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We recently revised our outlooks for monetary policy and policy rates in both Japan and
the US to better reflect the abrupt market changes since the start of August. This report
summarizes the current status for Japan’s economy and its outlook (P1~4) and considers
how the BOJ will likely conduct monetary policy into the next fiscal year (P4~5).

As for Apr-Jun 2024 real GDP, domestic demand improved, but the
underlying trend for private consumption remained weak.

First, we want to confirm the GDP statistics released on 15 August.

Apr-Jun 2024 real GDP grew 0.8% q/q (3.1% annualized) after contracting during the
previous quarter. Domestic demand, mainly private consumption and capital investment,
contributed to this growth. Nominal GDP grew to an annualized Y607.9tn. This means that
the “Y600tn nominal GDP” target set by the Abe administration in 2015 as one component
of the “New Three Arrows” of Abenomics was finally achieved nine years later. One item
that particularly contributed to the higher GDP was private consumption, which apparently
grew at a high rate due in part to the rebound for automobile sales (following suspended
production due to a safety testing scandal), along with higher incomes due to substantial
wage hikes.

However, even with this GDP recovery for the Apr-Jun quarter, private consumption is still
not close to the pre-coronavirus level or the recent peak (Jan-Mar 2023). Deep-rooted
thriftiness among consumers is one factor behind the tepid recovery for consumer
spending.

Looking at consumption expenditures by type, durable goods rose on the back of better
passenger car sales, while non-durable goods, which had deteriorated recently due to
consumer thriftiness, showed signs of bottoming out. Meanwhile, the non-durable goods
consumption level is still low and the consumption of services, which accounts for about
60% of all consumption, has started to decline. In light of these points, we think consumer
spending has remained weak overall.

Capex also grew 0.9% q/q in real terms, bouncing back from a 0.4% decline for the Jan-
Mar quarter. While a rebound from the automobile safety testing scandal was a major
factor, a strong appetite for capital investment backed by strong corporate earnings and
structural labor shortages also likely contributed to this growth. That said, calculations for
the capex first preliminary quarterly estimates are based on supply-side statistics published
up to that point. We should note that depending on the results of the Financial Statements
Statistics of Corporations by Industry (to be released on 2 Sep), there is a possibility of a
downward revision in the second preliminary quarterly estimates.

Important disclosures, including any required research certifications, are provided on the last page of this report.
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Economic outlook: Expect only moderate growth in FY24

As for Japan’s real GDP growth rate outlook, we forecast growth of 0.3% y/y for FY24,
0.9% for FY25, and 1.0% for FY26, assuming a soft landing for the US economy.

In 2H FY24, we expect the economy to gradually pick up due to (1) a moderate recovery
for private consumption due to further wage growth (as reflected in higher wage hikes from
the annual spring labor-management wage negotiations) and (2) a continued strong
appetite for capex backed by upbeat corporate earnings.

However, real wages have declined y/y for 26 straight months (Apr 2022 to May 2024) and
rising prices have hurt consumer sentiment. It will likely take some time before consumer
thriftiness starts to ease. For that reason, the uptick for private consumption is expected to
be quite modest and we expect only a gradual recovery for Japan’s economy. The real
GDP growth rate will land below the potential growth rate, which is expected to be in the
mid-range of the +0% level and the output gap (difference between real and potential
growth rates) is likely to be negative.

Japan’s economy will likely recover moderately in FY25. As for FY25 wage trends, we
expect that wage increase momentum will remain intact, just like in 2024, due to the
structural labor shortages and robust corporate earnings. Wage increases emerging from
the spring labor-management wage negotiations will likely be around 3% (basic salary
only). With wage growth continuing to outpace price growth, we expect private
consumption to recover as consumers gradually become less thrifty. Under such
conditions, we also expect the output gap to improve. Improvements for overseas
economies, due to the effects of central bank interest rate cuts in various countries and
other measures, should also underpin the Japanese economy.

Private consumption: Gradual upturn on higher real wages, but growth
likely moderate

We expect private consumption to gradually improve as real disposable income growth
rises due to the strong wage increases emerging from the 2024 spring labor-management
wage negotiations along with the effects of the government’s fixed-amount tax cuts and
other policies. Also, even though the specific details and scale are unknown, benefits for
low-income households planned for the fall economic stimulus package should also
support consumption through an increase in disposable income.
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That said, consumer sentiment is weakening as prices remain high. Even if real disposable
income increases, there is the strong possibility that it will be channeled into savings
accounts over the short term.

We should also pay attention to how rising interest rates and the sudden market changes
since August could impact consumption. For example, there could be a risk that the recent
significant stock price pullback might depress consumption through a reverse asset effect.
The effects of higher interest rates may partially offset the effects of real disposable income
increases/decreases depending on the generation. Specifically, for elderly households,
higher interest rates are expected to provide a consumption tailwind through higher rates
on bank savings deposits. However, pensions, which are a form of income, are expected to
grow at a lower rate than price increases due to macroeconomic indexing, resulting in a
decrease in real disposable income for elderly households. Meanwhile, while younger
generations hold a higher proportion of mortgage loans relative to disposable income and,
as such, are impacted more by increased interest rate burdens, real disposable income is
expected to increase due to the high wage growth rates.

Taking all of these points into consideration, private consumption growth is likely to remain
moderate.

Capex: Appetite remains strong amid upbeat corporate earnings

Going forward, we think a strong appetite for capex will continue due to (1) the outlook that
robust corporate earnings are likely to be maintained owing to the yen’s gradual
appreciation relative to conservative foreign exchange assumptions in corporate business
plans and (2) the structural labor shortages. Investments related to digital transformation
and EVs, as well as investments to satisfy increasing demand related to more overseas
tourists visiting Japan, should continue for now.

That said, the current concerns about a possible US recession and the impact of rising
interest rates require caution. General economic theory suggests that companies will
invest if the return on investment for their business is higher than the cost. Fears of a US
recession and rising interest rates could alter investment costs and returns, potentially
acting as capital investment disincentives.

Also, even if demand is strong, capital investment may not move forward due to supply
factors caused by labor shortages. We want to see the extent to which the ambitious capex
plans, which are expected to be confirmed by the BOJ’s Tankan survey, will lead to actual
capital investment going forward.

Price outlook: Remaining close to price stability target

We expect Japan’s core CPI to rise 2.4% yly in FY24, 2.2% in FY25, and 1.8% in FY26. As
such, we expect core CPI to remain close to the BOJ’s price stability target of 2% through
FY26.

Energy prices are likely to turn volatile depending on whether the government ends or
reinstates its price inflation measures. Core CPI will also be impacted by energy, oscillating
back and forth in FY24, while the base effect of the previous year’s measures to offset
higher energy prices is likely to result in a high rate of increase in FY25. Also, lodging
rates, which have recently been very high, are expected to decline as growth driven by the
increase in overseas tourists visiting Japan stalls amid correction of the excessively weak
yen. That said, in terms of overall service prices (excl. public services), we expect the
wage growth trend to remain unchanged in FY25 against the backdrop of structural labor
shortages. The high rate of increase is expected to continue as companies successfully
pass on higher wages to their prices.


https://drp.daiwa.co.jp/rp-daiwa/member/report/reportFile.do?research_id=833566&report_type=pdf
https://drp.daiwa.co.jp/rp-daiwa/member/report/reportFile.do?research_id=833566&report_type=pdf
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However, the status of wage increases depends not only on structural factors, but also on
the economic cycle. If corporate earnings are squeezed by a US recession and the
resulting rapid yen appreciation, companies may be unable to secure the financial
resources needed for raising wages. In any case, we must monitor trends in overseas
economies.

Forecasts for Major Economic Indicators (%)

—Daiwa's forecasts —Daiwa's forecasts
FY23 FY24 FY25 FY23
FY24 FY25 FY26
Oct-Dec Jan-Mar Apr-Jun Jul-Sep  Oct-Dec Jan-Mar | Apr-Jun Jul-Sep  Oct-Dec Jan-Mar (actual)
Real GDP growth rate (q/q) 0.1 0.6 0.8 0.4 0.2 0.2 0.2 0.2 0.2 0.3

(annualized) 0.3 2.3 3.1 1.7 0.8 0.7 0.8 1.0 0.9 1.1 1.0 0.3 0.9 1.0
Core CPI (yly) 25 25 25 24 2.1 28 24 2.2 24 1.8 2.8 24 22 1.8
Core core CPI (yly) 37 3.2 2.1 1.8 1.8 1.7 1.8 1.8 1.8 1.8 39 1.9 1.8 1.8

Source: Cabinet Office, Ministry of Internal Affairs and Communications, BOJ, Bloomberg; compiled by Daiwa.

BOJ policy rate outlook: Assessing the economy; Will next rate hike be
in Mar 20257

In his 7 August speech, BOJ Deputy Governor Shinichi Uchida touched on a risk that
significant changes in financial markets could also impact the economic and price outlooks,
saying “The Bank needs to maintain monetary easing with the current policy interest rate
for the time being, with developments in financial and capital markets at home and abroad
being extremely volatile.” Abrupt market changes since August, as well as the US
recession fears that triggered those changes, increase the risk of Japan’s economic and
price outlooks not unfolding as the BOJ expects. That probably means there is an
increased need to carefully assess economic conditions.

However, the traditional policy reaction function defined as “If the BOJ’s economic and
price outlooks are successfully realized, interest rates will be raised accordingly” has not
been changed. In that regard, we believe that the following are the key points when
examining the steady progress for the economic and price outlooks going forward.

US economy and political situation

During his 7 August speech, Uchida said, “There has been global market volatility triggered
by fears of a slowdown for the US economy” and “There is no such thing as raising interest
rates when financial markets are unstable.” So, we probably first need to assess the
economic situation in the US and how it impacts markets.

Also, the sudden market changes since August have temporarily resulted in yen
appreciation to the USD/JPY 141 level. Such rapid exchange rate fluctuations could worsen
corporate earnings and suppress wage hikes during the 2025 spring labor-management
wage negotiations. In the event of a hard landing for the US economy, we think the yen
could easily appreciate. However, even if a hard landing is avoided, we could still assume
a rapid weakening of the dollar and appreciation of the yen depending on the political
situation, including the US presidential election later this year. The political situation in the
US will also be an important consideration for examining steady economic and price
outlook progress going forward.

Japan economic trends

The BOJ explained its outlook for prices as, “The underlying consumer price increase rate
is expected to gradually increase due to a better output gap, as well as the continued
strengthening of the virtuous cycle between wages and prices and an increase in the
medium/long-term inflation expectations.” The three variables listed here are the output
gap, the strengthening of the virtuous cycle between wages and prices, and inflation
expectations.
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Among these three variables, we believe that the output gap is likely to remain negative in
2024, as mentioned earlier. Meanwhile, the real GDP growth rate forecast in the BOJ’s July
2024 Outlook Report is +0.6% yly in 2024. Assuming a potential growth rate in the mid-0%
range, the BOJ’s projected output gap for 2024 is expected to be positive near 0%.

In the first place, improvement in the output gap applies upward pressure on prices
through an increase in demand. This will be essential in fostering the second force, which
is the “mechanism whereby wages increase on the back of economic improvement,
leading to moderate inflation.”

We see a strong possibility that the BOJ’s outlook could be weaker than expected due to a
slow recovery for private consumption. We expect the output gap to improve more slowly
than the BOJ’s assumption. Also, signs of upward pressure on prices due to increased
demand will not be confirmed in FY24. In that case, we will need to clearly monitor whether
the virtuous cycle between wages and prices will continue in FY25 in order to confirm
sustained price increases.

In light of these factors, we believe that hiking interest rates will be difficult, at least by the
end of this year, as time is needed to assess impacts of the US economy and the US
presidential election in November. Furthermore, if the risk of a slow recovery for Japan’s
economy increases, we believe that a rate hike would be more likely in March 2025, after
conditions up until the spring 2025 labor-management wage negotiations are confirmed.

The 2025 wage increases should then be reflected over the summer with service price
increases expected to spread with the passing on of labor costs to prices. Also, as wage
increases are reflected, consumers will be less inclined to remain thrifty through the fall.
We should see a recovery in private consumption and an improvement in the output gap.
In that case, we would expect another rate hike in October 2025, when such conditions
can be confirmed. In addition, if a virtuous cycle between wages and prices can still be
confirmed in 2026, we believe that the BOJ would raise interest rates to 1.0%, which is
assumed to be the terminal rate.

Under a hard landing scenario in which the US economy rapidly stalls, we would expect
the Japanese economy to likewise deteriorate rapidly with an interruption for the virtuous
cycle between wages and prices. Here, the policy rate would remain at its current level,
likely ending the Bank’s rate-hiking cycle.

Projections for BOJ’s Policy Interest Rate (%)

FY24 FY25
IOER Jul-Sep Oct-Dec Jan-Mar Apr-Jun Jul-Sep Oct-Dec Jan-Mar
Lower limit 0.25 0.25 0.25 0.50 0.50 0.50 0.50
Upper limit 0.25 0.50 0.50 0.75 0.75 1.00 1.00
Term-end 0.25 0.25 0.50 0.50 0.50 0.75 0.75

Source: Compiled by Daiwa.
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IMPORTANT

This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be
made at your own discretion and risk. Content herein is based on information available at the time the report was prepared and may be amended or otherwise
changed in the future without notice. We make no representations as to the accuracy or completeness. Daiwa Securities Co. Ltd. retains all rights related to the
content of this report, which may not be redistributed or otherwise transmitted without prior consent.

Ratings

Issues are rated 1, 2, 3, 4, or 5 as follows:

1: Outperform TOPIX/benchmark index by more than 15% over the next 12 months.

2: Outperform TOPIX/benchmark index by 5-15% over the next 12 months.

3: Out/underperform TOPIX/benchmark index by less than 5% over the next 12 months.
4: Underperform TOPIX/benchmark index by 5-15% over the next 12 months.

5: Underperform TOPIX/benchmark index by more than 15% over the next 12 months.

Benchmark index: TOPIX for Japan, S&P 500 for US, STOXX Europe 600 for Europe, HSI for Hong Kong, STI for Singapore, KOSPI for Korea, TWII for
Taiwan, and S&P/ASX 200 for Australia.

Target Prices
Daiwa Securities Co. Ltd. sets target prices based on its analysts’ earnings estimates for subject companies. Risks to target prices include, but are not limited
to, unexpected significant changes in subject companies’ earnings trends and the macroeconomic environment.

Disclosures related to Daiwa Securities

Please refer to https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/e_disclaimer.pdf for information on conflicts of interest for Daiwa Securities, securities
held by Daiwa Securities, companies for which Daiwa Securities or foreign affiliates of Daiwa Securities Group have acted as a lead underwriter, and other
disclosures concerning individual companies. If you need more information on this matter, please contact the Research Production Department of Daiwa
Securities.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph
27 of the Financial Instruments and Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit _ratings.pdf. If you need more information on this matter, please contact the Research
Production Department of Daiwa Securities.

Notification items pursuant to Article 37 of the Financial Instruments and Exchange Law

(This Notification is only applicable to where report is distributed by Daiwa Securities Co. Ltd.)
If you decide to enter into a business arrangement with our company based on the information described in this report, we ask you to pay close attention to the
following items.

= In addition to the purchase price of a financial instrument, our company will collect a trading commission* for each transaction as agreed beforehand with
you. Since commissions may be included in the purchase price or may not be charged for certain transactions, we recommend that you confirm the
commission for each transaction. In some cases, our company also may charge a maximum of ¥2 million per year as a standing proxy fee for our deposit of
your securities, if you are a non-resident.

= For derivative and margin transactions etc., our company may require collateral or margin requirements in accordance with an agreement made beforehand
with you. Ordinarily in such cases, the amount of the transaction will be in excess of the required collateral or margin requirements**.

= There is a risk that you will incur losses on your transactions due to changes in the market price of financial instruments based on fluctuations in interest
rates, exchange rates, stock prices, real estate prices, commodity prices, and others. In addition, depending on the content of the transaction, the loss could
exceed the amount of the collateral or margin requirements.

= There may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by our company.

= Before engaging in any trading, please thoroughly confirm accounting and tax treatments regarding your trading in financial instruments with such experts as
certified public accountants.

* The amount of the trading commission cannot be stated here in advance because it will be determined between our company and you based on current
market conditions and the content of each transaction etc.

** The ratio of margin requirements etc. to the amount of the transaction cannot be stated here in advance because it will be determined between our company
and you based on current market conditions and the content of each transaction etc.

When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take
responsibility for your own decisions regarding the signing of the agreement with our company.

Corporate Name: Daiwa Securities Co. Ltd.

Registered: Financial Instruments Business Operator, Chief of Kanto Local Finance Bureau (Kin-sho) No.108

Memberships: Japan Securities Dealers Association, The Financial Futures Association of Japan, Japan Investment Advisers Association, Type II Financial
Instruments Firms Association, Japan Security Token Offering Association
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