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Market reaction to Takaichi’s appointment as LDP

President, inflation risks

» Stock prices soar while JGBs, yen both fall

» Concerns minimal as long as equities keep rising, but if equities,
JGBs, and yen all turn lower, fears of “falling behind the curve”
could emerge, necessitating close monitoring of market trends Eiichiro Tani. CFA

» Unlike early days of Abenomics, fiscal stimulus more likely to Yo Syl
increase inflation amid current labor supply constraints eiichiro.tani@daiwa.co.jp
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There is the saying that, “Politics remains unpredictable until the very last moment.” On the first
day of trading following Sanae Takaichi’s surprise election victory over heavily favored Shinjiro
Koizumi, equities rose (Nikkei Stock Average 45,770 — 47,944, +2,175 points), the yen

depreciated (USD/JPY 147.47 — 150.29, +Y2.82), and the JGB yield curve twist-steepened (2yr
JGB yield -4.5bp, 30yr JGB yield +13.5bp).
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However, compared to the stock and forex markets, the JGB market apparently reacted relatively
calmly to Takaichi’s victory. The current OIS market has factored in rate hike probabilities of
24.3% for October, 28% for December, and 36.4% for January 2026. While October saw the
biggest probability decline compared to the end of last week (when probabilities were 56% for
October, 18% for December, 18.5% for January 2026), the probabilities remain largely unchanged
from a month ago (24.6% for October, 21% for December, 28.1% for January 2026). Market
participants continue to place trust in the BOJ’s messaging that it will not rule out the possibility of
hiking rates, provided economic and price developments remain on track, even amid the domestic
political turmoil following Prime Minister Shigeru Ishiba’s resignation announcement. Amid some
growing market speculation that the emergence of the Takaichi administration may hinder the
BOJ’s progress toward normalization, maintaining confidence in these “timely and appropriate
rate hikes” remains crucial. This is particularly important from the perspective of managing
“behind the curve” risks that have worried some market participants.

Etsuro Honda interview

On the evening of 6 October, comments regarding BOJ rate hikes were reported in an interview
with former Special Cabinet Advisor Etsuro Honda, who is considered one of Takaichi’'s economic
advisors. The report noted that Takaichi believes the BOJ should proceed cautiously with rate
hikes, stating, “There is no specific timing. It's not a matter of ‘now is wrong’ or ‘later is right.”
Honda added that implementing a rate hike at the 29-30 October meeting, shortly after Takaichi’s
expected mid-October inauguration as prime minister, would be “quite difficult.” However, he also
stated, “Depending on the macroeconomic environment, raising rates by 25bp would be
acceptable under current conditions.” It has been reported that Honda said, “Even if it took place
in December, the US is still a concern, but it (rate hike) should be fine as long as conditions do
not become too chaotic.” If Honda currently holds a key position in terms of formulating Takaichi’s
economic policies, then this statement may effectively imply a request from Takaichi regarding the
timing of monetary policy adjustments by the BOJ. (*We do not currently possess sufficient
information regarding Honda’s position.)

That said, just like politics, the market remains unpredictable until the very last moment. Looking

ahead, alongside economic and price trends, we should keep a close eye on equity prices and
forex market movements.

Important disclosures, including any required research certifications, are provided on the last page of this report.
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Upside risks

With investors anticipating fiscal stimulus from the new Takaichi administration, Nikkei Stock
Average Futures have already climbed to around 48,600 as of the morning of 7 October. This
appears to reflect awareness of the “potential for larger-than-expected risks to the economy and
prices accompanying fiscal expansion” that a relevant party pointed out on 9 September. Also, the
BOJ'’s branch managers’ meeting report (6 Oct) also suggested that the domestic economy and
price outlook are on track. Considering the September Tankan survey and information from such
hearings, the “upside risks” mentioned by policy board members Naoki Tamura and Asahi
Noguchi are likely gaining greater weight for the BOJ, which has temporarily paused rate hikes
following the April tariff shock.

Caution does not equal inaction

When “upside risks” carry significant weight, caution does not necessarily equal inaction from the
perspective of risk management approaches. Rather, balance becomes important. So far, the
stock price reaction has been very positive, suggesting that concerns about “falling behind the
curve” are not particularly significant. However, if market reactions going forward include falling
stock prices along with yen depreciation and rising JGB yields (steepening) seen thus far, the
situation may change somewhat.

In terms of factors that could change the situation going forward, we should keep an eye on two
points: (1) forex and (2) the US (especially President Trump’s visit to Japan and remarks from US
Treasury Secretary Bessent).

Forex

We looked at the relative yield differential, as well as the USD/JPY and EUR/JPY pairs. Here, the
yen'’s depreciation is clearly progressing in a manner contrary to the narrowing of the relative yield
differential. The EUR/JPY pair in particular broke into the EUR/JPY 176 range for the first time
since July of last year to set a new all-time high. The current situation where the USD/JPY rate
has already exceeded USD/JPY 150 appears to be exceeding the projections in surveys such as
the Tankan. However, if the BOJ were to hold off on hiking rates at its October meeting,
suppressing opposition from three or more policy board members, and if this were to cause the
yen to weaken further, we could not rule out that the optimal positioning within the risk
management approach could change in response to the increased upside risk.
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Trump to visit Japan, Bessent comments

Also, preparations are underway for US President Trump’s visit to Japan, scheduled around 27-
29 October, marking his first visit in six years (US-Japan summit meeting is reportedly being
arranged for 28 Oct). Trump is a tough negotiator and it is unlikely that he would visit Japan
simply to congratulate Takaichi. What demands will he impose on Takaichi and on what points
will he concede?

Of course, various topics will be discussed, but what concerns us is that on 14 August, US
Treasury Secretary Scott Bessent said (as his own opinion) regarding the BOJ, “They’re behind
the curve. So, they’re going to be hiking. The Japanese have an inflation problem.” Bessent said
that rising super-long JGB yields are also impacting (pushing up) the 30-year UST yield.

These remarks can be interpreted as cautioning that the BOJ’s excessive delays for hiking rates
could trigger yen depreciation (offset part of tariffs) and a sharp rise in super-long JGB vyields
(term premium), thereby adversely impacting the US. For example, if Japan excessively delays
hiking rates and the adverse effects spill over to the US due to rising concerns about “falling
behind the curve,” Japan may risk being forced to make concessions in other areas during the
US-Japan negotiations. If delaying an imminent rate hike by just a small margin could risk
undermining negotiations on larger issues, that would not be a favorable move from a cost-benefit
perspective.

Macroeconomic environment differences

We sometimes hear people say that, “Takaichi is the successor to Abenomics and will naturally
call for fiscal expansion and monetary easing.” However, Japan’s current macroeconomic
environment differs from that during the early stages of Abenomics. As such, formally
implementing the same policies will not yield the same policy effects. This is an important point,
so we want to use some formulas to thoroughly review the fundamentals.

Assuming a standard Cobb-Douglas production function, a country’s GDP is represented as Y;=

A LTKI™™. Here, “A” is total factor productivity, “L” is labor input, “K” is capital input, and “a” is the
labor share. Potential GDP is expressed as Y*=A*L**K*(1—®)

Taking the logarithms of these formulas and expressing them in lowercase letters, the GDP
growth rate is expressed as y: = a; + < l; + (1 —x )k, and and the potential growth rate is shown
asy'=a"+« "+ (1 —x)k*. That is, the “output gap” is expressed by the following equation.

ye—y =(a—a) (o —1) + (1 - )(ke — k)

The key point is that, unlike the early days of Abenomics, in the current case where supply
constraints have emerged in the labor market, if fiscal expansion were to further exacerbate labor
market tightness, that would tighten the output gap through an expansion of the labor input gap
(I, —I"). Looking at the output gap presented by the BOJ on 3 October, the labor input gap is
already in positive territory (see chart on next page).
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Source: Reprinted from BOJ’s “Output Gap and Potential Growth Rate.”

Next, the standard (simplest) inflation function (Phillips curve) is shown below (where 7§ is
inflation expectations and p indicates the sensitivity of the inflation rate to the output gap). As is
evident from the following equation, a tightening of the output gap (Y: —Y™) will lead to rising
inflation.

me=m; +uYe—Y")

The crucial point is that, unlike the early days of Abenomics when the labor input gap was
negative, Japan now faces supply constraints with a positive labor input gap. Under such
conditions, expanding demand (Y) through fiscal stimulus carries a significant risk of fueling
inflation.

Of course, if Taro Aso, who is known for his strong commitment to fiscal consolidation, becomes
the LDP Vice President as reported, it is highly likely that Takaichi’s fiscal stimulus measures will
be appropriately restrained. Therefore, any excessive concern could be unfounded. That said, the
macroeconomic environment surrounding Abenomics at its inception differs from that of today.
Therefore, it is crucial to recognize that depending on the “Sanae-nomics” prescription, Japan
could easily find itself in a situation prone to triggering inflation. Given such a structure that makes
inflation more likely to rise than before, it is crucial for the BOJ to maintain greater freedom of
action than ever before.
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IMPORTANT DISCLOSURES

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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit _ratings.pdf. If you need more information on this matter, please contact the Research
Production Department of Daiwa Securities.

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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