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Things to watch for in 2023 (2): Shifts in two major drivers of yen depreciation

Russia began its invasion of Ukraine on 24 February. The war was initially expected to come
to a speedy conclusion. However, with Ukraine having received substantial military support
from the US and Europe, Russia has found itself in a deadlock, with its military action
dragging out longer than expected.

Daiwa Securities Co. Ltd.

In his testimony at the House of Representatives on 2 March, Fed Chair Jerome Powell
viewed the Russian invasion of Ukraine as a “game changer.” Then, the Fed started to raise
interest rates at the March FOMC meeting, clearly mentioning in its statement that the
invasion of Ukraine by Russia was likely to create additional upward pressure on inflation
and weigh on economic activity. As everyone knows, with the Fed having subsequently
worked towards monetary tightening at an unprecedented pace, a wave of rate hikes is
spreading around the globe.

Europe, where the war is taking place, is sustaining more extensive negative impact from the
situation with Russia and Ukraine than the US. As a retaliatory measure for sanctions
against Russia in response to the Ukraine issue, Russia started to gradually reduce natural
gas supplies to Europe in June. Supplies via the Nord Stream 1, a major pipeline, have been
stopped since September. With natural gas shortages and soaring prices dealing a blow to
the economy, the outlook for Europe now depends on gas.

In addition to natural gas supplies from Russia being stopped and distribution of Ukrainian
grain reduced, Europe saw record-setting heat waves in summer, leading to a surge in food
and energy prices. Inflation in the eurozone is more than 10%, with food and energy
accounting for more than 70% of that (Chart 1 on next page). With regard to economic
conditions, negative growth has been avoided thus far due to a resumption of economic
activity while living with COVID-19 and seeing a recovery of inbound demand. However,
according to projections by the European Commission announced on 11 November, the
growth rate is expected to decline g/q in Oct-Dec 2022 and Jan-Mar 2023. Negative growth
for two consecutive quarters, i.e., a technical recession, is expected, meaning that
stagflation in the eurozone is imminent.

With no clear end to the Ukraine issue in sight, energy prices will remain high in 2023. This
is likely what most market participants, including myself, see as the main scenario. However,
if Russia and Ukraine were to reach an agreement on a ceasefire or a peace deal, that
would have an extremely big impact, because no one expects that. If the Ukraine issue were
resolved, energy prices would plunge and European economic/price projections would
improve considerably.
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The US mid-term elections might have been a turning point with regard to the Ukraine
issue. One of the many reasons for Ukraine putting up a good fight is the provision of a
massive amount of support from the US. Ukraine would face a severe situation if it were to
lose support from the US. Some in the Republic Party are cautious about continuing large-
scale support for Ukraine. On 29 November, House Majority Leader Kevin McCarthy, the
House GOP leader, said that Republicans would not write a “blank check” for Ukraine.
Some are also calling for budgets for supporting Ukraine to be reallocated to domestic
economic measures and measures for responding to long-term competition with China.

In fact, since around the time of the mid-term elections, we have seen more media reports
hinting at a shift towards a path for peace negotiations by the US. According to news in the
Wall Street Journal on 13 November, President Biden’s national security advisor Jacob
Sullivan visited Kyiv on 4 November and recommended that President Zelensky’s team
start thinking about realistic demands and priorities for negotiations, including
reconsidering its stated aim of Ukraine regaining Crimea.

At a joint press conference after a meeting with the French President on 1 December, US
President Joe Biden mentioned the possibility of negotiating with Russian President
Vladimir Putin, stating that he was prepared to meet with Putin if he indicated that he was
interested in ending his country’s war with Ukraine. If the Biden administration is steering
towards a path for a peace deal, the Russia/Ukraine war is likely to move towards an end
in 2023, which may be another “game changer.”

If food and energy prices fell due to an end to the war in Ukraine, it is highly likely that
European inflation would subside rapidly. Once inflation subsided, the economy would shift
from stagflation to recession. In a recession, the ECB should conduct rate cuts, not rate
hikes, and buying bonds is recommended in a recession trade. Even in a scenario in which
the war in Ukraine continues, we forecast that investment returns from European bonds,
particularly French government bonds, would be greater than those from US Treasuries.
This would be even more so the case if the war were to come to an end.

In the forex market, as well, the euro is expected to be preferred. With the energy shock
leading to deterioration in the terms of trade in the eurozone, the current account
(seasonally adjusted value) in the eurozone shifted to a deficit in March 2022 for the first
time since February 2012, which was about a decade ago. This was greatly influenced by
a surge in imports reflecting higher oil and gas prices. Once energy prices plunge, buying
pressure on the euro is likely to strengthen in line with improvement in the current account
(Chart 2). The rise in yields and dollar appreciation, both of which have been driven by the
Fed’s hawkish stance, is clearly peaking out. If, in addition to these US factors, the energy
crisis were to stop worsening, it would make the euro easier to buy.
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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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