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The market phase has changed

Country-specific factors € Expectations for rate hikes growing in US, but weakening in Europe

becoming more Thus far, the US and European markets had been dominated by similar issues, such as

pronounced concerns about rate hikes (rate-hike frenzy) and a stagflation-like situation, and price
movements tended to go in the same direction. However, price movements appear to have
finally changed, and started to reflect circumstances specific to each nation/region. And, on
16 November, US yields rose, while European yields declined led by the short-
term/intermediate zone.

The resurgence in COVID-19 infections can be pointed out as one factor behind the drop in
European short-term/intermediate yields. However, concerns about a situation resembling
wage hike-induced inflation, something the US is beginning to meet the initial conditions for,
are not particularly strong in Europe or Japan. Therefore, it is natural to be seeing a
divergence in the rate-hike stance at central banks (approximately equal to the direction of
short-term/intermediate yields).

That said, with the divergence in the direction of short-term/intermediate yields becoming
this pronounced, the impact on foreign exchange rates appears to be increasing. While the
interest rate differential is, of course, not the only determining factor for exchange rates, the
EUR/USD rate declined from 1.22 around May to around 1.13 on 16 November. The decline
appears to mostly reflect the relative difference in short-term/intermediate yields (right-hand
chart below). If we assume that short-term/intermediate yields have started to factor in
specific factors in each nation more than before, it is possible the market has finally entered
a stage of broad US dollar strength. In that sense, the market phase might have changed,
and, therefore, there is a growing need to carefully watch the impact of the strong dollar.
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€ Risks appear to lie with emerging nations, not the US
With the ongoing appreciation of the dollar based on the Fed’s rate-hike outlook, it reflects
US-specific factors of inflation and the strong US economy. Given its underlying economic
strength, we do not expect the US economy to lose steam right away, even if it faces slight
appreciation of the dollar.

However, as shown by citations given by Fed Vice Chair Richard Clarida in his speech in
May, the impact of the Fed’s actions on the entire financial market tend to differ depending
on whether those actions are associated with "growth news" or “monetary news.” In
particular, it is known that Fed policy rate surprises attributed to US inflationary pressures
trigger substantial spillovers to emerging market (EM) financial conditions. (Note that the
impact of rate hikes attributed to US economic growth is limited.)

Fed Vice Chair Richard Clarida (17 May 2021)

There is a vast literature (Claessens, Stracca, and Warnock, 2016, provide an overview) that documents the existence of spillovers from U.S.
monetary policy, especially to emerging market (EM) financial conditions, although the recent paper by Hoek, Kamin, and Yoldas (2020) suggests
that the degree of those spillovers depends importantly on the source of the shock that triggers changes in Federal Open Market Committee
(FOMC) policy. In particular, as summarized in figure 5.1, they identified FOMC actions associated with "growth news" as those that were
immediately followed by changes in the 10-year Treasury yield and the S&P 500 index in the same direction, whereas actions associated with
"monetary news" elicited changes in yields and equity prices in opposite directions. Their key finding, illustrated in figure 5.2, was that FOMC
policy rate surprises attributed to stronger U.S. growth generally have only moderate spillovers to EM financial conditions, whereas FOMC policy
rate surprises attributed to U.S. inflationary pressures trigger more substantial spillovers to EM financial conditions. Regardless of the type of
FOMC policy action, Hoek, Kamin, and Yoldas (2020) also found compelling evidence that the size of the spillover effects from the United States
depends importantly on the degree of macroeconomic vulnerability of each emerging market economy (EME), with more vulnerable EMEs
experiencing larger spillovers.

The consensus at the FOMC is that inflation trends over the next several months or until
next spring are important, and that they need to watch whether inflation will decline by Apr-
Jun or Jul-Sep 2022. Accordingly, the Fed is likely to keep an eye on inflation trends for
now. However, if inflation remains high next spring, we may see a rate hike surprise
triggered by inflationary pressures, which Hoek, Kamin, and Yoldas (2020) point out, lead
to more substantial spillovers to EM financial conditions. It is likely that ‘the canary in the
coal mine’ in this situation will be the EM bond spread, rather than the US high-yield
corporate bond spread. Going forward, we need to pay more attention to trends in EM
CDS indices and ETF prices.
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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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