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USD/JPY hedging costs at 6% level on the horizon

€ Basis

At the end of 2022, the USD/JPY basis became less negative. Since the beginning of 2023,
the basis has remained roughly flat. This is in line with the loosening of financial conditions in
the US (Chart 1). The EUR/USD basis and the GBP/USD basis rose more than the
USD/JPY basis (Chart 2), which appears to be reflecting the difference in monetary policy
stances at the BOJ, the ECB, and the BOE.

The fact that US financial conditions are accommodative is consistent with the VIX and CP
spreads at US companies becoming stable at low levels (charts 3 and 4 on next page). This
reflects the market’s optimistic outlook for the global economy since the beginning of 2023
due to the reopening of the Chinese economy and stronger-than-expected US economic
indicators. These conditions may continue for the time being. The USD/JPY rate has also
shifted towards an uptrend because the Fed has become more hawkish once again given
the continued solid performance of the US economy (refer to our 3 March report Our near-
term view of the USD/JPY).

Last year, we saw a rise in the USD/JPY rate at the same time as widening of the negative
USD/JPY basis. This was caused by the spread of a pessimistic economic outlook following
the Fed’s rapid monetary tightening. Now, however, we are seeing dollar appreciation
together with an optimistic economic outlook, and the forex rate and the basis are moving in
opposite directions (Chart 5 on next page). However, global monetary tightening since last
year should push down the real economy, after a time lag. In addition, as indicated by Fed
Chair Jerome Powell touching on the possibility of once more increasing the pace of rate
hikes in his congressional testimony, the current loosening of financial conditions is
temporary. Financial conditions are expected to gradually tighten going forward.

Chart 2: 3-month Basis vs. USD
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Chart 3: VIX Index, 3-month USD/JPY Basis Chart 4: US Corporate CP Spreads, 3-month USD/JPY Basis
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USD/JPY basis is likely
to widen again

USD/JPY hedging costs
are expected to rise
further, with hedging
costs at the 6% level on
the horizon

Relative changes in the volume of the currency supply are thought to have an impact on
the USD/JPY basis. In fact, it appears that the difference in y/y changes in the balance
sheets of the BOJ and the Fed has been moderately correlated with long-term trends in the
basis (Chart 6). While the Fed is continuing to reduce its balance sheet, in addition to
implementing rate hikes, the BOJ is likely to keep its accommodative stance despite strong
expectations for the removal of the yield curve control policy. Accordingly, from the
standpoint of central banks’ balance sheets, the gap between financial conditions in Japan
and the US is also expected to gradually widen, and the negative USD/JPY basis to widen.

Moreover, even if the financial market remains optimistic, the negative basis may not
shrink beyond its current level. This is because the selling of foreign bonds by Japanese
investors, which appears to have contributed to tightening of the negative basis in terms of
supply/demand, may have come to an end. Foreign bond positions at banks and life
insurers appear to be at their lowest levels since the introduction of negative interest rates
by the BOJ in 2016 (Chart 7 on next page). The amount of foreign bonds sold by these two
groups is on a downtrend. Although the current situation is not suitable for aggressively
accumulating foreign bonds, there will likely be reduced pressure tightening the negative
basis, assuming that movements to reduce positions have played out.

€ USD/JPY hedging costs

The Fed has adopted the stance of raising the policy interest rate further and maintaining
restrictive levels for the time being. Accordingly, with the Japan/US short-term interest rate
differential widening, USD/JPY hedging costs are expected to rise further (Chart 8 on next
page), with hedging costs at the 6% level now on the horizon. Moreover, as the Fed has
become more hawkish reflecting the recent solid economic indicators in the US, there are
upside risks with hedging cost forecast levels. Therefore, Japanese bonds are likely to
remain relatively attractive for Japanese investors.

Chart 5: USD/JPY Rate, USD/JPY Basis Chart 6: Change in Central Bank Balance Sheets, USD/JPY Basis
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Chart 7: Cumulative Net Buying of Foreign Bonds by Banks and

Life Insurers
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Note: Net buying amount from Jan 2005.
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Chart 8: Forecasts for 3M Hedging Costs
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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.

Corporate Name: Daiwa Securities Co. Ltd.

Registered: Financial Instruments Business Operator, Chief of Kanto Local Finance Bureau (Kin-sho) No.108

Memberships: Japan Securities Dealers Association, The Financial Futures Association of Japan, Japan Investment Advisers Association, Type Il Financial
Instruments Firms Association, Japan Security Token Offering Association
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