Japan Fixed Income

Daiwa’s View

Wake-up call sounded by downgrading of US

Treasuries

> Will this trigger move towards tighter fiscal policy?

Will this trigger move
towards tighter fiscal
policy?

3 August 2023
Japanese report: 3 August 2023

Daiwa

Securities

Fixed Income Research Section
FICC Research Dept.

Chief FX Strategist

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

Strategist

Kengo Shiroyama
(81) 3 5555-8755
kengo.shiroyama@daiwa.co.jp
Daiwa Securities Co. Ltd

Wake-up call sounded by downgrading of US Treasuries

The rating agency Fitch! (*) has announced that it has lowered the rating of US Treasuries
by one notch, from the highest AAA to AA+, with a stable outlook. The agency attributed the
downgrade to “the expected fiscal deterioration over the next three years” and a decline in
confidence in fiscal management as shown by “the repeated debt-limit political standoffs and
last-minute resolutions” over the last twenty years. In 2011, S&P (*) also downgraded the US
rating for similar reasons.

Fitch (*) expects the US fiscal deficit to rise to 6.3% of GDP in 2023, to 6.6% in 2024, and to
6.9% in 2025, from 3.7% in 2022. As a result, the agency forecasts that the general
government (GG) debt-to-GDP ratio will reach 118.4% in 2025, from 100.1% in 2019. This
figure is much higher than the AAA median of 39.3% of GDP and AA median of 44.7% of
GDP. In Fitch’s longer-term projections, it forecasts “additional debt/GDP rises, increasing
the vulnerability of the US fiscal position to future economic shocks.”

The agency pointed out “several economic shocks as well as tax cuts and new spending
initiatives” as factors behind US fiscal deterioration. Over the medium term, the agency is
concerned about the “only limited progress in tackling medium-term challenges related to
rising social security and Medicare costs due to an aging population.” According to the
Congressional Budget Office, cuts to non-defense discretionary spending as agreed in the
Fiscal Responsibility Act amount to $1.5tn in cumulative savings by 2033, but Fitch (*) views
that this will “offer only a modest improvement to the medium-term fiscal outlook.” The
agency does not project any further substantive fiscal consolidation measures ahead of the
Presidential Election in November 2024.

Of course, even with cuts in spending in accordance with the Fiscal Responsibility Act, there
may be impacts on the US economy that cannot be ignored, such as, for example, the
inclusion of the resumption of repayments of student loans. Nevertheless, as announced by
the Treasury Department in its estimate for marketable borrowing on 31 July, the required
borrowing amount in the Jul-Sep quarter was revised upwards, from $438.0bn as of May to
$521.0bn. A high level of borrowing is also expected to continue in the Oct-Dec quarter
($487.0bn). Fitch (*) appears to have implemented the downgrade upon confirming an
outlook for fiscal deterioration of this sort.

In addition to the fiscal deficit, progress has also not been made regarding the debt ceiling
issue. US President Joe Biden has instructed close advisers to consider all possible legal
and political options in order to avoid a recurrence of crises related to the debt ceiling, and
new working groups have started to consider such measures. However, evident progress
has not been seen.

T (*) Indicates unregistered rating agency; please see the disclaimer at the end.

Important disclosures, including any required research certifications, are provided on the last page(s) of this report.
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In response to the announcement by Fitch (*), the market initially reacted with a decline in
stock prices and a drop in yields. When S&P (*) downgraded US Treasuries in 2011, stock
prices fell together with a rise in the VIX Index, which led to a decline in US yields.
Therefore, the latest reaction appears to have been patrtially influenced by associations
with the downgrading in 2011 (Chart 1). In the forex market, the dollar weakened, while the
Swiss franc and the yen were bought. However, during US trading hours, US yields posted
an uptrend, rather than a downtrend, followed by lower stock prices and a stronger dollar,
partly due to the impact of higher-than-expected economic indicators.

Chart 1: Market Reaction to UST Rating Downgrade by S&P (*) in 2011
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Source: Bloomberg; compiled by Daiwa Securities.

If a trend towards lower stock prices were to form due to the downgrading of US
Treasuries, its impact could spread to other assets, such as US yields, as (1) lower stock
prices push down consumption via the reverse wealth effect and (2) a change in inflation
expectations would have an impact on the Fed’s monetary policy. That said, once stability
was gradually restored in the market, the focus of attention would be expected to once
again return to the strength of the recent US economy and inflation trends. Accordingly, the
short-term impact on the market would be limited.

Treasury Secretary Janet Yellen objected to the downgrade by Fitch (*), saying that the
change was arbitrary and based on outdated data, and that the agency ignored
improvements in governance metrics during the Biden administration. She alleged that US
Treasury securities remained safe and liquid assets. However, the Committee for a
Responsible Federal Budget, a nonpartisan and non-profit organization, stated that the US
was clearly on an unsustainable fiscal path, and that policymakers therefore needed to
build efforts with further deficit reduction, viewing the latest downgrade as “a wake-up call.”
The Fiscal Responsibility Act, which was enacted to respond to the debt ceiling issue, has
the effect of lessening the expansionary path of US fiscal policy. Meanwhile, the latest
downgrade may trigger a move towards tighter fiscal policy. Contractionary US fiscal
policy, together with monetary tightening, is likely to slow down the US economy. The
short-term impact of the downgrade may not be strong. However, looking back on this in
the future, we may find that the rating action held the potential to become a turning point
for the market.
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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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