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Japan elections put focus on fiscal questions and
tariff impacts

Tough task ahead for ruling coalition as it navigates budgets, trade negotiations

By Naomi Fink, Chief Global Strategist
22 July 2025

Prior to the Japanese Upper House elections on 20 July, uncertainty surrounding the outcome had put Japanese
assets under pressure. The elections, which resulted in the ruling coalition’s loss of its Upper House majority, are now
over. The markets are beginning to view the elections as a past event, signalling a shift in focus.

After the Liberal Democratic Party (LDP) and New Komeito fell short of collectively securing 50 seats at the Upper
House elections, the yen, Japanese equity and Japanese government bond (JGB) markets all saw a modest bounce.
The ruling coalition now holds a total of 122 seats out of 248, compared to the opposition’s combined 126.

The loss of the ruling coalition’s majority may not lead to an abrupt sea-change in Japanese policy. That said, the
minority ruling coalition still has much to accomplish with a reduced margin of support. One of the pressing tasks is
further trade negotiations with the US before the 1 August deadline, after which Washington has threatened to
impose a blanket 25% tariff on bilateral imports. Japan is motivated to gain concessions on product-specific tariffs,
especially in key export sectors such as automobiles, auto parts, steel and semiconductors.

The outcome of the US-Japan bilateral trade negotiations may not entirely meet Japan's expectations, especially if it
involves the imposition of product-specific tariffs. Although Japan’s auto sector contributes the majority of neither
industrial output nor of national employment, it has been a leader in driving wage increases and capex within the
manufacturing sector. The sector’s resilience is an important barometer of sentiment within manufacturing.

Although sector-specific tariffs will not reverse many of the underlying structural drivers of Japanese reflation and
recovery from “lost decades of growth’, such as a structural labour supply shortages and production capacity
constraints, sentiment remains an important indicator of Japan’s “virtuous circle” of wages and prices. The upcoming
focus will be on corporate investment and hiring intentions, which have shown strength according to the last BOJ
Tankan survey. Any disappointments in trade negotiations could lead to temporary dips in stocks, followed by
rebounds on positive news such as resilience in earnings, increased investments and optimistic hiring plans.

Another key task for the ruling coalition will be to negotiate with opposition parties regarding the FY2026 budget, a
matter of significant interest to the JGB market. Because several opposition parties have challenged the ruling
coalition’s fiscal stance, markets are likely to be questioning the sustainability of Japan’s recent fiscal achievements as
the reflation process continues.
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Even though the Japanese Ministry of Finance (MOF) is receiving record budget requests from lawmakers, the surge
in tax receipts following the pandemic has brought Japan closer to achieving its primary balance goal than it has been
in the past 25 years (see Chart 1).

Chart 1: Japan’s primary balance
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Should the ruling coalition be forced to compromise on fiscal discipline, including by rolling back hard-won
consumption tax hikes, this could exert pressure on the long end of the JGB market. The market’s long end has already
come under pressure as the Bank of Japan has sought gradually to reduce its balance sheet as part of its exit from
unconventional monetary policy.

Chart 2: US, Japan government bond yield curves
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Regarding dollar-yen, Japanese fiscal policy and interest rates, as well as US fiscal and monetary policy, will come into
the picture. It is worth noting that despite Japan’s relatively higher debt-to-GDP ratio (over 200% gross and 150% net
versus the US’s gross figure of approximately 120%), the US’s current account deficit requires constant inflows from
abroad for funding. Therefore, global market sentiment likely holds greater comparative importance for the US than
for Japan’s bond market, although fiscal policy ultimately matters for both markets in the long term.

Considering that the US represents almost 60% of global reserves and global market cap, with a heavy reliance on
foreign investments, worries about fiscal discipline may expose the US to persistent volatility in longer-term yields.
This, in turn, may impact both public and private financing rates in the US.

On the other hand, in Japan, the government'’s ability to uphold a long-term commitment to fiscal prudence is more
important than global market sentiment. The ability of the ruling minority party to negotiate a budget that not only
satisfies the opposition but also meets domestic bond investors’ expectations for ongoing prudence will be
paramount.

While acknowledging the possibility of two-way trading in the short run, we still think the longer-term bias is towards
dollar weakness as global investors seek increased portfolio diversification, assuming all other factors remain equal.

Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for
distribution only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice
or a personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are
recommended to consult with their independent tax, financial and legal advisers prior to any investment.

This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way. The
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates or
prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own
judgment. Opinions stated in this document may change without notice.

In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal investment.
The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko
AM s strictly prohibited.

Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it
intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No.
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association, Type Il Financial Instruments Firms
Association.

United Kingdom: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and regulated in the United
Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion for the purposes of the
Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at professional
clients as defined in the FCA Handbook of Rules and Guidance.

United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. An offering of any investments,
securities or investment advisory services with respect to securities may only be made by receipt of relevant and complete offering documentation
and agreements, as applicable. Any offering or distribution of a Fund in the United States may only be conducted via a licensed and registered
broker-dealer or a duly qualified entity. Nikko Asset Management Americas, Inc. is a United States Registered Investment Adviser.

Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and intermediaries
only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.

Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries only.
The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong Kong. Nikko
Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.

New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It
is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.

List of Additional Disclaimers for use in the following countries

Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No offer
to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee only
and must not be passed to, issued to, or shown to the public generally.
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Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the Kuwaiti
Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private placement
or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No private or public
offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in Kuwait. No marketing
or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and regulated
by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the United
Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in
full or in part for any purpose whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not
therefore benefit from any protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or
have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available to
Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may not
be eligible for sale in some states or countries, and they may not be suitable for all types of investors.

Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract of
whatsoever nature within the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an independent
investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and should not be
reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose whatsoever without a prior
written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your jurisdiction and any inquiries
regarding the Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to constitute,
a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being offered to a
limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in an investment
in such Strategy, and (b) upon their specific request.

The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration thereof).
No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.
Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be
construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of
any person to acquire any financial investment product or service. The offering and sale of any financial investment product is subject to the
applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be sold after such fund is registered
under the private placement registration regime in accordance with the applicable regulations of the Republic of Korea, and the offering of such
registered fund shall be conducted only through a locally licensed distributor.

Canada: The information provided herein does not constitute any form of financial opinion or investment advice on the part of Nikko AM and it
should not be relied on as such. It does not constitute a prospectus, offering memorandum or private placement memorandum in Canada, and
may not be used in making any investment decision. It should not be considered a solicitation to buy or an offer to sell a security in Canada. This
information is provided for informational and educational use only.
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