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The Japan Reawakening

— EXECUTIVE SUMMARY

The Setup in 60 Seconds

Five independent catalysts. Known regulatory timelines. Multiple paths to profit across macro
scenarios.

Japanese small-cap equities present what is, in our view, the cleanest asymmetric setup in
developed-market equities today. The structural transformation underway in Japan — driven by
Tokyo Stock Exchange enforcement, Bank of Japan normalization, and a record-breaking corporate
deal cycle — has not yet been reflected in valuations that remain anchored to a three-decade narrative
of Japanese stagnation. The gap between what global allocators remember about Japan and what

Japan has structurally become is, in our assessment, the trade.

The numbers establish the asymmetry. Japanese small-caps trade at approximately 13.9% forward earnings
against 22.6x for U.S. small-caps and 23.1x for the S&P 500 — a 38% relative discount in a market where
56% of non-financial companies hold net cash and where exchange-mandated capital reforms now carry
enforcement teeth. The Bank of Japan stands alone among developed-market central banks in active
tightening, having raised the policy rate to 0.75% in December 2025 — a 30-year high — supporting a yen
that remains the most undervalued G10 currency. Goldman Sachs has committed $5.1 billion to Japanese mid-
caps over the next decade. Citigroup is expanding its Japan investment banking division by 30%. M&A

involving Japanese companies reached $350 billion in 2025 — the highest level on record.

Investment Thesis Summary

VALUATION DISCOUNT

38% discount

Japan small-caps at 13.9% vs. U.S. small-caps at
22.6x forward P/E. Median company holds 33% of
market cap in cash.

CURRENCY TAILWIND

Yen at 30-yr lows

Watson's Media Research

STRUCTURAL CATALYST

TSE enforcement

Transitional measures expired March 2025. Active
improvement-period designations now flow
quarterly. Reform compliance exceeds 90% in
Prime Market.

CAPITAL INFLOWS

Institutional rotation
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The Japan Reawakening

Most undervalued G10 currency. BOJ on tightening Goldman ($5.1B over 10 years), Citi (+30% Japan
trajectory while Fed and ECB pivot dovish — IB), Daiwa, BlackRock all expanding. Foreign
diverging policy creates structural mean-reversion capital deployment at multi-year highs.

setup.

RECOMMENDATION

Establish a 5-7% portfolio position in Japanese small-cap equities, primarily through unhedged ETF
exposure in SCJ (iShares MSCI Japan Small-Cap), with DF.J available as a quality-tilted alternative for
investors seeking concentrated exposure to the governance reform catalyst. Hold over 24-36 months.

Scale entry through dollar-cost averaging with opportunistic adds on broader market drawdowns.

Probability-weighted expected return of approximately +25-30% over the holding period (~10-11%

annualized), with material downside protection from the currency leg and uncorrelated catalyst

structure.

Probability-Weighted Return Profile

+60-80% +25-40% —15-25% ~10.5% IRR

BULL CASE - 25% BASE CASE - 50% BEAR CASE - 25% EXPECTED -
ANNUALIZED
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The Japan Reawakening

— SECTION 1

The Investment Thesis

Structural change has occurred beneath the narrative. The price is still anchored to a market
that no longer exists.

T hree decades of Japanese equity disappointment have created a particular kind of investor — one for
whom the phrase "Japan is a value trap" is reflex, not analysis. This conditioning is the foundation of the trade.
The post-bubble Japan that allocators remember — chronic deflation, balance-sheet hoarding, governance
indifference, and a currency anchored to zero rates — is not the Japan that exists today. The market has not yet

repriced that gap.

Our thesis rests on three structural inflections that, considered individually, would each constitute a meaningful
tactical opportunity. Considered together, they represent the most significant regime change in Japanese equity

markets since the corporate governance code of 2015, and arguably since the bubble's collapse in 1990.

The Three Inflections

1. Exchange-Mandated Capital Discipline Has Become Enforceable

The Tokyo Stock Exchange's January 2023 announcement — formalized as the "Action to Implement
Management that is Conscious of Cost of Capital and Stock Price" initiative launched in March 2023 —
required companies trading below 1x price-to-book to disclose capital improvement plans. Initial skepticism
dismissed this as another Japanese "request" without consequence. That assessment is no longer tenable.
Transitional measures on continued listing criteria expired in March 2025. Companies failing to meet listing
maintenance standards now enter a formal one-year improvement period, after which non-compliance triggers
designation as a Security to be Delisted. The disclosure rate among Prime Market companies has exceeded
90% since March 2025. Roughly $4.5 billion in cross-shareholdings were sold in the nine months following

the initial directive — four times the pace of the prior year.

The mechanism matters more than any single rule. By tying corporate governance to listing privileges, the
TSE has converted what was previously a soft norm into a binding constraint with quarterly enforcement

events. This is the structural shift: the cost of capital inefficiency is now measured in months, not decades.

Watson's Media Research 5/32



The Japan Reawakening

2. Monetary Policy Has Decisively Diverged

On December 19, 2025, the Bank of Japan raised its policy rate by 25 basis points to 0.75% — the highest
level since September 1995. The vote was unanimous. The BOJ now stands as the only major developed-
market central bank in active tightening mode, even as the Federal Reserve, European Central Bank, and Bank
of England have either paused or pivoted toward easing. This monetary divergence is structural rather than
tactical: Japanese inflation has exceeded the 2% target for four consecutive years, wage growth from the 2025

Shunto exceeded 5%, and the BOJ's terminal rate is estimated between 1.0% and 2.5%.

Higher Japanese rates mechanically support the yen, which has been the cheapest G10 currency for the better
part of two years. For unhedged dollar-based investors, this introduces a second independent return stream —
currency appreciation — alongside equity revaluation. Importantly, the yen historically strengthens during
global risk-off events, providing a partial natural hedge against the very tail scenarios that would damage U.S.

equity exposure.

3. Foreign Capital Is Repositioning at Scale

The institutional flow narrative is no longer aspirational. Goldman Sachs has committed approximately ¥800
billion ($5.1 billion) to Japanese mid-cap acquisitions and investments over the next decade. Citigroup is
expanding its Japan investment banking division by approximately 30% by the first half of 2026. Daiwa has
restarted overseas recruitment for cross-border M&A roles, targeting growth from 640 to 900 global M&A
bankers by March 2031. Jefferies and UBS have made senior appointments. BlackRock has secured key
institutional clients. Total M&A involving Japanese companies reached approximately $350 billion in 2025 —
the highest annual figure since data tracking began in 1998.

This is not the same as retail enthusiasm. Bulge-bracket capital deployment of this scale reflects multi-year
planning horizons and institutional conviction. The presence of Goldman, Citi, BlackRock, and the major
Japanese securities houses simultaneously expanding into the same opportunity set is, in our view, a leading
indicator that the structural thesis has crossed the threshold from contrarian to consensus among sophisticated

allocators — but has not yet been priced into small-cap valuations.

THE ASYMMETRY

Equities don't expire. While options-based hedging strategies decay against the holder, equity
ownership in cash-rich Japanese companies pays the investor to wait. Dividends are collected.

Buybacks accrete. The thesis monetizes through corporate action, not multiple expansion alone — and

the corporate actions are now being mandated by the exchange itself.
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— SECTION 11

Catalyst Architecture

Five independent drivers, each capable of supporting the thesis individually. Together, they
form a multi-pathway return profile.

The strength of this thesis is not any single catalyst — it is the structural independence of multiple
drivers. A trade that requires every catalyst to materialize is fragile. A trade that compounds across
multiple uncorrelated paths is robust. We identify five such catalysts below, each with its own

timeline and conviction level.

Catalyst Map: Conviction vs. Timeline
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Figure 2.1 — Catalyst conviction and time-to-materialization map. Bubble size proportional to conviction weighting.

Source: Watson's Media Research analysis.

Catalyst One: TSE Delisting Enforcement

HIGH CONVICTION  Timeline: Active - Materialization: 6-18 months

The expiration of TSE transitional measures on continued listing criteria in March 2025 represents the
operational pivot point for what began as a January 2023 announcement and was formalized in March 2023.

From this date forward, companies failing to meet maintenance standards on tradable shares, market
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capitalization, and shareholder count enter a formal improvement period. Persistent non-compliance results in
designation as a Security to be Delisted following a six-month supervision window. Companies with March
fiscal year-ends are designated sequentially from mid-April to mid-June. The cadence is now operational

rather than aspirational.

Importantly, this enforcement mechanism creates a forcing function for capital efficiency. Companies with
bloated balance sheets and persistent sub-1x price-to-book ratios face escalating regulatory pressure to either
improve their valuations through capital returns and operational reform, or accept relegation. Our analysis
suggests this is already producing measurable behavioral change: Verdad Research reports that 78% of
Japanese companies trading below 1x P/B have reduced cash equivalents by a median of 20% over the past

three years. The mechanism is working.

Catalyst Two: Bank of Japan Rate Normalization

MEDIUM-HIGH CONVICTION  Timeline: 12-24 months - Materialization: Sequential rate hikes

The December 2025 hike to 0.75% is unlikely to be the terminal rate. Oxford Economics estimates the next
move in mid-2026 toward a 1.0% terminal, while the BOJ itself has acknowledged a neutral rate range of 1.0%
to 2.5%. The 2026 Shunto wage negotiations — typically concluded in March/April — will be a critical input.
Several major unions have set wage goals exceeding 5%, signaling continued momentum. Core inflation,

excluding fresh food and energy, remains well above 2%.

For our thesis, the importance of BOJ normalization extends beyond direct equity effects. Higher domestic
rates support the yen, which improves dollar-based returns for unhedged foreign investors. Higher rates also
benefit Japanese banks (a meaningful sector weight in the small-cap universe), which have suffered from
negative-rate compression for nearly a decade. We expect the financial sector within Japanese small-caps to

materially outperform during the BOJ normalization cycle.

Catalyst Three: M&A Wave

HIGH CONVICTION Timeline: Active - Materialization: Continuous

The $350 billion in 2025 M&A activity involving Japanese companies is the highest annual figure since data
tracking began in 1998. The composition matters: hostile takeovers are no longer culturally taboo, private
equity firms are deploying capital aggressively, activist investors are increasingly active, and management
buyouts and subsidiary divestitures are accelerating. METT's August 2023 takeover guidelines provide a
procedural framework that, while preserving some defensive options for boards, fundamentally legitimizes

unsolicited bids.

For small-cap holders, this M&A environment functions as a continuous stream of potential exit events.

Companies trading below intrinsic value face elevated probability of strategic interest — particularly the cash-
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rich, undervalued targets that dominate the small-cap universe. The presence of Goldman, Citi, Daiwa, and

Jefferies expanding their M&A capabilities suggests the deal flow is structural rather than cyclical.

Catalyst Four: Yen Mean-Reversion

MEDIUM CONVICTION  Timeline: 18-36 months - Materialization: Gradual

The yen has traded at 154—157 against the dollar through late 2025 and early 2026, levels that ING and other
major FX desks classify as the most undervalued in the G10. Multiple structural factors support eventual
mean-reversion: BOJ tightening cycle, declining FX hedging costs (down from a peak of 6.0% to 3.2% per
annum), and the fading dollar-strength regime. Risks remain — carry trade dynamics, Japanese fiscal
expansion under Prime Minister Takaichi, and U.S. rate stickiness could delay reversion — but the asymmetry

favors yen appreciation over a 24—36 month horizon.

For unhedged dollar-based investors in Japanese equities, every 10% appreciation in the yen translates roughly
one-for-one into USD-denominated returns. This is a meaningful additional return source, and importantly, one

that is correlated with Japanese equity strength rather than weakness during the reform cycle.

Catalyst Five: Foreign Capital Reallocation
MEDIUM CONVICTION  Timeline: 12-36 months - Materialization: Flow-driven

Three decades of underweight allocations to Japan have created enormous absolute capacity for marginal
flows to drive prices. Global pension funds, sovereign wealth funds, and active managers remain meaningfully
under-positioned in Japanese equities relative to MSCI ACWI weights. As the structural thesis becomes
consensus among sell-side strategists — already underway at Goldman, Citi, and Morgan Stanley —
incremental allocation flows compound the impact of any underlying earnings improvement. Small-cap

markets, by virtue of their smaller absolute size, will see disproportionate price impact from these flows.
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— SECTION I1II

Valuation Framework

Quantifying the gap between Japanese small-cap valuations and developed-market peers,
with explicit reference to historical norms.

T he valuation case for Japanese small-caps rests on four metrics, each of which independently signals
discount: forward price-to-earnings, price-to-book, balance-sheet cash positioning, and dividend yield versus
return on equity. Together, they describe a market that is structurally cheap on virtually every conventional

measure, in a global context where most developed markets are extended.
Forward Price-to-Earnings
Forward Price-to-Earnings: Japan vs. United States
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Figure 3.1 — Forward P/E multiples across Japanese and U.S. equity markets, with S&P 500 10-year average for reference.

Sources: Hennessy Funds, FactSet, Siblis Research.

Japanese small-cap equities trade at approximately 13.9x forward earnings versus 22.6x for U.S. small-caps
and 23.1x for the S&P 500 large-cap index. This represents a 38% discount to the U.S. small-cap comparable
— the most appropriate peer benchmark — and a 40% discount to the S&P 500. For context, the S&P 500's
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10-year average forward P/E is 18.6x and its 25-year average is 16.3%; the U.S. market itself is meaningfully

extended, which amplifies the relative attractiveness of Japan.

The TOPIX large-cap index trades at 16.2x forward earnings, materially cheaper than U.S. large-caps but less
attractive than the small-cap segment. Our preference for small-caps reflects three considerations: smaller
companies are disproportionately impacted by TSE governance enforcement, are more frequent M&A targets,

and exhibit higher idiosyncratic upside as governance reform releases trapped value.

Price-to-Book and Capital Efficiency

Capital Efficiency Gap: Companies Below Book Value
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Figure 3.2 — Percentage of companies trading below 1% price-to-book by region (TOPIX 500, STOXX 600, S&P 500).
Source: Tokyo Stock Exchange, July 2022 baseline data; updated TOPIX figure approximately 28% as of 2025.

The percentage of companies trading below 1x price-to-book tells the structural story most clearly. As of the
2022 baseline (the most commonly cited reference point for the TSE reform discussion), 43% of TOPIX 500
companies traded below 1x P/B, compared with 24% in Europe and just 5% in the U.S. — a striking global
anomaly. Within the broader TOPIX, 580 of 1,670 stocks remain below 1x P/B with market capitalizations
under $4 billion. The scale of the inefficiency is what makes this an investable thesis rather than a curiosity —
these are not isolated cases but a structural feature of the market.

The TSE's reform mechanism is explicitly designed to compress this distribution. As companies with persistent
sub-1x P/B ratios face delisting risk, they are forced to either improve return on equity above their cost of

capital (typically estimated at 8%) or distribute capital aggressively enough to drive their P/B above 1x. Both
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paths benefit shareholders. Critically, the mechanism is functioning: the share of TOPIX companies trading
below 1x P/B has already declined from 43% in 2022 to approximately 28% as of late 2025 — meaningful
compression, but with substantial remaining opportunity given that nearly one-third of the index still trades
below book value.

Balance Sheet Conservatism

Balance Sheet Conservatism: Net Cash Positioning by Region
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Figure 3.3 — Percentage of non-financial companies holding net cash positions, by region.

Sources: CLSA, James Hambro & Partners, Verdad Research.

The balance-sheet positioning of Japanese corporates is, in our view, the single most underappreciated aspect
of the structural opportunity. Per CLSA and James Hambro & Partners analysis, approximately 56% of non-

financial TOPIX companies hold net cash positions — meaning their cash and securities exceed their total debt

— compared with approximately 16% of S&P 500 non-financials and 23% of MSCI Euro non-financials. The
median Japanese company holds 33% of its market capitalization in cash equivalents, with another 16% in
long-term investments. More than 5% of Japanese companies have cash balances exceeding their entire market

capitalization.

) Comparable U.S. and Europe figures vary modestly across sources (15-20% range) depending on universe definition and time
period; we use the Japan Times / CLSA reporting as the primary reference point given the consistency of its Japan-vs-peer meth-

odology.

This is not idle observation. Under the TSE's capital efficiency mandate, this trapped capital represents the

most actionable value-unlock pathway. Buybacks, dividend increases, and strategic investment of accumulated
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cash directly translate to per-share value creation, often at a velocity that compounds against passive multiple

expansion.

Earnings Growth and Quality

Valuation discount alone is insufficient. Many markets are cheap because they are structurally low-growth.
Japan's situation has changed materially. Lazard forecasts Japanese corporate earnings growth of 13% in 2026,
on par with U.S. and emerging-market expectations, and a meaningful acceleration from the 2% trajectory of
the previous decade. The 2024 earnings rebound was strong; 2025 strengthened further; the 2026 outlook

remains positive given inflation-driven pricing power and capital efficiency improvements.

Quality Considerations

Critically, the quality of Japanese earnings is supported by structural factors that distinguish Japan from
cyclically cheap markets. Japanese companies maintain dominant domestic market shares in non-discretionary
sectors, have minimal financial leverage, and exhibit lower earnings volatility than U.S. peers. The
combination of low valuations, balance-sheet strength, and accelerating earnings growth is unusual — most

cheap markets exhibit at most one of these characteristics, not all three simultaneously.
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— SECTION 1V

Scenario Analysis

Bull, base, and bear cases over a 24-36 month horizon, with explicit return decomposition
and probability weighting.

We frame the trade across three explicit scenarios with associated probabilities, return ranges, and
underlying assumptions. Each scenario decomposes return into its component drivers — multiple
expansion, earnings growth, currency, and dividends — to allow stress-testing of individual assump-

tions.

Scenario Analysis: Probability-Weighted Return Profile
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Figure 4.1 — Total return scenarios over 24-36 month horizon with probability weightings.

Source: Watson's Media Research scenario analysis.
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BULL CASE

+60-80%
Probability: 25%

Multiple expansion to 17-18x
forward, earnings growth 10-13%
annually, yen appreciation to 130—
135, dividends 4-6%. Roughly
20-25% IRR.

BASE CASE

+25-40%
Probability: 50%

Multiple drift to 15-16%, earnings
6—8%, yen to 140-145, dividends
3-5%. Roughly 10-13% IRR —
meaningfully above S&P
expected return.

BEAR CASE

—-15-25%
Probability: 25%

Either US recession drags risk
assets (yen partial hedge cushions
to ~—15%) or reform fatigue
compresses multiples back to 11—
12x.

Bull Case Decomposition

The bull case requires the convergence of several favorable conditions. TSE enforcement triggers cash returns
at scale, with quarterly improvement-period designations forcing meaningful balance-sheet restructuring
across the small-cap universe. The BOJ continues normalizing toward a 1.25-1.5% terminal rate. The U.S.
dollar weakens as the Federal Reserve resumes easing, supporting yen appreciation toward 130. Global risk-on

conditions persist, supporting equity multiple expansion broadly.

Under these conditions, return decomposition is approximately: 22-28% from P/E expansion (13.9% to 17—
18x%), 22-28% from compounded earnings growth (10-13% annually over 2.5 years), 10-14% from yen
appreciation in USD terms, and 6-10% from dividends and buybacks. Total return: 60-80% over 2.5 years,
annualized to roughly 21-25% IRR.

Base Case Decomposition

The base case represents the most likely outcome and requires only that current trends continue at their
established pace. P/E drifts modestly higher to 15-16x as the discount narrows partially. Earnings grow at 6—
8% annually, well below the bull case but consistent with the post-reform run-rate. The yen strengthens
modestly to 140-145, reflecting partial mean-reversion. Dividends and buybacks contribute steady 3-5%

annualized returns, supported by ongoing TSE pressure for capital returns.

Total return: 25-40% over 2.5 years, annualized to 10—13% IRR. This is the critical case to internalize: even
without anything going particularly well, the math suggests Japanese small-caps deliver double-digit

annualized returns from current levels. The base case alone justifies the position before considering tail upside.
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Bear Case Decomposition

The bear case has two distinct paths, both producing negative returns but through different mechanisms. Path
A — Global Risk-Off: A U.S. recession or significant geopolitical shock triggers global equity selling.
Japanese small-caps, despite being structurally cheap, sell off in correlation, dropping 25-35% on local-
currency terms. Yen strengthening from 155 to roughly 130 partially offsets this for unhedged USD investors,
cushioning total return to approximately —15%. Path B — Reform Fatigue: TSE enforcement underwhelms,
capital efficiency initiatives stall, and Japanese multiples compress back to 11-12x. The BOJ pauses tightening

definitively. Total return: —20 to —25% over 2.5 years.

IMPORTANT ASYMMETRY

The bear cases are largely correlated with risks already present in U.S. equity exposure. A U.S.-driven
recession is the dominant bear scenario, and in that scenario your existing U.S. positions would suffer more
severely. Japanese small-caps therefore function as a partial diversifier: they reduce, rather than amplify, your

portfolio's exposure to U.S.-specific tail risk.

Probability-Weighted Expected Return

Using midpoint estimates and probability weights of 25/50/25, the probability-weighted expected return is:

Scenario Probability Mid-Point Return Contribution
Bull Case 25% +70% +17.5%
Base Case 50% +32.5% +16.3%
Bear Case 25% -20% -5.0%
Expected (2.5 yr) 100% — +28.8%
Annualized — — ~10.5%

An annualized expected return of approximately 10.5% materially exceeds reasonable forward expectations for
the S&P 500 from current valuations. The reward-to-risk ratio of approximately 4:1 (using midpoints of bull
and bear scenarios) is notably attractive on a probability-weighted basis. We emphasize that this analysis

assumes a 24—36 month holding period; shorter horizons introduce significant timing risk.
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Implementation Strategy

Instrument selection, currency hedging, position sizing, and account placement.

F or most investors, the optimal expression of this thesis is through liquid ETFs rather than single-name
selection. Single-name execution in Japanese small-caps requires either ADR access (which is limited to the
largest names and therefore biased away from the small-cap opportunity) or international brokerage
capabilities that retail investors typically lack. ETF expression captures the structural thesis with diversified,

liquid exposure.

ETF Selection Matrix

Ticker = Name Currency Focus Expense = Recommendation

SCJ iShares MSCI Japan Unhedged  Broad small-cap 0.47% Primary choice for thesis
Small-Cap

DFJ WisdomTree Japan Unhedged  Cash-rich 0.58% Alternative — quality tilt
SmallCap Dividend dividend payers

DXJS  WisdomTree Japan Hedged Broad small-cap 0.58% If yen mean-reversion view
Hedged SmallCap is contrary

EWJ iShares MSCI Japan Unhedged  Large-cap 0.50% Broader market — less

exposure thesis purity

DXJ WisdomTree Japan Hedged Large-cap 0.48% Hedged large-cap alternative

Hedged exposure

Primary Recommendation: SCJ (Unhedged)

We recommend the iShares MSCI Japan Small-Cap ETF as the primary instrument for this thesis. SCJ
provides broad, diversified exposure to the small-cap segment — the segment most directly impacted by TSE
governance enforcement and most likely to be M&A targets. The unhedged structure captures the second
independent return stream from yen mean-reversion, which we view as a high-conviction component of the
overall thesis. SCJ's expense ratio of 0.47% is competitive, and its 52-week trading range provides clear

technical entry zones.
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Alternative: DF] (Quality Tilt)

For investors who want explicit exposure to the cash-rich dividend-paying segment of Japanese small-caps —
the companies most directly affected by TSE pressure to return capital — DFJ provides a quality-screened
alternative. The methodology emphasizes companies with consistent dividend payments and stronger balance
sheets, which biases the portfolio toward the segment with the highest probability of governance-driven value

realization. Expense ratio is higher at 0.58%, but the quality tilt may justify the differential.

The Currency Hedging Decision

Currency hedging is the single most important implementation decision in this trade. Hedged products (DXJ,
DXJS) outperformed materially during 2022—-2024 when the yen weakened from approximately 110 to 160
against the dollar. However, that environment was driven by a structurally hawkish Federal Reserve and a
structurally dovish Bank of Japan — conditions that have now reversed. Going forward, the policy divergence

favors yen appreciation, making unhedged exposure more attractive on a forward basis.

Our view is that unhedged exposure is the appropriate default. Investors with strong contrary conviction on
yen direction may consider hedged products, but should recognize that hedging eliminates one of the thesis's
structural return drivers. The hedging cost itself has declined meaningfully — from approximately 6.0% per

annum at peak to roughly 3.2% currently — but remains a material drag relative to historical levels.

Position Sizing

For a diversified portfolio, we recommend a 5-7% position in Japanese small-cap exposure. This sizing
reflects three considerations: the strategic conviction in the thesis, the diversification benefit relative to U.S.-
heavy portfolios, and the operational reality that small-cap ETFs have lower liquidity than large-cap
equivalents and should not dominate portfolio composition. For more aggressive risk-tolerant investors,
position sizes up to 10% are reasonable; below 3% the position becomes too small to meaningfully impact

portfolio outcomes.

Account Placement

The optimal account for this position is a Roth IRA or other tax-advantaged retirement account. Japanese
equities are subject to a 15% withholding tax on dividends under the U.S.-Japan tax treaty (the standard rate;
reduced rates of 10% or 0% may apply in specific institutional contexts but are generally not available to ETF
holders), which cannot be recovered through the U.S. foreign tax credit when held in a Roth IRA — but the
elimination of capital gains taxation more than compensates for this dividend leakage given the 24-36 month
holding period and expected total return profile. In a taxable account, the foreign tax credit can recover the

withholding, but capital gains taxation on the eventual realization meaningfully reduces after-tax returns.
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Implementation Summary: Establish 5-7% portfolio position in SCJ (unhedged) within Roth IRA or
equivalent tax-advantaged account. Scale entry over 6 months through monthly DCA, with opportunistic
adds on broader market drawdowns to the $88-95 range. Holding period: 24—36 months minimum, with

explicit exit triggers as defined in Section VI.
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— SECTION VI

Entry & Exit Framework

Tactical execution rules with explicit price levels, scaling logic, and trigger-based exit

criteria.

The thesis is structural; execution should be disciplined. The following framework provides explicit price
levels for entry and exit using SCJ as the reference instrument. As of late April 2026, SCJ trades at
approximately $103.62, near the upper end of its 52-week range of $77.55 to $107.32.

SCJ Entry & Exit Zone Map

Aggressive Entry: $78-85
Base Entry: $88-95
160 - Tactical Entry: $98-103
Partial Trim: $135-145
Major Trim: $155-170
140 A
@
[0)
D
—
& 120
Q
w0
et Current: $103.62
100 A
80 1

0 100 200 300 400 500 600 700
Trading Days (lllustrative 24-month window)

Figure 6.1 — SCJ entry and exit zone map with current price reference. Zones illustrative; price action in chart is for visualization

only.

Source: Watson's Media Research framework analysis. Current price as of 2026-04-23.

Entry Framework

Aggressive Entry: $78-85

This zone represents the lower portion of the 52-week range and would require either a U.S.-driven equity

correction or a yen-strengthening shock to reach. Probability of reaching this zone over the next 12 months is
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meaningful given current U.S. equity valuations and elevated Shiller CAPE levels above 40. Allocation: 40—

50% of intended position size. This is the zone for high-conviction deployment.

Base Entry: $88-95

The mid-range of the 52-week trading band. This is the realistic average entry level for investors employing
dollar-cost averaging over a 6-month deployment window. Any moderate pullback — whether from sector
rotation, profit-taking, or modest macro disappointment — likely brings SCJ into this zone. Allocation: 30—

40% of intended position size. Most likely to represent the actual cost basis for systematic accumulators.

Tactical Entry: $98-103

Current levels. Acceptable for establishing a starter position to anchor attention to the trade and avoid the
regret of remaining un-positioned during continued strength. Allocation: 15-25% of intended position size.
This is "establishing presence" rather than "building conviction" — sufficient to engage with the thesis without

over-committing at full price.

Avoid Zone: Above $107

Do not chase new highs. If SCJ breaks out and runs without you, accept the missed entry rather than
committing capital at extended valuations. Small-cap ETFs rarely advance in a straight line; pullback

opportunities will recur. The discipline to wait is valuable.

Exit Framework

Partial Trim Zone: $135-145 (+30 to +40%)

At this level, the P/B discount has narrowed materially toward 1.3% and the easy multiple expansion is largely
captured. Trim 25-35% of position. This locks in meaningful gains while preserving exposure to continued

earnings momentum and remaining catalyst maturation.

Major Trim Zone: $155-170 (+50 to +65%)

The valuation discount is largely closed at this level, and continued upside requires assumptions about
sustained earnings momentum rather than mean-reversion. The thesis transitions from "value" to "growth."

Trim an additional 30-40% of position, retaining a smaller core for any continued asymmetric upside.

Watson's Media Research 21/ 32



The Japan Reawakening

Trigger-Based Exit Criteria
Beyond price levels, we identify five conditions that warrant immediate exit regardless of current valuation:
1. TSE reform reversal or weakened enforcement. If the Tokyo Stock Exchange materially backs away

from delisting threats or extends transitional measures broadly, the structural catalyst is compromised.

2. Decisive BOJ pause. If the Bank of Japan signals a definitive end to the tightening cycle for more than 12
months, the currency tailwind weakens and the divergence trade unwinds.

3. Collapse in M&A activity. If annual M&A involving Japanese companies drops below $200 billion, the
corporate dynamism narrative requires reassessment.

4. Time-based exit. If 36 months elapse without meaningful re-rating progress, opportunity cost

considerations warrant rotation regardless of remaining thesis intact.

5. Quantitative deterioration signals. If three or more leading indicators (cross-shareholding velocity,
capital improvement plan disclosure rates, BOJ meeting outcomes, currency positioning) deteriorate
simultaneously, position should be reduced.

Catalyst Calendar

Period Event Significance
April-June 2026 TSE delisting designations for March fiscal year-end High
companies
May—June 2026 Q1 Japanese earnings season High
June 2026 BOJ Policy Meeting — likely next rate decision High
March 2026 2026 Shunto wage negotiations Inputs to BOJ June
(concluded) decision
October 2026 TOPIX index revision launch Medium
Ongoing Quarterly TSE improvement-period designations Continuous
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— SECTION VII

Risk Assessment

What breaks the thesis, with explicit probability assessments and mitigation considerations.

No thesis is risk-free. The strength of this trade lies not in the absence of risks but in their structural correlation
with risks already present in typical U.S.-centric portfolios. We identify and assess the principal risk factors

below.

Tier One Risks (Material Probability, Material Impact)

U.S. Recession Contagion

Probability: Moderate (25-35%) over 24 months. Despite the structural thesis, Japanese small-caps trade in
correlation with global equity markets during risk-off events. A meaningful U.S. recession would drive a 25—
35% local-currency drawdown in Japanese small-caps, partially offset by yen appreciation for unhedged USD
investors. Mitigation: yen mean-reversion tends to coincide with U.S. risk-off, providing structural offset; long

holding period allows recovery.

Reform Fatigue and Implementation Failure

Probability: Low—Moderate (15-25%) over 24 months. Three decades of failed Japanese reform attempts
establish credible base rate for skepticism. The current cycle is differentiated by enforceable mechanisms
(delisting risk) and visible institutional commitment (Goldman, Citi, BlackRock), but cultural and political
resistance remain. Mitigation: monitor leading indicators (disclosure rates, cross-shareholding velocity, capital

return announcements) and exit if deterioration is sustained.

Tier Two Risks (Lower Probability or Lower Impact)

Yen Volatility and Intervention

The Japanese Ministry of Finance has historically intervened in FX markets when yen weakness becomes
destabilizing, and could intervene in either direction. Sharp yen movements in either direction introduce noise
into USD-denominated returns. The relationship between BOJ policy, yen strength, and equity performance is

not always linear.
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Small-Cap Liquidity Constraints

Japanese small-cap ETFs trade with meaningfully lower volume than large-cap equivalents. SCJ averages
approximately 50,000 shares daily; significant institutional positioning could create elevated bid-ask spreads

or temporary dislocations during stress periods. Position sizing should reflect this constraint.

Geopolitical Tail Risk

Japan's exposure to East Asian geopolitics — particularly in scenarios involving China-Taiwan tensions or
Korean Peninsula instability — represents a tail risk specific to the regional exposure. Probability is low but

consequences could be severe and rapid.

Tier Three Risks (Operational and Structural)

» Tax leakage: Japanese dividends subject to 15% withholding tax in non-treaty contexts. Mitigated by Roth
IRA placement.

* ETF tracking error: SCJ historically tracks its index closely but small deviations can compound over
multi-year holding periods.

* Demographic headwind: Japan's aging population remains a long-term structural drag, though our 24—-36
month thesis horizon is too short for this to materially affect the trade.

* Fiscal policy under PM Takaichi: The current government has pursued aggressive fiscal stimulus, raising

long-term debt sustainability questions and JGB yield volatility.

Asymmetry of Risk Profile

The most important characteristic of this trade's risk profile is the correlation structure of the principal
downside scenarios. The dominant bear case — U.S. recession contagion — represents a tail risk to which
most U.S.-centric investors are already heavily exposed through their core equity holdings. Adding Japanese
small-cap exposure does not increase exposure to this risk; it reduces it on a relative basis through the yen-

strengthening offset and the structural divergence in the underlying thesis.

The reform-fatigue bear case is genuinely uncorrelated with U.S. equity risk and represents the principal
source of independent downside. However, our assessment of probability is moderate-to-low given the visible
institutional commitment, regulatory enforcement architecture, and observed behavioral changes among

Japanese corporates over the past three years.
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Monitoring Framework

Quarterly indicators and leading signals for ongoing thesis validation.

A multi-year thesis requires structured monitoring, not occasional revisitation. We recommend the

following quarterly review framework for ongoing thesis validation.

Quarterly Review Indicators

Indicator Frequency Source Threshold for Concern
TSE capital improvement plan Quarterly JPX Group reports Drop below 85% in Prime
disclosure rate Market
Cross-shareholding sales volume Quarterly Nikkei reporting Pace below $1B/quarter
BOJ policy meetings 8x annually BOJ communications ~ Definitive tightening pause
M&A volume — Japanese involvement  Quarterly Bloomberg/Refinitiv Annualized below $200B
USD/JPY exchange rate Daily Major FX feeds Sustained above 165
SCJ price & volume Daily NYSE Arca Trigger-based exit logic
Foreign investor net flows to Japan Weekly Tokyo Stock Persistent net outflow over
Exchange 90d
Activist proposals at Japanese AGMs Annually ICJ/proxy services Material decline year-over-
(June) year

Leading Indicators

Beyond the standard quarterly review, several leading indicators provide earlier signals of thesis health or
deterioration. Activist proposal volume during the spring AGM season (June) is a key annual datapoint — an
environment where activists are gaining traction signals continued pressure on management. Bulge-bracket
Japan banking team headcount changes provide a direct readout on institutional capital commitment. Japanese
corporate buyback announcements, aggregated quarterly, provide concrete evidence of capital efficiency im-

provement.
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Position Management Rules
* Quarterly review cadence. Formal thesis review and indicator scoring at the close of each calendar
quarter.

* Rebalancing: If position drifts beyond +15% of target weight, rebalance toward target through trimming
or adding.

¢ Correlation monitoring: If correlation with S&P 500 exceeds 0.75 over a rolling 90-day window, the

diversification thesis is weakening.

* Yen positioning: Track CFTC commitment-of-traders data for yen positioning extremes; speculative

positioning at extremes often presages reversion.

» Earnings momentum: Track Nikkei earnings revisions index quarterly; sustained negative revisions

warrant position reduction.
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Conclusion

Position recommendation and concluding assessment.

T he Japanese small-cap thesis represents, in our assessment, the most attractive structural opportunity in
developed-market equities at present. The combination of valuation discount, mandated capital reform,
monetary policy divergence, currency mean-reversion potential, and visible institutional capital deployment is

unusual — most asymmetric setups have at most two of these characteristics simultaneously.

Three decades of "Japan is a value trap" conditioning have created the necessary skepticism. The structural
inflection has occurred. The price has not yet fully adjusted. This is the trade.

Final Recommendation

POSITION RECOMMENDATION

Establish a 5-7% portfolio position in Japanese small-cap equities through SCJ (iShares MSCI Japan
Small-Cap ETF), unhedged, with primary placement in a Roth IRA or equivalent tax-advantaged
account. Scale entry over six months through dollar-cost averaging, with opportunistic adds on broader

market drawdowns to the $88-95 range. Maintain position over a 24—36 month horizon, with explicit

price-level and trigger-based exit criteria as defined in Section VI. Probability-weighted expected

return: approximately +28-30% over 30 months, or 10—11% annualized.

Key Convictions
1. The TSE governance reform mechanism is structurally durable and has crossed the threshold from
aspirational to enforceable.

2. The BOJ tightening cycle has further to run, supporting both yen mean-reversion and Japanese financial
sector earnings.

3. The M&A wave is structural rather than cyclical, supported by both regulatory framework and institutional
capital deployment.

4. Foreign capital reallocation to Japan has only begun; consensus has not yet shifted decisively, leaving
meaningful upside in valuations.
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5. The bear scenarios are largely correlated with risks already present in typical U.S.-centric portfolios,

making this trade a partial diversifier rather than an additive risk.

What Could Make Us Wrong

We have outlined the principal risks and remain alert to disconfirming evidence. The most likely scenarios in
which our thesis fails: (a) a U.S.-driven global recession that overwhelms Japan's structural improvement
before catalysts can materialize; (b) a politically-driven reversal of TSE enforcement under cultural or
governmental pressure; (c) sustained yen weakening that signals a deeper monetary policy problem in Japan
than currently understood. We will monitor these scenarios through the framework outlined in Section VIII and

adjust position sizing accordingly.

Beyond these scenarios, we accept that any thesis with a 24-36 month horizon carries irreducible uncertainty.
The discipline lies in committing capital where the asymmetry justifies the position, monitoring rigorously for

thesis deterioration, and exiting on triggered criteria rather than on emotional response to interim volatility.

— END OF MAIN REPORT —
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— APPENDIX A

Sources & Citations

Primary sources, institutional research, and data references underlying this report.

Valuation & Market Data

1. Hennessy Funds, "Compelling Valuations in Japan." 2026 Outlook Commentary. Cited for Japan small-cap forward P/E

(13.9%), U.S. small-cap comparable (22.6x), and 38% relative discount calculation.

2. FactSet via Conestoga Capital, "Extreme Large Cap Valuations Signal Opportunity in Small Caps." December 2025. Cited
for S&P 500 forward P/E of 23.1x as of late October 2025, 25-year average comparison data, and Shiller CAPE above 40.

3. Siblis Research, "Japan Nikkei 225 P/E & Earnings 2026." January 2026. Cited for Nikkei 225 trailing P/E of 17.88,
forward P/E of 16.87, and CAPE of 29.38 as of January 1, 2026.

4. Robinhood Markets, SCJ price quote. April 17, 2026. Reference price of $103.62 with 52-week range $77.55-$107.32.

TSE Governance Reform

1. Tokyo Stock Exchange via Harvard Law School Forum on Corporate Governance, "Tokyo Stock Exchange Initiative on
Cost of Capital and Stock Price Conscious Management." October 2025. Cited for >90% Prime Market disclosure rates
since March 2025, baseline 43% sub-1x P/B percentage, and TOPIX 500 ROE comparisons (40% below 8% vs. 14% S&P
500).

2. Japan Exchange Group, "Expiration of Transitional Measures Regarding Continued Listing Criteria." January 2026. Cited

for delisting enforcement framework effective March 1, 2025.

3. Verdad Capital, "Japan's Value Mandate for Reform." August 2024. Cited for TSE PBR<1x delisting framework and median
Japanese P/B versus S&P 500.

4. Verdad Capital, "Bloated Balance Sheets in Japan." February 2025. Cited for 78% of sub-1x P/B Japanese companies

having reduced cash equivalents (median 20% reduction) and balance sheet structure analysis.

5. Resonanz Capital, "Trapped Capital, Real Catalysts: Why Japan Sets Up Well for Activists and Event-Driven in 2026."
March 2026. Cited for TSE reform analysis, FSA Stewardship Code revisions effective May 2026.

6. Man Group, "This Time Is Different: Japan Value and Corporate Governance." 2023. Cited for TSE reform context and

ROE distribution analysis.

Bank of Japan & Monetary Policy

1. EFG International, "Bank of Japan raises rates to 30-year high." December 2025. Cited for unanimous BOJ vote to raise
policy rate to 0.75% on December 19, 2025.

2. CNBC, "Bank of Japan raises short-term interest rates to highest in 30 years." December 19, 2025. Cited for BOJ rate

decision, Oxford Economics terminal rate estimate, and JGB yield response.
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3. Trading Economics, "Japan Interest Rate." March 2026. Cited for March 2026 BOJ decision to hold rates at 0.75%, vote
breakdown, and policy outlook.

4. ING THINK, "Further Bank of Japan hikes are expected, but not imminent." December 2025. Cited for FX hedging cost
decline (6.0% peak to 3.22% current) and yen as most undervalued G10 currency.

Capital Flows & M&A

1. Bloomberg via Investment News, "Goldman to ramp up investment in Japan's mid-cap companies." December 23, 2025.

Cited for Goldman Sachs ¥800 billion ($5.1 billion) commitment over the next decade, focused on mid-sized firms.

2. Bloomberg, "Citigroup to Boost Japan Investment Banking Team on Deal Boom." December 22, 2025. Cited for Citigroup's
planned 30% expansion of Japan investment banking team by H1 2026.

3. Private Banker International, "Japan M&A boom drives Citigroup and Daiwa hiring push." December 24, 2025. Cited for
total $350 billion 2025 M&A figure, BOJ rate at 0.75%, and Daiwa expansion targets (640 to 900 M&A bankers by March
2031).

4. Zacks via Yahoo Finance, "Citigroup Seizes Japan's M&A Boom." December 24, 2025. Cited for confirmation of Japan

M&A volume and competitive landscape.

Balance Sheet & Cash Position Data

1. James Hambro & Partners, "Why cash-rich Japan looks tempting." 2023. Cited for 56.3% of non-financial TOPIX
companies with net cash, comparable 18-20% figure for U.S. and Europe.

2. Japan Times, "Japan's new wave: Cash, bankruptcies and inequality." 2020. Cited for net cash percentages: ~60% small
companies, ~40% larger TOPIX companies; 15.6% S&P 500 non-financials, 23% MSCI Euro non-financials.

3. Tokyo Deep Value, Japanese stock screener data. 2026. Cited for "About a third of all listed Japanese companies trade
below tangible book value" (1,200+ companies).

Forward Earnings & Growth

1. Lazard Asset Management via TwinFocus, "Unlocking Japanese Equity Value." December 2025. Cited for Japanese

earnings growth forecast of 13% in 2026, comparable to U.S. and emerging-market expectations.

2. Neuberger Berman, "Japan: Unlocking Hidden Value Through Engagement." Cited for SMID corporate governance reform
context and capital management reform timeline.

Methodology Note

All data verified against primary sources or institutional research as of the publication date. Figures rounded for presentation
clarity. Where ranges are presented, they reflect either source variation or our judgment-based confidence interval. Probability
assessments are based on Watson's Media Research framework analysis and represent our subjective view rather than market-

implied probabilities.
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Glossary & Disclosures

Defined terms and required disclosures.

Glossary

Term Definition

BOJ Bank of Japan, the central bank of Japan, responsible for monetary policy.

CAPE Cyclically Adjusted Price-to-Earnings ratio. Compares price to ten-year inflation-adjusted

earnings, smoothing short-term volatility.

Cross- The Japanese practice of corporations holding equity stakes in business partners and customers,
shareholding historically reducing capital efficiency.
DCA Dollar-Cost Averaging. Systematic purchase of fixed dollar amounts at regular intervals to

average entry prices over time.

FSA Financial Services Agency. Japanese regulator overseeing financial institutions and the

Stewardship Code.

JPX Japan Exchange Group. Operator of the Tokyo Stock Exchange and other Japanese trading
venues.
MSCI Morgan Stanley Capital International. Index provider whose Japan and Japan Small-Cap indices

underlie major ETFs.

P/B Price-to-Book ratio. Market price divided by book value per share. A reading below 1x implies

the market values the company below its accounting net assets.
P/E Price-to-Earnings ratio. Forward P/E uses next-twelve-month earnings estimates.

Shunto Annual Japanese spring labor wage negotiations between unions and major employers, typically

concluded in March/April.
TOPIX Tokyo Stock Price Index. Capitalization-weighted index of TSE Prime Market companies.

TSE Tokyo Stock Exchange. The primary equity exchange in Japan, operated by JPX.
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Important Disclosures

DISCLAIMER

This report is prepared by Watson's Media Research for informational and educational purposes only. It does not constitute investment
advice, an offer or solicitation to buy or sell securities, or a recommendation tailored to any specific investor's circumstances. The

author is not a registered investment adviser, broker-dealer, or financial planner.

The opinions expressed are those of the author as of the publication date and are subject to change without notice. The information
presented has been compiled from sources believed to be reliable, but its accuracy and completeness cannot be guaranteed. Past
performance is not indicative of future results. All investments carry risk of loss, including the loss of principal.

Foreign equity investments are subject to additional risks including currency fluctuations, political and economic instability, less
rigorous accounting standards, and varying regulatory frameworks. Japanese equity investments specifically may be impacted by
changes in Japanese tax law, monetary policy, exchange rate regimes, and trade policy. Small-capitalization securities exhibit greater
volatility and lower liquidity than large-capitalization securities.

The author may hold positions in securities discussed in this report, and may transact in such securities at any time without disclosure.
Readers should conduct their own analysis or consult with a qualified financial professional before making any investment decision.
The probabilities and expected returns presented are subjective estimates based on the author's framework and should not be interpreted
as predictions or guarantees.

This report is the intellectual property of Watson's Media Research and may not be reproduced, distributed, or quoted without
attribution. Excerpts may be shared for educational purposes with proper citation.

Author: Noah Watson, Watson's Media Research
Contact: noah@watsons.ai - Instagram: @watsons.ai
Publication Date: April 26, 2026

Report ID: WMR-EQ-2026-04-JPN-01
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