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Strong Tokyo CPI will likely put pressure
on the Bank of Japan

The Bank of Japan should be concerned about whether 'higher for
longer' inflation could hurt the economic recovery
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Higher than expected

Headline inflation in Tokyo topped 3% again in three month

Tokyo inflation climbed up to 3.3% YoY in October (vs 2.8% in September, market
consensus). Upside surprises came from:

¢ Higher than expected pick up in utilities with a reduction of government subsidies and
e Asolid rise in entertainment prices.

More importantly, the BoJ's preferred measures of inflation, core CPI excluding fresh food (2.7% vs
2.5% in September & market consensus) and core-core CPI excluding fresh food and energy (3.8%
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vs revised 3.9% in September, 3.7% market consensus) came out higher than market consensus.
Since Tokyo inflation is a leading indicator for nationwide inflation, today's readings showed that
inflation has been clearly overshooting the BoJ's projections.

On a monthly comparison, CPI soared 0.9% MoM, seasonally adjusted, in October, with both goods
and services prices rising by 1.6% and 0.4% each.

Tokyo's inflation reaccelerated in October
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Utilities and fresh food prices rose the most, but prices of all other major items gained. In
particular, the weak JPY has accumulated pressure on the imported goods prices, and this
prolonged pressure pushed up prices of household goods, apparel, and transportation. The rise in
entertainment is mostly driven by strong demand from foreign and domestic tourists.

Going forward, we expect that base effects will kick in and suppress the headline inflation again by
the end of the year, but we will likely witness a stickier than expected inflation trend throughout
next year.

Overheated inflation is a risk for the recovery

Today's hotter-than-expected Tokyo CPI reading will likely be a warning to the Bank of Japan. It
may still rule out a policy change at its October meeting, but at least we expect the BoJ to change
its view on inflation.

It is clearer that companies are shifting the pressure of rising input costs to consumers, and the
weak JPY is partially contributing to the added pressure on input costs. Also, demand-led price
hikes continued on the back of a solid recovery in service activity despite a fall in real wage growth.
But, if the yen weakens further and brings about overly heated inflation for longer, it will
eventually hamper private consumption even before the BoJ's long-awaited goal of sustainable
inflation is accomplished, which is the biggest risk for the BoJ.

We are sticking to our call that the BoJ will deliver a policy tweak and revise the inflation outlook
meaningfully for FY 23 and 24. And today's outcome has slightly increased our confidence in our
non-consensus view. There are more details about the BoJ's next moves in our article earlier this
week; find it here.
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