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inflation expectations

€ Economic concerns lead to lower commodity prices, which lead to declining inflation

expectations

The level of US yields rose, reflecting the May CPI, which dashed hopes for a slowdown in
inflation, and upward revisions to rate-hike projections by the Fed. However, we are seeing a
rise in the range to 3-3.5% for now, rather than the resumption of a full-fledged uptrend.
Possible factors behind this are economic concerns, lower commodity prices, and a drop in
inflation expectations.

The price of copper (also known as “Dr. Copper”) is an effective reference indicator for the
economic outlook, and its downtrend is accelerating. The LME copper price and its 3-month
futures price fell to $8,950 and $8,961, respectively, with a decline in the CMX copper price
to below $400 at one point. As such, trends remain bearish (chart below). Iron ore prices are
also weak, as witnessed by the drop in the DCE (Dalian Commaodity Exchange) iron ore

futures price (IOE1) to its lowest level since March 2022.

What is important is that this drop in commaodity prices appears to be contributing to the
decline in the BEI. In synchronization with lower commodity prices, 10-year US inflation
expectations (BEI) declined to 2.59%, the level seen before the deterioration of the situation
in Ukraine. In the US, the combination of higher yields and lower BEI is promoting a
substantial rise in real yields, which is further increasing concerns about the economic
outlook. Considering the cycle in which economic concerns lead to lower commodity prices,
which lead to lower BEI, which leads to higher real yields, which lead to economic concerns,
we think that “economic concerns” caused by the more hawkish stance by the Fed are key

for the US yield outlook.
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@ Use of “unconditional” constitutes declaration of war by the Fed

In this respect, the Fed has emphasized its “unconditional” commitment to restoring price
stability in its Monetary Policy Report, which was released before the congressional
testimony by Chair Jerome Powell. This reconfirms the Fed'’s prioritization of prices over
the economy (change in stance). Assuming that economic concerns worsen as long as
inflation continues to rise, and that such concerns constrain inflation expectations (via the
aforementioned cycle), use of the wording “unconditional” gave us the impression that the
current phase of higher yields has finally started to show signs of coming to an end. The
combination of lower inflation expectations and a sharp hike in interest rates is likely to
create flattening pressure on the yield curve (inversion of yield curve).

@ Fed Monetary Policy Report (17 Jun 2022)
* The Committee is acutely aware that high inflation imposes significant hardship, especially on those least able to meet the higher costs of
essentials. The Committee’s commitment to restoring price stability—which is necessary for sustaining a strong labor market—is unconditional.

@ Reversal of hedged 10-year US yield and superlong JGB vields

This change in the Fed’s stance also has an indirect impact on yen bonds. Due to the
change in the Fed’s stance (leaning towards a 75bp rate hike) since the release of the May
CPI and deepening of the basis, hedging costs when investing in foreign bonds from the
yen have surged. USD funding costs (hedging costs) have risen to 2.39% (3M), and this is
expected to rise going forward. The hedged 10-year US yield (= 10-year US yield minus
hedging costs) has declined to 0.83%, far below yesterday’s 20-year JGB yield of 0.915%
on a closing basis, and, of course, below the 30-year JGB yield of 1.21%. This is the first
time for the hedged 10-year US yield to fall below superlong JGB yields since December
2020-January 2021.

In cases since 2017 when the hedged 10-year US yield started to fall below JGB yields,
similar to now, yen bonds continued to face downward pressure. And when the Fed shifted
to preventive rate cuts due to increased concerns about the economy, the JGB market
found itself in a nightmarish situation in which the 20-year JGB yield was about to fall into
negative territory. Of course, the current situation (in which the key theme is inflation
concerns) is different from then (when disinflation pressure was strong). Moreover, amid
low liquidity and concerns about policy revisions by the BOJ, most JGB market participants
appear to have no time for comparing returns from hedged foreign bonds. From a slightly
longer-term perspective, however, this disruption of relative value often provides a good
opportunity to earn excess returns. Long-term investors who are looking ahead to the
outlook of JGBs after the end of market turmoil are recommended to focus on this change
in relative value.
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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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