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FX Focus: 25% tariff on Japan a short-term
setback for Yen bulls

FIGURE 1: FX Forecasts

Forecast
(June 2025)

USDJPY 148.25 145.00 138.00 130.00
Source: Citi Wealth Investments as of July 2025.

Spot 0-3m 6-12m Long-term

e President Trump’s pronouncement of a 25% tariff on Japanese exports effective August 1comes amid electoral
positioning for Japan’s Upper House election on July 20.

e Ifimplemented, the 25% tariff raises the short-term economic and political costs for Japan and likely represents a
temporary setback for Yen bulls.

e The Trump administration’s pronouncements on “reciprocal tariffs” following the end of the tariff pause on July 9
sees Japan hit with 25% tariffs on its exports to the United States from August. This does not include sector
specific tariffs (25% tariff on autos) which could still be re-negotiated but the announcement places the Japanese
government in a bind. It could either:

o Compromise by giving US greater access to its automobile and agricultural markets. This adds risk and
may see the government losing the Upper House as the move is seen to damage the national interest.

o Hold firm versus the US and accept the 25% tariff but this risks Japan falling into a recession with Street
analysts expecting a 0.8% reduction to GDP from it.

o Fiscal appeasement to the domestic electorate to compensate for trade compromises is not likely to be an option
as we believe the Japan government bond market is concerned about the amount of debt issued.

e With a very small window to successfully re-negotiate the tariff agreement following the Upper House election on
July 20 to the implementation of the 25% tariff on August 1, President Trump’s announcement carries significant
near-term economic and political costs for Japan PM Shigeru Ishiba.

e Theeconomic and political fallout could see the Bank of Japan jettison its tightening bias for the rest of 2025. This
may impact Japanese rate markets, where they may have to unwind the near 25 basis point hike currently
discounted before year-end. Lower rates would in turn, likely weaken the Yen somewhat.

e But the 25% tariff is unlikely to alter the medium to longer term path of further Yen gains. Buffers from earlier
strong profits and domestic labor shortages would mitigate the spillover from lower exporter earnings to aggregate
wage growth next year and allow BoJ to re-start its hiking cycle next year.
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e The overall path for further Yen strength (albeit delayed) remains unchanged because:

o Expectations for a continuation of USD vs JPY yield spread compression. This is because of the likely Fed
cuts and because the BoJ could eventually tighten further, which means a compression in the policy rate
differential to sub 325bp is likely lead to the next leg lower in USDJPY.

o Japan exporter earnings are now more vulnerable to exchange rate risk at levels sub 145.72 which
represents the BoJ’s June Tankan survey’s forex break even rate for all Japanese exporters. This implies
greater hedging activity via selling USDJPY in spot and forward markets.

0 Talk of aninformal US-Japan agreement to strengthen the Yen as part of a Washington-Tokyo deal looks
even more likely now as perhaps the easiest Japanese concession.

FIGURE 2: USDJPY spot has been in lower 141-148 range since the start of 2025 compared to 2024’s 148 — 162 range
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Source: Bloomberg, July 9, 2025. Past performance is no guarantee of future results. Real results may vary.
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