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Al demand shock drives improvement in business sentiment

Business sentiment among Japanese companies has strengthened over the course of this
summer. In the August Reuters Tankan survey, the manufacturing DI rose by 5 points from the
previous month to +18, recovering to its highest level since the second half of 2021. The non-
manufacturing DI also rose by 3 points to +28, confirming an improvement in sentiment across a
broad range of industries, including services.

A notable feature of the latest improvement is that a significant number of companies cited
expanding Al-related demand as a contributing factor. Companies across a wide range of
industries, including chemicals, machinery, electrical machinery, and precision instruments,
pointed to strong semiconductor demand. One machinery manufacturer reported “brisk orders for
products used in the semiconductor market,” while an electrical machinery manufacturer noted
that “demand in the semiconductor market, particularly for memory-related applications, is
favorable.” One precision instrument manufacturer responded that “since April, the order
environment has improved substantially both in Japan and overseas, with orders running at twice
their normal level.”

These developments are not confined to a limited number of industries. The Reuters Tankan
showed particularly pronounced improvements in chemicals and petroleum & ceramics, with
many companies commenting on “buoyant semiconductor market conditions” and “strong
demand for semiconductor-related applications.” This suggests that the expansion in Al-related
investment is spreading beyond semiconductor manufacturers to peripheral industries, including
materials and semiconductor manufacturing equipment.

The improvement is also becoming more broad-based in the non-manufacturing sector.
Sentiment improved in services, including hotels, tourism, and restaurants, supported by factors
such as increased domestic airline ticket sales and stable booking flows. A department store
reported that sales to domestic customers were approximately 10% higher than a year earlier.
Although consumer spending continues to be affected by rising prices, it has remained resilient.
In addition, a company in the transportation & utilities sector cited “strong semiconductor
performance” as a reason for the improvement in its business sentiment. The benefits of Al-
related demand appear to be beginning to spread beyond manufacturing to logistics and services.

A similar trend can be observed in the QUICK Tankan. The manufacturing business conditions DI
stood at +38, its third-highest level since the survey began. Companies also continued to report
pronounced shortages of production capacity and labor, suggesting that corporate activity
remains at a high level.

Important disclosures, including any required research certifications, are provided on the last page of this report.
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Until recently, a widely held market view was that higher crude oil prices arising from
developments in the Middle East and a deterioration in Japan’s terms of trade would weigh on the
economy. More recently, however, expanding demand generated by the global Al investment
boom appears to be supporting corporate earnings and capital expenditure, thereby offsetting a
substantial portion of these negative effects. The Summary of Opinions from the BOJ’s July
Monetary Policy Meeting (MPM) stated that “With the economy experiencing an upswing driven
by the demand shock from the global expansion in Al-related demand, the deterioration in the
terms of trade reflecting higher crude oil prices has been mitigated, and concerns over an
economic slowdown have subsided.” The results of the corporate sentiment surveys are
consistent with this assessment.

Al demand is becoming a new source of upside inflation risk

The impact of Al-related demand, however, is not limited to economic activity. In its July Outlook
for Economic Activity and Prices report (Outlook Report), the BOJ explicitly identified “the rise in
the prices of semiconductors and other items, reflecting the increase in global Al-related
demand,” as a factor pushing up durable goods prices in its discussion of the outlook for
consumer prices.

Until now, the BOJ’s explanations of the factors behind inflation have focused primarily on the
pass-through of higher wages to prices, rising energy prices, and increases in import prices
caused by yen depreciation. What is distinctive this time is that Al-related demand has been
identified separately as a new source of upside inflation risk.

The global race to invest in Al continues. Against the backdrop of growing demand for data
centers and Al servers, semiconductor and memory prices have been on an upward trend.
Because these prices are determined in global rather than domestic markets, price increases spill
over not only into the US but also into Japan. The BOJ’s reference to rising semiconductor prices
presumably reflects its recognition that expanding Al-related demand is beginning to generate
global inflationary pressure. This concern is also evident in a Box in the latest Outlook Report.

Indeed, this concern is not unique to Japan. At the ECB, discussions have begun regarding the
possibility that increases in semiconductor and memory prices associated with expanding Al-
related demand could feed through to inflation via the prices of electronic equipment and durable
goods. The Al investment boom is often discussed as a theme boosting US economic growth and
corporate earnings, but its effects are also increasingly spreading to inflation in other countries
through the semiconductor market. The BOJ’s explicit incorporation of rising semiconductor and
related prices into its inflation outlook is closely linked to this global shift.

Japan relies heavily on imports for many types of Al-related equipment and high-performance
semiconductors. As with crude oil and natural gas, higher prices for Al-related goods could affect
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domestic inflation through higher import prices. The BOJ’s increasingly frequent references to
semiconductor and durable goods prices likely reflect its awareness of this transmission channel.

Al demand, however, differs in nature from conventional import inflation. Higher crude oil and
other commodity prices primarily squeeze the real incomes of companies and households and
exert downward pressure on economic activity. By contrast, the expansion in Al demand
increases demand for semiconductors and stimulates capital expenditure, while also contributing
to higher corporate earnings and increased production activity. This is presumably why the BOJ
characterized Al-related demand in the Summary of Opinions from its July MPM as exerting
“upward pressure on the economy” and “upward pressure on prices.”

Viewed from another perspective, this represents a shock that pushes up both economic activity
and inflation. Its defining feature is that it is accompanied by strong demand, rather than acting as
a pure cost-push shock such as a surge in oil prices.

What is particularly noteworthy is that this assessment links the BOJ’s views on both economic
activity and inflation. In the Reuters Tankan, companies in both manufacturing and non-
manufacturing reported benefiting from semiconductor demand. The recent improvement in
corporate sentiment suggests that Al-related demand is boosting the economy as a whole.
Meanwhile, the BOJ views the same phenomenon as a factor pushing up inflation through higher
semiconductor and durable goods prices.
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The expansion in Al demand could push up not only economic growth but also the inflation rate.
The simultaneous improvement in business sentiment and emergence of upside inflation risks
can be attributed to the same underlying Al demand shock.

The BOJ’s latest communication suggests that it views Al not merely as a theme affecting
individual industries, but as a macroeconomic factor affecting both economic activity and prices.
Until now, wages and services prices have played a central role in monetary policy discussions
concerning the assessment of underlying inflation. Going forward, however, developments in
global Al-related demand and changes in semiconductor prices are also likely to be regarded as
important variables influencing the inflation outlook.

Conclusion

As of summer 2026, the global expansion in Al-related demand is becoming an important factor
supporting the improvement in corporate sentiment in Japan. In the Reuters Tankan, companies
in both manufacturing and non-manufacturing reported benefiting from semiconductor demand,
indicating that the improvement in sentiment is becoming more broad-based. Concerns have
eased over the previously prominent view that higher crude oil prices and a deterioration in the
terms of trade would weigh on the economy. Instead, the potential for expanding Al-related
demand to push economic activity above expectations has recently become more evident.
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At the same time, the BOJ has begun to view Al-related demand as a source of upside risk not
only to economic activity but also to inflation. In its July Outlook Report, the BOJ explicitly
identified “the rise in the prices of semiconductors and other items, reflecting the increase in
global Al-related demand,” as a factor pushing up durable goods prices. Similar discussions have
begun in Europe regarding the possibility that higher semiconductor prices associated with Al-
related demand could feed through to inflation. Al is therefore increasingly being viewed not only
as a factor improving business sentiment, but also as a new source of inflationary pressure.

These developments are also beginning to affect the monetary policy debate. The Summary of
Opinions from the July meeting indicated that the expansion in Al-related demand was pushing up
both economic activity and prices. It also contained a notable number of remarks pointing to the
need to adjust the degree of monetary accommodation in light of upside developments in
economic activity and prices. As the sustainable achievement of the price stability target comes
increasingly into view, the policy debate appears to be shifting from “whether the BOJ should
implement its next rate hike” to "the pace at which the policy rate should move toward the neutral
rate."

The coordinated forex intervention on 31 July represented a phase shift in the sense that it
created an environment in which the BOJ could more readily proceed with monetary policy
normalization. At the same time, however, attention should also be paid to the fact that the
macroeconomic fundamentals underpinning economic activity and inflation are themselves
beginning to change as Al-related demand expands. In earlier discussions, each rate hike was
accompanied by concerns about its adverse impact on the economy and the tightening of
financial conditions. More recently, as Al demand pushes up corporate earnings, capital
expenditure, and inflation, the focus of caution has increasingly shifted from downside risks to
economic activity to upside risks to both economic activity and prices.

Of course, the future conduct of monetary policy will also be affected by wages, services prices,
developments in the Middle East, and exchange rate movements. However, if the expansion in Al
demand persists for longer than expected and continues to feed through to corporate earnings,
capital expenditure, and inflation, the BOJ may have no choice but to consider not only additional
rate hikes but also a subsequent increase in the pace of rate hikes.

The latest corporate sentiment surveys and the BOJ’s recent communication suggest that the
debate surrounding Japan’s economy and monetary policy is entering a new phase. While
coordinated intervention has brought about a change in the forex environment, the expansion in
Al demand is beginning to alter the underlying trends in economic activity and inflation
themselves. The key question for the BOJ and the market is the extent to which this shift should
be regarded as sustainable. If the expansion in Al demand continues for longer than expected
and upside developments in economic activity and inflation persist, the pace of monetary policy
normalization could be faster than previously anticipated.
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IMPORTANT DISCLOSURES

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, Investment Management Association of Japan, Type II
Financial Instruments Firms Association, Japan Security Token Offering Association
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