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INVESTMENT INSIGHT JAPAN

v'  Mixed indicators at the heart of tensions in Q2
and Q3

v" Household confidence dampened by inflation

v" Return of inflationary pressures

v The Bol faces the yen's 160 JPY/USD barrier

IS THE BOJ'S SHIFT ENOUGH TO BOOST THE YEN?

Heavy Industry Rebound vs. Service Squeeze

Contrary to recessionary fears, heavy industry picked up in the spring, scoring 55.1 in April and 54.5 in May as companies built emergency
safety stocks to mitigate Middle East maritime disruptions. Conversely, the services sector ground to an abrupt halt at 50.0, ending a
13-month expansion due to a massive 43-month high in fuel and energy operating costs. To preserve margins, service providers raised
selling prices at a near-record pace, severely dampening local consumer demand and creating a highly atypical growth profile for Q2
and Q3.

Household Confidence Eroded by Stagflation Risks

The positive psychological momentum of the historic Household Confidence
Shunto wage increases has been abruptly cut short by the

reality of imported cost-push inflation. Consumer ®
confidence plummeted to 33.6 in May from its February 20
peak of 39.7, leaving real purchasing power completely
stagnant under the weight of soaring food and utility bills. 3
Faced with intense daily living costs and supply
uncertainties, Japanese households are returning to 30
defensive, precautionary savings habits. This sudden
freeze on non-essential discretionary spending heavily 2
clouds the outlook for domestic aggregate demand
heading into the third quarter. 2 = Japan All Households Living Expenditure Real Yoy L 20
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IS THE BOJ'S SHIFT ENOUGH TO BOOST THE YEN?

The Return of Cost-Push Inflation Pressures

The second quarter marks a dangerous shift from demand-pull inflation toward external cost-push pressures, propelled by the yen's
slide to 160 JPY/USD and the global oil shock. The producer price index (PPI) rebounded sharply as industries absorbed prohibitive
raw material import costs, driving a projected +3.2% increase in wholesale prices. Service companies passed these expenses en
masse to end consumers, forcing headline CPI to settle well above the Bank of Japan's target at an estimated +2.8% for late June.
This imported price pressure effectively decouples inflation from domestic wage growth, threatening to permanently erase
household purchasing power.

The BoJ and the 160 JPY/USD Yen Barrier

With the yen breaching the critical 160 JPY/USD threshold under the weight of an exorbitant energy import bill, Governor Ueda’s
wait-and-see monetary approach has become entirely untenable. The central bank can no longer tolerate this exchange rate without
permanently impoverishing local households and sinking small-to-medium enterprises that are completely unable to absorb
wholesale costs. Consequently, the BoJ is widely expected to execute a hawkish pivot at its June 16 meeting to actively defend the
national currency. This policy shift marks a definitive end to the transitory inflation narrative that dominated the central bank's
previous guidance.

Aggressive Rate Hikes and JGB Tapering

The BoJ’s policy dilemma has shifted from whether to raise interest rates to deciding how aggressively it must act to halt speculative
short positions on the yen. The baseline expectation is a 0.25% rate hike coupled with a drastic reduction in monthly Japanese
Government Bond (JGB) purchases to signal strict currency support. However, with headline CPI tracking toward +3% and PPI
approaching +3.5% for Q3, a more aggressive 0.50% hike might be required to reverse the exchange rate trend. The bank is gambling
that a resilient manufacturing sector can successfully absorb these higher domestic borrowing costs.

“Output Gap” and Inflation (CPI & PPI)
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The current stagflationary environment is creating a 8
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critical operational rift between large, flexible 6

conglomerates and  localized  small-to-medium
enterprises (SMEs). Squeezed between prohibitive
wholesale energy bills and an increasingly defensive 2
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domestic consumer base, smaller firms completely lack 0 \
the pricing power to pass on these record upstream cost 5 /\,

increases. As the BoJ raises borrowing costs to protect

%

the yen, these highly leveraged businesses face a dual 4

threat of shrinking cash flows and tightening credit -6

conditions. This severe margin compression risks 1217 1218 1119 1020 09.21 0822 0723 0624 0525 04.26
triggering a wave of corporate restructurings and Sources : Bloomberg, BBGI Group

bankruptcies across domestic supply chains by the final

months of 2026.
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