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The Summary of Opinions from the Bank of Japan's (BOJ) December Monetary Policy Meeting
(MPM) indicated growing concerns within the central bank about upside risks to inflation from
forex and fiscal policy. The yen's weakness YTD has further aggravated these concerns. In this
report, we examine the impact of yen weakness on consumer prices (CPI) from two perspectives:
(1) the marginal cost channel, and (2) the nonlinearity (state dependence) of exchange rate pass-
through.

Weak yen/price mechanism: Marginal cost channel

The impact of a weaker yen on the CPI is determined by how much it directly boosts marginal
costs by increasing import costs, and to what extent these cost increases are passed through to
prices. In other words, the key factors are how much the change in exchange rate increases
production costs (the marginal cost channel) and how much of this increase companies pass on
into final prices (price sensitivity).

To quantify these points, we looked at Japan's import penetration ratio (the percentage of imports
for each consumer good), which we found has risen for consumer goods over the long term. In
short, we think the impact of rising import prices on consumer prices has steadily increased. The
effect is particularly pronounced for consumer durables.

However, the impact has remained broadly flat since 2022, with no major change in the structural
effect of import costs compared with the phase of yen weakness in 2022.
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Weak yen/price mechanism: Nonlinear change in price sensitivity

A weaker yen pushes up import prices and increases the cost of raw materials and intermediate
goods. However, companies also need to consider the adjustment costs (menu costs) involved in
revising prices. Menu costs include both the physical costs of updating price displays and
upgrading IT systems, and psychological costs such as customer backlash and competition with
peers. Companies essentially decide to raise final prices when they can no longer offset
increases in the cost of raw materials and intermediate goods.

When cost increases are sufficiently large or price pass-throughs are widespread, menu costs
likely have a relatively smaller impact, and we would expect price sensitivity to cost increases to
rise. In other words, companies’ price-setting behavior is state-dependent (nonlinear), and
substantial changes in exchange rates may increase the pass-through to consumer prices.

A May 2023 BOJ Working Paper, Nonlinear Input Cost Pass-through to Consumer Prices: A
Threshold Approach, identified possible nonlinearity in the pass-through to CPI inflation of
increases in firms’ input costs.

In this report, we draw on the BOJ's analysis to examine this nonlinearity across multiple periods,
using data from Jan-Mar 1991 to Jul-Sep 2025. Our results confirmed that nonlinearity exists:
when changes in the exchange rate are below a certain threshold, they have a minimal impact on
the CPI, but the effects rapidly increase once the threshold is exceeded. Extending the analysis to
recent periods shows that pass-through rates have risen; by our estimate, a 1% change in
exchange rate leads to a roughly 0.0365% change in the core CPI. The threshold for y/y change
in exchange rate ranged from 10.5-17.4%.

The BOJ's analysis used data for Jan-Mar 1991 through Oct-Dec 2019; its nonlinear model
suggested virtually no impact on the core CPl when changes in the exchange rate are below the
threshold, but that when they exceed the threshold, a 1% move has a roughly 0.024% impact on
the core CPI. The BOJ estimated this threshold (in y/y terms) at around 15%.
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Source: Bloomberg; compiled by Daiwa.

Source: Ministry of Internal Affairs and Communications (MIC), Ministry of Health, Labour and

Notes:

Welfare, BOJ; compiled by Daiwa.

(1) The data used includes core CPI, average hourly earnings, the Corporate Goods
Price Index (all commodities), and the monthly average USD/JPY rate. For the period
from 2022 onward, the Core CPI figure is an index calculated by the author, which
excludes the estimated impact of subsidies for gasoline, electricity/gas, and
accommodation.

(2) ** indlicates statistical significance at the 1% level, while * indicates significance at the
5% level.

(3) In line with the analysis by the BOJ, the estimation period begins in 1991.
Furthermore, to account for structural changes in the Japanese economy, estimations
were also conducted for the period following the collapse of the asset bubble
economy.
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Based on these estimates, the sensitivity of prices to an exchange-rate shock will likely differ
substantially depending on the magnitude of the shock. If USD/JPY settles at 160, the y/y change
would likely fall within our estimated threshold range (10.5-17.4%) from April 2026. If it trends at
165, the y/y change would stay within our range for a long period, substantially increasing the
upside risk to consumer prices.

As noted, we also think more widespread moves to pass through higher costs reduce the friction
(menu costs) of raising prices in relative terms. On that point, we would note that the percentage
of CPI components where prices are rising indicates that current price pass-throughs are
widespread compared with historical levels, and roughly in line with levels when the yen
weakened from 2022.
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Source: BOJ, Bloomberg; compiled by Daiwa.
Note: Shaded areas indicate periods when the yen depreciated against the dollar by 10% or more y/y.

How much will BOJ acknowledge upside risks to prices at January MPM?

The rise in the import penetration ratio has structurally increased the impact of yen weakness on
consumer prices. A broad range of companies are already passing through higher costs into
prices, and the yen's recent slide has driven another substantial increase in costs, heightening
the potential for a nonlinear increase in exchange rate movements' effect on consumer prices.

In its October 2025 Outlook Report and elsewhere, the BOJ has indicated its awareness that
"with firms’ behavior shifting more toward raising wages and prices recently, exchange rate
developments are, compared to the past, more likely to affect prices.” Given the nonlinear nature
of pass-throughs, it is crucial not to underestimate the impact substantial changes in exchange
rates can have on inflation.

A 16 January Reuters report indeed cited a BOJ source who noted that further yen weakness has
made it more alert about the risk of inflation. This suggests that the BOJ is increasingly concerned
about upside risks to prices. With the yen continuing to weaken, our focus at the January MPM
will be to what extent the BOJ acknowledges upside risks to inflation in its Outlook Report
forecasts and assessment of the balance of risks.
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IMPORTANT DISCLOSURES

This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be
made at your own discretion and risk. Content herein is based on information available at the time the report was prepared and may be amended or otherwise
changed in the future without notice. We make no representations as to the accuracy or completeness. Daiwa Securities Co. Ltd. retains all rights related to the
content of this report, which may not be redistributed or otherwise transmitted without prior consent.
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1: Outperform TOPIX/benchmark index by more than 15% over the next 12 months.

2: Outperform TOPIX/benchmark index by 5-15% over the next 12 months.

3: Out/underperform TOPIX/benchmark index by less than 5% over the next 12 months.
4: Underperform TOPIX/benchmark index by 5-15% over the next 12 months.

5: Underperform TOPIX/benchmark index by more than 15% over the next 12 months.

Benchmark index: TOPIX for Japan, S&P 500 for US, STOXX Europe 600 for Europe, HSI for Hong Kong, STI for Singapore, KOSPI for Korea, TWII for
Taiwan, and S&P/ASX 200 for Australia.

Target Prices
Daiwa Securities Co. Ltd. sets target prices based on its analysts’ earnings estimates for subject companies. Risks to target prices include, but are not limited
to, unexpected significant changes in subject companies’ earnings trends and the macroeconomic environment.
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held by Daiwa Securities, companies for which Daiwa Securities or foreign affiliates of Daiwa Securities Group have acted as a lead underwriter, and other
disclosures concerning individual companies. If you need more information on this matter, please contact the Research Production Department of Daiwa
Securities.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph
27 of the Financial Instruments and Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit _ratings.pdf. If you need more information on this matter, please contact the Research
Production Department of Daiwa Securities.

Notification items pursuant to Article 37 of the Financial Instruments and Exchange Law

(This Notification is only applicable to where report is distributed by Daiwa Securities Co. Ltd.)
If you decide to enter into a business arrangement with our company based on the information described in this report, we ask you to pay close attention to the
following items.

= In addition to the purchase price of a financial instrument, our company will collect a trading commission* for each transaction as agreed beforehand with
you. Since commissions may be included in the purchase price or may not be charged for certain transactions, we recommend that you confirm the
commission for each transaction. In some cases, our company also may charge a maximum of ¥2 million per year as a standing proxy fee for our deposit of
your securities, if you are a non-resident.

= For derivative and margin transactions etc., our company may require collateral or margin requirements in accordance with an agreement made beforehand
with you. Ordinarily in such cases, the amount of the transaction will be in excess of the required collateral or margin requirements**.

= There is a risk that you will incur losses on your transactions due to changes in the market price of financial instruments based on fluctuations in interest
rates, exchange rates, stock prices, real estate prices, commodity prices, and others. In addition, depending on the content of the transaction, the loss could
exceed the amount of the collateral or margin requirements.

= There may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by our company.

= Before engaging in any trading, please thoroughly confirm accounting and tax treatments regarding your trading in financial instruments with such experts as
certified public accountants.

* The amount of the trading commission cannot be stated here in advance because it will be determined between our company and you based on current
market conditions and the content of each transaction etc.

** The ratio of margin requirements etc. to the amount of the transaction cannot be stated here in advance because it will be determined between our company
and you based on current market conditions and the content of each transaction etc.

When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take
responsibility for your own decisions regarding the signing of the agreement with our company.
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