.7 22.6 20.1
Price/Book 1.7 1.7 16 1.6 Price/Book 3.8 3.8 34 3.8 3.2
Source: Bloomberg, 30 September 2026 Source: Bloomberg, 30 September 2026
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Important information: This document is prepared by Amova Asset Management Co., Ltd. and/or its affiliates (hereinafter referred to as” the
Group") 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 the Group’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. The Group 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.

The Group 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 the Group 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 the
Group 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 Management Association of Japan, Type Il Financial Instruments Firms Association.

United Kingdom: This document is communicated by Amova Asset Management UK Limited, 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.

Ireland: This document is communicated by Amova Asset Management Ireland Limited, which is authorised under the European Union (Markets
in Financial Instruments) Regulations 2017 (S.I. 375 of 2017) (as amended) and regulated in Ireland by the Central Bank of Ireland (C565118)
and includes branches in Germany and the Netherlands. This document is for information purposes only and does not constitute an offer,
invitation, or solicitation to invest in any fund or investment product, or recommendation to sell any financial instrument, nor does it constitute
investment advice. This document is not intended for distribution to, or use by, any person in any jurisdiction where such distribution would be
contrary to local law or regulation and is directed at professional investors only.

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. An offering of any
investments, securities or investment advisory services with respect to securities may only be made by receipt of relevant and complete offering
documentation and agreements, as applicable. 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. Amova Asset Management Americas, Inc. is a United States Registered Investment
Adviser.

Singapore: This document is for information to institutional investors, accredited investors as defined in the Securities and Futures Act 2001,
and intermediaries only. Amova 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.
Amova Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This documentisissued in New Zealand by Amova 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.

Malaysia: This document is issued by AHAM Asset Management Berhad (Registration No. 199701014290 (429786-T)), a company licensed by
the Securities Commission Malaysia under the Capital Markets and Services Act 2007 to carry on fund management in relation to portfolio
management, dealing in securities restricted to unit trusts, and dealing in private retirement schemes. This document has not been reviewed by
the Securities Commission Malaysia.

List of Additional Disclaimers for use in the following countries

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.
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Kingdom of Saudi Arabia: This document is communicated by Amova Asset Management UK Limited, 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 Amova Asset Management UK Limited.

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, Amova Asset
Management UK Limited 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.

Amova Asset Management UK Limited 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 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 group or Sumitomo Mitsui Trust group and not available
to Amova Asset Management UK Limited 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 Amova Asset Management UK Limited. No transaction will be concluded in your jurisdiction and any inquiries regarding
the Strategies should be made to Amova Asset Management UK Limited.

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 Amova Asset Management UK Limited.

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. The Company 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.

Canada: The information provided herein does not constitute any form of financial opinion or investment advice on the part of the Company and
it should not be relied on as such. It does not constitute a prospectus, offering memorandum or private placement memorandum in Canada, and
may not be used in making any investment decision. It should not be considered a solicitation to buy or an offer to sell a security in Canada. This
information is provided for informational and educational use only.
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