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BOJ returning to its baseline scenario (2)

» Robust Al-related demand and private consumption shift the focus
to the timing of the next rate hike
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Bloomberg report confirms the BOJ’s return to its baseline scenario

According to a Bloomberg report on 16 July citing people familiar with the matter, the BOJ is likely
to raise its real GDP growth forecast for FY26 in the Outlook for Economic Activity and Prices
report (Outlook Report) to be released at the end of July. As already indicated by Reuters and
other source-based reports, concerns within the BOJ about downside risks to the economy from
supply constraints and higher crude oil prices resulting from the deterioration in the Middle East
situation have receded. Meanwhile, the BOJ appears to be moving toward confirming its return to
the baseline scenario, reflecting expanding Al-related demand and the resilience of domestic
demand. The latest Bloomberg report can be viewed as further corroborating the BOJ’s
assessment.

According to the report, the BOJ may also revise its assessment of the balance of risks,
previously described as “skewed to the downside.” The BOJ’s assessment of the economy
appears to be converging once again toward the baseline scenario presented in its Outlook
Report, moving away from the downside scenario had raised concerns in early spring. A person
familiar with the matter also noted that “the likelihood that the economy and prices will move in
line with the BOJ's scenario is increasing.”

0 Apr BOJ Outlook Report (28 Apr 2026)
With regard to the risk balance -- particularly for fiscal 2026 -- risks to economic activity are skewed to the downside,
and risks to prices are skewed to the upside. While these risks could both heighten, it is necessary to pay due
attention, in particular, to keep the risk of inflation significantly deviating upward from materializing and thereby
exerting an adverse impact on the economy afterward, given factors such as underlying CPI inflation approaching 2
percent and firms' behavior shifting more toward raising wages and prices.

The assessment of prices is also broadly consistent with previous reports. While the decline in
crude oil prices has reduced the risk of an upside surprise to inflation arising from supply shocks,
the BOJ remains alert to the risk that underlying inflation could exceed its 2% target, owing to an
improvement in the output gap driven by Al-related demand and rising inflation expectations
among corporations and households. The latest Bloomberg report suggests that the BOJ remains
mindful of demand-driven inflation risks.

Indeed, corporate inflation expectations have been rising steadily. The composite index of
inflation expectations based on inflation expectations of corporations, households, and experts is
estimated to have exceeded 2% in the Apr—Jun quarter. The entrenchment of inflation
expectations indicates that the “virtuous cycle between wages and prices” envisaged by the BOJ
remains intact, providing support for the path toward further rate hikes.

Important disclosures, including any required research certifications, are provided on the last page of this report.
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Apr-Jun growth may exceed expectations, led by private consumption

The BOJ'’s return to its baseline scenario also reflects the fact that the Apr—Jun economy has
proved more resilient than expected. Private consumption, the main pillar of domestic demand,
has been stronger than anticipated. The BOJ’s real Consumption Activity Index rose sharply in
April and continued to increase in May. Consumption increased not only for durable goods but
also for non-durable goods and services, suggesting that private consumption may have
performed well in the Apr—Jun quarter.

The most important factor supporting private consumption is the improvement in the income
environment (the wealth effect may also be a partial contributor). With nominal wages continuing
to rise strongly and inflation slowing, real wages have returned to positive y/y growth. Household
purchasing power, which had previously been constrained by rising prices, is gradually
recovering, and this improvement is beginning to lead to higher consumer spending.
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By category, the recovery in non-durable goods consumption, which had remained weak until last
year, is particularly noteworthy. This is because slower food price inflation has eased the pressure
weighing on real food consumption. Durable goods consumption has also been strong, supported
by increased sales of automobiles and air-conditioners. Although there are some temporary
factors, such as the abolition of the environmental performance levy on the automobile tax and
front-loaded demand ahead of tighter energy-efficiency standards, consumption momentum
remains stronger than expected even after accounting for these factors.

The BOJ also appears to hold the view that private consumption has remained resilient overall
despite rising prices. A pullback from the front-loaded demand will be a key area of attention, but
it is not expected to be comparable in scale to the surge in demand immediately before previous
consumption tax hikes. Its potential to destabilize the overall economy is therefore considered

limited.
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Considering these circumstances, GDP growth for the Apr-Jun quarter is highly likely to exceed
market expectations. The figures should be interpreted with caution due to temporary factors
boosting services exports. Even so, the underlying strength of the Japanese economy is
considerably more favorable than it appeared a few months ago, when concerns were mounting
that the worsening situation in Iran could cause an economic slowdown.

Focus shifts to an additional rate hike from September onward, while inflation
risks remain skewed to the upside

As Kyodo News has already reported under the headline “BOJ set to keep policy rate
unchanged,” an additional rate hike at the July meeting is unlikely. The prevailing view within the
BOJ appears to be that it should assess the impact of the June rate hike on the economy and
financial markets, while also examining corporate inflation expectations in the September Tankan
survey, scheduled for release on 1 October. Although corporate inflation expectations are rising,
they are currently within the range envisaged in the BOJ's scenario and are not judged to be at a
level that would immediately compel an additional rate hike.

Nevertheless, upside risks to prices remain. Business sentiment in the manufacturing sector has
recently remained resilient, supported by Al-related demand. The July Reuters Tankan survey
released last week also showed that corporate sentiment remained strong, particularly in Al-
related sectors such as electrical machinery, precision machinery, and chemicals. Meanwhile,
higher costs resulting from wage increases and yen depreciation are weighing on corporate
earnings.

The key question is how much of these higher costs will be passed on to selling prices.
Companies’ output price DI and corporate inflation expectations have risen, and companies have
become more proactive in their price-setting behavior. Although crude oil prices have declined,
there has been little movement to reverse price increases that have already been implemented.
Upward pressure is particularly likely to persist in service prices, which are more sensitive to
wage hikes. The price environment is changing, and it is no longer the same as it was during the
deflationary period"

The BOJ is closely monitoring the fact that the pass-through of higher costs to prices is occurring
more rapidly than in previous inflationary episodes. This reflects an environment in which higher
corporate costs can more readily feed through to consumer prices, compounded by the impact of
yen depreciation on import prices. Although real wages currently remain in positive territory, a
renewed acceleration in inflationary pressure could slow real wage growth and place downward
pressure on household purchasing power and private consumption. The BOJ appears to be
carefully assessing both the upside risks to inflation and their potential impact on the household
sector.

The resilience of demand is also important. In the Reuters Tankan survey, manufacturing
sentiment remained at a high level, supported by Al-related demand, while an increasing number
of companies cited rising wages and raw material prices. If domestic demand remains resilient,
higher costs are more likely to be passed through to consumer prices.

Against this backdrop, BOJ Executive Director Koji Nakamura stated at a meeting of the House of
Councillors Committee on Financial Affairs on 16 July that “if the necessary adjustment to the
degree of monetary accommodation is delayed, upside risks to prices could materialize and
subsequently place downward pressure on the economy.” This may indicate that discussions
within the BOJ are placing greater emphasis than before on the costs of leaving upside inflation
risks unaddressed.

A September rate hike or an October rate hike?

Meanwhile, the BOJ appears to believe that it has time to assess the impact of the June rate hike
and intends to determine whether corporate inflation expectations will rise further. Although
corporate inflation expectations increased in the June Tankan survey, part of that rise may have
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reflected higher crude oil prices. The BOJ therefore appears to want to confirm whether inflation
expectations remain elevated in the September Tankan survey following the subsequent decline
in crude oil prices.

In light of these considerations, we maintain our previous forecast that the next rate hike will take
place in October. If the BOJ attaches significant weight to the findings of the September Tankan
survey, the hurdle for a September rate hike would be relatively high. However, the possibility of
an earlier move would remain if new risks emerged, such as further yen depreciation. The
market’s focus is increasingly shifting toward any clues that Governor Kazuo Ueda and the
Outlook Report may provide at the July Monetary Policy Meeting regarding the timing of the next
rate hike.

The economy is more resilient than expected, and inflation expectations are rising steadily. The
focus is shifting from “whether to raise rates” to “when to implement an additional rate hike from
September onward.” As the BOJ confirms that the economy is returning to its baseline scenario, it
is considering the timing of its next policy adjustment.

Inflation Outlook of Enterprise in BOJ Tankan (all-size enterprises, all industries)
(Yly %)
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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.
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