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The sharp rise in crude oil prices due to tensions in the Middle East has produced a classic
negative terms-of-trade shock for the Japanese economy. The reduced crude oil supply resulting
from the blockade of the Strait of Hormuz amounts to approximately 2% of annual consumption, a
scale comparable to that of the ail crisis of the 1970s. Still, there are not necessarily clear signs at
this point that the Japanese economy as a whole is slowing down significantly.

In its latest World Economic Outlook, the IMF projected Japan’s real growth rate at 1.2% for 2025,
0.7% for 2026, and 0.6% for 2027. Even with the addition of new headwinds such as the Middle
East conflict and high crude oil prices, growth forecasts have not been significantly revised
downward from those made six months ago. The IMF views the Japanese government’s fiscal
stimulus measures and fuel cost containment measures as offsetting downward pressure caused
by sluggish overseas demand and geopolitical risks.

IMF Chief Economist Pierre-Olivier Gourinchas acknowledged that the scale of the decline in
crude oil supply is comparable to that of the 1970s, but pointed out that the situation has not
descended into the same level of chaos as that seen in the 1970s. He cited as background
factors a decline in dependence on crude oil, improvements in energy efficiency, and increased
confidence in central bank policy management resulting from the successful anchoring of inflation
targets. Japan should have sufficient oil reserves, provided that high crude oil prices are
temporary. In that case, the IMF assumes that Japan could absorb those shocks.

This assessment by the IMF is consistent with current corporate trends. In the April Reuters
Tankan survey, the business conditions DI for manufacturing fell 11 points m/m, while that for non-
manufacturing improved by 6 points. As for manufacturing, concerns are growing regarding the
procurement of crude oil-derived raw materials and energy, particularly among materials-intensive
industries such as chemicals, textiles/paper pulp, iron & steel/nonferrous metals. The situation is
such that procurement concerns and rising costs are directly dampening business sentiment.

Meanwhile, as for non-manufacturing, business sentiment has improved notably in industries
such as transportation, services/other, information/communications, and real estate/construction,
driven by demand from overseas visitors to Japan and robust private consumption. Domestic
demand for services, which is less susceptible to rising import prices, is helping to underpin the
economy. Clearly this negative shock to Japan’s terms of trade is not uniformly dragging down the
economy as a whole, but is instead having a concentrated impact on energy-intensive industries.
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As for inflation, while the IMF acknowledges the temporary upward pressure caused by high
crude oil prices, it expects the inflation rate to decline within the year and converge toward the
BOJ’s 2% price target by the end of 2027. There is no assumption that inflation expectations will
become unstable, nor is there any indication that negative supply shocks will lead to a downward
spiral in prices and the real economy. This is a key difference compared to the 1970s.

Based on these assumptions, the IMF expects the BOJ’s monetary policy to continue pursuing
gradual interest rate hikes with the policy rate moving toward a neutral level of around 1.5% at a
slightly faster pace than projected six months ago. It has been pointed out that the protracted
situation in the Middle East may complicate short-term policy decisions. Still, there is no view that
the medium-term monetary policy normalization path itself is in doubt.

Even in the face of these negative terms-of-trade shocks, the fact that the baseline for growth,
inflation, and monetary policy all remain intact is a defining feature of the current Japanese
economy. Rather than reflecting the “weakness” of the Japanese economy, this situation again
shows where shocks are concentrated and where they are absorbed.

Monetary policy implications: Assessing current uncertainties, market
expectations

As for the recent rise in crude oil prices, the IMF has indicated that a wait-and-see approach is
appropriate for the time being (stance shared by central banks in general). Gourinchas stated that
the need to closely monitor how movements in crude oil prices impact underlying inflation and
inflation expectations. He also expressed caution regarding hasty policy responses. ECB officials,
while acknowledging that the energy shock falls between the baseline and risk scenarios, rejected
the view that they have a clear bias toward raising interest rates.

The BOJ'’s current policy stance is also broadly consistent with this international policy
environment. According to a Bloomberg report citing sources, the BOJ is considering a significant
upward revision to its inflation outlook in this month’s Outlook Report in response to soaring crude
oil prices. If the crude oil price assumptions are raised, the headline price outlook will be revised
upward. The accompanying modest downward revision pressure on growth prospects would be
an automatic consequence with no specific policy intent behind the revision itself.

Rather, what deserves attention is the internal deliberation regarding interest rate hike decisions
and market expectations. As BOJ Governor Kazuo Ueda has previously indicated, officials
believe that the impact of high crude oil prices on underlying inflation is not one-sided. While
rising energy prices could exert higher-than-expected pressure on inflation, there is also a
possibility that deteriorating trade conditions and downward pressure on the economy could result
in lower-than-expected underlying inflation. The Bloomberg article quoted a BOJ official as saying
that high crude oil prices could exert upward or downward pressure on underlying inflation. It went
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on to note that regarding the decision on interest rate hikes, the Bank maintains a stance of
monitoring the impact of high crude oil prices on underlying inflation and the developments in the
Middle East right up until the meeting (maintaining the option to raise rates).

However, as conveyed in a Jiji Press speculative report about the BOJ, market expectations for
an interest rate hike in April have fallen sharply. Even amid such circumstances, there has been
no indication that BOJ leadership is showing any impatience regarding the market’s reduced
expectations for rate hikes. Furthermore, the Bank has not stepped up it's messaging to bolster
expectations for a rate hike. A source cited in a Bloomberg report said, “Given the current fluid
situation, there is a view within the BOJ that it would not be wise to fuel market expectations for
interest rate hikes.” These comments represent the policy authorities’ stance at this juncture.

As for these points, Rahul Anand, IMF’s mission chief for Japan, said, “Clear communication is
essential for stabilizing market expectations.” He added, “The BOJ has been doing well in terms
of communicating its monetary policy, but this becomes even more important during times of high
uncertainty.

Also, Jiji Press, amid deteriorating sentiment indicators, reported that some within the BOJ are
saying that they want to avoid a situation where they rush to raise interest rates and then the
economy takes a turn for the worse. Rather than the pros or cons of a rate hike itself, the BOJ is
concerned about the risk of making decisions at the wrong time amid high uncertainty about the
economic outlook.

On his way to attend the IMF-World Bank meetings, Ueda also indicated his intention to assess
the impact of uncertainties surrounding the situation in the Middle East on economic, price, and
financial conditions, as well as the risks and likelihood of the baseline outlook materializing. The
degree of uncertainty remains high as we do not know if hostilities will resume or if progress will
be made towards a political solution.

Therefore, when the market scales back expectations for interest rate hikes on its own, due to
uncertainty, that produces an environment in which the BOJ can more easily decide against
raising rates. There is no evidence that the BOJ has adjusted its policy stance due to the market
pricing in a reduced likelihood of rate hikes (factor that BOJ cannot control). While the Bank has
not ruled out further rate hikes, it is now at the stage of assessing its decisions.

As the IMF pointed out, the Japanese economy has demonstrated a certain degree of resilience
to negative terms-of-trade shocks. The conduct of monetary policy is now at the stage of
compiling various assessments, while monitoring underlying inflation trends and the impacts of
external shocks.
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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.
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