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Outlook for the Japanese small-cap market

In tandem with global markets, small-cap and growth stocks have experienced significant declines in the
Japanese stock market on the back of concerns about global monetary tightening. We asked Mr Marui, Chief
Portfolio Manager of the Japan Small Cap Strategy, to share his outlook on how the market is likely to perform
and which companies will be favoured by the market. He believes that while value stocks may be favoured for a
while, the market will soon favour companies that change and grow their earnings, regardless of whether they
are value or growth stocks. In terms of stock selection, he will invest in companies that offer new technology/
services, or can use that technology/ services to transform and grow their business across a wide range of
sectors, and take advantage of increased disclosure of non-financial information.

1. Recent market movements

Since the beginning of December 2021, value stocks have outperformed and growth stocks have been sold off
significantly in the Japanese stock market. A breakdown of the index shows that small-cap growth stocks have
heavily sold off, in line with global markets. Before we look at the background to this, let's look at the market's
movements and colours from last year. | would also like to look at the relative position of the Japanese stock
market compared to the US.

Figure 1 shows the spread return between the Russell/Nomura Value Index and the Russell/Nomura Growth
Index. In 2021, a large value reversal occurred in the first quarter. This was due to a reversal of the strong
growth market of the previous year, amid expectations of the normalisation of the economy after the pandemic.
After an absence of significant trends since the second quarter, a strong value outperformance began in
December 2021. This was mainly due to rising interest rates in the US, based on expectations of monetary
tightening. Figure 2 shows the spread return between the Russell/Nomura Large Cap and Russell/Nomura Small
Cap Index. There was no significant trend in terms of size in 2021, but large-cap stocks have gradually
outperformed since the fourth quarter of 2021.
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Figure 3 shows the five-year returns of the US and Japanese growth and small-cap indices. It can be seen that
the US index has risen significantly over the past five years on the back of relatively high earnings growth, and
that a correction is now underway. Japanese stocks, on the other hand, have not risen as much and have
already corrected to some extent. A comparison of valuations (Figure 4) also shows that the Japanese growth
and small-cap indices are less overheated than their US counterparts and have already corrected to near their
five-year average.
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2. Mr Marui’s view on the Japanese small cap market

We asked Mr Marui, Chief Portfolio Manager of the Japan Small Cap Strategy, about the outlook for the small
cap market.

How do you see the recent sell-off in the markets?

Since early December, the Japanese equity market has been in a situation where value stocks have
outperformed and growth stocks have been heavily sold. The biggest factor has been the impact of the global
sell-off in hyper growth stocks due to rising US interest rates. In addition, there were 32 IPOs in Japan in
December, which had a negative impact on the supply and demand balance of stocks particularly for retail
investors. Looking at the small-cap growth stocks, which have been sold the most, there has been no
deterioration in earnings revisions; the share price decline has simply been caused by valuation corrections. In
terms of capital flows, although | obviously don't know everything perfectly, there may have been some
redemptions in other companies' Japanese small and mid-cap funds. | do think that some of the all-cap
managers who had shifted to small-caps are moving their money back into large-caps, and | would say that even
in the small-caps there is money coming into value stocks. Retail investors play a large part in the small-cap
market and many of them are margin traders in Japan, so | think they are facing margin calls and are being
forced to sell their stocks as the market falls.

How do you see the market moving ahead?

There were a number of times in the past when markets fell and growth stocks collapsed in the short term, such
as the Livedoor-scandal in 2006 when investors’ confidence in the small cap market was lost due to a case of
accounting fraud at Livedoor, a rising star company; the global financial crisis in 2008 and the period when trade
tensions between the US and China heated up in recent years. But | feel this time there has been a more rapid
shift than during those periods. As the shift has occurred so rapidly, I think growth stocks will settle down at some
point and rebound, but | don‘t have the sense that their valuation will revert to what they were before the sell-off.
This is because | do not believe the situation will return to what it was in the past, when the excess money from
monetary easing went into hyper growth stocks. Some smaller companies will be forced to rethink their growth
strategies as they will no longer be able to raise funds easily by leveraging their high valuation.
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Even if the growth stocks are on the rebound, value stocks may continue to be favoured by the market for a while
(possibly in 2022). However, if the rise in interest rates does not turn out to be a bad one, or if interest rates rise
moderately while the economy recovers, | think growth stocks and small and mid-cap stocks will eventually be
bought, rather than value stocks alone. | believe the market will then become less binary between value and
growth and favour companies that are able to change and grow their earnings, regardless of whether they are
value or growth stocks.

How do you plan to manage your portfolio going forward?

There is no top-down shift to value in the portfolio in response to the current market environment. We do not
believe that a market where only value is being bought will last for long, but it may take some time for growth
stocks to be bought again. In the meantime, we believe that the fundamentals at the company level remain sound
and that solid corporate earnings growth can be expected. Rather than being swayed by short-term market
movements, we will continue to look for small-cap stocks that have the potential to grow with their own drivers
over the medium to long term.

How do you plan to select stocks going forward?

My view remains the same: new technologies and services will change business practices and social structure
over the next few years. The change was accelerated by the pandemic, and | do not anticipate a reversal of this
trend. | think we are going to see more companies across a wide range of sectors that are not just providers of
new technology, but also companies that can use that technology to successfully transform their own businesses
and services. In the former case, there are still many companies which are providing new technology and
services in my research coverage including IPO and pre-IPO names, and this area will remain one of my focuses.
With regard to the latter, once the COVID situation has settled down, | believe companies using new technology
to transform themselves will emerge in a wider range of industries, so | will be researching from a broad
perspective and will continue to invest in stocks regardless of which sector they belong to or whether they are
value or growth stocks.

Another trend | am watching is the new Prime Minister Kishida's advocacy of New Capitalism, which is changing
the axis of corporate evaluation from shareholder capitalism to stakeholder capitalism. Japanese companies
have always managed their businesses in a stakeholder-oriented manner, so the impact of this change will not
be significant in Japan. However, | believe companies will enhance non-financial information disclosure such as
ESG information, which will become important for corporate analysis, and | would like to make effective use of
this information in my stock selection. | have been evaluating non-financial information qualitatively within the
framework of corporate analysis, and | believe that continuing to do so will enable me to discover many
investment opportunities.
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Disclaimer — UK

This marketing communication is issued by Sumitomo Mitsui Trust International Limited
(“SMTI”). SMTI is authorised and regulated by the United Kingdom’s Financial Conduct
Authority (the “FCA”), whose address is 12 Endeavour Square, London, E20 1JN, United
Kingdom.

This marketing communication has been made available to you only because SMTI has
classified you as a professional client in accordance with the FCA’s rules. If you have
received this marketing communication from a source other than SMTI, you should
contact SMTI before using it or relying on it. You must not send this marketing
communication to any other person without first having received written approval from
SMTI.

The information contained in this marketing communication (the “Material”) is being
made available for information purposes only and is designed to provide information on
the investment services which SMTI may offer to clients.

Nothing in the Material amounts to or should be construed as an actual offer by

SMTI to provide any investment services to any person. If SMTI agrees to provide any
investment services to any person, those services will be the subject of a separate
written agreement between SMTI and that person. Furthermore,

the Material has not been prepared with any consideration of the individual
circumstances of any person to whom it is communicated.

Accordingly, it is not intended to, and does not, constitute a personnel recommendation
in relation to the purchase or sale of, or exercise of any rights in relation to, any financial
instruments or advice in relation to any investment policy or strategy to be followed.
The Material also does not contain the results of any investment research carried out by
SMTI and is not intended to amount to a financial promotion of any particular financial
instrument which may be referred to in it.

While SMTI uses all reasonable endeavours to ensure the Material is accurate, it has not
been prepared with a view to any person relying on it. Accordingly, SMTI accepts no
responsibility for any loss caused to any recipient of this document as a result of any
error, inaccuracy or incompleteness in the Material, nor for any error in the transmission
or receipt of this communication.

Any enquiries regarding the products should be made to:

Hirofumi Hayashi

Head of Investment Management Department

Sumitomo Mitsui Trust International Limited

155 Bishopsgate, London EC2M 3XU, United Kingdom

Direct: +44 (0)20 7562 8405

Email: imd@smtil.com

Sumitomo Mitsui Trust International Limited is authorised and regulated by the
Financial Conduct Authority
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