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Overview

« Equity rally stalled: Japan's early-2026 equity rally is fading as fiscal concerns over Takaichi's aggressive
fiscal plans triggered record JGB yield spikes.

+ Snap elections priced in: Markets now question her majority prospects on the 8 Feb election, raising political
uncertainty and ability to push through her plans.

« Currency reversal: Fiscal-monetary tensions and potential yen strength create near-term headwinds for
equities, especially after strong early-year gains.

+  Market impact: Foreign inflows remain crucial; any yen-driven reversal could pressure equities. Big pullbacks
offer chances to buy themes we favour: policy beneficiaries (i.e., defence, infrastructure, energy security),

governance-reform domestic plays, banks, and Al-linked sectors.

Executive Summary

Japan’s early-2026 equity rally has stalled as fiscal
concerns surrounding Prime Minister Takaichi's
agenda intensify. Markets are expecting her to secure
a majority in the 8 February snap election, but
investors are now questioning both her mandate and
the sustainability of her proposed JPY5tn food tax
suspension. Long-dated JGB yields have surged to
record highs, signalling discomfort with expanding
deficits. The resulting fiscal-monetary tension,
coupled with potential yen strength, poses near-term
headwinds for equities. A weaker mandate would
amplify political uncertainty, and with foreign flows
still pivotal, any yen-driven reversal could pressure
returns.

Upcoming snap elections on 8 February

Japan’s equity markets entered 2026 with strong
momentum, delivering roughly 8% local-currency
gains before sentiment deteriorated sharply as fiscal
stress concerns began to dominate investor focus.
Markets had initially priced in a relatively smooth
political trajectory—specifically, expectations that
Prime Minister Sanae Takaichi would secure a
renewed majority in the 8 February snap election,
enabling her to push ahead with her policy agenda.
However, recent market behaviour suggests investors
are now questioning both the durability of that
mandate and the fiscal sustainability of her
proposals.

Investors are rethinking her bold plans

The snap election itself caught markets at a delicate
moment. Takaichi's decision to dissolve the Lower
House early was framed as an effort to secure a
stronger political mandate amid high approval
ratings, which have hovered in the 60-70% range in
recent polls. Yet the market reaction has been
anything but confident. Her flagship proposal—a two-
year suspension of the 8% consumption tax on food,
costing an estimated JPY5 tn annually—has amplified
concerns over Japan's already stretched fiscal
position. Yields on long-dated Japanese Government
Bonds (JGBs) surged to record levels, with the 30-year
yield hitting 3.68% (Fig. 1). Investors effectively
delivered their verdict: Japan is now testing the limits
of what is fiscally tolerable.

Figure 1: Japan bond yields spike
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Against the backdrop of an anticipated increase in
bond supply to fund Japan’s fiscal expansion, market
concerns are justified on signs of a “Liz Truss
Moment”. Moreover, unlike previous cycles, the BoJ
has shown limited willingness to cap long-end yields,
allowing markets to price fiscal risk directly amid BoJ's
ongoing quantitative tightening (QT).

Having said that, Japan is not in the same situation
as the UK during the Liz Truss episode. Japan is a
large creditor nation with massive domestic savings
and a relatively small budget deficit (Fig. 2).

What the JGB market stress reveals is a growing
conflict between Japan's monetary and fiscal policies.
Prime Minister Takaichi is pushing for fiscal expansion
at a time when the BoJ is tightening monetary policy.
The JGB selloff is essentially the market enforcing
fiscal discipline.

Figure 2: Japan is different from the UK
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Figure 3: LDP has to win big to get majority seats
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Japanese equities may falter until JPY stabilises

The market implications are noteworthy. Japan's
longstanding pattern of negative correlation between
the yen and equities—yen weakness boosting
exporter earnings and equity valuations—may now be
at an inflection point. If fiscal exuberance gives way
to consolidation and JGB vyields ease from their
extremes, a period of yen stabilisation or
appreciation is plausible. Such a shift, combined with
a softer fiscal impulse, would represent a near term
headwind for Japanese equities, particularly after the
strong run up earlier in the year.

Downside risks rise meaningfully if Takaichi fails to
secure a majority. The equity market's resilience has
been built on the assumption of policy continuity and
decisive governance; a fractured mandate would
instead inject political uncertainty into an already
fragile macro-fiscal backdrop.

Finally, foreigners remain a key driver of Japanese

equity performance (Fig. 4). Flow reversal due to a
strengthening JPY would temper returns.

Figure 4: Foreigner flows vs Nikkei performance
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Figure 5: Performance since Takaichi's election
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Investment takeaways

In FX, we see the JPY appreciating, especially against
the USD. Some currency volatility can be expected
around Japan's election headlines, but dips in JPY
should be viewed as opportunities to build long
exposure.

In rates, investors should maintain front- to belly-
curve exposure where BoJ creditability anchors yields.
We are cautious on long-dated JPY corporate bonds
amid JGB supply and fiscal uncertainty.

In equities, a stronger JPY is typically a headwind for
exporters but supportive of domestic consumption
and financials. We remain constructive on the policy
beneficiaries under the Takaichi administration (i.e.,
defence, infrastructure and energy security), domestic
themes linked to governance reforms, banks as well
as Al beneficiaries (Fig. 5).

In summary, Japan is no longer an outlier of financial
repression. Politics has re-introduced fiscal risk,
markets are enforcing discipline amid a growing
fiscal-monetary dichotomy, and the BoJ is normalising
policy. The result is higher market volatility — but also
a credible setup for JPY appreciation.



Disclaimer

General
This document contains material based on publicly-available information. Although every reasonable care has been taken to

ensure the accuracy and objectivity of the information contained in this document, United Overseas Bank Limited (“UOB") makes no
representation or warranty as to, neither has it independently verified, the accuracy or completeness of such information (including
any valuations mentioned). UOB neither represents nor warrants that this document is sufficient, complete or appropriate for any
particular purpose. Any opinions or predictions reflect the writer's views as at the date of this document and may be subject to
change without notice.

The information contained in this document, including any data, projections and underlying assumptions, are based on
certain assumptions, management forecasts and analysis of known information and reflects prevailing conditions as of the
date of publication, all of which are subject to change at any time without notice. Past performance figures are not indicative
of future results.

Not an offer or solicitation to any particular person

This document should not be regarded as an offer or solicitation to any particular person to transact in any product mentioned.
Before deciding to invest in any product mentioned, please seek advice from your financial, legal, tax or other appropriate
advisers on the suitability of the product for you, taking into account your specific investment objectives, financial situation or
particular needs (to which this document has no regard). If you do not wish to seek such advice, please consider carefully whether
any product mentioned is suitable for you.

Risks

An investment in any product mentioned in this document may carry different risks of varying degrees, including credit, market,
liquidity, legal, cross-jurisdictional, foreign exchange and other risks (including the risks of electronic trading and trading in
leveraged products). Nothing in this publication constitutes personalised accounting, legal, regulatory, tax, financial or other
advice that regards the personal circumstances of a particular recipient. Please speak to your financial, legal or other appropriate
adviser to understand the risks involved and whether it is appropriate for you to assume such risks before investing in any product.

Any description of investment products is qualified in its entirety by the terms and conditions of the investment product and if
applicable, the prospectus or constituting document of the investment product.

Valuation

Product valuations in this document are only indicative and do not represent the terms on which new products may be entered
into, or existing products may be liquidated or unwound, which could be less favourable than the valuations indicated herein.
These valuations may vary significantly from those available from other sources as different parties may use different assumptions,
risks and methods.

No liability

To the fullest extent permitted under applicable laws and regulations, UOB and its affiliates shall not be liable for any loss or
damage howsoever arising as a result of any person acting or refraining from acting in reliance on any information, opinion,
prediction or valuation contained herein.

UOB and its affiliates involved in the issuance of this document may have an interest in the products mentioned in this document
including but not limited to, marketing, dealing, holding, acting as market-makers, performing financial or advisory services,
acting as a manager or co-manager of a public offering, of persons mentioned in this document. UOB and its affiliates may also
have alliances, contractual agreements, or broking, investment banking or any other relationships for the provision of financial
services, with any product provider mentioned in this document. UOB and its affiliates may have issued other reports, publications
or documents expressing views which are different from those stated in this document and all views expressed in all reports,
publications and documents are subject to change without notice.

Others

Unless you are notified otherwise by UOB, UOB deals as a principal in any transaction which UOB has been instructed to
effect, other than transactions relating to securities traded on an exchange, unit trusts and funds on your behalf where UOB acts
as your agent.

Singapore. This document and its contents are intended for Accredited Investors (as defined in Section 4A of the Singapore
Securities and Futures Act (Chapter 289)).

Hong Kong. This document and its contents are intended for “professional investors” (as defined in the Securities and Futures
Ordinance (Chapter 571 of the Laws of Hong Kong) (the “SFO") and its subsidiarity legislation) ("Professional Investors”). Shares
or debentures in a company may not be offered or sold in Hong Kong, by means of any document, other than (i) to Professional

Investors; or (ii) in other circumstances which do not result in the document being a “prospectus” within the meaning of the
Companies (Winding Up and Miscellaneous Provisions) Ordinance (Chapter 32 of the Laws of Hong Kong)(the "CWUMPQO") or
which do not constitute an offer to the public within the meaning of the CWUMPO. Unless permitted to do so under the laws of
Hong Kong, no person may issue or have in his/her possession for the purpose of issue, or will issue, or have in his/her possession



for the purposes of issue, any advertisement, invitation or document relating to the securities, structured products or interests
in collective investment schemes whether in Hong Kong or elsewhere, which is directed at, or the contents of which are likely
to be accessed or read by, the public of Hong Kong, other than with respect to the securities, structured products or interests
in collective investment schemes that are or are intended to be disposed of only to persons outside Hong Kong, or only to
Professional Investors.

WARNING: The contents of this document have not been reviewed by any regulatory authority in Hong Kong. You are advised
to exercise caution in relation to this document. If you are in any doubt about any of the contents of this document, you should
obtain independent professional advice.

This document may only be distributed in countries where its distribution is legally permitted. This document is not directed to any
person in any jurisdiction where (by reason of that person’s nationality, residence or otherwise) such publications are prohibited
This document may contain proprietary information of UOB (or its product providers) and may not be reproduced or disseminated
in whole or in part without UOB's prior consent.

If there is any inconsistency, or any difference in meaning between the English version and any translation of this document, the
English version shall apply and prevail.

United Overseas Bank Limited. Co. Reg. No. 1935000267
United Overseas Bank Limited is a licensed bank in Hong Kong and is a registered institution in respect of Types 1 (Dealing in
Securities) and 4 (Advising on Securities) regulated activities under the SFO.
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