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World’s foreign exchange reserves continuing to shift out of the US dollar

Share of US dollar According to the data regarding the currency composition of official foreign exchange
reserves held reserves (COFER) announced by the IMF on 31 March, the world’s foreign exchange (forex)
throughout the world fell  reserves came in at $12.9373tn as of end-December 2021 ($12.8312tn as of end-Sep),

to new low; possible increasing for three consecutive quarters.

major background factor

behind rising share of Looking at the composition ratios of each currency (share of allocated forex reserves), the
Chinese yuan reserves share of US dollar reserves was 58.8%, falling below the 58.9% at end-December 2020,

is influence from asset marking a new low (Chart 1). While the share of US dollar reserves dropped, the share of

diversification by Russia  reserves in other currencies (Australian dollar, Canadian dollar, Swiss franc, Chinese yuan,
and other unspecified currencies) rose, finally hitting the double digit level, at 10.2%. The
second largest share after the US dollar was held by the euro, which has been roughly flat at
around 20% since 2015. Looking at other currencies, the share held by the yen was 5.6%,
the lowest ratio since September 2019, while that of the British pound was 4.8%, the highest
ratio since June 2008. That said, the decline in the share held by the yen is the result of the
continuing depreciation of the yen, and the quantity of yen-denominated reserves has
increased after adjusting for the impact of the exchange rates.

Among other currencies, the share of the Chinese yuan has been rising year by year. When
this report started at end-December 2016, its share stood at 1.1%. But, it had risen to 2.8%
at end-December 2021 (Chart 2). At end-December 2018, the share of the Chinese yuan
exceeded that of the Canadian dollar, and ranked fifth following the US dollar, the euro, the
yen, and British pound. The rise in the share of the Chinese yuan appears to be largely
influenced by diversification of forex reserve assets by Russia, about which we will explain
later in this report.

Chart 1: Composition Ratios of World’s Forex Reserves by Chart 2: Composition Ratios of World’s Forex Reserves by
Currency Currency (details of other currencies)
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Note: Others include Australian dollar, Canadian dollar, Swiss franc, Chinese yuan, and
other unspecified currencies.
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As COFER forex reserve data is reported on a US dollar basis, currency market
fluctuations have a major impact on the currency composition ratios of forex reserves. For
example, during times when the US dollar weakens against major currencies, the share of
the US dollar declines because there is a rise in the US dollar-converted price of forex
reserves denominated in other currencies. Meanwhile, during times when the US dollar
strengthens, the opposite phenomenon occurs. Accordingly, in order to trace time-series
changes in forex reserves, we need to adjust increases/decreases due to changes in
exchange rates. In addition, changes in the relative price of various government bonds
also have an impact on the composition ratios, but the impact tends to be relatively small
as sovereign bond yields in major nations show similar movements in many cases.

Moreover, we need to pay attention to the impact from Chinese factors during the last
several years since 2015. Since June 2015, China has started to disclose its currency
composition of forex reserves to the IMF in stages. Therefore, the status of its forex
reserves has shifted from ‘unallocated’ to ‘allocated.’ Looking at quarterly changes in forex
reserves (after adjusting currency valuations), there appears to have been an impact from
Chinese factors from June 2015 to around September 2018. Therefore, we are unable to
determine whether the change in currency composition during this period was a reflection
of the authorities’ intentions or was caused by the impact from Chinese factors (Chart 3).

Looking at the data while paying close attention to the two points mentioned above, the US
dollar’'s exchange rates against major currencies have not changed substantially over the
past 20 years (Chart 4). On the other hand, the share of US dollar reserves in forex
reserves has declined over the medium/long term. That said, during the period from the
collapse of the tech bubble to the Global Financial Crisis, the impact of the weak dollar on
the currency market was large, and, therefore, the drop in the share of US dollar reserves
was not as big as indicated by the COFER data. Conversely, the share of US dollar
reserves has declined since 2014, despite further appreciation of the dollar. While Chinese
factors need to be discounted, this suggests that central banks have been shifting out of
the US dollar at a faster pace than before.

When discussing forex reserves in the currency market, a continual topic is the demand to
buy the euro associated with flows related to forex reserves. Since its introduction in
January 1999, the euro was expected to become an international currency that could rival
the US dollar. Until the European debt crisis occurred in the 2010s, the share of euro
reserves did in fact rise (while the share of US dollar reserves dropped), and the euro
continued to appreciate (Chart 5). Since then, euro-denominated forex reserves have
certainly increased on a value basis, but we haven’t seen the kind of euro appreciation
coupled with a rise in the share of euro reserves that was seen in the 2000s. In recent
years, with the emergence of EU skepticism, particularly in Southern European nations,
people have been casting doubt on the ability of the euro to continue serving as the single
currency. As such, movements to shift forex reserves to the euro have been limited.

Chart 3: Changes in Forex Reserves by Currency (after adjusting Chart 4: Share of US Dollar-denominated Forex Reserves, US
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Note: Currency valuations not adjusted for unspecified currencies and unallocated
amounts.
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In addition, what has been recently attracting attention as a topic surrounding forex
reserves is the possibility that nations will shift out of US dollar-denominated forex reserves
at an accelerated pace, due to the impact from sanctions against Russia. As of end-2021,
the Central Bank of the Russian Federation had forex reserves worth about $630.0bn, the
fifth largest reserves in the world. Since the annexation of Crimea in 2014, Russia has
accumulated foreign currencies mainly via the export of resources, and increased its forex
reserves by 1.8 times what it held in April 2015, which was $356.0bn.

Russia has diversified its assets in addition to accumulating forex reserves. Looking at the
breakdown of Russian forex reserves at end-June 2021, the shares held by the US dollar,
the euro, and the British pound were 16.4%, 32.3%, and 6.5%, respectively (Chart 6).
Regarding other assets, the Chinese yuan and gold accounted for 13.1% and 21.7%,
respectively, which is very different from the currency composition ratios in the COFER
data. In addition, looking at time-series changes, we can confirm that Russia has
substantially decreased its share of US dollar reserves since 2018, and shifted funds to the
Chinese yuan and gold. Using the aforementioned ratios, it is calculated that Russia has
Chinese yuan reserves worth $82.5bn. According to COFER, the Chinese yuan increased
by $169.1bn from end-March 2018 to end-June 2021, about half of which appears to have
been attributed to Russia. Accordingly, while the share of Chinese yuan reserves
throughout the world has been steadily rising, movements by Russia may be exaggerating
the overall picture.

As mentioned above, in addition to accumulating forex reserves, Russia has shifted its
assets from US dollars to the Chinese yuan and gold, as if it anticipated that it would be
subject to financial sanctions from advanced nations. As advanced nations have frozen
Russian forex reserves, it is reported that Russia is now unable to use its gold and forex
reserves worth about $300bn among its holdings. This means that the nation has suddenly
lost about 48% of its forex reserves. Russia may not have expected that central banks in
major nations other than the US would freeze Russian forex reserves. In any case,
sanctions are having a serious impact on the Russian economy.

While frozen forex reserves may be having an impact on Russia, people are pointing out
that the fact that the US, Europe, and Japan have decided to exact economic sanctions
against Russia by freezing its forex reserves may lead emerging nations (such as China)
to rethink using forex reserves as an investment method. IMF First Deputy Managing
Director Gita Gopinat stated that sanctions against Russia could hurt the dominant position
of the US dollar and some nations were already renegotiating settlement currencies for
trade. As central banks hold foreign currencies in order to support international
transactions, such as trade and financing, forex reserves tend to consist of currencies used
in trade settlement and the issuance of foreign currency-denominated debt. Accordingly,
once the use of non-US dollar currencies increases in international trade, central banks are
expected to further diversify the currencies in their forex reserves.

Chart 5: Share of Euro-denominated Forex Reserves, EUR/USD Chart 6: Breakdown of Russian Forex Reserve Assets (%)
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However, it is true that there is no currency alternative to the US dollar. In addition to the
US, Europe, the UK, and Japan are also participating in the current sanctions. Therefore, it
is obvious that major effects are not expected even if Russia shifts its reserves to major
currencies other than the US dollar (such as the euro, the British pound, or the yen) for the
purpose of avoiding sanctions. Moreover, Russia has increased its holdings of gold, but
the nation has been locked out of the London market, the world’s leading gold market.
Therefore, it would be difficult for the nation to convert gold to cash.

Regarding the Chinese yuan, some nations that have been deepening their geopolitical
relationships with China, like Russia, may increase their holdings in the Chinese yuan.
However, its use is limited in international transactions, such as trade settlement and the
issuance of foreign currency-denominated debt. In the end, unless nations can change the
currencies used in trade and financial transactions, there are limits to shifting the currency
composition of their forex reserves in order to avoid the impact of trade friction or
international sanctions.

Furthermore, there is a quantitative issue regarding the impact on the currency
composition of the world’s forex reserves. As of end-2021, the share of the world’s forex
reserves (incl. gold) held by various countries was: 21.0% held by China, 8.3% by Japan,
6.8% by Switzerland, 3.8% each by India and Russia, 3.4% by Taiwan, and 3.1% by Hong
Kong. Since 2018, Russia has reduced its share of US dollar reserves by more than 50%,
and reallocated it to the Chinese yuan and gold. However, these movements account for
only several percentage points of the total change in the US dollar and the Chinese yuan in
the COFER data during this period.

Even though Russia’s forex reserves rank fifth in the world, the impact they have is limited
in this way. The only nation that could bring about drastic change is China. We are not able
to get time-series data for the currency compositions of Chinese forex reserves. However,
in an annual report announced by the State Administration of Foreign Exchange in 2019, it
was disclosed that its ratio of US dollar reserves declined from 79% in 1995 to 58% in
2014. We haven’t been able to confirm what the situation has been since then. However,
looking at trends in Chinese forex reserves and its share of US Treasury bond holdings, no
major changes have been observed during 2014-2021 (Chart 7).

The position of the US dollar has moderately declined over the past 20 years. Still, as long
as the US dollar continues to have an overwhelming position in global financing and trade,
the composition ratios of forex reserves are unlikely to change substantially. Emerging
nations are shifting to “dollar-based” economies, as shown by the fact that they are holding
large amounts of US dollars as a safe asset in line with increased US-dollar denominated
debt. This is increasing the position of the US dollar as a key currency. That said, just
because there are no indications of change at the moment doesn’t necessarily mean that
current circumstances will continue going forward. Historically, this system of concentrating
only on the US dollar is unusual, so it is possible that, over a time span of several decades,
the currency market could move towards a system that has multiple key currencies.

Chart 7: Forex Reserves and US Treasury Bonds Held by China
($ t) (%)
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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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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
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