20 June 2022

Japan Fixed Income Japanese report: 17 June 2022

Daiwa

Daiwa’s View Securities

Confidence in yen not lost

Fixed Income Research Section
» Must carefully assess current account balance trends considering FICC Research Dept

coronavirus impacts

» Factors that make yen a safe haven (current account surplus, Japan’s _ )
status as world’s largest holder of net foreign assets) remain solid SEIEF [ SUEUEES
Kenta Tadaide

(81) 3 5555-8466
kenta.tadaide@daiwa.co.jp

Confidence in yen not lost
Basis for viewing yen as During just the three months since March 2022, the yen suddenly depreciated by Y20

safe haven (current against the dollar to hit its weakest point since October 1998, roughly 24 years ago. Due to
account surplus, this recent deprecation, there is the view that some confidence in the yen has been lost or

Japan’s status as that its status as a “safe haven” has been shaken.

world’s largest holder of

net foreign assets) The yen's status as a safe haven is due to Japan’s current account surplus and its position
unchanged as the world's largest holder of net foreign assets, which were built up through the

accumulation of current account surpluses until now. Currently there are concerns about
Japan’s current account balance moving from a surplus to deficit amid the widening trade
deficit, which is a factor that could threaten the yen’s status as a safe haven.

Looking at current account balance trends (original series), Japan recorded a current
account deficit of Y1.2tn for January 2022, falling into the red for a second straight month.
The balance on income surplus was not big enough to offset the balance on goods and
services deficit. The main factor now driving this current account deficit is Japan’s widening
trade deficit. Rising resource prices due to Russia’s invasion of Ukraine and other factors
have meaningfully impacted Japan’s trade balance. Likewise, the balance on services has
remained in the red due to a shrinking travel balance surplus with the number of foreign
visitors to Japan plummeting due to entry restrictions since the pandemic started.

On a seasonally-adjusted basis, Japan’s current account balance has remained in the black.
Indeed, Japan posted current account surpluses of Y2.3tn for Jan-Mar 2022 and Y0.5tn for
April (Chart 1). However, the trade balance has continued to deteriorate on surging resource
prices, posting increasingly larger deficits over three straight quarters since Jul-Sep 2021.
Conditions now suggest that the trade balance deficit will continue growing over the next few
months, so there is the potential for Japan to post current account deficits for several
months.

Chart 1: Current Account (seasonally-adjusted)
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Source: MOF; compiled by Daiwa Securities.
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Amid growing awareness that Japan’s current account balance could move into the red,
the debate over the International Balance of Payments Development Stage Theory is
gaining momentum. This theory, advocated by Crowther and Kindleberger, explains how
the international balance of payments structure changes at each stage of economic
development (Chart 2).

Chart 2: International Balance of Payments Development Stage Theory

Stage . Immature debtor nation Il. Mature debtor nation IIl. Debt repayment nation IV Immature creditor nation V. Mature creditor nation  VI. Credit disposition nation

Trade & services

balance Deficit (-) Surplus (+) Surplus (++) Surplus (+) Deficit () Deficit (- -)
Primary income balance Deficit (-) Deficit (-) Deficit (-) Surplus (+) Surplus (++) Surplus (+)
Current account Deficit (-) Deficit () Surplus (+) Surplus (++) Surplus (+) Deficit ()
Balance of - external Net debtor nation (-) Net debtor nation (-) Net debtor nation ~ (-) Net creditor nation (+) Net creditor nation (++) Net creditor nation ~ (+)

assets and liabilities

Underdeveloped  industries Export  industries ~ have Surplus for current account Foreign — assets  exceed Loss of international Balance on goods and
result in imports outweighing developed and balance on balance as surplus for balance liabilities and balance on competitiveness due to higher services  deficit outweighs
exports. The balance ongoods and services is in theon goods and servicesincome turns into a surplus, costs, resulting in a deficit in initial balance of payments
goods and services is in the black. Balance on income outweighs balance on income resulting in a net creditor balance on goods and/surplus and current account

: red. A lack of capital meansremains in the red due todeficit due to increased nation. services. Current accountbalance falls into a deficit.
Outine the nation must rely on foreign debt interest exports. balance remains in the black Accumulated foreign assets
procurement from abroad, payments. due to a large balance onare drawn down.
resulting in a balance on income surplus.

income deficit as well.

Source: Ministry of Economy, Trade and Industry materials, others; compiled by Daiwa Securities.

When confirming the conditions for Japan, there is a prominent view that from around 2011
Japan began to transition from the previous "Stage IV. Immature creditor nation" to the
"Stage V. Mature creditor nation" stage with a balance on goods and services deficit. Then
in 2021, after the coronavirus shock, Japan had a balance on goods and services deficit, a
large primary income balance surplus, a current account surplus, and was the world’s
largest holder of net foreign assets (explained in later section). As such, there is the
growing argument that Japan has advanced by one stage of development, having satisfied
all of the characteristics of “Stage V. Mature creditor nation.”

Furthermore, under the current conditions in which the trade deficit continues expanding
on high resource prices, there is the view that Japan could advance to “Stage VI. Credit
disposition nation” provided the trade deficit continues expanding and produces a current
account deficit. However, the recent current account balance trends should be carefully
assessed. Certainly, if the trend of high resource prices continues, the trade deficit could
widen further, resulting in a current account deficit for individual months or for several
months. However, many do not anticipate a current account deficit for Japan on a full-year
basis.

For example, the current balance of services has deteriorated as a result of the pandemic,
which artificially suppressed international flows of people. As such, this balance is seen as
not fully reflecting the true economic fundamentals. Global inbound demand continues to
grow as a long-term trend against the backdrop of rising incomes in Asian countries.
Furthermore, when taking into account the recent depreciation of the yen and other factors,
such latent demand in Japan appears to have grown meaningfully. Once international
flows of people normalize, the government's pre-pandemic goal of 60 million visitors to
Japan in 2030 may be achieved. In that case, the outlook for a balance on services surplus
would brighten.

Also, structural changes since the Great East Japan Earthquake have meaningfully
impacted even the trade balance, for which a trade deficit has continued to grow. There
was a series of nuclear power plant shutdowns in Japan in the wake of the Fukushima
nuclear power plant accident and most of the nation’s nuclear power facilities still remain
off line, with a few exceptions. The ratio of thermal power (= nuclear power alternative) in
Japan’s energy mix has increased. The accompanying increase in fuel imports has
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resulted in a structure whereby when energy prices rise, the value of imports into Japan
swells significantly, causing the trade balance to fall into the red.

Recently there has been more talk about restarting nuclear power plants. Progress on that
front would likely contribute to a better trade balance. However, as the current widening
trade deficit is largely influenced by price factors, ultimately a significant improvement in
the trade balance will require lower energy prices. If we assume current energy prices are
being pushed up by Russia's invasion of Ukraine, the trade balance should improve once
this temporary factor drops off. Yen appreciation after the Lehman shock and Great East
Japan earthquake encouraged Japanese firms to offshore some of their production. This
created a trend of producing and selling more goods overseas, resulting in a decrease in
exports directly from Japan. Accordingly, even if nuclear power plants are restarted and
fuel imports decline, Japan will probably not return to the trade surplus levels seen before
2010. still, there is probably room to meaningfully shrink the current trade deficit.

Over the medium to long-term, there is a high probability for Japan to become a country
with persistent current account deficits, or in other words a “credit disposition nation.”
However, there is the strong likelihood that the current account balance is now heavily
skewed by special factors, so we think even greater care than usual is needed when
assessing current account balance trends.

From the perspective of net foreign assets, the Ministry of Finance on 27 May released the
International Investment Position of Japan (as of end-2021). Japan’s net foreign asset
balance (overseas assets held by Japan's government, companies, and individuals minus
liabilities owed to foreign investors, others) grew Y56.1tn vs end-2020 to roughly Y411.2tn,
marking a record high for the first time in two years (Chart 3). The main swing factor was
forex market moves, specifically the inflated value of assets denominated in foreign
currencies (up Y62.2tn) due to the recent yen depreciation. Other adjustments, which
reflect changes in stock and bond prices, were down Y16.8tn. Even though growth was
only Y10.8tn due to trading flow factors, Japan still maintained its status as the “world’s
largest holder of net foreign assets” for the 31st straight year.

Looking at the major countries (regions), the largest holders of net foreign assets after
Japan as of end-2021 were Germany (equivalent to Y315.7tn), Hong Kong (Y242.7tn), and
China (Y226.5tn). Meanwhile, the US is the world’s largest net debtor nation with a net
external debt balance equivalent to Y2,067tn. The gap between net foreign assets held by
Japan and No. 2 Germany had been narrowing from the time of the European debt crisis
into 2018, but widened somewhat after the coronavirus outbreak. The gap between these
two countries widened to roughly Y100tn as of end-2021 (Chart 4).

Chart 3: Net External Assets in Major Nations (regions, as of end- ~ Chart 4: Trends of Net External Assets in Major Nations (regions)
2021)
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Source: MOF; compiled by Daiwa Securities. Source: IMF, Bloomberg; compiled by Daiwa Securities.

Although the net foreign asset gap with Germany has not narrowed in recent years,
Germany could eventually take the top spot away from Japan. This is because, as it is
often said, Germany has accumulated external net assets as the world's largest current
account surplus country, backed by the euro, which is undervalued relative to its
fundamentals. Even in that case, Japan would still maintain the status of being the world’s
No. 2 holder of net foreign assets. Such a development is not expected to have much
impact in terms of confidence in the yen.
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A more important point is probably whether the current account balance is a surplus or
deficit at that time. When a country has a current account deficit, as discussed in the
Balance of Payments Development Stage Theory, it becomes a credit disposition nation
with its external net assets decreasing in stages. It seems as if the impact of being
overtaken by Germany while maintaining a current account surplus would be quite different
from that of falling to the No. 2 spot amid conditions in which Japan books current account
deficits.

It has been indicated that one point of contention related to safe havens is that the so-
called "risk-averse yen buying" is no longer seen in a market environment where investors
are becoming increasingly risk averse. This may be due to the fact that low interest rates
have become the norm in many countries in recent years, and the yen carry trade has
been weak due to the existence of currencies with lower interest rates than the yen, such
as the euro.

On the forex market, carry trades are often used to procure low-interest-rate currencies
and invest that money in high-interest-rate currencies, but the yen, with its long-standing
low interest rate, has consistently been the currency procured. Investors tend to conduct
carry trades when they are more risk oriented and tend to unwind these trades when they
become risk adverse. Therefore, the yen is sold when risk appetite increases and bought
back when risk aversion increases, and this is the mechanism by which "risk-averse yen
buying" occurs.

Some earlier studies have suggested that the yen is not being bought so much as a safe
haven, but it is simply being bought back after previous selling. For example, Hossfeld and
MacDonald (2015)* argued that the yen rises when markets become increasingly risk
averse, mainly because of the unwinding of carry trades, and so the yen should be viewed
as a procurement currency for the carry trade, not as a safe haven. Defining a safe haven
as a currency that has a negative correlation with the return of a global equity index when
financial market tensions are high, this report suggests that the Swiss franc is the only safe
haven among G10 currencies and that the US dollar is also a possible safe haven,
although not as clear-cut as the Swiss franc.

As we have seen, it is conceivable that the recent depreciation of the yen is not due to a
loss of confidence in the Japanese currency, but rather due to the monetary policy gap
between the US and Japan. Current account balance trends must be carefully assessed in
light of the coronavirus impacts, but the factors that have made the yen a safe haven
(current account surpluses, Japan's status as world's largest holder of net foreign assets)
are still solidly in place. However, the studies that consider the impact of carry trades in
defining safe havens are compelling. A closer examination of whether the yen is truly a
safe haven is an issue for the future.

1 Oliver Hossfeld and Ronald MacDonald. “Carry funding and safe haven currencies: a threshold regression approach,” Bundesbank Discussion
Paper No 34/2014.
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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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