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Introduction

2022 has been a year of recovery for Japanese corporates, with a global pickup in demand due to dovish monetary
policies and accelerated vaccinations across the globe. However, Japan’s recovery slowed towards the second half of the
fiscal year with unexpected headwinds from geopolitical tensions, a late resurgence of COVID in the country and tough
COVID restrictions in China, Japan’s biggest trade partner. Uncertainties caused by these factors have further widened the
return on capital employed (ROCE) gap between Japanese corporates and global counterparts, from 3.3 percent in 2021
to 4.5 percent in 2022.

While Japan has lagged the global pandemic recovery so far, its situation and domestic demand outlook are improving as
COVID measures are being gradually lifted and the government continues to take steps toward re-opening its economy
and borders. Another tailwind for the Japanese economy remains the weaker yen (JPY), a result of the increased policy
divergence between the US Federal Reserve and the Bank of Japan, positioning Japanese exports favorably. While
Japan’s outlook is improving, global macro uncertainties continue, including the ongoing Ukraine-Russia war, China’s
COVID restrictions, a potential US recession in 2023 and JPY volatility. For Japanese corporates, it is critical to effectively
manage internal resources, (i.e. working capital and liquidity), to effectively manage near-term challenges and invest in
growth while narrowing the ROCE gap with global counterparts.

Through insights derived from an analysis of working capital metrics, this report will help corporates benchmark their
working capital performance and prepare themselves better for the future.

In this issue, we will:
— Analyze ROCE trends and benchmark Nikkei 225 with S&P 1500

— Examine the performance of Working Capital Index, Cash Index and Cash Conversion Cycles (CCC) of
Nikkei 225 companies in fiscal year 2022

— Provide industry insights into fiscal year 2022 performance

— Identify the key themes across industries that will create long-term working capital impact
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Calculation methodology

There are three sets of data points analyzed in this report:

I. Japan Working Capital Index tracks the average net working capital/sales values across Nikkei 225 companies and is
calculated as follows:

n
Average Net Working Z Net Working Capital, / Sales,
Capital (NWC) = K=1

II. Japan Cash Index tracks the average cash/sales values across Nikkei companies and is calculated as follows:

n
Average Cash = El Cash, / Sales,

where:

Net Working Capital = Trade Receivables + Inventory - Trade Payables;
n = total number of companies

k = integer number in the range [1, n]

We have established base levels of 100 for both the Japan Working Capital Index and the Japan Cash Index, using
2011 as the base year.

I1l. The Cash Conversion Cycle (CCC) is the number of days it takes to convert inventory purchases into cash flows from
sales. The CCC is a metric that helps quantify the working capital efficiency of a company and is derived from three
different components:

— Days Payable Outstanding (DPO) or the number of days from the time a company procures raw materials to
payment to suppliers

— Days Inventory Outstanding (DI10) or the number of days the company holds its inventory before selling it

— Days Sales Outstanding (DSO) or the number of days taken to collect cash from customers

"7

Gy = s —

Cccc DSO DIO DPO
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Companies can improve working capital by effectively managing the individual components of their CCC by reducing
inventory levels (decreasing DIO), extending payment terms with suppliers (increasing DPO), and speeding up collections
from customers (shortening DSO). As a general rule, the lower the CCC, the better the working capital efficiency.

IV. All calculations for 2022 are based on Japanese corporates’ fiscal year end (April 2021 - March 2022) while
calculations for all years before fiscal year (FY)2022 are based on calendar year’s financials (January - December).

Note:

To avoid the distortion of data, financial services and real estate firms in the S&P 1500 were excluded from the calculations due to their distinct business models and
unique working capital metrics in comparison to other industries. Companies with high volatility in working capital and those with incomplete data were also removed,
bringing the total number of companies used for this analysis to over 900.

All numbered data have been gathered from Capital IQ for the purpose of calculations.
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Key Insights

|. Japanese corporates see widening of gap in ROCE compared to global counterparts
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Source: Analysis is based on public financials of companies. Financial information is sourced from Capital I1Q

Note:

For comparison purposes, S&P 1500 metrics have been calculated based on industry weights of Nikkei 225

ROCE is calculated as EBIT *(1-tax) / Average total capital; total capital is sum of Equity and Debt

SG&A stands for Selling, General & Administrative expenses as percentage of sales

EBIT stands for Earnings before Interest and Taxes and is calculated as a percentage of sales

Working Capital / Sales is calculated as average Working Capital of current calendar year and previous calendar year divided by sales of current calendar year; Working
Capital is calculated as Trade Receivables + Inventory - Trade Payables
Cash / Sales is calculated as average cash and cash equivalent of current calendar year and previous calendar year divided by sales of current calendar year

t Values are as of December for all years until 2020, for 2022 the values for Nikkei 225 companies are as of March 2022, fiscal year end for most of the Japanese

corporates and for S&P companies are as of December 2021

NAVIGATING RISK AND OPPORTUNITY: JAPAN WORKING CAPITAL INDEX REPORT 2022-23 [§















04
Sector insights across the Cash
Conversion Cycle

Leaders vs laggards: Snapshot of average working capital performances across industries
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Source: Analysis is based on public financials of companies within Nikkei 225 Index representing each of the industry mentioned in the analysis. Financial information
is sourced from Capital 1Q

We observed a wide gap between the top and bottom performers in terms of CCC across the key industries within

the Nikkei Index, suggesting that a significant amount of working capital remains trapped. Based on our calculations,
assuming every organization improved its working capital and moved into the next performance quartile! of its respective
industries across the DSO, the DPO and the DIO metrics, an estimated $146.7 billion in liquidity trapped in working
capital could be released as free cash flow.

1 For every working capital parameter we have split the companies within each industry into four performance quartiles (with the first quartile representing the
performance of the top 25 percent companies within the industry and the fourth quartile corresponding to the bottom 25 percent). The free cash flow release calculation
assumes that a company moves from its existing performance quartile to the next best performance quartile and quartile one companies remain at current levels.
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Working capital trends across industries
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Source: Analysis is based on public financials of companies within Nikkei 225 Index representing each of the industry mentioned in the analysis. Financial information
is sourced from Capital 1Q. The trends mentioned are based on J.P. Morgan research, press releases and public filings of the companies.

Note:

Modified J.P. Morgan Working Capital Index S&P 1500 companies data used assigns weights of Nikkei 225 Industries to S&P 1500 Industries for comparison. Values
are as of December for all years until 2020, for 2022 the values for Nikkei 225 companies are as of March 2022, fiscal year end for most of the Japanese corporates
and for S&P 1500 companies are as of December 2021.

We assessed the CCC trends of five industries in the Nikkei 225 Index

Auto & auto parts We observed a slight increase in CCC for auto and auto parts companies despite the pickup in
demand over the past year. With a steady easing of restrictions, corporates could collect faster
from customers as demand outpaced supply. On the other hand, DPO declined significantly by
5.9 days, more than compensating for the decline in DSO as companies paid suppliers faster
to ease liquidity pressures in their supply chain and to source critical raw materials, (e.g.
semiconductors which were in shortage during the year).

oo
o—9

Interestingly, DIO levels remained largely flat, coming down by only 1 day despite high demand
as companies started stockpiling raw materials and shifted away from the just-in-time model to
manage any disruptions. An increase in inventory valuations due to high raw materials costs and a
weakening yen also contributed to a rise in DIO.
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Driving forces for future growth
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Source: The trends mentioned are based on J.P. Morgan research, press releases and public filings of the companies.

Challenges in recent times have forced corporates to look for innovative ways to adapt and operate as never before. We
observed key cross-industry themes emerge that are taking shape and fundamentally altering how companies operate,
raise capital, and deliver goods and services.

The themes are:

%)
Y —>
Sl @@ o

Environmental, social Supply chain Technology-driven Direct-to-customer
and governance agenda diversification business models strategy

With long-term and permanent impact on how companies operate and make decisions, this is also expected to greatly
influence the supply chain ecosystems and how corporates interact in that ecosystem.
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Building a liquidity action plan

As companies try to adapt to new market dynamics, execute new strategies, and implement best practices in an already
stressed environment, they require a comprehensive action plan to manage their liquidity. This plan should include, but is
not limited to the following focus areas:

» Securing access to liquidity
* Managing working capital
»  Dealing with supply chain disruptions

Companies should look to touch topics like cyber security, fraud prevention, consumer evolution and more importantly
utilize tools like Al and big data analytics to forecast their liquidity requirements in a more scientific way.

To stay on top, corporate treasurers need to sharpen their cash forecasting capabilities, establish real-time visibility into cash
positions and revisit assumptions and calculations. Developing the right technology infrastructure can significantly improve data
collection, reporting, analysis and forecast accuracy and ensure that treasury can be agile during evolving business conditions.

Utilizing data analytics to analyze historical working capital and cash trends, data patterns and volatility can provide insight
into the operating cash requirements of a company, allowing efficient utilization of liquidity sources. J.P. Morgan has
developed proprietary analysis to help corporates with estimating operating cash requirement based on historical data.

It is important for companies to do scenario planning, especially in volatile economic environments. Companies should analyze
the impact of FX, interest rates and commodity price volatility on cash flows, which can help prepare for worst case scenarios.

In times of crisis like the COVID-19 pandemic, companies can utilize stress testing and crisis planning to effectively
manage the availability of funds across varied scenarios. The following three-step framework can serve as a high-level
guide for companies to consider as they navigate future crises.

@ Analyze key liquidity drivers @ Draw liquidity stress scenarios @ Build treasury Action plan
3 Month 6 Month 12 Month
Liquidity Drivers Stress Stress Stress Action Plan
— Sales Impact 4 4 i - Discretionary spend -travel, entertainment,
P J Discretionary Spend v v v Reduce marketing etc.
income - Fixed cost reduction areas like IT, real estat
Fixed Expenses v ixed cost reduction areas like IT, real estate
workin Internal Cash / / / « Mobilize Internal Cash (Interco loans)
Capitalg Customer Receivables v v v Release ¢ Release Working Capital with payment terms
Supplier Payments v v v optimization & trade solutions
Working Capital Loan v v v
E— Committed Bank Line v v + Create back-up fynding plans as commercial
Fundin 7 7 Secure paper market dries out
g Debt Issuance « Term out maturities in low-rate environment
Capital Raise v
Dividend Distribution v v « Dividend payments aligned to liquidity situation
Shareholder . L
Action Defer  « Defer share buy-backs according to liquidity
Share Buyback v « Defer capex wherever possible
Capex 4 v v ..+ Identify assets / businesses that can be
Investments . Identify - Co
Asset / Business Sale v liquidated for emergency liquidity

NAVIGATING RISK AND OPPORTUNITY: JAPAN WORKING CAPITAL INDEX REPORT 2022-23 18



07
Conclusion

The global economy today is facing multiple headwinds with its outlook deteriorating markedly throughout calendar

year 2022 amidst high inflation, aggressive monetary tightening, and uncertainties from both the war in Ukraine and the
lingering pandemic. The Japanese economy however looks more resilient as the global outlook darkens. While there will
be spillover effects from a global slowdown on Japanese corporates, there has been pick up in domestic demand as COVID
restrictions have been lifted. The Bank of Japan is expected to continue its loose monetary policies, further supporting
domestic consumers and businesses with a cheap supply of money. While still uncertain, an opening of China restrictions
can provide a further boost to Japan’s economy and businesses as China is still one of the biggest trade partners for the
country. This puts Nikkei 225 companies in a favorable position as compared to S&P 1500 companies, where Nikkei 225
companies can still manage to continue investing in strategic priorities and growth that can narrow down the ROCE gap
with S&P 1500 counterparts. Analysis on Nikkei companies shows trapped liquidity of ~$147 billion in working capital,
which if released can provide a cheap source of funding for these investments. However, Japanese corporates will have to
balance growth opportunities with managing the risks associated with external macro uncertainties.

While the complexities of growth vary from sector to sector, we have observed some key cross-industry risks and
opportunities that corporate treasurers should manage to provide tactical support to businesses in pursuit of growth
driven by recovery.

Risks Opportunities

us, EU Recession ESG

\,\
I]["][l Looming macro-economic outlook hurting exports Adopting ESG principles and invest towards

ESG targets

04

Currency volatility / Domestic Demand Recovery
l VW ' currency devaluation leading to higher costs and |:||:||:||:| Sailing towards growth on the back of pent-up
inventory valuation demand recovery
@ Supply Chain Disruptions @ Ease of China COVID Restrictions
s
Developing agile and resilient supply chains Re-visiting strategic partnerships and
D ping ag pply O g strategic p p

continuity planning

New Age Business Models

o

Actively adaption of changing order and
consumer demands

Geopolitical Tensions o
@ Managing supply-chain and costs risks

=

Given multiple strategic opportunities staked against short-term risks and disrupted supply-chains, efficient working
capital management plays a vital role to release significant liquidity to achieve goals and meet their needs for risk
management and long-term value creation.

Treasury can play an important role as a strategic advisor in supporting corporate strategic objectives in these uncertain
times. As treasurers start to look ahead, they need to prioritize liquidity, working capital and risk needs of the business
such as managing trapped cash, reducing FX risks, and optimizing working capital. This can free up trapped liquidity

and bring in operational efficiencies offering much needed capital to fund the business objectives and manage risks.
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Japanese corporates can be more proactive in adopting global best practices to establish global visibility, control, and
centralization. Setting up treasury and operating models such as regional treasury centers, shared service centers and
in-house banks, may serve as the key to realize an optimal treasury state. Solutions like sustainable supply chain finance
and dynamic discounting can be useful to enhance supplier relationships and provide additional liquidity to suppliers

as well as contribute to the company’s ESG and supply chain resiliency goals. Equally, as corporates are faced with
continued supply chain disruption, forcing them to switch from ‘just in time’ to ‘just in case’ planning, treasurers can
utilize solutions such as inventory finance to alleviate the drain on cash, whilst ensuring inventory is off the balance sheet
until such time that is required.

Global companies with diverse geographic locations and customer bases are currently facing increased FX volatility

risks, adding to the challenge of maintaining liquidity and working capital efficiency. Such an organization can utilize the
notional multicurrency pools to offset both long and short balances held across entities and currencies, thereby providing
additional liquidity to meet working capital needs that may not otherwise be accessible.

While treasurers will take varied paths for business growth in 2022, we expect cash and working capital optimization

to remain a key priority. With significant optimization potential within working capital management, there is good
opportunity for Japanese companies to identify more cost-efficient funding. This funding can either provide an adequate
liquidity cushion for businesses preparing to navigate through times of turbulence, or support growth for companies
achieving strong recovery and looking to further develop and expand their domestic and international businesses, which
creates more value to shareholders.

Shareholder Operational Working capital
value returns improvement
Examples:
Customer
penetration —> E-wallet, Cards, RTP, etc.
' Revenue — Electronic Invoicing, Collections

Credit Management — Customer Credit Limit Management
f Reduce COGS —> Dynamic Discounting, Auto FX
—> Electronic Payments, Collections,
— Costs A
Reconciliations, ECR

Reduce SG&A —> Streamlining Payment Runs
Return on

Profitability

Inve§ted —> Treasury Centers / In-house Bank
Capital —
t i Cash Centralization —> Centralized Trading Centers
Structures —> Shared Service Centers

—> Payment Factories

—> Supply Chain Finance
Invested —> Payment Term Standardization
Che —  Working Capital Improving CCC —> Single Use Accounts / Purchasing Cards
‘ —> Sales Finance, AR / Bill Discounting
—> Inventory Finance

— Fixed Assets
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At a glance

The gap in ROCE levels between S&P 1500 and Nikkei 225 companies has widened this year from 3.3 percent to 4.5
percent, a deterioration of 1.2 percent.

$14.6.7 BILLION

Estimated working capital that can be
released across the Nikkei 225 companies

ROCE gap between S&P 1500 and 1. 20/0
Nikkei 225 has increased by
ROCE
&Y {6) )
CCC Cash EBIT

Gap in CCC has
increased by

1.2
days

26.6 27.8
2020 A 2022

Difference between
Nikkei 225 and S&P 1500

Gap in cash has
increased by

1.6%

5.6% 7.2%
2020 A 2022

Difference between
Nikkei 225 and S&P 1500

Gap in EBIT has
increased by

0.6%

3.8% 4.4%
2020 A 2022

Difference between
S&P 1500 and Nikkei 225

of companies in the Nikkei 225 saw
an improvement in CCC of which:

1 3 .1 Points

Decline in
WC Index

157.7 days

Difference
between leaders
and laggards

2 02 Points

Increase in
Cash index

Overall, 7.8 days fall

74% showed shortening of DSO
67% showed shortening of DIO
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