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Considering supply/demand of the British pound

» UK has been incurring constant current account deficit
» Performance of British pound depends on inflow of investment funds
» British pound will be influenced by whether UK can retain position as

financial center
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Chart 1: UK Current Account Balance
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Source: Office for National Statistics of UK; compiled by Daiwa Securities.
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Considering supply/demand of the British pound

The UK has been incurring a constant current account deficit, with the deficit in Jul-Sep 2022
standing at £20.5bn (Chart 1). This is mainly due to the fact that the manufacturing sector
accounts for a small part of the overall economy—slightly less than 20%. The trade deficit
has also widened together with the rise in commodity prices since mid-2021, leading to the
deterioration of the current account balance. However, with the UK being a major financial
center, the services account has been in surplus, supported by the financial services sector.

With the current account balance being in deficit, the performance of the British pound
depends on whether there is an inflow of investment funds from other nations. Considering
the basic supply and demand of the British pound from the perspective of the current
account balance and investments (security investments, direct investments, other
investments, Chart 2), it is true that the flow of investment makes up a large portion of the
total (Chart 3 on next page). Security investments and other investments account for a large
and volatile portion of overall investments, suggesting that short-term movements of the
British pound depend on these figures.

There appears to be a tendency for the scale of security investments to be correlated with
global stock prices. In other words, when stock prices move favorably, there is an outflow of
security investments from the UK. However, with other types of investments that are
inversely correlated with stock prices, there is an inflow to the UK when stock prices are
favorable. This appears to indicate that speculative money is flowing into the UK in line with
the rise in stock prices because the UK is a center for financial services. In fact, the
cumulative total of other investments is strongly correlated with the currency futures position
at the IMM (Chart 4 on next page).

Chart 2: British Pound, Currency Supply/demand
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Chart 3: Currency Supply/demand in British Pound Market Chart 4: Other Investments, Speculative Position of British Pound
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Source: Office for National Statistics of UK; compiled by Daiwa Securities. Source: CFTC, Office for National Statistics of UK; compiled by Daiwa Securities.
Note: Total figures through Jul-Sep quarter used as data in 2022
Performance of British Since 2010, the absolute amount of other investments has tended to be larger than that of
point is correlated with security investments. Therefore, the total of security investments and other investments
stock prices has been inversely correlated with stock prices. When stock prices are favorable, there is a

tendency for funds to flow into the UK (Chart 5). This relationship between security
investments, other investments, and stock prices is also seen in other nations that serve as
financial centers. This appears to be one factor behind the strong correlation between
stock prices and the performance of the British pound. Some felt that the UK would lose its
position as a major financial center due to Brexit. However, the UK has continued to retain
its important position, and there has been no change to the structure in which security
investments and other investments have a major impact on the British pound in terms of
supply and demand.

In the turmoil surrounding the UK financial market since September 2022, inward security
investments into the UK have leaned significantly towards selling, and global stock prices
have declined. Therefore, we can conclude that the substantial drop in the British pound
was caused by the fact that the inflow of other investments was small. From September to
November, non-British investors sold a large number of UK Gilts (Chart 6). In contrast, a
significant number of UK Gilts were repurchased in December, which is thought to have
led to the rise in the British pound through mid-December.

UK’s position as As mentioned above, the supply/demand structure of the British pound is based on the fact
financial center remains that the UK plays an important role as a financial center. It would be hard to imagine the
stable UK losing that position right away. While the UK makes up a declining share of forex

transactions and OTC rate derivative transactions, it still accounts for around 40% (Chart 7
on next page). Its share of these transactions is unlikely to be taken away by other nations
right away. We have seen many cases in which the functions of financial institutions have
been transferred outside the UK in order to deal with institutions losing the EU single
passport. However, the number of financial institutions in the UK has been increasing at
the same time. Therefore, we can say that not all companies have responded to Brexit in
the same way.

Chart 5: Stock Price, Total of Security Investments and Other Chart 6: Trading of UK Gilts by Non-British Investors
Investments
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The same could also be said from the standpoint of the flow of direct investments. Since
the UK decided to leave the EU in 2016, there has been a general correlation between the
amount of outward and inward direct investment (Chart 8), without a situation developing in
which only the amount of overseas investment was increasing. The share of the financial
sector with positions making direct investments in the UK remained largely unchanged at
around 30% between 2016, when the UK decided to leave the EU, and 2021. Therefore,
the financial sector has retained its importance within the UK.

However, we do not know whether the UK will continue to retain its position as a financial
center over the long term. If the UK were to lose its position as a major financial center, the
UK’s services account surplus, which is supported by the financial sector, would gradually
decline, and the current account deficit would widen further. Therefore, the supply and
demand of the British pound would be expected to continually worsen. Fluctuations in the
short-term British pound market depend on the BOE’s monetary policy and financial
market trends. However, in the long-term, the key will be whether the UK can retain its
position as a financial center.

Chart 8: Outward/inward Direct Investments
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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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