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Please see analyst certifications, important disclosure information, and information regarding the status 
of non-US analysts at the end of this report.   1 
*Jefferies Hong Kong Limited    

  

8 August 2024 

Carry trades and cave dwellers 
Hong Kong 
Financial markets have been focused over the past week on the yen carry trade unwind. This is entirely 
understandable given the roller coaster market action in Tokyo. But the reality is that this has been a correction 
driven by technical factors, the selling of leveraged positions, rather than anything fundamental. 

Exhibit 1: Topix and Yen/US$  

  
Source: Bloomberg 
 
Still Bank of Japan Governor, Kazuo Ueda, is unlucky in the sense that his long overdue decision to move more 
proactively to normalise monetary policy coincided with last Friday’s US employment report finally showing 
real labour market weakness, as discussed here in the flash published on Sunday (see GREED & fear – flash, 
4 August 2024).  

The issue now is whether the BoJ will retreat back into the cave. Deputy Governor Shinichi Uchida gave a 
speech on Wednesday where he was at pains to stress that the BoJ would not raise rates again if markets 
were volatile. Speaking to local business leaders in Hakodate, Uchida said that the BoJ needed to maintain 
the current policy interest rate for the time being, “with developments in financial and capital markets at home 
and abroad being extremely volatile”. This is the same central banker who gave a speech in late May 
essentially declaring victory over deflation (see GREED & fear - Off radar thematics and geopolitical incentives, 
30 May 2024). 
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From Lost Decade to Golden Age: A New
Paradigm for Japan Inc
Japan, the world’s 3rd-largest economy, is entering a transformational
decade. Structural change driven by new mandates from the government
and TSE will optimize capital allocation. Asset flows are rising and inflation
provides support to growth and investment. We expect an increase in
strategic activity (spin-offs/JVs/M&A/buybacks) to drive LT value creation
and boost multiples. Strategic plans due ahead of '24/'25 AGMs and risk of
delisting are key catalysts.

A paradigm shift: Key elements of change include: 1) Japan finally coming out from 30Y of
deflation, creating a backdrop more conducive to growth and corporate investment, 2) Flows
have reversed to positive for the first time in a decade as market flows divert from China,
domestic retail investors have been incentivized to consider investments outside of cash/
insurance and leading institutional investors are entering the market for the first time, 3) The
Japanese Stock Exchange (TSE) is demanding change, and evidence that the 3,800 listed
companies are taking action to better allocate capital and drive returns. The government is
adding to the momentum with new guidelines for M&A aimed at spurring consolidation.

TSE has become an agent of change: According to Chris Wood, Global Head of Equity
Strategy, ‘once a new consensus has been formed, the resulting change in behavior can
be both durable and dramatic.’ We expect recent TSE listing requirements to catalyze a
new consensus. The most rigorous requirements relate to liquidity, corporate governance,
profitability and returns with an aim to boost capital efficiency amongst Japan’s market
constituents. Companies that do not comply now have a firm deadline (Mar’25) by when they
need to disclose action plans and progress, or potentially face delisting. Of the 3,800 TSE
listings, if the 43% trading below book value were to re-rate to 1x, they would see mkt cap
weighted upside of +35%. Two of the most prominent Japanese companies have already
taken action - Toyota (selling a stake in KDDI), and Sony announcing plans to exit SFG.

What comes next? Portfolio pruning, JVs, spin-offs and consolidation: We believe the
coming decade will see industries reshape in pursuit of operational efficiencies, scale,
financial stability, raised competitiveness and growth. We see opportunities in balance sheet
optimization (median net gearing in Japan is 2% vs. more than 51% in the US; net cash on
balance sheets is 46% in Japan vs. 14% in the US). These pursuits have support from the
highest levels of Japan’s leadership (METI), as seen in new M&A guidelines that mandate
takeover offers be given serious consideration and prices actively negotiated adding to the
momentum. We anticipate increased levels of stock-based comp will align management
teams with shareholders.

We believe Japan Inc will deliver some of the best global returns this decade. We expect
significant corporate action over the next 12-18 months will catalyze investor attention and
drive impressive returns. Corporate responses to the TSE requirements into its March '25
deadline and '24 + '25 (Jun) AGM seasons will prove a new paradigm has begun, with Japan
Inc finding religion in ROE/ROIC. We make 7 predictions for the next 7 years, including a call for
widespread consolidation across fragmented industries. Global Head of Equity Strategy Chris
Wood and Chief Market Strategist David Zervos include their respective outlooks for Japan.

STRATEGY NOTE

Substantial Upside for Japan ROE if non-core
equity holdings are sold

.
Source: Jefferies Microstrategy, FactSet

If the Topix companies sell all their equity
holdings and use the proceeds to fund
buybacks, then all-else equal, ROEs could rise
from 9.9% currently to 12.2%. A 75% equity
holding reduction could lead to ROEs rising to
11.5%.

Seven Factors Converging

.
Source: Jefferies

"We are not looking for a temporary
response focused only on measures like
share buybacks and increased dividends,"
said TSE CEO, Hiromi Yamaji. He
compared Japan's conundrum to the
downturn in the US stock market
during the 1970s, dubbed the "death of
equities."..."M&A started to pick up there
thanks to Reaganomics...which revived the
stock market," (Source: Asia Nikkei).

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 61 - 66 of this report.

Equity Research
October 17, 2023
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Yen Puzzle: Carry-Trade and Earnings Impact
A yen regime change is imminent. To navigate this cycle, we investigate
following five questions: 1) how much yen can appreciate based on
historical context and monetary policy divergence; 2) how big is yen carry-
trade and speculative positioning; 3) what is the potential impact of yen
strength on earnings and market returns, both during soft- and hard-landing
scenarios; 4) implication on global country allocation; and 5) impact on
sectors, styles and stocks.

How much can yen appreciate? During the past four episodes of decisive JPY strength since
1995 (1. Asian crisis and LTCM collapse 1998-99, 2. Post Dot-com bubble 2002-04, 3. GFC
2007-09 and 4. Commodities correction 2015-16), yen on average has appreciated by 25%,
versus just 9% in this cycle. Thus, based on past track record, a 25% appreciation from peak
will drive ¥/$ to 120 over the following 18 months (average cycle duration). Indeed, 120¥/$
level also corresponds with US10Y bond yield of 3%, closer to neutral rate of interest (r*).

How big is yen carry-trade and speculative positioning? Since Dec 2021, JPY denominated
cross-border borrowing rose by ¥112tn (52%) to ¥328tn (~US$2.1tn) as of March 2024 vs
¥73tn rise during 2003-07 and ¥47tn rise during 1995-97. Indeed, the inter-bank cross-border
lending, which was the key driver of pre-GFC yen carry-trade, remained equally important,
along with borrowings by NBFCs (asset managers). It is also important to note that, given the
recent yen whiplash, speculators have turned net-long yen for the first time since March 2021.

What is the impact on earnings and market returns? Our regression highlights that in a stable
global growth environment, 10% ¥/$ appreciation roughly leads to 5% earnings cuts. However,
during global crisis periods, the impact can rise up to 20% earning cuts due to Japan's high
operating leverage. Our analysis shows that in a soft-landing scenario, ¥/$ appreciation to 120
would lead to earnings cuts of 10% and market correction of 9-14% in local currency but up
5-9% on a US$ basis. A hard-landing has far severe implications (details on P8).

What is the implication on global country allocation? Over the past four episodes of yen
strength, MSCI Japan, on average, was down 7.4% on local currency basis, but was up 24% in
US$ terms, outperforming MSCI AC World by 24%. This suggests that, if the cycle is heading
towards period of persistent yen strength, global investors should overweight Japan.

What is the impact on sectors, styles and stocks? Unsurprisingly, during Yen-appreciation
periods, high-quality and low-vol styles and within sectors, REITS, HPC, consumer services,
healthcare and durables are preferred the most (stocks on page 12-13), while value sectors
such as autos, financials, energy and capital goods struggle (stocks on page 14-15). For the
range bound (140-150¥/$) Yen scenario, focus on our yen-decorrelated baskets (P.16-19).

Global soft-landing: At 120JPY/USD, Japan will correct 9-14% in local currency, but up 5-9% on US$

.

Current 
(13.7x) 13x 12x 10x Current 

(13.7x) 13x 12x 10x

147 98.7     5.8           0 (5) (12) (27) 0 (5) (12) (27)
145 98.0     5.1           (1) (6) (13) (28) 1 (4) (12) (26)
140 96.3     3.3           (2) (7) (14) (29) 2 (3) (10) (24)
135 94.6     1.5           (4) (9) (16) (30) 4 (1) (8) (22)
130 93.0     (0.3)          (6) (11) (17) (31) 6 1 (6) (20)
125 91.3     (2.1)          (7) (12) (19) (32) 7 3 (4) (18)
120 89.6     (3.9)          (9) (14) (20) (34) 9 5 (2) (15)

JPY/ 
USD

JPY/USD 
(scenario 
analysis)

Soft-landing scenario (stable global growth)

 12M 
fwd EPS 

EPS 
growth 

(FY3/25F)

Market downside for different 12MF PE 
levels (local currency, %)

Market downside for different 12MF PE 
levels (US$ currency, %)

Source: Jefferies, Factset (Note: For hard-landing scenario analysis, refer to page 8)

Large-cap Key Picks

.

Strong Yen beneficiaries Weak Yen beneficiaries

Nitori (9843 JP) Mazda Motor (7261 JP)

Nippon Prologis (3283 JP) NGK SPARK (5334 JP)

Kewpie  (2809 JP) SUBARU (7270 JP)

BayCurrent (6532 JP) INPEX (1605 JP)

TSURUHA (3391 JP) MHI Ind (7011 JP)

Structutal upgrades Structutal downgrades

Tokyo Electron (8035 JP) Seven & I  (3382 JP)

Chugai Pharma (4519 JP) Astellas Pharma  (4503 JP)

NRI (4307 JP) Nissan Motor  (7201 JP)

OBIC  (4684 JP) Toray Ind (3402 JP)

Kyowa H Kirin (4151 JP) Sharp  (6753 JP)

Stocks impacted by strong/weak Yen

Yen-decorrelated baskets

TSE Reform report series

• Potential Buyout Opportunities

• Focus On Yen-Decorrelated Basket

• Insurance X-Holdings

• Restructuring Candidates

• TSE Reforms - The Chain Reaction

• Cross-Holding Activism

• Cross-Holding - The Great Unwind

• Rise Of The Activists

• Dividend Playbook 2023

• TSE Reform Beneficiaries

Japan Style reports

• Japan Quant Strategy: Value At Risk

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 20 to 24 of this report. Our Quantitative view on individual
stocks may differ from our fundamental recommendations.

Equity Research
August 19, 2024
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Yen Puzzle: Carry-Trade and Earnings Impact
A yen regime change is imminent. To navigate this cycle, we investigate
following five questions: 1) how much yen can appreciate based on
historical context and monetary policy divergence; 2) how big is yen carry-
trade and speculative positioning; 3) what is the potential impact of yen
strength on earnings and market returns, both during soft- and hard-landing
scenarios; 4) implication on global country allocation; and 5) impact on
sectors, styles and stocks.

How much can yen appreciate? During the past four episodes of decisive JPY strength since
1995 (1. Asian crisis and LTCM collapse 1998-99, 2. Post Dot-com bubble 2002-04, 3. GFC
2007-09 and 4. Commodities correction 2015-16), yen on average has appreciated by 25%,
versus just 9% in this cycle. Thus, based on past track record, a 25% appreciation from peak
will drive ¥/$ to 120 over the following 18 months (average cycle duration). Indeed, 120¥/$
level also corresponds with US10Y bond yield of 3%, closer to neutral rate of interest (r*).

How big is yen carry-trade and speculative positioning? Since Dec 2021, JPY denominated
cross-border borrowing rose by ¥112tn (52%) to ¥328tn (~US$2.1tn) as of March 2024 vs
¥73tn rise during 2003-07 and ¥47tn rise during 1995-97. Indeed, the inter-bank cross-border
lending, which was the key driver of pre-GFC yen carry-trade, remained equally important,
along with borrowings by NBFCs (asset managers). It is also important to note that, given the
recent yen whiplash, speculators have turned net-long yen for the first time since March 2021.

What is the impact on earnings and market returns? Our regression highlights that in a stable
global growth environment, 10% ¥/$ appreciation roughly leads to 5% earnings cuts. However,
during global crisis periods, the impact can rise up to 20% earning cuts due to Japan's high
operating leverage. Our analysis shows that in a soft-landing scenario, ¥/$ appreciation to 120
would lead to earnings cuts of 10% and market correction of 9-14% in local currency but up
5-9% on a US$ basis. A hard-landing has far severe implications (details on P8).

What is the implication on global country allocation? Over the past four episodes of yen
strength, MSCI Japan, on average, was down 7.4% on local currency basis, but was up 24% in
US$ terms, outperforming MSCI AC World by 24%. This suggests that, if the cycle is heading
towards period of persistent yen strength, global investors should overweight Japan.

What is the impact on sectors, styles and stocks? Unsurprisingly, during Yen-appreciation
periods, high-quality and low-vol styles and within sectors, REITS, HPC, consumer services,
healthcare and durables are preferred the most (stocks on page 12-13), while value sectors
such as autos, financials, energy and capital goods struggle (stocks on page 14-15). For the
range bound (140-150¥/$) Yen scenario, focus on our yen-decorrelated baskets (P.16-19).

Global soft-landing: At 120JPY/USD, Japan will correct 9-14% in local currency, but up 5-9% on US$

.

Current 
(13.7x) 13x 12x 10x Current 

(13.7x) 13x 12x 10x

147 98.7     5.8           0 (5) (12) (27) 0 (5) (12) (27)
145 98.0     5.1           (1) (6) (13) (28) 1 (4) (12) (26)
140 96.3     3.3           (2) (7) (14) (29) 2 (3) (10) (24)
135 94.6     1.5           (4) (9) (16) (30) 4 (1) (8) (22)
130 93.0     (0.3)          (6) (11) (17) (31) 6 1 (6) (20)
125 91.3     (2.1)          (7) (12) (19) (32) 7 3 (4) (18)
120 89.6     (3.9)          (9) (14) (20) (34) 9 5 (2) (15)

JPY/ 
USD

JPY/USD 
(scenario 
analysis)

Soft-landing scenario (stable global growth)

 12M 
fwd EPS 

EPS 
growth 

(FY3/25F)

Market downside for different 12MF PE 
levels (local currency, %)

Market downside for different 12MF PE 
levels (US$ currency, %)

Source: Jefferies, Factset (Note: For hard-landing scenario analysis, refer to page 8)

Large-cap Key Picks

.

Strong Yen beneficiaries Weak Yen beneficiaries

Nitori (9843 JP) Mazda Motor (7261 JP)

Nippon Prologis (3283 JP) NGK SPARK (5334 JP)

Kewpie  (2809 JP) SUBARU (7270 JP)

BayCurrent (6532 JP) INPEX (1605 JP)

TSURUHA (3391 JP) MHI Ind (7011 JP)

Structutal upgrades Structutal downgrades

Tokyo Electron (8035 JP) Seven & I  (3382 JP)

Chugai Pharma (4519 JP) Astellas Pharma  (4503 JP)

NRI (4307 JP) Nissan Motor  (7201 JP)

OBIC  (4684 JP) Toray Ind (3402 JP)

Kyowa H Kirin (4151 JP) Sharp  (6753 JP)

Stocks impacted by strong/weak Yen

Yen-decorrelated baskets

TSE Reform report series

• Potential Buyout Opportunities

• Focus On Yen-Decorrelated Basket

• Insurance X-Holdings

• Restructuring Candidates

• TSE Reforms - The Chain Reaction

• Cross-Holding Activism

• Cross-Holding - The Great Unwind

• Rise Of The Activists

• Dividend Playbook 2023

• TSE Reform Beneficiaries

Japan Style reports

• Japan Quant Strategy: Value At Risk

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 20 to 24 of this report. Our Quantitative view on individual
stocks may differ from our fundamental recommendations.
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No Transition Without Transmission — An
Investor Guide to Grid Bottlenecks
The upgrade and expansion of existing grid infrastructure is now widely
accepted as the single biggest threat to carbon-free electricity in the West. In
this note, we set out the main challenges along the grid value chain, options
for future progress, and the associated investment opportunities. We believe
solutions that improve the existing capacity and flexibility of the grid are the
most viable in the short term.

A Net Zero Grid—Global renewable energy capacity additions grew by 50% in '23, amid interest
spurred by economics and in some cases subsidies. Despite this, there is now a realisation that
global grids are not ready for projected load growth over the next decade. We articulate the main
challenges and solutions below.

The Centrality of the Grid—As more energy end-uses become electrified and the share of electricity
in final energy consumption increases, the importance of grids also increases. Global electricity
demand is set to rise by c.25-30% to 2030, and by more than 50% by 2050 (Chart 1). Renewable
sources will need to continue dominating these additions in a net zero world (Ext. 1). As this takes
shape, the infrastructure covering generation, transmission and distribution — electricity grids —
will require unprecedented expansion and investments.

Grids Have Been Neglected—Grids have been left behind as investment in clean power has soared.
An estimated 3,000GW of renewables are awaiting grid connections globally. Of these, at least 50%
are in advanced stages — equivalent to 3x solar & wind additions in 2023 (1,500GW vs c.500GW).
Grids have emerged as a weak link in the energy transition. Bottlenecks can be categorised along
3 segments.

1) Physical Infrastructure—This is by far the biggest hurdle for grids. Building new, & expanding
existing infrastructure is an unavoidable requirement — T&D lines, transformers, substation
equipment, etc. will all be needed. A need to repair/replace ageing infrastructure adds further
complexity. Some issues in this area are country/region specific (e.g. permitting in the US), vs
others which are cross-cutting (e.g. transformer prices & shortages).

2) Grid Mechanics—A change in generation sources affects various mechanics for grids. Variability
has historically been on the demand side — system flexibility will need to evolve as demand
patterns change. Volatility of supply will also be introduced with new generation sources. Ancillary
services will also be altered, likely increasing system costs. Different types of grid scale storage
and DERs will play an important role here.

3) Services—Greater focus and investment iin a wide range of services (e.g. distribution networks,
grid resilience & reliability services, engineering, etc) could unlock many challenges seen today.

Differing Opportunity Sets—Given the above challenges we see 3 potential outcomes for the future
of grids. The investable opportunity set will differ depending on which course the world charts over
the next 3–5 yrs.

Scenario 1—Policy change related to planning, permitting and paying remains slow and ineffective.
This would lead to deeper challenges in expanding and improving grids. A select group of
companies may, in the short term, see interest. (Tbl. 3, 4 & 5).

For our full database of c. 100 companies
exposed to this theme click here.

Tables 7, 8, & 9 set out the IOUs &
'Grid Companies' committing CapEx to grid
upgrades over the next 5-10yrs. See our
companion note Electricity Grids 101 for
further context on the grid.

Exhibit 1 - As the generation mix changes
& renewables penetration increases, grid
infrastrcuture will need to evolve

.
Source: IEA Electricity Market Report 2023, Jefferies
research

Exhibit 2 - We segment the investable
opportunity set across 3 bottlenecks

.
Source: Jefferies research

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 19 - 24 of this report.
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(FY Dec) FY12/23A FY12/24E FY12/25E FY12/26E

Rev. (B) 2,018.6 2,315.3 2,290.7 2,270.3

Cons. Rev. 1,966.9 2,236.5 2,218.0 2,206.7

FY P/E 36.0x 16.7x 14.2x 15.0x

Operating Profit (B) 312.6 401.9 389.6 368.6

Raising Estimates and PT, Reiterating Buy
We raise estimates for three reasons: 1) An upward revision and share
buyback announced on 31 July (details here), 2) A more upbeat view of long-
acting Abilify formulation Asimtufii, and 3) A planned $800m acquisition of
US bioventure Jnana announced on 1 August. As a result, we raise our PT
to ¥9,300 (from ¥8,600) and since this represents potential upside of 15%,
we reiterate Buy.

Strong sales and enriched returns. Otsuka recently raised guidance for FY sales by 8% and
Business Profit (Core OP) guidance by 12% (details here). We are particularly impressed by
the strong performance of Asimtufii, a once-every-two-months formulation of antipsychotic
Abilify. We were also surprised by the company's announcement of a ¥50bn share buyback.
We think Otsuka may continue to keep buying back shares on a regular basis.

Abilify Asimtufii sales double. Otsuka is successfully extending the life of its multi-billion-
dollar Abilify franchise with the highly-successful roll out of Abilify Asimtufii, a once-every-two-
months formulation of antipsychotic aripiprazole. Otsuka had forecast 1H Asimtufii sales of
¥6.5bn, but it actually achieved 1H sales of ¥7.5bn. This represents HoH growth of more than
100% from 2HCY23 sales of ¥3.7bn. For the full year, Otsuka is forecasting sales of ¥19bn, up
from ¥4.9bn sales last year. Demand for Asimtufii is not simply coming from patients being
switched from once-per-month Abilify Maintena. Demand is also coming from new patients,
and from patients switching from competitors. A more upbeat view of Asimtufii is one of the
two reasons we raise our outer-year sales estimates. The second reason is the contribution
we expect from Otsuka's planned $800m acquisition of US bioventure Jnana.

Master of M&A. Investors have learned to be cautious about overseas acquisitions by
Japanese pharma companies. But Otsuka has a splendid track record, exemplified by Astex,
which Otsuka acquired in 2013 for $866m, and by Visterra, acquired for $480m in 2018. Astex
invented Novartis' Kisqali and Visterra invented Ph3 IgAN candidate Sibeprenlimab (VKS-649).
We therefore have high expectations for Jnana, which Otsuka will acquire for $800m
upfront, plus $325m of contingent milestones. Jnana's lead program is a Ph2 candidate for
phenylketonuria (PKU), JNT-517, which has billion-dollar potential. Jnana discovered JNT-517
using its RAPID chemoproteomics drug discovery platform. Otsuka sees synergies between
the RAPID platform and Astex's small molecule discovery platform.

Updated estimates. We only make modest changes to our near-term estimates, but we
raise our outer-year sales and OP estimates by as much as 7% and 18%, respectively, for
two reasons. Firstly, we have become more upbeat about the outlook for Abilify Asimtufii,
and secondly, we have added ¥19bn of risk-adjusted JCT-517 sales to our 2033 estimates.
Compared to consensus, our sales and EPS estimates for next year are about 3% and 21%
ahead of FactSet consensus, respectively.

TARGET |  ESTIMATE CHANGE

RATING BUY

PRICE ¥8,075^

PRICE TARGET | % TO PT  ¥9,300 (¥8,600) | +15%

52W HIGH-LOW ¥8,075 - ¥4,857

FLOAT (%) | ADV MM (USD) 78.1% | 98.19

MARKET CAP ¥4.4T | $29.4B

TICKER 4578 JP

^Prior trading day's closing price unless otherwise
noted.

 

CHANGE TO JEFe JEF vs CONS

2024 2025 2024 2025

REV NA NA NA NA

EPS +11% +4% +19% +21%

2024 (¥) Q1A Q2A Q3 Q4 FY

EPS 142.59 55.96 143.06 140.53  482.15

PREV 433.03

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 8 - 13 of this report.
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Valuations Back to Typical Range
We update our estimates for Net One, IIJ, Otsuka Corp, Trend Micro and
TIS. We raise our PTs for all five, but maintain our ratings. Valuations for the
most of the IT Service stocks we cover are back to their "normal" ranges.
June quarter earnings indicated that, in general, we are seeing another
steady year. Note that this sector is late cyclical, mostly domestic, with
small impact from FX, and its companies are mostly cash-rich.

Net One (7518 JP, Buy, ¥4,200 from ¥3,400)—One of Our Top Picks: We raise our PT from
¥3,400 to ¥4,200, which equates to 19.6x our FY3/26 EPS estimate of ¥213.9, which is still a
discount to the rest of our coverage. We will be watching to see if the company deliver a clean
set of results after having missed its earnings guidance for three years. Maintain Buy.

IIJ (3774 JP, Buy, PT ¥3,340 from ¥2,870)—VMware Seems to Be Under Control: We raise
our PT from ¥2,870 to ¥3,340 which equates to 24.5x FY3/26 EPS of ¥136.4, repositioning
the stock from a discount to slightly above the sector average. Once the VMware problem
has been cleared, IIJ should continue to enjoy the tailwind of Japan's DX shift. We expect IIJ's
earnings to grow faster than the other SI stocks in our coverage as it continues to capture
multi-year big-sized projects. Maintain Buy.

Otsuka Corp (4768 JP, Buy, PT ¥4,090 from ¥3,450): We are raising our PT from ¥3,450
to ¥4,090, 29x next year's EPS of ¥141.1, still positioning the stock at a premium. Otsuka is
trading in its historical 25–30x P/E range, but with upcoming events, we think it will trade
nearer to 30x as we enter the PC upgrade cycle.

Trend Micro (4704 JP, Hold, PT ¥7,800 from ¥7,600): We are raising our PT from ¥7,600 to
¥7,800, which equates to 27.1x FY12/25 EPS of ¥287.7. Recently, TM's share price has been
on the rise due to media reports that it may be on sale. However, it is not in a quiet period—we
were able to conduct a post-earnings IR meeting. Fundamentally, TM has just been through a
restructuring phase, and is aiming to improve its OPM by 4pts YoY, to 19.5%. We want to see
a recovery in EU pre-GAAP revenue. TM is within the typical valuation range. Maintain Hold.

TIS (3626 JP, Hold, PT ¥3,850 from ¥3,360): : We are raising our PT to ¥3,850 (previously
¥3,360), which equates to 18.3x FY3/26 EPS of ¥210.2. We continue to position TIS at a
discount to the rest of our coverage. We see no major catalysts at present. TIS is facing tough
YoY hurdles this year for Financial IT sales, due to the big credit card projects that peaked last
year. All segments need to contribute to the overall sales this year and, hopefully, there will be
no major problem projects. For valuation to rise, TIS needs a clean earnings delivery this year.

KEY STOCKS FEATURED INCLUDE:

TICKER RATING PRICE TARGET

4768 JP BUY ¥4,090

3626 JP HOLD ¥3,850

3774 JP BUY ¥3,340

4704 JP HOLD ¥7,800

7518 JP BUY ¥4,200

KEY CHANGES INCLUDE:

TICKER RATING PRICE TARGET

4768 JP BUY   ¥4,090 (¥3,450)

3626 JP HOLD   ¥3,850 (¥3,360)

3774 JP BUY   ¥3,340 (¥2,870)

4704 JP HOLD   ¥7,800 (¥7,600)

7518 JP BUY   ¥4,200 (¥3,400)

Chart 1 - Sector P/E

.
Source: Jefferies estimates, FactSet (23 August)

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 32 - 38 of this report.
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Further Upside Possible, Raising PT to ¥5,300
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(FY Mar) FY3/24A FY3/25E FY3/26E FY3/27E

Rev. (MM) 1,476,712.0 1,504,828.8 1,538,446.6 1,576,620.9

Gross Profit 119,148.0 120,386.3 123,075.7 126,129.7

Operating Profit
(MM) 19,331.0 21,761.0 25,637.2 27,768.6

EPS 320.14 263.74 315.23 339.48

Further Upside Possible, Raising PT to ¥5,300
3D Investment Partners recently increased its stake in Toho. Given its
past track record, it is possible that 3D will make proposals to Toho. We
believe possible advice includes sale of the non-wholesaling businesses,
and advice on outside directors. It is unclear whether Toho will take this
opportunity to undertake business restructuring, but aggressive steps to
improve ROE is a possibility. Raising PT to ¥5,300 based on forward P/B
of 1.2x. Reiterate Buy.

Possible impact on business strategy. 3D Investment Partners provided advice to Sapporo
Holdings (2501 JP) and Tohokushinsha Film (2329 JP) in 2023. The advice mainly concerned
improvement in ROE through greater core business profitability. In response to advice from
3D, beer maker Sapporo actually removed the real estate segment from its core business, and
Tohokushinsha announced a plan to eliminate excess capital. We see potential for 3D to make
some sort of proposal to Toho as well.

Assumed proposal. We assume a possible proposal would be to sell off the dispensing
pharmacy and generic drug businesses. Dispensing pharmacies and generic drug industries
are under realignment. In particular, the generic drug industry is undergoing realignment with
government support. Toho’s dispensing pharmacy and generic drug businesses have low OP
margins compared with peers. We believe that using funds obtained from such divestiture
could be used to improve the efficiency of the company's core pharmaceutical wholesale
business and return profits to shareholders, and support corporate value upside. Note that
neither 3D nor Toho have commented on this possibility so far.

Advice on the selection of outside directors also possible. Three of Toho HD’s nine directors
are outside directors. They are Mr. Kamoya, originally from Shionogi, Mr. Kotani originally from
Pfizer, and Ms. Goto, an attorney at law and certified public accountant. Shionogi and Pfizer
are considered to be Toho’s major customers. Although both Mr. Kamoya and Mr. Kotani have
already retired from their respective firms, there may be room for questions to be raised as to
whether they can express their opinions from a completely independent standpoint.

Increasing target PBR. Increasing our FY3/26 ROE forecast from 6.5% to 7.2% based on
expectations for pressure from engagement investors to accelerate a reduction in SG&A
expenses through office location consolidation and investment in logistics center automation.
Accordingly, our target PBR increases to 1.2x based on historical correlation between ROE
and PBR. As a result, our price target rises to ¥5,300. Reiterate Buy.

TARGET |  ESTIMATE CHANGE

RATING BUY

PRICE ¥4,400^

PRICE TARGET | % TO PT  ¥5,300 (¥4,600) | +20%

52W HIGH-LOW ¥4,544 - ¥2,610

FLOAT (%) | ADV MM (USD) 78.0% | ¥1.68BN

MARKET CAP ¥267.9B | ¥267.9B

TICKER 8129 JP

^Prior trading day's closing price unless otherwise
noted.

 

CHANGE TO JEFe JEF vs CONS

2024 2025 2024 2025

REV NA NA +2% +3%

EPS NA +11% +26% +38%

2024 (¥) Q1 Q2 Q3 Q4 FY

EPS 40.66 57.96 78.44 86.68 263.74

PREV

Exhibit 1 - Toho historical PBR and core ROE

.
Source: Company info, Factset, Jefferies

Plotting FY21-24E core ROE and PBR.
PBR is based on annual average stock
price(YTD average for FY24)
 

Core ROE: ROE based on NI before
extraordinary items and goodwill
amortization

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 7 - 12 of this report.
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Japan Demand Robust, While Valuation
Uncertainty Remains
We initiate coverage on 11 stocks in the cosmetics and toiletries sector.
Investment themes for FY24 are 1) robust consumption by younger
consumers and changing consumption patterns, 2) the sustainability of
daily goods prices and volumes, and 3) slow recovery in the China and
Korea duty-free channels. We think younger consumers are driving demand
in Japan, and we prefer Unicharm and Rohto Pharmaceutical, with core
business in priority-spending categories.

What's new and how we differ: We initiate coverage with Underperform ratings on
Shiseido, Pola Orbis, Kobayashi Pharmaceutical, and Pigeon, mainly due to 1) over-optimistic
consensus expectations for FY25 profits; 2) structural market disadvantages, and 3) possible
vulnerabilities from high inverse correlation with interest rates. We rate Kao a Hold, as we think
the current share price pricing in the good factors—the pricing contribution from hygiene &
living care.

Robust consumption by younger demographic: Despite a ramp-up in price hikes for daily
goods from 2Q FY22, a review of CPI and household survey data for FY22–24 finds items split
between (1) robust spending and (2) curtailed spending. The MHLW’s Basic Survey on Wage
Structure also indicates larger wage increases for younger people than for other age groups.
Given these trends, we expect companies with high shares in robust-spending categories to
successfully gain consumer share, and we also anticipate a continued rise in Japan profit
margins in FY24–25.

Mainland China and Hainan/Korean duty-free trends: Japanese skincare product share has
declined on lower promotional opportunities in the face of media coverage of the release of
treated radioactive water into the Pacific last August. Sell-in business has also weakened due
to distributor inventory adjustments in the duty-free market. We think recent data are showing
a settling-down of purchases by proxy buyers in Korea. We are cautious that Japanese brands
are still in the process of regaining market share.

Valuation uncertainty: Japanese cosmetics and toiletries stocks have no debt (or low
leverage) and provide high beta. While their EBIT margins and ROEs were under 10% in the
most recent fiscal year, FY2025 consensus factors in double-digit earnings growth. Many
companies trade at high P/Es because of strong earnings expectations from the market
for FY2025. We intend to pay close attention to the possible rise in margin and ROE levels
anticipated in stock prices due to increases in the cost of capital accompanying higher interest
rates. Japanese cosmetics stock valuations have exhibited reverse correlation to rises in US
interest rates since 2019.

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 19 - 23 of this report.
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Staffing Services Sector — Rising from
Bottom of Cycle?
We outline our slightly bullish stance on the staffing sector, as it recovers
from the bottom of the cycle. We believe the next stage will be marked by
wage growth after cost-push-led inflation, which is running at c.3%. With
the weak yen causing import price inflation and hurting workers’ wages, we
believe that workers and the government will demand higher wages from
corporations. This is particularly relevant for DIP, with its Baitoru website
platform.

Our top pick is DIP (2379 JP, Buy). The rationale is that minimum wages of part-time workers
are rising, especially as the government is targeting wage-growth-led inflation and part-time
workers should benefit from minimum wage increases. Baitoru website is one of the top
arubaito (temporary part-time workers—often students—who account for around a third of
Japan's workforce) websites in Japan (together with Recruit's Townwork), and we expect a
pick-up in this space. Next on our list is Recruit (6098 JP, Buy) with its large US presence,
although the US job market may be sluggish and the take rate of Indeed is only 1%, whereas
it is well known that executive searches often cost around a third of the salary, so there are
ways to grow margins after it has decided to expand the platform. In the traditional recruiting
space in Japan, we prefer Persol (2181 JP, Buy).

Arubaito to the rescue?: Arubaito may benefit from wage rises. This segment of employment
has been overlooked as the main focus of employment has been the male salaryman—full-time
corporate employee. However, given the yen weakness and rising goods and services, many
Japanese workers are feeling the effects of inflation. The leading political party, the Liberal
Democrat Party, we believe, has the ability to control the wages of arubaito workers by raising
minimum wages in Japan, which currently average ¥1,004 per hour and have risen by ¥30
in each of the last two years. The LDP will be keen to bring wage growth in Japan ahead of
the next election, which is by no means certain, given the scandal involving party funding and
undeclared revenues of some LDP factions. The next wage rise is expected in July/August for
commencement in October.

DIP (2379 JP, Buy, PT ¥3,530) likely to benefit from minimum wage rises: DIP operates a
platform called Baitoru for arubaito workers in Japan. Baitoru is one of the biggest arubaito
sites in Japan, apart from Recruit's Town Work and Mainabi Baito. DIP work with corporates
so that higher wages are passed onto the consumers. This improves workers' morale, and
increases retention and satisfaction in the long run. In fact, data shows workers hired through
Baitoru command higher wages on average vis-a-vis rival websites. Although revenue is linked
to quality of searches and number of corporates advertising jobs, as minimum wages rise, we
should see more rotation of workers and therefore more job posting by companies.

Recruit (6098 JP Buy, PT ¥9,200): We highlight the average take rate on Recruit's Indeed
platform (c.1%). This is at a steep discount to the c.30% typically charged on executive
searches. Recruit able to do this by providing a comprehensive platform with economies
of scale, and the take rate decreases as salaries increase. The US business of Indeed and
Glassdoor account for 60-70% of HR segment revenue, so if this take rate can double to 2%,
it represents a potential c.¥700bn upside to OP.

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 40 - 44 of this report.
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Favorable Risk-reward asymmetry presents itself. Reiterate BUY.
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(FY Dec) FY12/22A FY12/23E FY12/24E FY12/25E

Rev. (MM) 353,714.0 426,410.2 453,684.4 488,061.8

Cons. Rev. 351,962.2 414,196.0 462,232.0 496,121.0

Operating Profit (B) 103.7 142.4 145.9 150.2

Net Profit (B) 100.3 127.6 132.0 149.6

Favorable Risk-reward asymmetry presents
itself. Reiterate BUY.
At 2 year lows, with CY23 OP (c. ¥142b, +37% YoY) shaping up for an all-time
high, we believe the stock presents an attractive risk-reward asymmetry (at
<15x PER). The stock has fallen c. 30% since early-Dec and c. 18% since 11
Jan (notified of buyback completion on 12 Jan), pricing in concerns far and
wide, including China regulatory risks, Korea regulatory risks and buyback-
ending. We raise our estimates, raise PT and reiterate BUY.

The stock is at 2 year lows, with earnings growing rapidly: Stock at c. ¥2300 is close to 2y
lows. Even with our 4QCY23 OP estimate of ¥12.2b (Co guide of ¥11.4 - ¥17.8b), we forecast
CY23 OP of ¥142b (+37% YoY). We will not be surprised if the results are well ahead of our
expectations. We believe Nexon will guide fairly conservatively for 1Q, but even so, we have
never found Nexon stock as cheap as it is now. We believe the stock presents an attractive
risk-reward asymmetry.

What has driven the stock down to these lows? Nexon stock has fallen c. 30% since early-Dec
(it was ¥3,234 on 7-Dec) and c. 18% since 11 Jan (it was ¥2,834). There were three possible
explanations. The first two factors made investors wary of Nexon's 1Q guidance: (1) On 22
Dec, China regulator (NPPA) announced draft rules meant to curb game-spending. In early
Jan, Reuters reported that China removed a gaming regulatory official from his post, in a move
linked to the rules. And yesterday (23 Jan), in an unusual move NPPA removed the draft rules
from its website. (2) In Dec, Nexon was fined by Korea's FTC for altering the drop rates of
coveted items in MapleStory (linked on the probability of drawing certain characters when
spending real cash on "Cubes" in MapleStory). Since then Nexon has suspended selling of
"cubes" for cash and will replace with non-cash (in-game currency) options. (3) Nexon had
been running a ¥30b buyback program for the last 1.5 years, and it completed that program
on 11 Jan and notified the market on the 12th Jan.

While the guidance may be cautious, the fundamentals (business) are better than ever: (1)
We believe that all China game-companies will remain cautious while monetizing games but
the regulators are also unlikely to come up with random new rules. (2) Nexon will likely change
the mechanics and its approach to monetize MapleStory. (3) Nexon may initiate another
buyback. Overall, while it may guide cautiously, it is well positioned to drive earnings to new
all-time highs in CY24. Meanwhile, The Finals launched with fanfare and it remains in top 25
games on Steam and is likely to become a long-term profit contributor for Nexon.

Raise PT, maintain BUY. We update our forecasts and raise our OP estimates for CY23-25.
For CY24, we factor in a conservative business plan. Yet, we find the risk-reward asymmetry
quite attractive. Our PT of ¥3,906 consists of (a) ¥3,387-value of existing games based on
FY12/24 EPS of ¥153 x PER OF 21.6 (20% premium to peer avg) and (b) ¥519-the probability
adjusted value of New Games (Arc Raiders, etc).

TARGET |  ESTIMATE CHANGE

RATING BUY

PRICE ¥2,303^

PRICE TARGET | % TO PT  ¥3,906 (¥3,890) | +70%

52W HIGH-LOW ¥3,278 - ¥2,256

FLOAT (%) | ADV MM (USD) 47.8% | 49.11

MARKET CAP ¥2.0T | $13.3B

TICKER 3659 JP

^Prior trading day's closing price unless otherwise
noted.

 

CHANGE TO JEFe JEF vs CONS

2023 2024 2023 2024

REV NA NA +3% -2%

EPS +11% +2% +15% +7%

2023 (¥) Q1 Q2 Q3 Q4 FY

EPS - - - -  149.80

PREV 135.53

Source: Company data, Jefferies estimates

Exhibit 1 - Nexon - Annual OP
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Deep Dive into Semi Advanced Packaging-
Hybrid Bonding
Semiconductor back-end processes have attracted substantial attention
since last year amid the emergence of generative AI, and markets are
expanding for HBM and CoWoS that support generative AI. We expect
full-fledged pickup of hybrid bonding with BS-PDN and 3D NAND bonding
processes in 2025 as part of the launch of volume production, and we think
the industry is entering back-end and front-end process integration. Our top
picks are Disco and Tokyo Electron.

BS-PDN: Hybrid bonding started with use in volume production of image sensors with back-
side illumination, and it now is arriving at the phase of application in volume production of
the logic interconnection process too. Imec, which is Belgium’s research entity for industrial,
academic, and government collaboration, has been conducting R&D on BS-PDN (back-side
power delivery networks) as a game-changing technology.

Noise created by power wiring 1) severely weakens the signal integrity of signal wiring in
traditional multilayering of the semiconductor interconnection process, 2) makes wiring more
complex, 3) reduces yield, and 4) increases costs. As pitch size between wiring shrinks in
advanced nodes, the negative impact generated by such noise is likely to be more severe. BS-
PDN, meanwhile, forms circuits that supply a power source on the back side of the device by
implementing wafer bonding, a back-end process technology. That way, it eliminates the noise
crosstalk between signal and power wiring. BS-PDN should reduce the wiring complexity,
increase yield, and reduce costs for IC designers. Therefore, the semiconductor industry
believes it will be widely adopted for advanced node designs beyond 2nm.

NAND as the main battleground in 2025E: In wafer-to-wafer (W2W) hybrid bonding, the
bonding process for the NAND logic portion and memory cell portion is starting to ramp
up as a future major market. As the NAND layer count rises from 200 layers to 300 layers
and 400 layers, the technology hurdle for channel etching is also rising. NAND companies
are moving in the direction of enhancing design and process freedom through the use of a
structure that bonds the logic portion and memory cell portion along with pursuing higher
layer counts. Kioxia advocates a CBA structure, while Samsung and SK Hynix intend to begin
volume production of a bonding structure too.

Large business opportunities for related stocks: Among overseas SPE stocks, AMAT has
moved quickly with initiatives in this market, including development of equipment that
accommodates the new process and collaboration with back-end process manufacturers.
SUSS Microtec is also big beneficiary of the CoWoS Expansion. For Japanese SPE stocks,
Tokyo Electron has started a wide range of initiatives. Disco, a leader in back-end processes,
expects growth in NAND bonding and BS-PDN business opportunities, in addition to HBM and
CoWoS applications. Although TOWA, Shibaura Mechatronics, and TAZMO need to address
technology trends in the cutting-edge package field, we anticipate major opportunities.

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 37 - 42 of this report.
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Initiate Coverage of Electronic Components
Sector; Taiyo Yuden/Nidec Top Picks
Initiating coverage of the electronic components sector. We have Buy
ratings on 6 firms: Murata Mfg., TDK, Taiyo Yuden, Nidec, MinebeaMitsumi,
and Nissha. We recommend Murata Mfg. and TDK as core holdings. Our
Top Picks are Taiyo Yuden and Nidec, where we see solid share price upside
potential building toward mid/late CY24.

Our view of the electronic components sector: We believe that the recent share price
performance by electronic components manufacturers has been largely influenced by cyclical
inventory adjustments due to COVID, with the exception of company-specific events (e.g.,
structural reforms, expectations for change in capital policy). There is a cycle difference
of more than a year between inventory adjustments for electronic components used in
smartphone applications, which adjusted first, and those used in industrial equipment, which
are adjusting last. In this report, we focus on short-term cycles, with special attention to trends
pre- and post-COVID, and from this formulate future scenarios.

Trends by application: Electronic components used in Chinese smartphones completed
inventory adjustments in mid-2023, and have already rebounded to a certain extent.
Components used in automobiles and PCs/servers are now forming a bottom, but the
recovery timing is still unclear. European automobiles in the Tier 1 category, where there were
major inventory adjustments for some electronic components, are showing signs of inventory
adjustment completion, and we expect a recovery phase to start in FY3/25. In the PC/server
field, there are signs of a recovery in demand for DRAM and SSD products, but demand for
ODM-use in Taiwan remains weak. We expect a recovery to start in 2H 2025. Meanwhile,
inventory adjustments for industrial machinery applications are lagging. Because component
demand during COVID greatly exceeded real demand, a full-scale recovery should start in 2H
FY3/25 at the earliest, and in FY3/26 at the latest.

Figure 1 - Electronic Component Sector: Price
Target, Rating

.

Ticker Company name Share Price Return Rating
As of 4/9/2024 Price Target

(¥) (¥)
6981 Murata Mfg. 2,750 3,400 23.6% Buy
6971 Kyocera 1,956 2,200 12.5% Hold
6762 TDK 7,709 9,200 19.3% Buy
6976 Taiyo Yuden 3,580 4,620 29.1% Buy
6996 Nichicon 1,288 1,320 2.5% Hold
6997 Nippon Chemicon 1,485 1,400 -5.7% Hold
6963 Rohm 2,268 2,200 -3.0% Hold
6594 Nidec 6,157 8,000 29.9% Buy
6479 MinebeaMitsumi 2,900 3,600 24.2% Buy
6770 Alps Alpine 1,237 1,180 -4.6% Hold
6806 Hirose Electric 15,455 16,900 9.3% Hold
6807 JAE 2,355 2,390 1.5% Hold
4062 Ibiden 6,448 6,630 2.8% Hold
5334 Nittera 5,064 4,700 -7.2% Hold
6727 Wacom 632 660 4.4% Hold
7915 Nissha 1,463 3,170 116.7% Buy

Average

Source: Factset, Jefferies estimates

Figure 2 - Electronic Component Sector:
Factset Consensus Sector average P/E (T+1)
and relative P/E to Topix

.
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Equity Research
April 11, 2024

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 271 - 275 of this report. 1

Initiating coverage of the electronic components sector: We assume coverage of 7 electronic
components firms, and initiate coverage on 9 additional firms. We have Buy ratings on 6
firms: Murata Mfg., TDK, Taiyo Yuden, Nidec, MinebeaMitsumi, and Nissha, and Hold ratings
on 10 firms: Kyocera, Nichicon, Nippon Chemi-Con, Rohm, Alps Alpine, Hirose Electric, Japan
Aviation Electronics Industry (JAE), Ibiden, Niterra, and Wacom. Our assessment of individual
companies starts on Page 3.
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Japanese Refiners: Road Above Book Value
We update JP refiners' earnings forecasts & raise ENEOS/Idemitsu's PT
to >1.0x P/B. This is our favorite sector with rising domestic margins
generating high FCF, allowing for high shareholder returns. Our top
pick is ENEOS with large buyback program, improving UCL & corporate
governance, and IPO of JX Metals a catalyst. We'd also expect Idemitsu
to boost shareholders' returns, and thermal coal & NSRP could act as
catalysts. We update our model on Cosmo.

ENEOS (5020 JP): Raise PT to ¥1,100, Reiterate Buy. Top Pick. Refining margins in Japan
have been improving due to the oligopolistic nature of the market where ENEOS has c60%
market share, followed by Idemitsu (30%), and Cosmo Energy (10%). Hence, the Petroleum
Product division is a cash cow business generating huge cash-flows; FCF for Jan-Mar '24
alone was at ¥388.3bn. This allowed the company to pay back interest bearing debt, and
ENEOS' net D/E ratio as of end-Mar '24 was at 0.46x, much lower vs. the targeted 0.80x
level. This triggered management to announce an additional ¥200.0bn buyback program. We
see upside to earnings if ENEOS can keep unplanned capacity losses below 4% in FY3/25
vs. c7% in FY3/24. Positive catalyst shall be the JX Advanced Metals IPO in the next 12-18
months, unlocking value for ENEOS' semiconductor & electronic materials business. We'd
expect the company to use part of the proceeds to conduct another large share buyback
program. Corporate governance is improving with new president revamping management,
increasing the # of outside board members to 70% from 40%. We think that ENEOS generates
sufficient profits, earning above its cost of capital. Hence, we raise our PT to ¥1,100/share,
at c1.0x book value.

Idemitsu (5019 JP, Buy): Transition Year, Refining Margins Strong. We update our forecasts
& raise our PT. Idemitsu's shareholders' equity as of Mar '24 was at ¥1.81trn. The company
is targeting to achieve ¥230.0bn top-line earnings by FY25, and after taxes, this target profit
level equals to around ¥170.0-180.0bn net profits, implying that Idemitsu shall not increase
their equity. The current buyback (¥100.0bn buyback in the next 3-years) + dividend policy
(minimum ¥32/share) puts TSR at around 70%, but we think that the company should raise
this to 100%. We'd expect upside to FY3/25 earnings if/when the 20% stake in Fuji Oil
acquisition is approved by Japan's FTC, where Fuji Oil will become Idemitsu's equity affiliate
and contribute to earnings. Idemitsu's Nghi Son refinery in Vietnam is an overhang as while
operations have stabilized with utilization rates above 100% nameplate capacity, earnings
is being dragged down by high financial expenses due to rising interest rates. Successful
negotiations with financial sponsors to restructure the debt, and an eventual sale of this asset
would be positives, in our view.

Cosmo (5021 JP): Earnings/Shareholder Return Expansion to Continue. Cosmo is the
biggest beneficiary of rising domestic refining margins, given its focus on the domestic market
and its minimal export exposure. Moreover, with its more reliable refining facilities, it is able to
maintain utilization at c. 15-20% higher than peers, thus making it the most profitable player in
the sector. This has seen Cosmo's net profit level rise to c. ¥80bn+, with further upside likely
from FY3/26 onwards given major refinery maintenance will have been completed (in FY3/24
and FY3/25), and the Hail project (nearly ¥10bn recurring profit contribution) is slated to come
online. With the highest 60%+ TSR policy in the sector, as well as any portion of B/S equity
above ¥600bn set to be returned to shareholders, we expect continued tailwinds from DPS
hikes/buybacks.

KEY STOCKS FEATURED INCLUDE:

TICKER RATING PRICE TARGET

5020 JP BUY ¥1,100

5019 JP BUY ¥1,400

KEY CHANGES INCLUDE:

TICKER RATING PRICE TARGET

5020 JP BUY   ¥1,100 (¥750)

5019 JP BUY   ¥1,400 (¥1,100)

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 16 - 21 of this report.
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(FY Mar) FY3/24A FY3/25E FY3/26E FY3/27E

Rev. (B) 9,728.7 9,900.0 10,900.0 11,700.0

Cons. Rev. 9,071,512.0 9,362.0 10,108.5 10,812.7

EBITDA (B) 1,369.7 1,581.0 1,888.8 2,114.6

Operating Profit (B) 755.8 975.0 1,280.0 1,506.0

Essences to Inspire the Next
Hitachi is our top pick. We recommend investors accumulate shares now
rather than later. We provide our differentiated view for Hitachi's profit
drivers, mgmt's next move on its business portfolio, corporate governance
vs competitors, its cash allocation plan for FY3/26-28, and its economic
value creation. We believe valuations are more appealing than they appear.

Top pick: We believe Hitachi is the stock seeing the most consistent investor attention toward
2025. Besides sustained profit growth in Hitachi's digital solution business and power grids
business, we expect share price catalysts from Hitachi's corporate action such as stake sale
of equity-method affiliates and an announcement of a large-scale share buyback.

Upside to profit consensus: We forecast adjusted OP and adjusted EBITA to beat cons by
c.20% in FY3/26-27. This will be driven by Digital Systems & Services and Green Energy &
Mobility segment, on the back of accumulated backlog and improving project profitability. We
expect Hitachi to revise up FY3/25 profit guidance. Given that Hitachi has yet to hint at its
next MTP (FY3/26-28), we believe a consensus among the Buy-side and Sell-side for Hitachi's
medium-term profit level is not established yet.

Potential gains from corporate action: On the net profit level, we expect Hitachi to book
non-operating gains from the stake sale of equity-method affiliates. Despite the absence of
a specific time frame for such action, we look for accumulated gains of as high as ¥800bn
from such a stake sale over the next three years. We believe such gains are not reflected in
the EPS cons forecast.

Record-high economic value added: Hitachi's ROIC should have bottomed in FY3/23. We
expect Hitachi to deliver over 10% ROIC from FY3/26. We highlight (1) Hitachi is set to achieve
a record-high adjusted OP and adjusted EBITA in FY3/25 with limited changes in invested
capital, and (2) Hitachi's profit growth should outpace the increases in invested capital from
FY3/26, as we expect Hitachi to boost shareholder returns from cash accumulation. We
expect a record-high ROIC/WACC spread in FY3/26 with a sustainable uptrend onward.

Capital allocation for FY3/26-28: We forecast cash generation over the new MTP period to
be ¥2.8trn, and we see Hitachi likely including the contribution from financial leverage in its
new medium-term cash generation plan. We foresee accumulated capital allocation of ¥4.5trn
during FY3/26-28 vs ¥3trn in FY3/23-25E. We expect higher annual growth in DPS than EPS,
and expect a share buyback of ¥300bn every year from FY3/26.

Raising our price target: Our new price target of ¥4,600 is based on: (1) we apply a P/E of 23.5x
(21.5x previously), the average level of the P/Es of global IT service peers and power grids
related players based on FY25 EPS consensus estimates, and our new FY3/26 EPS forecast;
(2) DCF (WACC of 7.4% and a perpetual growth rate of 2.5%); (3) Sum-of-The-Parts (SoTP) by
applying the average FY25E P/E of relevant industry global peers.

TARGET |  ESTIMATE CHANGE

RATING BUY

PRICE ¥3,494^

PRICE TARGET | % TO PT  ¥4,600 (¥4,200) | +32%

52W HIGH-LOW ¥3,892 - ¥1,712

FLOAT (%) | ADV MM (USD) 95.0% | 468.32

MARKET CAP ¥16.2T | $109.5B

TICKER 6501 JP

^Prior trading day's closing price unless otherwise
noted.

 

CHANGE TO JEFe JEF vs CONS

2024 2025 2024 2025

EPS +7% +12% +9% +29%

REV* +5% +3% +6% +8%

2024 (¥) Q1 Q2 Q3 Q4 FY

REV* - - - -  9,900.0

PREV 9,450.0

*Rev. (B)

Chart 1 - Hitachi: Capital Allocation
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Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 35 - 41 of this report.
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JP Insurance Initiation: The Quantum Leap
Japan P&C surged 25-39% ytd on optimism for unwinding cross-holdings,
which could lift ROEs by 4-6ppt. We compare them with global peers and
conclude there is a long runway supported by secular and macro tailwinds.
Consensus will likely have to be lifted after May results. Total capital return
yield of 5-8% is attractive globally. Our top pick is MS&AD, followed by late
cycle play Sompo and best-quality name Tokio Marine. Daiichi is a levered
rate trade.

Improving CoR Cycle - Japan P&C should enter a favourable CoR improvement cycle from
FY24, driven by positive rate revisions, efficiency gains from digitization, and roll-off of legacy
policies with subpar profitability. Tokio and MS&AD raised auto premium in Jan 2024; fire
premium will continue to increase based on new reference loss rate. Japan P&C target ~95%
auto CoR, and ~90% CoR for non-auto, vs. global peers' CoR at 80-90% implying notable scope
for improvement. Tokio leads in domestic CoR (95% for FY24, could improve to 92.5% by FY26)
given leading operation efficiency and strong presence in large corp segment. MS&AD's CoR is
structurally higher due to drag from overseas auto insurance reinsured in Japan, although the
group also has scope to improve CoR from the current 100%+ to 96-97% by FY26. Sompo's
CoR improvement will likely come with a lag, as a premium hike is delayed by the BigMotor
incident and its digital transformation started slightly later than peers.

Overseas Expansion - Japan P&C seek growth from overseas markets. Tokio started overseas
expansion from 2008; now has roughly half of its profit from overseas and is a top 20 player
in the US. The ongoing hardening in US specialty market should continue to support growth.
Sompo's overseas premium has doubled from FY20-23. Apart from the US crop business
where Sompo already has a leading share in Southern US, the group is looking to grow
its casualty and indemnity lines, as well as via new offices in Europe and SEA. MS&AD's
acquisition of Amlin had a rocky start, but its turnaround should be imminent with policies
underwritten in the past 3 years achieving significantly better profitability than before (85% in
2023 vs. 113% in 2017).

Cross-holding Unwinding - Japan P&C will accelerate disposal of business related equities
answering to regulator's call. The unrealised gains amount to 42-56% of Japan P&C's
shareholder interest. We expect the P&C to announce renewed disposal target of zeroing in
the stakes by FY29 (Mar 2030). The unwinding is largely equity and capital neutral, but could
lift FY24-26 ROE by 4-6ppt.

Rising Interest Rate - BoJ could end negative interest rate in Mar/Apr 2024, boosting insurers'
investment income. Japan lifers already largely closed the negative spread and duration
gap. Rising Japan rates could help expand the spread from ~30bps currently to 43-63bps
in FY24-26. Rate aside, Daiichi has strengthened internal controls and aims to transform
into a full-service, full-cycle advisor that encompasses insurance, wealth mgmt, health and
other support services. Strong savings sales did not translate into meaningful VNB due to
conservative accounting, but should bring profit over time.

Strong Capital Return - Supported by the cross holdings unwind and solid fundamentals,
valuations are far from stretched at 6-8x fwd PE. Their ROE could improve from 9-16% in
FY23 to 15-23% FY24, which translates into a total capital return yield of 5-8% for FY24-26.
Consensus will likely have to be lifted materially after FY results and guidance refresh in May.
Life is mainly an interest rate play; although growth takes time to nurture, Daiichi is committed
to capital return (7-9% TCR yield).

KEY STOCKS FEATURED INCLUDE:

TICKER RATING PRICE TARGET

8766 JP BUY ¥5,600

8725 JP BUY ¥10,100

8630 JP BUY ¥11,800

8750 JP BUY ¥4,400

Figure 1 - Global P&C: Market Cap vs.
Underlying Profit
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Japan P&C FY25 includes gains from
cross holdings unwind

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 47 - 51 of this report.
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(FY Dec) FY12/23A FY12/24E FY12/25E FY12/26E

Rev. (B) 1,288.9 1,364.1 1,454.8 1,524.6

Cons. Operating
Profit (B) - 37.31 61.33 81.20

Cons. EPS - 92.01 198.73 258.92

EV/EBITDA 15.7x 10.9x 9.2x 8.5x

Governance Discussion (1): Resonac's
Transformation
We are using the Jefferies Governance Framework to identify companies
that are proactively responding to the TSE reforms. We believe that
firms improving B/S and focusing on ROIC vs. WACC would result in
outperformance. We think Resonac is a prime example of this, and expect
further share price appreciation. Focusing on semiconductor materials and
withdrawing from old industrials will improve ROE profile. We raise our PT
and reiterate our Buy rating.

Total: 37/45 - Resonac finish in first quartile, still room for improvements. The
company is clearly changing from a low-growth industrial conglomerate into a high-growth
semiconductor powerhouse. Investing in front-end (CMP slurries, high-purity gases) and back-
end (packaging) materials and divesting non-core assets will improve B/S efficiency. We think
that Resonac has the best-in-class management with the right incentives but could do better
in overseas IR, lowering debt balance, and further divest legacy assets.

Cost of Capital (4/5): MTP focus on ROIC. Resonac focused on ROIC even before TSE
reforms were announced, when the company announced its medium-term plan in Feb '22. We
think management clearly understands the concept, hence the focus shifting to high-growth
semiconductor & electronic material businesses.

Optimizing capital structure (4/5): Using debt, lowering interest expenses. Unlike other
Japanese industrials holding excess cash, Resonac used a large amount of debt to acquire
Hitachi Chemicals, and management was able to reduce interest expenses by converting
preferred shares to subordinated loans. Reducing the debt load is an ongoing process.

Crossholdings and idle assets (5/5): Selling non-core assets. Resonac ranks top in this
category as they have been shredding non-core assets, including aluminum (founding
business of Showa Denko), and their headquarters building in Daimon, Tokyo etc.

Business portfolio (4/5): Focusing on semiconductor materials. Resonac ranks well as
the company is clearly trying to pivot into semiconductor materials (front- and back-end
materials), where they have an edge with high global market share in a fast-growing industry.
The reason Resonac is not getting the full five points is that they are yet to disclosure ROIC
by business segment.

Cash allocation policies (3/5): Cash needed for growth. Resonac plans to invest ¥133.4bn
in FY24 vs. ¥96.6bn in FY23, mainly to expand their capacity for the main semiconductor and
electronic material businesses.

Investor relations (3/5): Great domestic IR. Need to do overseas NDRs & teach-ins.
Resonac's IR department is brilliant. Still, we'd hope for more interaction by senior
management with investors, including overseas roadshows. Also, we received many requests
from investors for a teach-in into the basics and growth prospects of its main semiconductor
and electronic materials divisions.

TARGET |  ESTIMATE CHANGE

RATING BUY

PRICE ¥3,501^

PRICE TARGET | % TO PT  ¥4,500 (¥4,200) | +29%

52W HIGH-LOW ¥3,730 - ¥2,042

FLOAT (%) | ADV MM (USD) 118.2% | 41.86

MARKET CAP ¥510.8B | $3.4B

TICKER 4004 JP

^Prior trading day's closing price unless otherwise
noted.

 

CHANGE TO JEFe JEF vs CONS

2024 2025 2024 2025

EPS +2% +1% +47% +19%

EPS +2% +1% +47% +19%

2024 (¥) Q1 Q2 Q3 Q4 FY

EPS - - - -  135.60

PREV 133.10

Cons. Source: Factset

Chart 1 - Resonac's ROIC vs. Share price
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Chart 2 - ROIC - WACC
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Initiating Coverage on Japan's Retail Sector
We initiate coverage on Japan's retail sector with Buy ratings on eight
firms: Takashimaya, J.Front Retailing, Kusuri No Aoki, Isetan Mitsukoshi,
Shimamura, Adastria, Cosmos Pharmaceutical, and MatsukiyoCocokara.
Our Top Picks are Takashimaya and J. Front Retailing, which we think
are beneficiaries of historical tailwinds, and Kusuri No Aoki, which is
maintaining high growth.

Retail sector initiation: We are bullish on Japan’s retail sector, and within its subsectors, we
believe department stores and fashion apparel specialty stores look especially attractive. We
also focus on high-growth firms in the drugstore space.

Investment approach: Our unique analysis methodology focuses on the trends in YoY
comparisons of monthly statistics for industrial production as a leading indicator of retail
share prices. Our analysis indicates that the retail sector is becoming an attractive investment
opportunity. In addition, we also note that there are subsector cycles within retail sector
performance. Specifically, the order is department stores, followed by supermarkets, and then
convenience stores (i.e., high macro-sensitivity/high-growth above highly defensive formats/
companies).

We believe the retail sector is now in the early stages of strong performance, and recommend
investing in department stores, where we anticipate substantial OP growth, and high-growth
companies that are pursuing aggressive new-store openings.

Department stores: This is the subsector on which we are the most bullish. We see support for
department store share prices from three main drivers: 1) increased consumption by affluent
domestic consumers; 2) higher duty-free sales; and 3) increased unrealized gains on land. We
expect record-high profits underpinned by strong fundamentals. Fluctuations in FX are a risk
factor, but at this point it is difficult to imagine a sudden drop in the number of foreign tourists
visiting Japan. Also, department store stocks have historically been supported by "real" P/B,
which takes into account unrealized gains on land. Based on this, we see the potential for
share prices to challenge historical highs. Our Top Picks in order are Takashimaya and J.
Front Retailing.

Fashion apparel specialty stores: Earnings in this subsector are supported by three main
factors: 1) a demand recovery underpinned by consumers' return to in-store shopping;
2) replacement demand spurred by changes in fashion trends; and 3) price revisions.
Additionally, we believe recent high temperatures are contributing to increased demand for
seasonal products. We recommend Shimamura and Adastria.

Drugstores: In 2024, the drugstore industry is at risk of weak same-store-sales (SSS) growth
due to a high YoY hurdle. However, increased demand for cosmetics (a core product) is a
positive, and some firms in the subsector are maintaining high growth through aggressive
openings of combined food and dispensing-pharmacy format stores. MatsukiyoCocokara is
in the former category, and Kusuri No Aoki in the latter.

Chart 1 - Retail Sector Price Targets and
Rating

.
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DDeeppaarrttmmeenntt  ssttoorree

3099 Isetan Mitsukoshi Holdings Buy 2,333 3,000 28.6%

3086 J.FRONT RETAILING Buy 1,434 2,500 74.4%

8233 Takashimaya Company Buy 2,258 4,000 77.2%

CCllootthhiinngg  ssppeecciiaallttyy  ssttoorree

8227 SHIMAMURA CO Buy 7,070 10,000 41.4%

2685 Adastria Co Buy 3,355 4,800 43.1%

DDrruuggssttoorree

3088 MatsukiyoCocokara & Co Buy 2,269 3,000 32.2%

3141 Welcia Holdings Hold 1,961 2,100 7.1%

3391 TSURUHA Holdings Hold 8,318 9,100 9.4%

3349 COSMOS Phamaceutical Buy 13,390 16,000 19.5%

9989 Sundrug Co Hold 3,842 4,200 9.3%

3549 KUSURI NO AOKI HOLDINGS Buy 3,007 3,900 29.7%

Source: FactSet, Jefferies estimates

Please see analyst certifications, important disclosure information, and information regarding the status of non-US analysts on pages 21 - 25 of this report.
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Vote for Takashi Yanahira
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(FY Mar) FY3/24A FY3/25E FY3/26E FY3/27E

EPS 71.83 117.27 129.61 138.62

Rev. (MM) 99,981.0 125,466.4 135,847.5 143,633.3

Operating Profit
(MM) 26,954.0 39,468.0 43,795.6 46,960.4

Net Profit 17,584.0 28,708.9 31,728.5 33,933.4

Initiate at Buy: Rising IP Character Market;
Diversifying Portfolio
We initiate coverage of Sanrio with a Buy rating and PT of ¥4,500. The
IP character market is on the rise, boosted by anime and characters
from new platforms, which is a tailwind for Sanrio. Its character portfolio
diversification strategy is bearing fruit and its strong growth prospects in
the global licensing business present an attractive investment opportunity,
in our view.

Investment thesis: Sanrio is a pioneer of the character business in Japan with 450+
characters, most notably Hello Kitty. We are bullish on the outlook of the IP character
market, and we think Sanrio can benefit from this secular trend. Sanrio's structural reform
and diversification of its IP portfolio have led to reduced volatility in earnings. Its focus on
digital marketing has garnered 76m followers across various platforms, which translate to an
increase in licensing revenues and margins, in our view.

Character market: The character business market (merchandising/licensing of "characters")
in Japan steadily grew to ¥2.7tr in 2023, implying a 1.6% 10-year CAGR, and FY24 is projected
to increase to ¥2.75tr (+1.8% YoY) led by rising popularity of anime ("Oshi no Ko", "Demon
Slayer", "Attack on Titan", etc.), successful roll out of media mix (One Piece, Pokemon, etc.) and
solid traction of characters from social media. We think Sanrio's collaborations with anime
and characters borne from social media such as "Chiikawa" should raise brand equity and are
favorable for the overall character market.

Diversification of IP portfolio: Sanrio saw earnings deterioration in the late 2010s due to
intensifying competition and its heavy weight on Hello Kitty. However, its dependence has
diminished with its current domestic GP weight now at 30% (vs. 76% in FY14) and its overseas
revenue weight at 50% (vs. 93% in FY14) thanks to multi-characters promotions and other
standalone characters such as Cinnamoroll, My Melody, etc. Product sales have returned to
profit with inbound ratio reaching 33% in FY24 (vs. 22.5% FY19) and SKU optimizations. The
50th year anniversary of Kitty is a tailwind, and we expect global licensing revenues to grow
18% annually.

Structural reforms and new ventures: Sanrio has conducted cultural and structural reforms
since 2020 with the new CEO, including rejuvenation of management by hiring younger
directors, installing performance-based incentives to raise employee morale and combining
product sales and licensing divisions in the domestic segment to realize synergy. Sanrio
announced in the new MTP that it is developing in-house games with six titles in the pipeline,
and a movie launch in the future, which pose upside potential given the success of the Super
Mario Bros title, in our view.

Valuation: We formulate our PT of ¥4,500 based on 34.7x PER on FY3/26E, equating to
21x EV/EBITDA, consistent with the long-term average. We think the +30% ROE and growth
potential justify the premium to its peers. PT based PEG of 1.6x is below the peer median and
within the historical range.

INITIATING COVERAGE

RATING BUY

PRICE ¥3,622^

PRICE TARGET | % TO PT ¥4,500 | +24%

52W HIGH-LOW ¥3,729 - ¥1,713

FLOAT (%) | ADV MM (USD) 60.5% | ¥7.25BN

MARKET CAP ¥855.4B | $5.8B

TICKER 8136 JP

^Prior trading day's closing price unless otherwise
noted.

 

CHANGE TO JEFe JEF vs CONS

2024 2025 2024 2025

REV NA NA +5% +2%

EPS NA NA +10% +5%

2024 (¥) Q1 Q2 Q3 Q4 FY

EPS - - - - 117.27

PREV

Chart 1 - GP composition based on IP
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Chart 2 - Top 25 highest grossing IPs
(cumulative)
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Vote for Shunsuke Kuriyama
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