ING.

Article | 6 July 2018 Japan

THINK economic and financial analysis

Japan: Momentum slipping

Japan's activity indicators have slipped from 'good' to 'mediocre’, but
its unclear if this downtrend will continue

Source: istock
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Tankan survey and Japanese GDP

Japanese growth appears to have peaked in 1Q18, if the latest Tankan survey can be taken at face
value, and unlike the official Japanese GDP data, it probably can. But although the headline index
fell, and by more than had been expected, there are one or two reasons not to get too downbeat
about the Japanese economy just yet.

For starters, the non-manufacturing surveys- and diffusion indices for smaller firms- were a lot less
negative (indeed, sometimes actually rose) than the large manufacturing series. Though this
might simply be a factor of timing. Large manufacturing firms are typically more export-oriented
and so have probably been more rapidly affected by plunging sentiment about trade and export
orders than their more domestically-oriented and smaller suppliers and service sector support
firms. Should the global trading environment worsen further - and we expect it to do so - theniit is
probably only a matter of time before these other firms go the same way as their larger
manufacturing counterparts.

Investment intentions higher?

from 6.3% in 2017

17.9% for FY
2018

But don't forget investment

Investment has really picked up the pace. And the thing about investment is that when it is
growing, it usually does so far faster than the underlying pace of other GDP growth, lifting other
sectors in its wake.

Admittedly, the profit outlook detailed in the latest Tankan survey wasn't too impressive, but that,
in turn, may reflect some higher employment and even stronger wages growth. Scheduled cash
earnings in April slid back to 0.9% year on year, but this looks like noise, and the recent sharp
uptrend in wages growth still looks firmly in place.

So all things considered, the Japanese outlook remains reasonably good with stronger domestic
demand helping to offset what looks like an unavoidable, but moderate slowdown in the
manufacturing export sector.

Article | 6 July 2018 2



THINK economic and financial analysis

Scheduled cash earnings - they haven't done this for ages
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Bank of Japan still hamstrung by inappropriate inflation target

All this leaves the Bank of Japan (BoJ) wrestling with a policy target that it will never reach (2.0%
inflation), and the latest tick higher by the Tokyo headline CPI index leaves it barely over a quarter
(0.6%YoY) of the target.

The 10-year Japanese government bond (JGB) has seen its yield slide in recent weeks, now at just
0.033%. With little pressure for yields to do anything but decline, the BoJ has continued its policy
of opportunistic skipping of scheduled bond purchases and flagrant backsliding compared to its
targeted pace of asset accumulation. We can only expect this backsliding to continue or even
increase as time goes on.

Meanwhile, the cover the BoJ has been waiting for from the European Central Bank (ECB) tapering
its policy has not been forthcoming, as clever sleight of hand by the ECB has enabled it to move
towards a taper, even the end of negative deposit rates, but in such a slow and disappointing
fashion in terms of foreign exchange markets, that it has provided little if any diversion for the BoJ
to undertake a similar directional move. This is unlikely to change in the current environment, and
we have pushed back the timing of the BoJ's own end to negative rates until 2020.
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ING global forecasts
2017 2018F 2019F 2020F
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QUA
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United States
GDP (% QoQ, ann) EZ R FA 0N AE 20 &0 33 23 29\ pi5E2@giiniad 17 18 18 17 18
CP1 headline (% YoY) 2RI AR 23 27 29 26 2625 LS LEPENGy 23 22 21 19 21
Federal funds (%, 2op)! 075 100 100 125 150 175 200 225 250 250 275 275 300 325 325 3.00
3-month interest rate (3, eop) 115 130 133 156 230 235 262 284 306 299 327 330 355 372 354 346
10-year interest rate (%, eop) 240 230 230 240 300 300 300 320 330 320 320 320 320 310 300 290
Fiscal balance (% of GDF) 35 -40 47 -5.0
Fiscal thrust (% of GDP) 0.0 14 08 0.4
Debt held by public (% of GDP) 761 713 798 230
Eurozone
GDF (% CQoQ, ann) 27330 292824 15 15 17 ‘16 20fd7 346 Lh IF T 17 16 12 09 16
Pl headline (% YaY) 15 1350 15 14 1& 13 17 20 16 17/ 51& 16 16 17 16 17 17 17 17 17
Refi minimum bid rate (%, eop) 000 000 0.00 0.00 000 000 000 0.00 000 000 000 025 025 025 050 050 050 050
3-month interest rate (%, eop) -0.33 -0.33 -0.33 -0.33 -0.33 0.33 -0.33 -0.33 -0.25-0.20-0.10 0.10 010 0.15 030 040 050 050
10-year interest rate (%, eop] 045 040 045 D42 030 030 040 050 060 070 0.70 080 0.80 050 1.00 100 100 100
Fiscal balance (% of GDP) -09 -0s L -10
Fiscal thrust (% of GDP} 02 02 03 01
Gross public deht/GDP (36) 892 877 861 51
Japan
GDP (% QoQ, ann) 19851 13 1T 06 18 19 10 10FET RSP EIANES 11 11 11 11 06
CPI headline (% YoY) 02 04 06 06 05 13 07 10 06 09 06 22 22 23 18 23 10 10 10 10
Excess reserve rate (%) -01 -01 01 01 {01 01 01 -01 01 -01 01 00 00 00 00 00
3-month interest rate (%, eop) 000 000 0.00 0.00 000 000 000 000 00 00 005 01 01 01 01 01
10-year interest rate (%, eop) 010 010 010 0.10 010 010 010 010 01 01 01 01 02 02 02 03
Fiscal balance (% of GDP) 48 41 36 -30
Gross public debt/GDP (%) 2210 2230 2260 2260
China
GDP (% Yoy} 69 69 68 €68 69 68 67 E7 68 68 67 67 66 66 67 66 65 65 64 65
CP1 headline (% YoV) 1% 14 16 18 16 25 20 20 21 22 ;19 19 19 20 19 20 19 18 17 20
PBOC 7-day reverse repo rate (% eop) 245 245 245 250 255 255 255 255 255 255 260 265 270 270 270 270 270 275 275
10-year T-bond yield (%, eap) 329 357 361 390 375 354 350 340 340 330 320 310 300 3.00 300 295 295 290 290
Fiscal balance (% of GDP) 37 -35 35 -35
Public debt, inc local govt (% GDF) 500 85.0 100 100
UK
GDP (% QoQ, ann) TSI SI0S 16 815 09 19 15 18 g . S S B 21 17 17 17
Pl headline (% YoY) 2ESAE RIS RN B2 27 25 25 23 2522 INNTONPR NN 21 22 22 21 22
BoE official bank rate (%, eop) 025 025 0.25 0.50 050 050 075 0.75 0.75 0.75 075 1.00 1.00 100 100 125 1.25 150 150 150
BoE Quantitative Easing (Ebn) 445 E4S AAS 445 &S 445 445 445 A4L G5 445 AR5 HA4S AR5 445 4R 445 A4S 445
3-menth interest rate (%, eop) 035 035 035 0.52 0.60 080 0.80 0.80 0.80 0.85 105 105 105 105 130 135 160 165 165
10-year interest rate (%, eopl 115 110 135 120 145 148 170 180 180 190 150 200 200 20 21 22 22 22 22
Fiscal balance (% of GDF) -25 -18 -17 14
Fiscal thrust (% of GDF) -05 04 04 03
Gross public debt/GDP (3) 87.0 865 860 853
EUR/USD (eop) 108 112 120 120 125 117 137 173 £25°130 133 135 136 137 138 140
USDAPY [eop) 112 115 110 113 107 110 110 110 108 105 102 100 980 950 930 500
USD/CNY (eop) 689 678 6.65 6£.51 6.28 6.67 680 7.00 7.00 680 660 650 65 B4 64 B3
EUR/GEP (2op) 087 088 054 089 0.88 088 088 0.86 083 082 0.81 080 08 08 08 08
Brent Crude (USS/bbl, avg) 55 51 52 61 55 67 72 70 68 69 6% 66 67 66 66 610 660 710 660 660
YLower level of 25bp range; 3-month interest rate forecast based on interbank rates
Source: ING forecasts

Source: ING Global Research

Click here to download our global forecasts
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