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‘Speeding violation’? € Sharp drop in yields due to technical recession

Yesterday, the US and German long-term yields declined to 2.67% (down 11bp) and 0.82%

(down 12bp), respectively, resulting in bull-steepening of the yield curves both in the US and

Germany. As the market sensed a narrower difference in relative yields with Japan, where
there is no room for rate cuts, the USD/JPY rate slid to the lower Y134 range in one stroke.
We saw sharp appreciation of the yen by more than Y2 in a single day. It appears that the

market has factored in the negative growth of the US economy for two consecutive quarters,

with preliminary data for 2Q FY22 real GDP falling 0.9%, far below the estimate (+0.4%).
The possibility of a sharp stall in the US economy and a technical recession had been

pointed out in advance, but the market was nevertheless slightly surprised by the GDP data.

That said, yesterday’s drop in yields felt like a ‘speeding violation,” and we have our doubts
about whether what was behind the drop will continue. The point that should not be

overlooked is the rally in risk assets since the July FOMC meeting in line with the absence of

rate-hike pricing. We get the impression that this is cherry picking as the market is factoring
in a scenario in which the Fed successfully reins in inflation with smaller-than-expected rate
hikes, and the economy is able to make a soft-landing.

These bothersome price movements reduce the tightening effects in the financial conditions
that are indispensable for taming inflation and increase the risk that the public will doubt the

Fed’s resolve to make justifiable adjustments to its policy stance. Therefore, the Fed may be

uncomfortable with market trends since the July FOMC meeting. In the coming days, Fed
officials are likely to resume making hawkish remarks. Our opinion in Daiwa’s View reports
that US yields will peak out is unchanged, but current pricing is somewhat excessive.

Therefore, we need to remain aware of a certain degree of swing back.
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€ Speech by BOJ Deputy Governor Masayoshi Amamiya
Yesterday, BOJ Deputy Governor Masayoshi Amamiya made a speech at a meeting with
local leaders in lwate Prefecture in which he gave a thorough explanation about
economic/price conditions and monetary policy operations. | think that this served as a
good opportunity to reconfirm the view that there will not be policy revisions within FY22.
The BOJ already sent a strong signal regarding that view at the July Monetary Policy
Meeting (Outlook for Economic Activity and Prices report—i.e., Outlook Report). Regarding
the definition of achieving the price stability target, he again emphasized in the speech that
achieving the price stability target did not mean the year-on-year rate of change in the CPI
temporarily reaching 2% due to an exogenous increase in import prices. He stated that
what was important was to achieve a virtuous cycle where wages and prices rise
simultaneously and people's living standards improve amid continued growth in the
economy.

Another interesting point in yesterday’s speech when considering policy revisions from
FY23 onwards is the balance between remarks about overseas economic/price conditions
and the BOJ’s growth rate projection in the Outlook Report. As everyone knows, the BOJ
raised its FY23 growth rate projection from 1.9% to 2.0% in the July Outlook Report, but it
stated that “risks to economic activity are skewed to the downside.” In that respect, Deputy
Governor Amamiya pointed out overseas economic activity and prices as some of the two
maijor risks to economic projections by using the IMF’s World Economic Outlook. One point
to note is that Japan’s CY23 growth rate projection was lowered substantially from 2.3% to
1.7% (-0.6%) in the IMF’s World Economic Outlook, and the revised direction was the
opposite of that in the BOJ’s Outlook Report!.

IMF World Economic Outlook (Jul) Projections for Japan’s Economic Growth Rate (Jul Outlook Report)
v/y % chg.. % points v/y % chg.
v 2020 | oy 209; | ¥ 2022 | CY 2023 FY 2021 FY2022 FY2023 FY 2024
[Forecast] | [Forecast]
World 3.1 6.1 3.2 2.9 July forecasts [Acmal} +2.4 +2.0 +1.3
(-0.4) (0.7) o)
Advaneed 45 5.2 25 1.4 Apr. forecasts +22 +2.9 +1.9 +1.1
economies (-0.8) (-1.0)
. y -3.4 5.7 23 1.0
Ti
United States (14 -1.3)
Euro ar -6.3 5.4 2.6 1.2 While IMF substantially cut FY23 estimate, BOJ
o area (-02) (-11) raised FY23 projection (wishful thinking?)
. . -9.3 7.4 3.2 0.5
United Kingdom Z
= (-0.5) (-0.7)
Japan -4.5 1.7 1.7 L7
(-0.7) (-0.6)
Source: Excerpted from BOJ materials. Source: Excerpted from BOJ materials.

Note: Figures in brackets are the differences from the forecasts in Apr 2022 World
Economic Outlook.

Due to the technical recession in the US and the noteworthy plunge in European/US yields
(albeit this felt like a ‘speeding violation’), the change in overseas economic conditions has
become clear to everyone. Frankly speaking, it is difficult to imagine a situation in which
Japan’s economy remains solid and the BOJ implements policy revisions (rate hikes) amid
serious discussion about a US recession.

Based on the growth rate projection (direction) of the Outlook Report, we feel policy
revisions within FY23 may be possible. However, when we also consider the IMF’s
projection (direction), we think the probability of that is not particularly high.

1 The BOJ produces fiscal-year projections, but the IMF produces calendar-year projections.
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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 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://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/l-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.

= 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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