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Research Alert

Jump in Japan’s inflation reaffirmed our bullish JPY view

Maintain our view for further BOJ hike this year; ending 2025 at 0.75%
Foresee upside risks to end-2025 USDJPY forecast of 146; 140 is a plausible level

Narrowing rates differential, safe haven appeal and reverse yen carry trade to support JPY

Trump'’s tariff could (or could not) weigh on the Japanese economy & currency

Overview

Overnight, we saw USD/JPY breaking below the 150-handle, on
expectations that a jump in Japan's inflation will spur more Bank of Japan
(BOJ) rate hikes this year. True enough, Japan’s CPI accelerated to 4.0% y/y
as expected, its highest in 2 years. Not only will this keep the BOJ on track
for more rate hikes, but also reaffirms our bullish view on the JPY, as the
core drivers for an appreciation (JPY's safe haven appeal, narrowing
interest rate differential and continued unwinding of yen carry trades),
remain intact, and stakes are high for the BOJ to let JPY weaken. At the
point of writing, USDJPY has rebounded somewhat to hover around 150s,
after hitting a low of 149.29 this morning.

BOJ may prefer a stronger JPY to help contain imported and cost-push
inflation

As mentioned, stakes are too high for BOJ to let the JPY weaken as
exchange rate developments are, compared to the past, more likely to
affect prices. Based on our calculations, the inflation rate has a strong 0.88
correlation with USD/JPY, and every 100 pips increase/decrease in
USD/JPY, could increasef/reduce the inflation rate by approximately
0.1ppts, within 1-3 months’ lag (Refer to Figure 1).

As such, BOJ may prefer a stronger JPY to help contain import prices and
cost-push inflation. Lower inflation, coupled with higher wages, will help
cushion any loss in consumers’ purchasing power and ultimately boost
consumer spending amidst a normalising monetary policy cycle.

Fundamentals support a stronger JPY view as well

While uncertainties persist especially on the global trade front, we, as well
as the Japanese officials, expect the Japanese economy to keep growing
above its potential growth rate while underlying CPI inflation, is expected
to moderate gradually to a level that is generally consistent with the price
stability target of 2.0% by fiscal 2026.

With this, we have pencilled in another 25bps rate hike, if not more, by the
end of 2025, making it less attractive to borrow from Japan, likely resulting
in a continued unwinding of yen carry trades. It should be noted that at
0.50%, the policy rate remains below the neutral level of at least 1.00% eye-
balled by the central bank.

Figure 1: Stronger JPY could help
contain imported inflation
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Figure 2: Narrowing interest rate
differential to support JPY
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Figure 3: Potential currency
winners based on past easing
cycles of the Fed
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At the same time, major central banks including the Fed are on their
easing cycle, and the policy divergence is poised to not only narrow the
yield differential between the BOJ and other major central banks, but also
support an appreciation for the JPY (Refer to Figure 2).

In fact, in our article “Revisiting what happens when the Fed cuts?” dated
12 September 2024, we have already highlighted that potential winners
from Fed's easing cycle alone, include haven currencies like JPY and CHF,
as well as EUR amongst G10. These currencies have strengthened three
out of the past four easing cycles. (Refer to Figure 3)

Trade tension could pose downside, as well as upside risks, to JPY

Impact of trade uncertainties on the economy and indirectly JPY, remains
debatable at this juncture, depending on whether Japanese goods are in
the direct firing line of Trump's tariffs plan. If history is any reflection,
Japan’s economy (and thus JPY) will be hit hard if tariffs on Japanese goods
are implemented (Trump has said that he is considering 25% tax on autos
and chips), but could benefit from trade diversion if the tariff hikes are
discriminatory to only selected countries, namely US-China (Refer to our
article “Potential impact from US tariffs - a revisit” dated 5 February)
(Refer to Figure 4).

From our study as well, arguments for a weaker JPY to support exports,
may prove futile. This is because historically, export growth has low
correlation of 0.1ppts to the currency, probably due to the inelasticity of
demand for its products, its good relationships with trade partners and/or
diversified market destination.

In short, we remain bullish on JPY given JPY's safe haven appeal,
narrowing interest rate differential and reverse yen carry trade,
expecting USD/JPY to close 2025 at 146, or approximately 3% upside from
the current level of 150.38 at the point of writing. If history is any
reflection, the upside target remains conservative, as the pair has: 1)
fluctuated in tune to +/-30% per annum from though-to-peak historically,
suggesting more room for USD/JPY to manoeuvre. 2) USDJPY traded
within the 140-162 levels for the past year (+/-15%), and we opine that the
140 level remains plausible this year given a better economic outlook and
higher policy rates expected for 2025 in Japan.
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Figure 4: Tariff effects on GDP (ppt)
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Figure 5: House view on USDJPY and
BOJ target rate
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DISCLAIMER

This report is for information purposes only and does not take into account the investment objectives, financial situation or particular needs
of any particular recipient. The information contained herein does not constitute the provision of investment advice and is not intended as
an offer or solicitation with respect to the purchase or sale of any of the financial instruments mentioned in this report and will not form the
basis or a part of any contract or commitment whatsoever.

The information contained in this publication is derived from data obtained from sources believed by Hong Leong Bank Berhad (“HLBB") to
be reliable and in good faith, but no warranties or guarantees, representations are made by HLBB with regard to the accuracy, completeness
or suitability of the data. Any opinions expressed reflect the current judgment of the authors of the report and do not necessarily represent
the opinion of HLBB or any of the companies within the Hong Leong Bank Group (“HLB Group”). The opinions reflected herein may change
without notice and the opinions do not necessarily correspond to the opinions of HLBB. HLBB does not have an obligation to amend, modify
or update this report or to otherwise notify a reader or recipient thereof in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently becomes inaccurate.

HLB Group, their directors, employees and representatives do not have any responsibility or liability to any person or recipient (whether by
reason of negligence, negligent misstatement or otherwise) arising from any statement, opinion or information, expressed or implied, arising
out of, contained in or derived from or omission from the reports or matter.

Potential and actual conflict of interest may arise from the activities of HLB Group. HLB Group constitute a diversified financial services group.
These entities engage in a wide range of commercial and investment banking, brokerage, funds management, hedging transactions and
other activities for their own account or the account of others. In the ordinary course of their business, HLB Group may effect transactions
for their own account or for the account of their customers and hold long or short positions in the financial instruments. HLB Group, in
connection with its business activities, may possess or acquire material information about the financial instruments. Such activities and
information may involve or have an effect on the financial instruments. HLB Group have no obligation to disclose such information about
the financial instruments or their activities.

The past performance of financial instruments is not indicative of future results. Whilst every effort is made to ensure that statements of
facts made in this report are accurate, all estimates, projections, forecasts, expressions of opinion and other subjective judgments contained
in this report are based on assumptions considered to be reasonable as of the date of the document in which they are contained and must
not be construed as a representation that the matters referred to therein will occur. Any projections or forecasts mentioned in this report
may not be achieved due to multiple risk factors including without limitation market volatility, sector volatility, corporate actions, the
unavailability of complete and accurate information. No assurance can be given that any opinion described herein would yield favorable
investment results. Recipients who are not market professional or institutional investor customer of HLBB should seek the advice of their
independent financial advisor prior to taking any investment decision based on the recommendations in this report.

HLBB may provide hyperlinks to websites of entities mentioned in this report, however the inclusion of a link does not imply that HLBB
endorses, recommends or approves any material on the linked page or accessible from it. Such linked websites are accessed entirely at your
own risk. HLBB does not accept responsibility whatsoever for any such material, nor for consequences of its use.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation. This report
is for the use of the addressees only and may not be redistributed, reproduced or passed on to any other person or published, in part or in
whole, for any purpose, without the prior, written consent of HLBB. The manner of distributing this report may be restricted by law or
regulation in certain countries. Persons into whose possession this report may come are required to inform themselves about and to observe
such restrictions. By accepting this report, a recipient hereof agrees to be bound by the foregoing limitations.
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