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Running on all engines

o Japan is showing itself to be in good shape as the economic upswing is the longest-
standing since the crisis.

e We expect growth to continue through fiscal 2017, supported by a very strong
labour market, the global economic recovery and extremely accommodative
economic policies.

o Asfiscal stimulus wanes next year, we are likely to see growth rates return to lower
levels around potential.

e Underlying price pressure remains very low. Higher inflation does not seem
impending.

Strong momentum

The Japanese economy picked up speed in Q2 and grew at an annualised growth of 2.5%
g/q. Thus, the economic upswing continued and the last six quarters now constitute the
longest period of positive growth in Japan since before the crisis. According to Bank of
Japan’s TANKAN survey, businesses are turning increasingly upbeat, more companies
have reported favourable conditions since Q2 16 and more companies are looking for
favourable conditions in Q3. On the other hand, PMIs have decreased in July and August,
particularly driven by the service sector, which could signal some slowdown in domestic
demand. Manufacturing PMIs have also shown some signs of slowdown, which is also
what we see in industrial production over the summer. Composite PMI now stands about
one index point lower than Q2, which indicates a decrease in Q3 for the first time in 2017.
PMIs thus point to some slowdown in GDP growth.

Growth was primarily driven by private consumption and investments in Q2. Looking back
on the recent year, exports have been the key driver, though. We do expect more from
private consumption going forward. Wage inflation remains stubbornly low but with a
labour market that is turning increasingly hotter and unemployment that has fallen to even
lower levels, total wage income is increasing, even if wages are not. We believe there is
room for private consumption to continue contributing to growth. Consumer confidence
has also remained upbeat over the summer, although it does look like some slowdown in
private consumption in Q3. Both consumer surveys and auto sales have looked weak in
August. Retail sales, on the other hand, was strong. We expect private consumption to stay
on a positive trend but as long as wage increases remain depressed, it will probably be at a
moderate pace.

On the private demand side, we have also seen a decent pick-up in investments recently.
Both business and residential investments have been increasing since the current economic
upturn began in Q1 16. Indicators are mixed, as housing starts decreased in July and
businesses signal a slight increase in production capacity in Q3. Machinery orders, on the
other hand, rebounded in July after a weak first half of the year. Looking beyond Q3, we
expect the positive trend in business investments to keep up, as the output gap increases
and labour becomes an increasingly scarce resource. At the same time, the Tokyo Olympics
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Japan forecasts
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2016 2017 2018
GDP 10 17 14
Private Consumption 03 1,5 16
Private Fixed Investments 20 32 27
-Residential investment 55 45 26
-Non-residential 14 30 27
Public Investments -29 20 -3.8
Public Consumption 1153 04 00
Exports 11 60 30
Imports 23 37 25
Unemployment rate (%) 31 28 2,7
CPJ, excl. fresh food (y/y) -03 04 05
BodJ rate on deposit facility <011 {011 -01

Source: Danske Bank, Japan Statistics Bureau,
Bank of Japan

Economic upswing gained speed in
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2020 remains supportive for investments. Bank of Japan (BoJ) has estimated that
investments in infrastructure, hotels, commercial properties, etc., amount to 1.3% of annual
GDP spread out over the years 2014-2021.

Overall, exports have still been the main driver of the upturn, especially over the past year.
Japan is particularly dependent on the US and China, which account for close to 40% of
total exports. Particularly exports to China have been key, standing at close to 20% y/y in
nominal terms, but also US demand has been strong. Whereas private demand could be
slowing somewhat in Q3, exports have been strong and rebounded in July. An increasing
share of companies are reporting excess demand in Q2 and expectations of the same in Q3.
Japanese exporters strongly benefit from the global economic upturn and the relatively
weak yen.

Stimulus in place but inflation remains stubbornly low

We expect monetary policy to remain extremely accommodative throughout the forecast
period, which will also be supportive for demand, both domestically and abroad. BoJ has
pledged to hold measures in place until the 2% inflation target is reached. Inflation has been
increasing through 2017, but mainly due to rising energy prices. Underlying price pressure
in Japan remains very low and BoJ’s inflation target is currently nowhere within reach.
Almost three decades of very low inflation mean companies are reluctant to raise prices
and try to cut back on services and streamline their operations instead of raising wages.
Low worker mobility and a preference for job security over wage increases are big
obstacles for wage inflation.

Public spending is also set to remain supportive for the economy through the fiscal year
2017, which runs from Q2 17-Q1 18. We expect to see GDP-growth around 2% g/q
annualised through the rest of fiscal 2017 and a significant slowdown in fiscal 2018 when
stimulus starts to wear off.
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Increasingly tighter labour market
paves the way for investments
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Ministry of Labour, Macrobond Financial.

More businesses expect increasing
production capacity in Q3 - trend
points the other way, though
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Underlying price pressure remains

very low
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PMls point to a slowdown in Q3. Especially the service
sector has been weaker. Still way above 50, though.
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Also manufacturing sector has slowed somewhat lately, still
solid progress, though
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Strong labour market means wage income is increasing
even if wages are not...
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..and auto sales have also decreased in July and August
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Machinery orders look promising for Q3 following a weak
first half of the year-...

- %, m/m %, m/m -
10 - - 10
| L | || -
| II (T i
| - = 0
[ | III I | | I lll )
= - -5
-10- --10
1 1 ' 1
J A J O J A J 0O J A J
15 16 17

Source: Japanese Automobile Dealers Assaociation, Macrobond Financial

Source: Japanese Cabinet Office, Macrobond Financial

..and when output gap increases, investments should follow
suit

Businesses expect increasing foreign demandin Q3...
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Disclosure

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of this research report is
Bjorn Tangaa Sillemann, Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.
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to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
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Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
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Conflicts of interest
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report to, other business areas within Danske Bank.
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Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
None.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research report has been prepared by Danske Bank (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or form part of, and shall under no circumstances be considered
as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments (i.e. financial
instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or options,
warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial Instruments”).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not untrue
or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates and
subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation any
loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided herein.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom or
the United States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior written
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/A, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence of
research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not
registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a
non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.
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