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INTRODUCTION

The Japanese market has had a strong start to the year, up +17% in Yen terms, on the back
of a close to +30% year in 2023. It might feel that unless you have been on board, you have
missed the boat. Zennor's view is that the market has been playing catch up with the rest of
the world and there are plenty of reasons to be optimistic.

RESULTS SEASON

The results season has come to an end, and it was characterized by extreme fluctuations,
with sales in aggregate rising by 5.4% YoY and recurring profit increasing by 16% YoY. However,
the full year 2024 guidance is disappointing, as companies are expecting sales growth

of +2.5% YoY and a drop in net profits of around -3% YoY. This seems excessively cautious
given firm US demand, the continued weakness of the Yen, the successful passing through
of cost increases, and the ongoing corporate governance reforms. Overall, the results for
FY23 were buoyed by Toyota and a bounce back in earnings at electric utilities, with 48% of
companies delivering positive surprises. Additionally, we have witnessed the largest buyback
programmes ever during a quarter, with a figure of around $50bn, and dividends reaching
record highs, while the structural dynamics of corporate governance reform remain intact,
with year-to-date buyback announcements up by 23% YoY and dividend increases by

+29% YOY.
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THE CHANGING DYNAMICS OF THE JAPANESE ECONOMY

A few months ago, the Bank of Japan (BOJ) announced a significant change in monetary
policy. They put an end to negative interest rates and yield curve control. The BOJ is likely

to incrementally tighten its policy, possibly again in July 2024. The interest rate on excess
reserves is currently at 0.1%. The driving force behind this change is the emergence

of nominal wage growth and a normalized inflation level. Companies, the Tokyo Stock
Exchange (TSE), and Prime Minister Fumio Kishida are all keen to raise productivity. In fact,
most of the companies we own have announced large increases in employee salaries. The
labour market is extremely tight, and we expect to see further increases in real wage growth.
Companies are also now able to raise prices across the board, and the success rate of
passing through these increases is quite high.

Chart 1: Pickup in wage growth to sustain the next phase of reflation
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The deglobalization of the global economy bodes well for Japan. During the 1990s, capital
expenditure was curbed, and debt deflation has given way to mild inflation but there is a sea
change taking place that should not be underestimated. A virtuous cycle for domestic capex
seems likely as companies strive to raise productivity. In fact, domestic capital expenditure
has been flat for most of the past thirty years, with the focus during globalization being

on overseas capex. However, this is changing as the tectonic plates shift. According to the
Tankan survey, large companies plan to increase capital expenditure by over 4% in FY24.
From Toyota to Denso, Shinetsu and Komatsu, there are significant domestic capex plans.
Japan's demographics are poor, with labour in short supply and the threat from China ever-
present. However suddenly Japan is relevant. During our recent trips to southern Japan, we
witnessed the profound changes brought about by the rollout of TSMC semiconductor plants.
Chipmakers globally need Japan, especially Taiwan. This is good news for the semiconductor,
construction, and machinery sectors.
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CORPORATE GOVERNANCE REVOLUTION PROGRESS

Earlier in the year the Tokyo Stock Exchange (TSE) asked companies trading below book
value to explain their cost of capital workings and return on invested capital. The TSE is

also eager to change management policy towards growth strategies. This includes exiting
unprofitable businesses, restructuring the capital base, divesting idle assets, and using
leverage instead of cash. They want companies to have a clear understanding of the cost
of capital versus the return on invested capital. However, we still find that many of the
companies we follow underestimate the cost of capital, and their large cash holdings inflate
the cost dramatically.

Chart 2: TSE Prime Chart 3: TSE Standard
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Up until the end of April 2024, 57% of prime companies have responded to the TSE requests
whilst 31% have not disclosed and 11% are "studying” (Chart 2). The standard market is a
different story. 72% have no disclosure (Chart 3). We have a large exposure to mid and small
caps in the Zennor funds. Small caps have been lagging for six years. There are some
explanations for this, the most obvious being that big value stocks have responded more
significantly to the TSE demands with some enormous share buybacks announced during the
earnings season from the likes of Toyota, MS&AD, and Eneos.
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Chart 4 shows how buyback announcements have steadily been increasing year after year,
until 2024 when there was a dramatic spike in the first quarter, which has been most notable
in the mega cap space.

Chart 4: Share buyback plan announcements by FY
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Many of our smaller cap stocks did a little but not enough. The ‘learning” process still has a
long way to go. This is the opportunity we are looking at and engaging with. Small-cap stocks
have a forward PER of 12x and a price to book ratio of 1.1x, while the core 30 have a forward
PER of 17.3x and a price to book ratio of 1.8x.

We like to have soft engagement with our portfolio companies where we feel a bit of
encouragement is required and have had some good results from this policy, particularly
with small caps. Kurimoto, a civil engineering firm, raised its dividend payout ratio to 50%.

It aimed for an ROE of over 7% and will cut cross shareholdings by 30-40%. With half of
these unrealised gains going back to shareholders, the dividend yield should be over

7%. Sintokogyo, a deeply undervalued machinery company, made a positive first step

by increasing its dividend payout ratio to 60% and using capital for meaningful M&A.
Tsubakimoto Chain announced a 5% dividend yield and a 5% share buyback. One of the large
cap names in the fund MS&AD, after several conversations, at last announced an 8% share
buyback and a dividend yield of 5%. This is an ongoing process and a theme that could run
and run, which should drive share prices for those companies that return accumulated cash
to shareholders.
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THE YEN

The Yen's weakness has generally benefited corporate Japan, but it has also caused the
prices of imported goods to rise rapidly. As a result, many exporters have moved their
production abroad, reducing the benefits of a weak Yen. To prevent further decline, the
Ministry of Finance (MOF) intervened by spending a record YQ.8 trillion to support the
currency. Despite these efforts, the Yen remains problematic, having lost 10% of its value
against the dollar and even more against sterling. This year the trade of selling Yen and
buying dollar continues, as Japanese interest rates are not expected to rise significantly,

and US rates are unlikely to decline rapidly due to persistent inflation. The MOF is currently
guarding against further depreciation with a reserve of over $1 Trillion, but if this fails, the BOJ
may have to raise interest rates to defend the currency, risking the economic recovery. Japan
still has a large current account surplus, and according to purchasing power parity, the Yen
should be much stronger.

IN SUMMARY

You might think that you have missed the opportunity. Zennor's perspective is that we are still
at an early stage of management teams that are finally becoming aware of the cost of capital.
This year net cash across the market continued to increase despite the unprecedented
dividends and buybacks. We have not even begun to reduce what are clearly excess balance
sheets. Cash, securities, real estate, other non-core assets and operations will all be looked at.
We anticipate a surge of M&A (both divesting and investing) as well as outsourcing of non-
core activities as firms realize how costly those operations and assets are in terms of capital.
Firms must both decrease total assets and be more selective in how they are used. The result
will be a significant increase in RolC and along with those valuations.

One such example to illustrate this is our holding DaiNippon Printing, which generates at least
80% of its profit from only 20% of revenues. It holds massive real estate, securities and cash
positions. Implicitly 80% of its profit comes from only around 10% of its total capital base. \What
would a lean and focused DaiNippon earn in RolC and what multiple would it command?
Rather higher than 0.9x PBR? The company also has several activists, domestic and foreign,
‘engaging with them. This is not atypical. However, we are at the beginning of this long road
and not at the end.

We have reached base camp..now the hard part starts. In the short-term caution may keep

a lid on the major large-cap indices, but the catalyst for change could be the strength of the
Yen versus forecasts, further corporate governance news, and a recovering Chinese economy
combined with strength in the US economy. There is a strong correlation between small caps,
especially GARP ones and US interest rates, which if they begin to fall from mid-year should
act as a tailwind for the space. Also, if you think that the corporate governance story trickles
down the market cap scale, then there remains a significant opportunity in the medium term.
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This document was prepared and issued by Zennor Asset Management LLP ("“Zennor’) in April 2024. Zennor
is authorised and regulated by the Financial Conduct Authority (FRN218549). This document is provided for
information purposes only and should not be interpreted as investment advice and does not represent a
recommendation by Zennor to purchase shares in any Fund. If you have any doubts as to the suitability of
an investment, please consult your financial adviser. The information contained in this document has been
obtained from sources that Zennor considers to be reliable, however Zennor cannot guarantee the accuracy
or completeness of the information provided, and therefore no investment decision should be based solely
on this data. Past performance is not a guide to future performance. The value of investments may go up or
down and investors may not receive back the amount of money invested. The rate of currency exchange
may cause the value of overseas investments (and any income from them) to go down as well as up. This
document is not intended for distribution to, or use by any person or entity in any jurisdiction or country
where such distribution or use would be contrary to local law or regulation. Returns are unaudited. Details
of the fund can be found at www.independentucitscom. The Fund has appointed as Swiss Representative
\Waystone Fund Services (Switzerland) SA, Av. Villamont 17, 1005 Lausanne, Switzerland, Tel: +41 21 311 17 77,
switzerland@waystonecom. The Fund's Swiss paying agent is Banque Cantonale de Geneve. In respect of
the Shares distributed in or from Switzerland, the place of performance and jurisdiction is at the registered
office of the Swiss Representative. For the most up to date information, please refer to the Zennor Japan
Fund and accumulation share class-specific Key Investor Information Documents, the Supplementary
Information Document, the Annual or Interim Reports and the Prospectus, which are available using the
contact details shown. Telephone calls may be recorded. Source: Zennor Asset Management LLP Zennor
Asset Management LLP is authorised and regulated by the Financial Conduct Authority (FRN 218549)
27022023/109 Zennor Asset Management LLP is authorized and regulated by the Financial Conduct
Authority (FRN 218549). Zennor Asset Management LLP, Registered Office: 86 Duke of York Square, London,
UK SW3 4LY. Spring Capital Partners GmbH (‘Tied Agent”) is a tied agent within the meaning of Article 29 (3)
of Directive 2014/65/EU (‘MIFID II'as implemented in the respective national legislation) of Acolin Europe AG,
which is authorised and regulated by the German Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin).
The Tied Agent is entered in the public register of tied agents held by BaFin. Within the scope of providing
financial services (‘investment brokerage” within the meaning of Annex | A (1) MiFID Il as implemented in the
respective national legislation by promotion of the potential investor's willingness to enter into a transaction
but excluding the reception and transmission of orders in relation to one or more financial instruments), the
Tied Agent acts exclusively on behalf and for the account of Acolin Europe AG and undertakes to exclusively
distribute funds. The information provided by the Tied Agent is intended for informational purposes only and
does not represent an offer to purchase or sell financial instruments. All information is provided without any
guarantee. This information neither represents any investment / legal / tax advice, nor any recommendation.
The Agent points out that every investment decision should be made after consulting an advisor. The
information is intended exclusively for professional clients within the meaning of Annex Il MiFID IIl. The
information provided may not be copied or further distributed to third parties without the prior consent of
Acolin Europe AG. The information may not be given to persons or companies that do not have their ordinary
residence or domicile in the countries in which Acolin Europe AG is authorized to provide financial services. In
particular, the information may not be made available to US citizens or persons residing in the USA
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