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Disappearance of the US shares took a dive at the end of last week, the largest dive in 2021. Also in the bond

Fed put market, the 5-year and 10-year UST yields sharply declined from 1.34% to 1.16% and 1.63%
to 1.47%, respectively. Market participants appear to think that the dive was caused by the
spread of a new coronavirus variant Omicron and low liquidity in the US market over the

Thanksgiving holiday.

Of course, it is likely to be true that the new variant triggered the plunge. However, since the
outbreak of the pandemic, worsening of the COVID-19 situation has basically led to higher
stock prices. Such a rise in volatility occurred irrespective of our experience with the Delta

variant wave. The background should not be taken lightly.

The background to this fragility is probably a change in the Fed’s stance. In fact, Atlanta Fed
President Raphael Bostic showed a stance of not taking the new variant's risk seriously?,
saying that “all of that is predicated on the idea and the notion that the new variant is similar
to delta.” This comment implies that the Fed put, which had contained market corrections

thus far, has already disappeared.

As shown by a sharp drop in the University of Michigan’s Consumer Sentiment Index, US
consumer sentiment has worsened due to rising inflation. As President Joe Biden took the

situation seriously, he said that reversing the trend of inflation was a top priority in his

statement announced on 10 November. Both Jerome Powell, who was reappointed as Fed
Chair, and Lael Brainard, nominated as Vice Chair, announced their resolution to contain

inflation.

The spread of the Omicron variant and lockdowns/tighter border controls around the world
could lead to prolongation of rising inflation due to the supply chain issue (short supply of
goods). As the ongoing inflation is caused by two elements (demand growth and supply
constraints), more accommodative measures, which lead to demand growth, is no longer an
appropriate prescription when the supply side is facing additional pressure.

In other words, the Fed put is weakening in the situation where containing inflation is
becoming the most important challenge, leading to a change in the structure, in which
negative factors directly lead to a drop in asset prices (approximately equal to a normal

structure). We presume that this is the real factor why the market plunge, which was caused

by an already experienced topic of a variant strain, was so drastic.

1 He stated that “| am very open to accelerating the pace of our slowdown in purchases” to keep inflation in check.

Important disclosures, including any required research certifications, are provided on the last page(s) of this report.



mailto:eiichiro.tani@daiwa.co.jp

Daiwa

Securities

Of course, we observed several “excessive” moves in the market at the end of last week.
For example, the 20-year forward 10-year US yield fell to 1.67%, as much as 83bp lower
than the longer run. This appears to be too far. In addition, as the 5-year US real yield
dropped to —1.81%, the low real yield is making the financial environment excessively
accommodative. Although this implies that the dive in stock prices is unlikely to continue, it
also implies that the Fed would not easily reverse its rate hike stance.
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That said, observing the market only via stocks and bonds is insufficient. As the Goldman
Sachs Financial Condition Index is currently at 97.2, the most accommodative level in
history, the Fed has no need to feel concerned about tightening of the financial condition.
However, as the impact of credit on the financial condition is large, the credit market trend
warrants close monitoring in the near term. In this regard, the North American high-yield
corporate bond spread has widened to 380bp, just 20bp below its market threshold of
400bp (left-hand chart below). The price of emerging market bond ETFs also fell to 107.15,
the lowest value since the outset of the pandemic. As such, emerging nations may be hit
by a double punch (a rise in short-term/intermediate yields and a wider spread) as their
fundraising relies on dollar-denominated bonds (right-hand chart below). As we pointed out
before, if a full-scale correction starts in this part, the Fed may be forced to temporarily
suspend the rate hike path (as was the case in 2016).
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As we reported, JGBs tend to steepen in the initial to mid-stage of the flattening of US
Treasuries. If flattening of US Treasuries and risk-on market are heading toward the final
stage, JGBs may be finally approaching a buying opportunity in terms of the cycle.
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IMPORTANT

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 TOP1X/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://Izone.daiwa.co.jp/I-zone/disclaimer/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://lzone.daiwa.co.jp/I-zone/disclaimer/creditratings.pdf

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.

= |n 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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