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Things to watch for in 2023 (4): Will selling of the yen increase due to investment
in unhedged foreign bonds by life insurers?

Continued decline in the In 1H FY22 (Apr-Sep 2022), the currency hedge ratio related to investment in foreign bonds

currency hedge ratio by life insurers continued to decline. The outstanding amount of foreign security investment
at nine major Japanese life insurers came in at Y62.9tn, a Y4.7tn drop from Y67.6tn at end-
FY21 (Mar 2022, Chart 1). Meanwhile, currency hedging (exchange forward contracts and
currency swaps) for these investments stood at Y35.3tn, a Y3.4tn decline from Y38.6tn at
end-FY21. As a result, the currency hedge ratio declined from 57.1% at end-FY21 to 56.1%
(Chart 2).

Life insurers’ currency hedge ratio has been declining remarkably among hedge transactions
using exchange forward contracts (currency swaps). The currency hedge ratio at life insurers
tends to move in line with the curves of overseas yields. The extent of the decline in the
currency hedge ratio seems to be limited compared with the degree of flattening of the
curve. Nevertheless, the currency hedge ratio was at 45.0% at end-1H FY22, the lowest
level since end-1H FY08 (Apr-Sep 2008, Chart 3 on next page). As overseas central banks
are expected to continue with rate hikes from January 2023 onwards, the currency hedge
ratio may decline further amid further flattening of overseas yield curves.

Meanwhile, the outstanding amount of currency swaps, which are frequently used when
hedging credit investment, has been continuing to increase, hitting a record high at Y7.0tn at
end-1H FY22. This is consistent with the FY22 investment plan for hedged foreign bonds, in
which desire to invest in sovereign bonds diminished in anticipation of a rise in hedging costs
while desire to invest in credit products increased.

Chart 1: Currency Hedging, Outstanding Amount of Foreign Chart 2: Currency Hedge Ratio at Major Life Insurers
Security Investment at Major Life Insurers
(Y tn) B Curency swaps (%)
® Exchange forward contracts
70 i 1 90
60 Foreign curfency-denominated assels Exchange forward contracts + Cumency swaps + Put option
80
50
40 0
30 60
20 50
1
0 40
0 Exchange forward contracts + Cumency swaps
'02'03'04 '05'06 '07 '08 0910 111213141516 17 18 19 20 21 22 30
Exchange forward contracts
(FY) 20
02 04 '06 08 10 12 14 16 18 20 22
Source: Major life insurers’ earnings results materials; compiled by Daiwa Securities. Source: Major life insurers’ earnings results materials; compiled by Daiwa Securities.

Important disclosures, including any required research certifications, are provided on the last page(s) of this report.



mailto:kenta.tadaide@daiwa.co.jp
mailto:kengo.shiroyama@daiwa.co.jp

Chart 3: Currency Hedge Ratio, Yield Curve (Avg for US and

Germany)
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Chart 4: Investment in Yen and Foreign Bonds

by Major Life/Non-life Insurers
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Source: MOF, Japan Securities Dealers Association; compiled by Daiwa Securities.

Hedged foreign bonds have been offering a negative carry, reflecting aggressive rate hikes
by overseas central banks. Under the circumstances, life insurers sold a large amount of
foreign bonds in FY22 similar to other institutional investors (Chart 4), while maintaining a
reasonable level of investment in yen bonds. This is probably because yen bonds are
becoming more attractive than hedged foreign bonds, as well as the fact that investment
increased to the highest level in the past few years due to a rise in superlong JGB yields in
line with overseas yields.

In late October, life insurers announced their 2H FY22 investment plans (Chart 5 on next
page). Many firms indicated policies with increased investment in Japanese bonds through
decreased investment in foreign bonds, mainly hedged bonds. The amount of investment
in yen bonds in 1H was not small compared to past figures. However, some life insurers
indicated their intention to accelerate investment in 2H in superlong bonds, which had
been constrained in light of the outlook for higher yields. As such, forward-looking
investment behavior for JGBs is anticipated. Many firms indicated a cautious stance
regarding unhedged foreign bonds, albeit less cautious than that for hedged bonds. This is
probably because life insurers are aware of the risk of yen appreciation from now on,
despite the fact that overseas yields are at attractive levels.

That said, sharp depreciation of the yen, which had intensified this year, has been
unwound since late October. This appears to have reduced the risk of yen appreciation,
which is a concern when trying to shift to unhedged foreign bonds. Since the market is
aware of concerns about a stronger yen, it is hard to imagine a large amount of investment
being made. However, in a situation where hedged foreign bonds, mainly US Treasuries,
are expected to offer negative returns over a long period of time, we should focus on
whether investment in unhedged foreign bonds will cause selling of the yen. This is also
important when watching the yen market.

Among hedged foreign bonds, a shift from sovereign bonds to credit investment may
continue in order to secure yields higher than hedging costs. The implications for the
USD/JPY basis are that the short-term zone will face narrowing pressure and the
intermediate/long-term zone will face widening pressure. That said, it would be hard to
imagine the extreme case of life insurers’ investments in all foreign bonds being shifted to
credit investment. Therefore, they are likely to consider buying hedged US Treasuries,
investing in European bonds (French government bonds, in particular), or buying
unhedged foreign bonds as mentioned above.
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Chart 5: 2H FY22 Investment Plans at Major Life Insurers
Foreign bonds Market outlook
Jap bonds
Hedged Unhedged 10yr JGB yield (%) 10yr US yield (%) USD/JPY rate (Y)
X . 0.256~0.25 3.00~5.00 131~159
Nippon Life Insurance Increase Decrease No change or decrease
(0.20) (4.00) (145)
L ) 0.10~0.40 3.30~4.50 135~155
Dai-ichi Life Insurance Increase Depends on yield levels Depends on forex rate levels
(0.25) (3.80) (145)
. Decrease in sovereign bonds 0.15~0.25 3.30~4.00 139~149
Meiji Yasuda Life Insurance Increase . No change
Increase in corporate bonds (0.20) (3.70) (142)
. . 0.00~0.30 3.00~4.50 130~160
Sumitomo Life Insurance Increase Decrease No change
(0.20) (3.75) (145)
0.00~0.25 3.00~4.50 135~155
Taiyo Life Insurance Increase Decrease
(0.25) (3.60) (140)
— 0.10~0.30 2.90~3.90 139~149
Taiju Life Insurance No change Decrease Increase
(0.25) (3.40) (144)
i 0.00~0.50 3.00~5.00 130~160
Fukoku Mutual Life Insurance Increase Decrease
(0.25) (4.50) (150)
. . 0.15~0.25 3.00~4.50 135~155
Daido Life Insurance Increase Decrease
(0.25) (3.40) (142)
. . 0.10~0.25 3.00~4.50 135~155
Asahi Mutual Life Insurance Increase Decrease
(0.25) (4.00) (145)

Source: Major life insurers’ earnings results materials; compiled by Daiwa Securities.
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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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