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e Following the massive gains of the past few days, Gilts made modest OBL 0 04/21 -0.566 -0.018
losses as UK political noise continued to dominate. DERGPROEED | 0 DT
UKT 1% 07/18 0.188 +0.037

o Attention on Wednesday will be on the EU leaders’ summit, where the UK UKT 1% 01/21 0.443 +0.039
will be excluded from discussions. UKT 2 09/25 0.955 +0.021

*Change from close as at 4.30pm BST.
Source: Bloomberg

UK

UK downgrades....

The dust is still a long way from settling following the Brexit referendum result. Perhaps inevitably, the UK yesterday lost
another of its AAA credit ratings, with S&P announcing a two-notch downgrade to AA, while Fitch went for a one-notch cut,
likewise to AA. Together with Moody’s (Aa1), all three major credit agencies have left their UK rating on negative outlook,
suggesting that more downgrades might be on the way in due course. Certainly, the longer that there is no sign of any
coherent plan emerging from the victorious Leave side, the greater and more persistent the period of uncertainty and hence
the greater the economic damage. And the greater the economic damage, and the more dysfunctional the politics, the more
likely it is that further downgrades will follow. Meanwhile, the last of the special repo operations conducted by the BoE around
the date of the referendum saw demand soar. Having taken up £370mn at the pre-referendum operation last week, banks
were allotted £3.1bn this time.

...while EU Leaders stand firm on what’s on offer

Uncertainty over the way ahead for the Brexit negotiations looks set to persist for weeks. A leadership vacuum at the top of
government will remain for as long as there is no effective Prime Minister, with the Conservative Party’s leadership election
not due to be concluded until 2 September. And the two-day EU leaders’ summit, which kicked off today, highlighted the extent
to which that vacuum is eroding what little bargaining position the UK still has. Prime Minister Cameron certainly has a difficult
challenge to explain the UK’s post-referendum position and plead for constructive negotiations against a backdrop of hostile
attitudes and criticism from other EU leaders. Ahead of the summit German Chancellor Angela Merkel, who the Leave
campaign had expected to take a more emollient stance, firmed up her position, making it clear that the UK will not be allowed
to enjoy the benefits of EU membership without accepting its rules, a clear signal that Single Market access will require the
UK to accept free movement of labour, something that Boris Johnson (laughably) claimed yesterday would not be the case.
Overall, the summit will simply expose the weakness of the UK bargaining position, which will be particularly obvious
tomorrow when Cameron will be excluded from discussions among the remaining 27 member state leaders.

The day ahead in the UK

All eyes tomorrow in the UK will remain on political developments. On the data front, the latest BoE lending figures for May are
due for release. But all pre-referendum data are now largely irrelevant given the monumental shift in the UK’s economic
prospects in the wake of last week’s vote.

Euro area

French consumers a little less optimistic

While it will inevitably be a while before the full economic impact of the UK'’s referendum result becomes evident, surveys
suggest that certain euro area member states had already lost some growth momentum at the end of the second quarter. That
is particularly true of France. But while today’s French INSEE consumer confidence survey saw the headline index fall back in
June by 1pt to 97, to remain below its long-run average, having previously risen to the highest level since October 2007 this
still left the average for the second quarter as a whole up 1pt from Q1 at the highest in more than eight years. And while the
weakness in June principally reflected a marked fall in the share of households considering it a suitable time to make major
purchases, the respective index was still above its long-term average suggesting that household consumption continued to
provide support to GDP growth in Q2. Overall, we still forecast a slowdown in French economic output in the second quarter
to 0.2%Q/Q.
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Italian consumer and business confidence signals softer GDP growth

Italian consumers were also notably less optimistic in June, with the ISTAT headline indicator down for the third consecutive
month and by more than 2pts to a ten-month low of 110.2. While the weakness was widespread, there was a marked
deterioration in expectations of future economic conditions, with the relevant index down more than 4%pts to its lowest since
the start of 2015. Against this backdrop it was perhaps not surprising to see that Italian retailers were also more downbeat in
June, with the relevant index down for the seventh month out of the past eight, while other service sector firms also signalled a
further deterioration in confidence in June. So, despite a modest improvement in conditions in the manufacturing and
construction sectors, the composite business confidence indicator fell by more than 1pt to a three-month low of 101.2. And
overall, we continue to expect Italy’s GDP growth in Q2 to be the weakest of the largest four member states at just 0.1%Q/Q.

Spain’s economy likely remained the top performer in Q2

In contrast, the Bank of Spain today suggested that its country’s GDP growth in Q2 slowed by just 0.1ppt to 0.7%Q/Q, a rate
that is likely again to have been the strongest of all large member states. While the Bank identified a moderation in business
investment in the second quarter, it also noted that household consumption had remained firm supported by the ongoing
increase in employment, which in May exceeded 17.5mn for the first time for five years and was 1.3mn above the post-crisis
low. This notwithstanding, we continue to forecast overall euro area GDP growth in Q2 to ease to about 0.3%Q/Q, close to the
average of the economic recovery to-date. And in light of increased uncertainty in the aftermath of last week’s UK referendum
vote, we might well see a further slowdown in GDP growth over coming quarters too.

The day ahead in the euro area and US

Of course, the main event tomorrow will be the second day of the EU leaders’ summit, with talks set to continue among the
remaining 27 member state leaders about how to respond to the UK referendum. While data will continue to be of secondary
importance at least until we get some figures relating to the post-referendum period, Wednesday brings more sentiment
indicators with the Commission’s business and consumer surveys for June expected to show that the headline euro area
economic sentiment index was unchanged at May’s four-month high of 104.7. The latest German consumer sentiment survey
is due for release too. Tomorrow also brings the flash estimate of German and Spanish inflation in June, with the former
expected to rise to 0.2%Y/Y, which would be the highest since January. In addition, ECB President Draghi and Vice President
Constancio are scheduled to take part in a panel discussion at the ECB’s central banking forum.

In the US, tomorrow brings the latest personal income, spending and associated deflator figures for May, alongside pending
homes sales data for the same month.
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Today’s results

Economic data
Country Release Period Actual M%r{a(;\ahtls:cf)grseecr;s;tjs/ Previous Revised
France B B cConsumer confidence survey Jun 97 97 98 -
Italy B B consumer confidence indicator Jun 110.2 1125 112.7 1125
B B Manufacturing (economic) confidence Jun 102.8 (101.2) 102.1 (-) 102.1 (103.4) - (103.0)
Spain  TEe= Retail sales Y/Y% May 2.3 - 41 4.0
UK EJ= CBI's Distributive Trades survey, retail sales Jun 4 - 7 -
Auctions
Country Auction
- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s data releases

Economic data

Country BST Release Period Markfa t consensus/ Previous
Daiwa forecast

EMU B 10.00 Economic sentiment indicator Jun 104.7 104.7
n 10.00 Services (industrial) sentiment Jun 11.0(-3.4) 11.3 (-3.6)
B 10.00 Final consumer confidence Jun -7.3 -7.0
Germany M 07.00 GfK consumer confidence survey Jul 9.8 9.8
M 1300 Preliminary EU-harmonised CPI Y/Y% Jun 0.2 0.0
Spain === 08.00 Preliminary EU-harmonised CPI Y/Y% Jun -1.0 -1.1
UK ES 07.00 Nationwide house price index M/M% (Y/Y%) Jun 0.0 (4.9) 0.2 (4.7)
4§50 09.30 Net consumer credit (net lending secured on dwellings) £bn May 1.5(2.2) 1.3 (0.3)
E#S 09.30 Mortgage approvals “000s May 65.3 66.3

Auctions and events

Country BST  Auction / Event

- Nothing scheduled -
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Additional notes for Japanese-based investors
Explanatory Document of Unregistered Credit Ratings

In order to ensure the fairness and transparency in the markets, Credit Rating Agencies became subject to the Credit Rating Agencies’ registration system based on the Financial Instruments and
Exchange Act.

In accordance with this Act, in soliciting customers, Financial Instruments Business Operators, etc. shall not use the credit ratings provided by unregistered Credit Rating Agencies without informing
customers of the fact that those Credit Rating Agencies are not registered, and shall also inform customers of the significance and limitations of credit ratings, etc.

The Significance of Reqgistration

Registered Credit Rating Agencies are subject to the following regulations:

1) Duty of good faith.

2) Establishment of control systems (fairness of the rating process, and prevention of conflicts of interest, etc.).

3) Prohibition of the ratings in cases where Credit Rating Agencies have a close relationship with the issuers of the financial instruments to be rated, etc.
4) Duty to disclose information (preparation and publication of rating policies, etc. and public disclosure of explanatory documents).

In addition to the above, Registered Credit Rating Agencies are subject to the supervision of the Japanese Financial Services Agency (“JFSA”), and as such may be ordered to produce reports, be
subject to on-site inspection, and be ordered to improve business operations, whereas unregistered Credit Rating Agencies are free from such regulations and supervision.

Credit Rating Agencies
[Standard & Poor’s]

The Name of the Credit Rating Agencies group, etc

The name of the Credit Rating Agency group: S&P Global Ratings ("Standard & Poor’s ")
The name and registration number of the Registered Credit Rating Agency in the group:
Standard & Poor’s Ratings Japan K.K. (JFSA commissioner (Rating) No.5)

How to acquire information related to an outline of the rating policies and methods adopted by the person who determines Credit Ratings
The information is posted under “Unregistered Rating Information” (http://www.standardandpoors.co.jp/unregistered) in the “Library and Regulations” section on the website of Standard & Poor’s

Ratings Japan K.K. (http://www.standardandpoors.co.jp)

Assumptions, Significance and Limitations of Credit Ratings

« Credit ratings assigned by Standard & Poor’s are statements of opinion on the future credit quality of specific issuers or issues as of the date they are expressed and they are not indexes which
show the probability of the occurrence of the failure to pay by the issuer or a specific debt and do not guarantee creditworthiness. Credit ratings are not a recommendation to purchase, sell or hold
any securities, or a statement of market liquidity or prices in the secondary market of any issues.

Credit ratings may change depending on various factors, including issuers’ performance, changes in external environment, performance of underlying assets, creditworthiness of counterparties and
others. Standard & Poor’s conducts rating analysis based on information it believes to be provided by the reliable source and assigns credit ratings only when it believes there is enough information
in terms of quality and quantity to make a conclusion. However, Standard & Poor’s does not perform an audit, due diligence or independent verification of any information it receives from the issuer
or a third party, or guarantee its accuracy, completeness or timeliness of the results by using the information. Moreover, it needs to be noted that it may incur a potential risk due to the limitation of

the historical data that are available for use depending on the rating.

« This information is based on information Daiwa Securities Co. Ltd. has received from sources it believes to be reliable as of May 13" 2016, but it does not guarantee accuracy or completeness of
this information. For details, please refer to the website of Standard & Poor’s Ratings Japan K.K. (http://www.standardandpoors.co.jp)

[Moody’s]

The Name of the Credit Rating Agencies group, etc

The name of the Credit Rating Agency group: Moody’s Investors Service, Inc. (‘MIS”)
The name and registration number of the Registered Credit Rating Agency in the group:
Moody’s Japan K.K. (JFSA commissioner (Rating) No.2)

How to acquire information related to an outline of the rating policies and methods adopted by the person who determines Credit Ratings
The information is posted under “Unregistered Rating explanation” in the section on “The use of Ratings of Unregistered Agencies” on the website of Moody’s Japan K.K. (The website can be
viewed after clicking on “Credit Rating Business” on the Japanese version of Moody’s website (https://www.moodys.com/pages/default ja.aspx)

Assumptions, Significance and Limitations of Credit Ratings

« Credit ratings are Moody'’s Investors Service, Inc.’s (“MIS”) current opinions of the relative future credit risk of entities, credit commitments, or debt or debt-like securities. MIS defines credit risk as
the risk that an entity may not meet its contractual, financial obligations as they come due and any estimated financial loss in the event of default. Credit ratings do not address any other risk,
including but not limited to: liquidity risk, market value risk, or price volatility. Credit ratings do not constitute investment or financial advice, and credit ratings are not recommendations to purchase,
sell, or hold particular securities. No warranty, express or implied, as to the accuracy, timeliness, completeness, merchantability or fitness for any particular purpose of any such rating or other
opinion or information, is given or made by MIS in any form or manner whatsoever.

« Based on the information received from issuers or from public sources, the credit risks of the issuers or obligations are assessed. MIS adopts all necessary measures so that the information it
uses in assigning a credit rating is of sufficient quality and from sources MIS considers to be reliable. However, MIS is not an auditor and cannot in every instance independently verify or validate
information received in the rating process.

This information is based on information Daiwa Securities Co. Ltd. has received from sources it believes to be reliable as of May 13", 2016, but it does not guarantee accuracy or completeness of
this information. For details, please refer to the website of Moody's Japan K.K. (https://www.moodys.com/pages/default_ja.aspx)

[Fitch]

The Name of the Credit Rating Agencies group, etc

The name of the Credit Rating Agency group: Fitch Ratings ("Fitch")

The name and registration number of the Registered Credit Rating Agency in the group:
Fitch Ratings Japan Limited (JFSA commissioner (Rating) No.7)

How to acquire information related to an outline of the rating policies and methods adopted by the person who determines Credit Ratings
The information is posted under “Outline of Rating Policies” in the section of “Regulatory Affairs” on the website of Fitch Ratings Japan Limited (https://www.fitchratings.co.jp/web/)

Assumptions, Significance and Limitations of Credit Ratings

« Ratings assigned by Fitch are opinions based on established criteria and methodologies. Ratings are not facts, and therefore cannot be described as being “accurate” or “inaccurate”. Credit
ratings do not directly address any risk other than credit risk. Credit ratings do not comment on the adequacy of market price or market liquidity for rated instruments. Ratings are relative measures
of risk; as a result, the assignment of ratings in the same category to entities and obligations may not fully reflect small differences in the degrees of risk. Credit ratings, as opinions on relative
ranking of vulnerability to default, do not imply or convey a specific statistical probability of default.

« In issuing and maintaining its ratings, Fitch relies on factual information it receives from issuers and underwriters and from other sources Fitch believes to be credible. Fitch conducts a reasonable
investigation of the factual information relied upon by it in accordance with its ratings methodology, and obtains reasonable verification of that information from independent sources, to the extent
such sources are available for a given security or in a given jurisdiction. The assignment of a rating to any issuer or any security should not be viewed as a guarantee of the accuracy, completeness,
or timeliness of the information relied on in connection with the rating or the results obtained from the use of such information. If any such information should turn out to contain misrepresentations
or to be otherwise misleading, the rating associated with that information may not be appropriate. Despite any verification of current facts, ratings can be affected by future events or conditions that
were not anticipated at the time a rating was issued or affirmed.

 For the details of assumption, purpose and restriction of credit ratings, please refer to “Definitions of ratings and other forms of opinion” on the website of Fitch Rating Japan Limited.

This information is based on information Daiwa Securities Co. Ltd. has received from sources it believes to be reliable as of May 13", 2016, but it does not guarantee accuracy or completeness of
this information. For details, please refer to the website of Fitch Rating Japan Limited (https://www.fitchratings.co.jp/web/)
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