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Policymakers are walking a tightrope as bond yields trade at multi-decade highs
and the yen remains undervalued. The government must ease market concerns
about public debt dynamics. Meanwhile, the Bank of Japan intends to normalise
monetary policy as underlying inflation is close to the 2 per cent target. Japan’s
economy has proven resilient, with domestic demand supported by high wage
growth, fiscal stimulus, Al-demand supporting exports and a solid investment
cycle. Growth is constrained by global risks and uncertainty over energy supply.

Key data

Year-on-year percentage change

2025 2026 2027 2028

GDP 1.1 0.8 0.7
Unemployment * 2.5 2.5 2.5
CPI 3.2 1.8 2.3
Government balance ** -0.7 -1.4 21
Government debt ** 205 199 196
Policy rate, % *** 0.75 150 175
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* % of labour force, ** % of GDP, *** at year-end. Source: Macrobond, SEB
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e Japan’'s government debt in relation to GDP, which is exceptionally high by international
standards, will continue to decline in the coming years as nominal growth strengthens.
Moreover, the debt is financed by domestic savings and central bank holdings, making it less
dependent on foreign financing. However, debt dynamics are a bit worrisome. The duration of
the public debt is around 9 years. When borrowing costs rise, and remain above long-term
potential growth, domestic investors may demand compensation for increasing credit risks.

e The Takaichi government’s focus on expansionary economic policy (including a supportive
monetary policy) — and signs that Japan has permanently left deflation behind —is testing
markets. Risks to growth remain skewed to the downside over the forecast horizon.

e Domestic investment to support growth has long been insufficient. To raise potential growth,
Japan is promoting investment in strategic sectors through close cooperation between the
public and private sectors. High corporate profits, together with expectations of stronger
productivity growth, should continue to support the domestic investment cycle.

e Toreduce the burden on low- and middle-income workers, the government will introduce
benefits tailored to income levels on a full scale from FY2029. Japan will implement a two-
year VAT reduction on food and beverages (from 8 to 2 per cent, starting in April 2027).
Tokyo says that these measures will be financed without relying on deficit-financing bonds.
Japanese policymakers are walking a tightrope as bond yields trade at multi-decade highs.

o Nominal and realinterest rates are expected to remain well below those in, for example, the
US. Although rates remain low, they are higher than before, creating some headwinds for
economic growth. The real policy rate will remain negative throughout the forecast period.

e  Still, the yen is expected to receive support from (1) narrowing policy rate differentials with
the US and the euro area, and (2) domestic financial investors who now find Japanese bond
yields more attractive (hence limiting Japan’s export of capital to other countries). Over the
forecast horizon, the current account surplus is expected to amount to USD 585bn.

Higher wage growth and low real interest rates
Annual change (wages) and level (policy rate), %
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Resilient growth in H1 2026
Year-on-year percentage change
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Source: Japanese Cabinet Office (CAO), Macrobond, SEB

The economy remained resilient in the first half of 2026
despite major global challenges. Chip exports and fiscal
expansion are supporting Japan’s GDP growth.

Japan: Normalising monetary policy
Interest rates. Per cent. Assets. JPY trillion
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Source: Bank of Japan (BOJ), Macrobond Financial AB, Macrobond, SEB

The Bank of Japan continues to shrink its balance sheet
while raising the policy rate. We expect the central bank to
raise the rate again before year-end (t0 1.50%).

Policy rate spread keeps JPY undervalued
US-Japanese yield spread (2-year gov't securities). Percentage points. USD/JPY

6 170
5 160

150
44 F140
3] 130

120
27 110
14 100

)
01 L 80
1 L 70

20'10 20'12 20'14 20'16 20'18 20'20 20'22 20'24 20'26
= USD/JPY (RHS) = Yield spread, 2-year securities (LHS)
Source: Macrobond Financial AB, U.S. Department of Treasury, Macrobond, SEB
The concerted FX intervention in late July by the US and
Japan has provided, as expected, limited support for the
yen. A higher policy rate in Japan will strengthen the yen.
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Core inflation moving closer to 2% target
Year-on-year percentage change
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Continued high wage agreements, and the yen weakness,
contribute to an inflation that is now at the Bank of Japan’s
2 per cent target.

Negative real policy rate - positive 10-year real yield
3 mo & 10-yr realinterest rates (CPI-deflated). Y-o-y change. Per cent
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Positive long-term real bond yields make exposure to debt
markets more attractive for Japanese domestic investors.
Overall, this should provide support to undervalued yen.

Japanese stock market - elevated levels
TOPIX and MSCI. Index 2010 = 100. Level
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A weak yen, high corporate profits and Al exposure make

Japanese equities attractive. However, any correction in
stock markets due to Al valuations is negative for Japan.
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Disclaimer

This report has been compiled by SEB Corporates & Investment Banking, a division within Skandinaviska

Enskilda Banken AB (publ) (“SEB”) to provide background information only. Opinions, projections and estimates contained in this
report represent the author’s present opinion and are subject to change without notice. Although information contained in

this report has been compiled in good faith from sources believed to be reliable, no representation or warranty, expressed or
implied, is made with respect to its correctness, completeness or accuracy of the contents, and the information is not to be relied
upon as authoritative. To the extent permitted by law, SEB accepts no liability whatsoever for any direct or consequential loss
arising from use of this document or its contents.

The analysis and valuations, projections and forecasts contained in this report are based on a number of assumptions and
estimates and are subject to contingencies and uncertainties; different assumptions could result in materially different results.
The inclusion of any such valuations, projections and forecasts in this report should not be regarded as a representation or
warranty by or on behalf of the SEB Group or any person or entity within the SEB Group that such valuations, projections and
forecasts or their underlying assumptions and estimates will be met or realised. Past performance is not a reliable indicator of
future performance. Foreign currency rates of exchange may adversely affect the value, price or income of any security or
related investment mentioned in this report. Anyone considering taking actions based upon the content of this document is urged
to base investment decisions upon such investigations as they deem necessary.

In the UK, this reportis directed at and is for distribution only to (1) persons who have professional experience in matters
relating to investments falling within Article 19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order
2005 (The “Order”) or (1) high net worth entities falling within Article 49(2)(a) to (d) of the Order (all such persons together
being referred to as “relevant persons”. This report must not be acted on or relied upon by persons in the UK who are not
relevant persons. In the US, this report is distributed solely to persons who qualify as “major U.S. institutional investors” as
defined in Rule 15a-6 under the Securities Exchange Act. U.S. persons wishing to effect transactions in any security discussed
herein should do so by contacting SEBEI.

The distribution of this document may be restricted in certain jurisdictions by law, and persons into whose possession this
documents comes should inform themselves about, and observe, any such restrictions. This document is confidential to the
recipient, any dissemination, distribution, copying, or other use of this communication is strictly prohibited.

Skandinaviska Enskilda Banken AB (publ) is incorporated in Sweden, as a Limited Liability Company. It is regulated by
Finansinspektionen, and by the local financial regulators in each of the jurisdictions in which it has branches or subsidiaries,
including in the UK, by the Financial Services Authority; Denmark by Finanstilsynet; Finland by Finanssivalvonta; and Germany
by Bundesanstalt fur Finanzdienstleistungsaufsicht. In Norway, SEB Enskilda AS (‘ESQO’) is regulated by Finanstilsynet. In the US,
SEB Securities Inc (‘SEBEI’) is a U.S. broker-dealer, registered with the Financial Industry Regulatory Authority (FINRA). SEBEI
and ESO are direct subsidiaries of SEB.



