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The Three Key Stories that will shape Japan in 2025

The Tearsheet

= Japan has returned from its New Year holiday, Jan 20 U.S. Presidential Inauguration
with Prime Minister Ishiba Shigeru holding the Jan 24 BoJ _ _ _
customary New Year’s press conference on Jan 24 Ordinary Diet session opening

(exp.)
Monday, 6 January. Mar 2 Deadline for HoR to pass budget

= But after an eventful 2024 — which featured the =~ Mar19  BoJ
Ba'n.k of Japan’s (BOJ) beginning the process of ?ﬁﬁylé (BSC;JSummit
exiting from more than a decade of
unconventional monetary policy, a change of prime minister following an unprecedented
nine-candidate Liberal Democratic Party (LDP) leadership race, and the birth of the first-
ever LDP-led minority government — there will be little respite for Ishiba and Japan’s
government in 2025.

= In this piece, we review the three key stories that will shape Japan in 2025: (i) the new
politics and the potential for a fresh election, (ii) foreign policy during Donald Trump’s
second term, and (iii) monetary policy normalization.

1. The new political (dis)order

The birth of the LDP-led minority government in November 2024 marked the beginning of a
new era in Japanese politics and government, as Japan transitions from the top-down system
that prevailed since 2012 — in which the prime minister dominated the government and the
LDP, and the LDP dominated the political system over a host of weak opposition parties —
into a new, more uncertain arrangement.

The Ishiba government managed to work with the leading opposition parties during the
extraordinary session of the Diet to pass a supplemental budget and a political reform bill, but
the situation remains tenuous heading into the ordinary session of the Diet that is expected
to open on 24 January.

The most immediate challenge for the government is passing a budget before the fiscal year
ends on 31 March. The government approved a JPY 115.5tn (USD 732.9bn) general budget
on 25 December. However, it did so without prior agreement of either the Democratic Party
for the People (DPFP), the Constitutional Democratic Party (CDP), or Ishin no Kai, one of
whose votes will be needed to pass the budget in the House of Representatives. Komeito, the
LDP’s junior partner in government, has already conceded that the budget will likely be
revised due to inter-party negotiations and parliamentary deliberations.

Talks between the ruling parties and the DPFP over plans to raise the income tax exemption
for part-time workers and the ruling parties and Ishin no Kai over eliminating tuition fees for
secondary education will continue in the new year. The CDP, meanwhile, has questioned
whether it would be possible to reduce wasteful spending from the budget, which could make
for more protracted deliberations the CDP-controlled lower house budget committee than in
the past.
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Despite these challenges, the government will likely manage to get the budget through the
Diet on schedule — the lower house needs to pass it by 2 March to ensure its approval
before the end of the fiscal year — even if it is forced to make some potentially significant
concessions to opposition parties to ensure its passage.

The more significant question, therefore, is not whether the government is able to pass its
budget, but rather whether the frustrations of the new system result in efforts to break the
political stalemate and create a more stable government. In recent days, Ishiba has separately
hinted at the possibility of a snap lower house election if the Diet refuses to pass the budget
or passes a no-confidence motion in the government and alluded to the possibility of a grand
coalition. The latter is likely a non-starter, certainly before the upper house elections in
July; the former is possible, particularly to coincide with the upper house elections, but
Ishiba could face significant resistance from within the LDP if he tries to call a snap election,
particularly following a no-confidence motion.

That said, despite continuing low approval ratings, Ishiba starts the year relatively secure. If
he is able to avoid a rift with the opposition parties that results in failure to pass a budget or
the successful passage of a no-confidence motion, he may be able to survive through the
upper house elections. LDP upper house members will be unhappy, but if it looks like the
LDP’s prospects are poor, Ishiba’s approval ratings do not get much worse, and if there is not
a triggering action like a no-confidence motion, he will be difficult to unseat before the July
vote.

If Ishiba survives the ordinary session of the Diet, he will then have to find a way to defend
the ruling coalition’s sixteen-seat majority in the House of Councillors. The proportionality
of the upper house means that this margin is defensible, depending on whether the opposition
parties are able to coordinate their candidates in the thirty-two single-member constituencies.
Thus far, however, the parties are far apart, with Ishin no Kai wanting a “primary” process of
selecting unity candidates for each constituency and the DPFP wanting a policy accord as the
foundation for electoral coordination.

Nevertheless, if the ruling parties lose their majority in the upper house as well as the lower
house, it could truly disrupt the system, triggering not only a change of prime ministers but
perhaps also producing a new ruling coalition that can manage both houses of the Diet.

Foreign policy in the age of Trump

While Ishiba navigates a delicate political situation at home, he will also have to manage the
start of Donald Trump’s second administration in the United States. Ishiba’s efforts to
meet with Trump before his inauguration have not succeeded; while it appeared that a
January meeting between the prime minister and president-elect might be possible after Abe
Akie, widow of the late Abe Shinzo, visited Mar-a-Lago in December, those plans have been
shelved. In contrast to 2017, when Abe’s personal diplomacy with Trump helped delay or
otherwise ameliorate some of Trump’s threats to what he perceives as an “unfair”
relationship between the US and Japan, Ishiba will not be able to use this playbook again.

The US-Japan relationship is not necessarily a high priority for the incoming administration,
but it is unlikely that Japanese businesses will be able to avoid the impact of tariffs, both
directly on Japanese imports and indirectly on other US trading partners (e.g. Canada and
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Mexico) where Japanese companies have invested to sell to the United States. The Japanese
government will also likely face demands to spend more on its own defense —
notwithstanding existing plans to raise defense spending to two percent of GDP by FY2027 —
and contribute more to the costs of stationing US forces in Japan.

These latter discussions, however, will play out over the next several years; for example, the
current special measures agreement (SMA) governing host-nation support for US forces runs
through Japan’s FY2026. That said, the Ishiba government will be keen to negotiate with
Trump on minimizing the impact of tariffs, perhaps following a possible summit between
Ishiba and Trump in February.

Tokyo is watching how the second Trump administration’s policies will affect Japan directly,
but it faces a bigger challenge as it tries to determine the direction of US foreign policy under
the new administration, particularly in the Indo-Pacific region.

Will Trump heighten competition with China or pursue a grand bargain with Beijing that
weakens the US commitment to Taiwan? Will Trump explore diplomacy with North Korea
again? Will his administration prioritize the western hemisphere over security in Asia or
Europe? Will there be any efforts to work with other major economies to bolster global
economic governance or will the second Trump administration’s pursuit of tariffs prompt a
wave of beggar-thy-neighbor policies?

While the Ishiba government will continue to prioritize the bilateral relationship with the
United States, the uncertainty surrounding the second Trump administration will likely lead
to hedging, particularly in global economic cooperation, as Japan looks to partners in Asia
(including China) and Europe to preserve a rules-based economic order that facilitates trade
and investment flows.

The bumpy road to monetary policy normalization

The Bank of Japan (BOJ) faces its own challenges managing the transition to a new
administration in the United States. BOJ Governor Ueda Kazuo highlighted uncertainty about
the impact of the new administration’s policies on Japan’s economy in December, when the
bank passed on raising interest rates again.

While a rate hike remains a possibility at the bank’s 23-24 January policy board meeting —
and Ueda and his staff believe that there is additional room to raise rates — the BOJ has
softened its stance on normalization while it waits for clarity on how Trump will approach
trade and fiscal policy in the early months of his administration.

Ueda, speaking at a New Year’s meeting of the Japanese Bankers Association on 6 January,
suggested that normalization will continue if economic conditions continue to improve, but
also sounded a cautionary note about the “great uncertainty” surrounding US policy.

Ultimately, monetary policy normalization will continue to be a stop-start process, as the
bank monitors the impact of US policy on exchange rates — the yen begins 2025 near the JPY
160/USD barrier that proved uncomfortable for households in 2024 — and the outlook for
spring wage negotiations between major employers and labor unions, the latter of which
will depend on the Trump administration’s tariffs and exchange rate movements.
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Disclaimer

This newsletter is a general communication being provided for informational and educational
purposes only. It is not designed to be a recommendation for any specific investment product,
strategy, plan feature or other purposes. By receiving this communication, you agree with the
intended purpose described above. Any examples used in this material are generic, hypothetical
and for illustration purposes only. Opinions and statements of financial market trends that are
based on current market conditions constitute our judgment and are subject to change without
notice. We believe the information provided here is reliable but should not be assumed to be
accurate or complete. The views and strategies described may not be suitable for all investors.

None of Aurora Macro Strategies, LLC, its affiliates, or representatives is suggesting that the
recipient or any other person take a specific course of action or any action at all. Prior to making
any investment or financial decisions, an investor should seek individualized advice from
personal financial, legal, tax and other professionals that consider all of the particular facts and
circumstances of an investor's own situation. Neither Aurora Macro Strategies or any third
party involved in or related to the computing or compiling of the data makes any express or
implied warranties, representations or guarantees concerning information or perspectives
included in written research. In no event will Aurora Macro Strategies or any third party have
any liability for any direct, indirect, special, punitive, consequential or any other damages
(including lost profits) relating to any use of this information.

This report has been created without regard to the specific investment objectives, financial
situation, or particular needs of any specific recipient and is not to be construed as a solicitation
or an offer to buy or sell any securities or related financial instruments. Past performance is not
necessarily a guide to future results. Company fundamentals and earnings may be mentioned
occasionally but should not be construed as a recommendation to buy, sell, or hold the
company’s stock. Predictions, forecasts, and estimates for any and all markets should not be
construed as recommendations to buy, sell, or hold any security--including mutual funds,
futures contracts, and exchange traded funds, or any similar instruments.

The text, images, and other materials contained or displayed on any Aurora Macro Strategies,
LLC product, service, report, email, or website are proprietary to Aurora Macro Strategies,
LLC and constitute valuable intellectual property. No material from any part of
Www.auroramacro.com may be downloaded, transmitted, broadcast, transferred, assigned,
reproduced or in any other way used or otherwise disseminated in any form to any person or
entity, without the explicit written consent of Aurora Macro Strategies, LLC. All unauthorized
reproduction or other use of material from Aurora Macro Strategies, LLC shall be deemed
willful infringement(s) of this copyright and other proprietary and intellectual property rights,
including but not limited to, rights of privacy. Aurora Macro Strategies, LLC expressly reserves
all rights in connection with its intellectual property, including without limitation the right to
block the transfer of its products and services and/or to track usage thereof, through electronic
tracking technology, and all other lawful means, now known or hereafter devised. Aurora
Macro Strategies, LLC reserves the right, without further notice, to pursue to the fullest extent
allowed by the law any and all criminal and civil remedies for the violation of its rights.

The recipient should check any email and any attachments for the presence of viruses. Aurora
Macro Strategies, LLC accepts no liability for any damage caused by any virus transmitted by
this company’s electronic communications.



