Market Letter

Why Earnings Fears Recede Amid Tariff Measures

Politics and Confidence in Next Year's Earnings Pave the Way
for Nikkei Average to Reach 50,000 Yen

October 10, 2025

Tariffs in Place, Yet Optimism for Corporate Earnings Grows

The announcement of interim results for the FY ending March 2026 is approaching. While expectations
for political developments are rising, strong earnings momentum remains essential for Japanese equities
to move higher. In this letter, we review the current state of corporate earnings.

Starting from late March to early April this year, concerns over the expanding impact of Trump tariffs led
to a rapid deterioration in Japanese corporate earnings outlook. By the end of June, TOPIX's FY2025
forecast EPS had been revised down by about 7%, and even as share prices recovered from the sharp
drop in early April, the risk of further downward revisions to earnings was strongly perceived. However, as
the Nikkei and TOPIX continue to hit record highs, those concerns now seem to have completely faded.

Although the reciprocal tariffs on Japan—24% announced in April and 25% notified in July—were
reduced by 10 percentage points under the Japan-US tariff agreement, about 60% of the original level, or
15%, still remains in place. This includes core industries such as automobiles and parts. Tariff rates on
Southeast Asian countries, where many Japanese companies have manufacturing bases, are even higher.

Despite being lower than the rates announced in April, the Trump tariffs that once caused major market
turmoil are still in effect. Yet, earnings concerns have receded. This appears to be due to differences in
four areas; 1)Impact on the economy 2)Escalation risk 3)Uncertainty and 4)Relative advantage or
disadvantage.
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Direct Impact of Tariffs Manageable, but Economic Slowdown Hits
Hard

The US is one of Japan’s most important trading partners, with 16% of the sales of companies
constituting the TOPIX directed toward the US. The trend significantly impacts corporate earnings.
However, the direct impact of tariffs on earnings is expected to be manageable (even with a 25% tariff rate).
The effect on expected EPS is estimated to be in the mid-single digits, which can act as a drag on stock
prices but does not impair the medium-term upward trajectory of Japanese stocks. The reason for the
sharp decline in stock prices in April was concern that tariffs could trigger a recession in the global
economy.

The impact on TOPIX EPS from macroeconomic changes is much greater than the direct impact of tariffs.
In past instances of EPS declines, reductions from peaks reached several tens of percent, sometimes even
leading to deficits. Furthermore, if companies prioritize survival amidst significant earnings deterioration,
capital efficiency and shareholder returns may be sidelined, potentially losing momentum for governance
reforms. Additionally, amid worsening domestic business sentiment, companies may hesitate in raising
wages, hampering the establishment of domestic inflation. In other words, there was a risk of losing the
structural macro and micro changes that have been driving Japanese stocks from 2023 onwards.

Fortunately, even though signs of easing have emerged in the labor market, the US economy appears
robust, and the global economy has not collapsed. Domestic demand remains strong. If macro concerns
recede, the direct impact of tariffs is considered manageable, reducing anxiety about earnings under tariff
implementation.

The possibility of escalation has also diminished. Initially, it was unclear how counterpart countries would
respond to US tariffs, raising concerns about expanding impacts through retaliatory tariffs. However, in the
following months, the number of countries and regions reaching tariff agreements increased, and countries
without agreements responded in a restrained manner.

The reduction in uncertainty is also critical. Besides the high tariff rates, their opacity presented
challenges for companies. Without clear premises for considering business strategies, management
decisions must be postponed. However, tariff agreements allow companies to move forward based on
these premises.

For Japanese companies, the risk of relative inferiority has also declined. If tariff rates are higher than in
other countries, competitiveness will significantly suffer, making this aspect potentially more crucial for
companies than the absolute level of tariff rates.
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1Q Results Provide Reassurance for Future Outlook

The first-quarter financial results for the FY ending
March 2026 (hereinafter referred to as 1Q results),
announced in the summer, were encouraging. Initial
guidance appeared conservative, with some
companies not incorporating the impact of tariffs due
to high uncertainty. There was a possibility that the
outlook for earnings could be further downgraded in
the 1Q results due to the incorporation of new tariff
impacts.

However, the actual results for April-dune under
tariff implementation showed an 8% and 12% year-
on-year decline in ordinary profit and net profit,
respectively. Nonetheless, due to corporate efforts to
mitigate tariff impacts, such as increasing inventories
in advance and shifting production sites and
procurement sources, the results surpassed
consensus expectations. For the full-year company
plans, the proportion of companies that revised their
plans downward was limited to 3%, which was lower
than the proportion that revised plans upward (7%). It
appears that the direct impact of tariffs has been
largely reflected in earnings forecasts and stock
prices.

Can the Interim Results Meet High
Expectations?

Analysts have broadly upwardly revised their
earnings forecasts in response to the strong 1Q
financial results, settlement of accounts, and the US-
Japan tariff agreement, and the Earnings Revision
Index has rebounded sharply.

Given the stock market rally since the summer and
the degree of upward revision by analysts,
expectations for financial results, settlement of
accounts, appear to be quite high. A certain amount
of caution is required in case the impact of tariffs is
more widespread than expected, or if companies
continue to take a wait-and-see attitude due to
uncertainty and upward revisions are postponed to
the 3Q financial results, settlement of accounts may
be a disappointment.

Consensus is for 2Q recurring profit and net
income to be +8% and +3% YoY, respectively.
Excluding the SoftBank Group, whose earnings are
volatile and have a large impact, they are +15% and
+13%, respectively (as of October 7). Although there
is a technical factor that the hurdle to overcome is
low since the 2Q of the previous FY was weak due to
the strong Yen and other factors, if the high profit
growth rate expected by the consensus is realized, it
will encourage investors who are positive about the
Japanese stock market.
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Expectations for Next Year's Earnings Pave the Way for Nikkei
Average to Reach 50,000 Yen

Due to the impact of tariffs, the earnings of TOPIX in FY 2025 is expected to be sluggish. Consensus
forecasts predict flat revenue growth and only a 1% increase in net profit growth. However, EPS growth is
expected to be approximately 2 percentage points higher than net profit growth, driven by increasing share
buybacks. Sectors significantly affected by tariffs, such as automobiles and transportation equipment, as
well as shipping, trading companies, steel, and energy, are showing notable negative contributions.

For FY 2026, when the impact of tariffs is expected to diminish, the TOPIX earnings is forecasted to be
robust, with 4% revenue growth and 13% EPS growth. The positive contributions come significantly from
the automotive, transportation equipment, and steel sectors, recovering from the poor earnings of FY 2025.
Additionally, sectors such as electronics and precision instruments, banking, services, and
pharmaceuticals that performed well in FY 2025 will continue to contribute significantly.

Although the current earnings seems lackluster due to tariff impacts and low profit growth rates of the
index, sectors related to Al, competitive global sectors, as well as finance and domestic demand are
displaying strong revenue momentum. Nominal GDP high growth driven by domestic inflation, strong
domestic demand, and accelerated sales of policy-owned stocks supported by governance reform are
boosting the profit levels of finance and domestic demand sectors. Despite remaining uncertainties in
overseas economies and US policies, the progress of structural reform domestically provides a favorable
outlook for earnings.

Consensus forecasts bottomed out at the end of June, reducing downside risk for the 1Q results. If more
companies revise their plans upward during interim results, there is potential for an outperformance in FY
2025, and increased expectations for FY 2026. Additionally, the rapid Yen depreciation in the forex market
since the beginning of the month is also providing tailwinds for earnings.

With Sanae Takaichi elected as the new president in the LDP presidential election, expectations for the
Japanese stock market have risen amid political changes. If the political and policy outlook, currently
somewhat uncertain, progresses steadily, and confidence in accelerated growth for FY 2026 strengthens,
the forecasted PER, which currently appears slightly overvalued at the top of the range, could be justified,
potentially leading to higher stock prices. If this scenario materializes, the Nikkei Average surpassing
50,000 Yen becomes increasingly realistic.

Nonetheless, the coalition framework remains uncertain, with various reports circulating. Considering
favorable supply and demand conditions, there is little need to worry about the downside, and the
medium- to long-term upward trajectory for Japanese stocks remains unchanged. However, with the
recent significant rise in stock prices, determining whether this is a prelude to further stock price increases
or merely an anticipation of the rise over the coming months becomes critical in assessing political and
earnings aspects.

(Written by Kazunori Tatebe, Research Department)
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Financials, Domestic Demand, and Competitive Global Sectors Continue to
Deliver Solid Earnings Growth
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Important Information

This Presentation (“Presentation”) is furnished to its intended recipient (the “Recipient”) and is not for redistribution or public use. The
data and information presented are for informational purposes only. The information contained herein should be treated in a confidential
manner and may not be transmitted, reproduced or used in whole or in part for any other purpose, nor may it be disclosed without the
prior written consent of Daiwa Asset Management. By accepting this material, the Recipient agrees not to distribute or provide this
information to any other person.

This Presentation is intended for use by professional investors only. Investors should independently evaluate particular investments and
strategies and seek their own investment advice. Daiwa Asset Management may not be held responsible for any consequences
resulting from any investment in any strategy or products discussed in this Presentation. No investment strategy can guarantee
earnings results. Past earnings is no guarantee of future results. All investments are subject to investment risk, including loss of
principal invested. For more detailed information, in particular a description of the mentioned funds’ risks and rewards, please refer to
the prospectus of the UCITS, the key investor information document (KIID) and the most recent published annual and semi-annual
report.

This Presentation was made to provide information about the investment capability of Daiwa Asset Management. It should not be
construed as an offer or a solicitation to purchase or subscribe to the funds mentioned in this material. This is a marketing
communication. Potential investors should refer to and read the prospectus of the UCITS and KIID for more detailed information prior to
their investment decision.

The information, statements, forecasts and projections contained in this Presentation, including any expressions of opinion, are based
upon sources believed to be reliable, but their accuracy, correctness or completeness are not guaranteed. The earnings of investments,
if referred to herein, is based on past data and is neither necessarily an indication nor a guarantee of future earnings of such
investments. The earnings data in this material does not consider any tax or fees if there were any, and will not provide a final return for
potential investors. Daiwa Asset Management made all reasonable efforts to ensure that the information contained herein is current, but
it is subject to change without notice. Daiwa Asset Management, or any of its respective affiliates, accepts no liability whatsoever for
any direct or consequential loss arising from any use of this material or its content.

The TOPIX Index Value and the TOPIX Marks are subject to the proprietary rights owned by JPX Market Innovation & Research, Inc. or
affiliates of JPX Market Innovation & Research, Inc. (hereinafter collectively referred to as "JPX") and JPX owns all rights and know-how
relating to TOPIX such as calculation, publication and use of the TOPIX Index Value and relating to the TOPIX Marks. JPX shall not be
liable for the miscalculation, incorrect publication, delayed or interrupted publication of the TOPIX Index Value. No Licensed Product is
in any way sponsored, endorsed or promoted by JPX, and JPX shall not be responsible for any damage resulting from the issue and
sale of the Licensed Product.
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