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Dual nature of yen depreciation

Generally speaking, a weaker yen benefits Japanese exporters, while also boosting Japanese
tourism and service industries by increasing inbound demand (foreigners visiting Japan).
Meanwhile, rising prices for imported goods spread to essential items like energy and food,
increasing household burdens due to higher corporate costs. As yen depreciation persists, the
dual nature of Japan’s economy creates a deep divide within Japanese society over how to best
assess a weakening yen.

Corporate side: Diminishing weak yen benefits

First, from a corporate perspective, the key focus is that the mechanism described as “currency
depreciation — enhanced price competitiveness — increased export volume (including J-curve
effect) — boost to domestic economy” has only achieved limited effectiveness in recent years,
contrary to the traditional expectations. Background factors include transferring production bases
overseas and the rise in the proportion of intra-company trade, driven by the long-term
appreciation of the yen since the 1990s and the decline in international competitiveness triggered
by the rise of emerging markets.
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By shifting production bases overseas, supply chains centered on intra-company trade ratios tend
to adopt the practice of fixing transaction prices in the counterparty’s currency or in US dollars to
prioritize internal control and stabilize foreign exchange risks in transactions between parent and
subsidiary companies. Once such contractual practices become established, companies’ selling
prices become fixed on a contract currency basis. Even during periods of yen depreciation, there
are many cases in which foreign currency-denominated prices are left unchanged. As a result,
while exchange rate fluctuations boost sales and accounting profits on a yen-converted basis,
they do not directly translate into improved competitiveness through export volumes.
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Moreover, the decline in international competitiveness itself may have contributed to a situation
where companies absorb foreign exchange risk domestically, leading to the selection of dollar-
denominated export invoice currencies. As a result, the improvement in price competitiveness due
to the weak yen is less likely to lead to an increase in export volume, yielding only the revenue-
related effect of “fixed foreign currency pricing — increased sales in yen terms.”

Furthermore, a significant portion of profits generated by overseas subsidiaries tends to be
reinvested locally, resulting in a limited proportion being repatriated to Japan. The outstanding
balance of foreign direct investment continues to increase, even now, confirming that corporate
production networks and profit structures are becoming increasingly internationalized.

Given these structural changes, it can be said that the effect of a weaker yen boosting the
domestic economy through increased export volumes has diminished. Also, the reduction in
profits repatriated to Japan, due to relocation overseas, further weakens the extent to which the
benefits of a weaker yen reach the domestic market. Under these circumstances, the economic
stimulus effect of a weaker yen is not as significant as it was in the past. That said, as a result of
corporate actions to maintain prices in foreign currency terms, the weak yen continues to boost
corporate profits to a certain extent in the form of forex gains.
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Breakdown of Direct Investment Income
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Household-side: Weak yen contributing to purchasing power decline, but
primary causes are high resource costs, distribution issues

Within this situation, the background to yen depreciation being labeled as “bad” can be attributed
to rising import prices pushing up overall prices, resulting in a decline in real wages, while placing
a greater burden on household finances.

That said, from the household perspective, the primary factors behind the recent decline in real
wages are multifaceted. Breaking down real wages from 2020 onwards into contributions shows
that deteriorating terms of trade increasingly contributed to real wage declines starting in the latter
half of 2021. Furthermore, since 2023, the decline in the labor share has been the primary factor
driving down real wages.

Here, “terms of trade” refers to an indicator showing the ratio of export prices to import prices. A
deterioration in the terms of trade implies a relative increase in import prices. If terms of trade
deteriorate, the amount of imported goods that can be purchased with the same amount of export
revenue decreases. So, in effect, income is transferred overseas, thereby depressing domestic
real income.

However, when breaking down the terms of trade by contribution, while exchange rate factors
contribute downward pressure on the terms of trade, a greater contribution comes from import
price factors, specifically, the global surge in resource and energy prices. In other words, while a
weak yen is one important factor behind the decline in real wages, the primary causes are
recognized to be (1) rising import prices due to high resource and energy costs and (2) decline in
the corporate labor share.

That said, if the increase in import prices can be appropriately passed on to export prices, a
deterioration in the terms of trade could theoretically be avoided. To mitigate the impact of rising
import prices on household finances, the fundamental key lies in companies’ international
competitiveness and their ability to pass on higher costs to prices.

Of course, a weaker yen can worsen terms of trade by pushing up import prices, which in turn
lowers households’ real living standards. However, attributing the recent decline in household
purchasing power solely to the weak yen is an overly simplistic view. We need to take into
account the multifaceted effects of external shocks stemming from high resource/energy prices
and income allocation issues on the part of companies.
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How to approach yen depreciation?

The benefits of yen depreciation for Japanese companies are no longer as significant as before.
Rising global resource prices and distribution imbalances, along with the weak yen, have resulted
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in widespread and severe increases for household living costs. This has created a situation where
a weaker yen tends to be perceived as “bad.”

Given this situation, the overall understanding held by Japanese society right now is not
determined solely by the pros and cons of exchange rate movements. Over the long term, the
extent to which companies can pass on external resource price increases to export prices (= their
international competitiveness) and the issue of income distribution (= how much of resulting
profits are allocated domestically) have significant impacts. Also, in order to spread the benefits of
a weaker yen throughout society, reviewing production bases and supply chains, including the
return of businesses to Japan, is also crucial.

Going forward, several structural reforms will be necessary to improve terms of trade and make
the Japanese economy more resilient to forex fluctuations. First, it is essential to strengthen the
international competitiveness of Japanese companies so that they can pass on rising import
prices to export prices, while also creating high-value-added products and services. Second, it is
essential to redesign income distribution approaches by redirecting profits toward wages,
primarily involving foreign demand-oriented companies, thereby boosting household purchasing
power and improving the performance of domestic demand-oriented companies.

Without these measures, if terms of trade deteriorate against the backdrop of yen depreciation
and other factors, that would ultimately weigh on household purchasing power in the form of
income outflows from Japan and imperfect income distribution. Ahead of the upcoming Lower
House election, Prime Minister Sanae Takaichi stated during a campaign speech on 31 January
that, “While a weak yen is often criticized these days, it presents a major opportunity for export
industries.” On 1 February, she then posted on X (former Twitter), “We want to build an economic
structure resilient to exchange rate fluctuations.” However, first and foremost, the promotion of
structural changes is crucial.

However, structural changes such as enhancing competitiveness and improving income
distribution cannot be realized overnight. Building an economic structure that is truly resilient to
exchange rate fluctuations will likely take a long time. At this juncture, the government must enact
policies to curb excessive exchange rate fluctuations, thereby mitigating distribution imbalances,
while ensuring sufficient time for businesses and households to adapt.
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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.

Ratings

Issues are rated 1, 2, 3, 4, or 5 as follows:

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.

Disclosures related to Daiwa Securities

Please refer to https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/e_disclaimer.pdf for information on conflicts of interest for Daiwa Securities, securities
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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