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Focus on UK pound is shifting from fiscal policy to BOE

On 3 November, the BOE raised its policy interest rate (Bank Rate) by 75bp to 3%. The hike
is the biggest in the current tightening cycle, and in addition the BOE showed a stance of
continuing rate hikes. Despite that, the UK pound was sold against major currencies. We
also saw a rise in UK qilt yields, led by the long-term zone, not by the short-term zone. This
led to bear steepening of the yield curve.

UK assets were probably sold because the message from the BOE was interpreted as a
dovish rate hike. In his press conference, BOE Governor Andrew Bailey implied that the
terminal rate may be lower than the rate priced in by the market. In addition, in the Monetary
Policy Report, economic and price projections were lowered from those in previous reports.
The report says that (1) the premise of the Bank Rate is the path of the rate implied by
financial markets in the seven working days leading up to 25 October, and (2) the path rose
to a peak of around 5.25% in Jul-Sep 2023. Reflecting these dovish messages, the market
may have judged that the BOE would fail to rein in inflation as its measures would not be
sufficient.

The BOE raised its FY22 GDP growth rate projection, considering the government measures
to cope with energy prices, which is expected to support domestic demand. However, it
projects that GDP will post negative growth from 2023 to 1H 2024 and then recover only
moderately. Currently, the output gap is clearly positive, but it is expected to fall into negative
territory from 2023 and decline to -3% toward end-2024.

In line with the cut to GDP growth rate projections, CPI forecasts were also lowered. In 2022,
CPl inflation is expected to hit a peak of +11% yly, but this was lowered from the previous
projection of around +13% as of August, taking into consideration the impact of the
government measures to cope with energy prices. Under the assumption that energy prices
will fall in line with the market's future prices, the BOE projects that CPI growth will slow
down from FY23 onwards because of a decline in energy prices’ contribution to CPI inflation
(yly). CPI projection for Oct-Dec 2023 is still high at +5.2% yly, but it is expected to fall to
+1.4% in Oct-Dec 2024.

In the alternative scenario of constant interest rates at 3%, as well, CPI is projected to slow
down to +2.2% in Oct-Dec 2024 and +0.8% in 2025. Regarding the time frame for returning
CPl inflation to the BOE'’s policy target of around +2%, there is little difference between the
two scenarios.
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Inflation projections The UK government postponed its plan to announce the medium-term fiscal policy from
unlikely to be revised the initially scheduled 31 October to 17 November. Accordingly, the BOE’s economic
upward due to fiscal projections only reflect fiscal measures that have already been disclosed. However,
factors YouGov's opinion poll showed that the government’s approval rating as of 31 October was

still low at 11%, a slight rebound from the 6% (Chart 1). Consequently, the likelihood of the
government formulating new measures to cut taxes is low. Given this, we do not think that
the current BOE'’s inflation projections will be revised upward due to fiscal policy factors.

Based on the aforementioned economic projections, Governor Bailey appeared to suggest
that the central bank would not raise interest rates beyond 5%. This was also implied by
Deputy Governor Ben Broadbent on 20 October. However, liquidity of the UK gilt market,
which faced turmoil after the announcement of tax cut measures in late September, has
not yet recovered. On top of this, the messages from the BOE were dovish compared to
the Fed and ECB, both of which are still maintaining a tightening stance. In our view, this is
what led to selling of the UK pound and UK gilts.

That said, the BOE’s stance of continuing rate hikes is unchanged. Although inflation is
expected to calm down going forward, the BOE says that there is an upside risk. It first
pointed out the possibility that the disruption to the supply of gas from Russia to Europe
may raise gas prices in the future to the level higher than the futures prices used as
assumptions for forecasts by the Monetary Policy Committee (MPC). In addition, the BOE
referred to the tight domestic labor market (Chart 2) and risks that wages and corporate
price-setting activities would increase more than expected if consumers’ inflation
expectations do not fall back. Given these upside risks, we think that the BOE will continue
to hike rates.

Chart 1: UK Government Approval Rating Chart 2: UK Labour Market
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No change to policy to The BOE has not changed the policy of reducing its balance sheet, either. On 1 November,
reduce BOE’s balance the BOE started outright sales of government bonds, which had been postponed. It
sheet appears that this has not resulted in major damage to the UK gilt market for now. In

addition, the BOE'’s Market Participants Survey in November, aligned with the meetings of
the MPC, showed that expectations for the amount of UK government bonds held by the
BOE did not change substantially from those in the September survey (Chart 3). This
appears to be based on the view that (1) depleted liquidity would not disturb sales of
government bonds as the outlook suggests that it would take some years before UK
reserve deposits fell below the minimum level of liquidity required by private-sector banks,
as shown in a 4 November speech by Andrew Hauser, BOE Executive Director for
Markets?, and (2) liquidity is unlikely to dry up because even if reserves fell below the
minimum level of liquidity, commercial banks could use the Short Term Repo facility?
introduced by the BOE on 4 August.

1 https://www.bankofengland.co.uk/-/media/boe/files/speech/2022/november/thirteen-days-in-october-speech-by-andrew-

hauser.pdf?la=en&hash=542C9233D0

2 https:/iwww.bankofengland.co.uk/markets/market-notices/2022/auqust/explanatory-note-on-operational-implications-of-apf-unwind
-2
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Despite ongoing rate
hikes by BOE, UK pound
is likely to continue to
meet upside resistance
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That said, from the viewpoint of forex market, we have seen bearish performance of
currencies in nations where central banks have started to reduce the size of rate hikes,
such as the Australian dollar and Canadian dollar. As the BOE showed a dovish stance,
the UK pound is also likely to continue to meet upside resistance until the terminal point of
global monetary tightening comes in sight.

Chart 3: Forecast for Amounts Outstanding in APF
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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
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