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Issues on the liability side due to ongoing reduction in Fed’s balance sheet

Burden on financial As a response to the debt ceiling problem, the US Treasury Department had constrained the
system caused by issuance of short-term Treasury bills (TBs) and drawn down the Treasury General Account

expansionary fiscal (TGA) balance to about $22bn. The constrained issuance of TBs and TGA balance reduction
policy had the effect of counteracting the absorption of money from the market. After the resolution

of the debt ceiling issue, the TGA balance was restored in line with the issuance of TBs. The
balance has now increased to about $680bn. Conversely, the restoration of the TGA balance
increases the absorption of money from the market.

The absorption of money from the market due to the Fed’s balance sheet reduction
decreases either reserves at banks or the overnight reverse repurchase (ON RRP) balance.
Since June 2023, a decline has been seen mainly in the ON RRP balance, while reserve
balances at banks have largely remained flat. Therefore, we can say that there is currently a
major impact on the ON RRP balance (Chart 1). The ON RRP balance had exceeded $2tn
during June 2022-June 2023, but it has now decreased to about $1.4tn.

This is probably caused by the transfer of money from the ON RRP facility to TBs by MMFs,
which are the biggest investors in TBs. Until the debt ceiling issue was resolved, MMFs
refrained from investing in TBs. Since the resolution of the issue, the 1-month TB interest
rate has been higher than the ON RRP rate, meaning that TBs remain more attractive in
terms of investment return. Therefore, this appears to be leading to aggressive investment in
TBs (Chart 2). Furthermore, the average remaining maturity of government MMF assets,
which mainly invest in Treasury bonds, was 25 days as of July. As this is shorter than the
past average of about 30 days, there is leeway to lengthen the maturity (Chart 3). This is
another factor behind aggressive investment in TBs by MMFs.
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In light of the MMF’s investment capacity, the Treasury Department intends to continue
with the large-scale issuance of TBs. According to the quarterly refunding plan shown in
August by the Treasury Department, the TGA balance is expected to be increased to
$750bn by the end of the year. Although it is recommended to contain the ratio of the
outstanding balance of TBs to within about 15-20% of the total, TB issuance is expected to
increase and temporarily exceed this range until 1H 2024. As of August 2023, the ratio of
the outstanding balance of TBs to the total already reached nearly 20%, the upper limit of
the recommended range (Chart 4).

As long as TBs continue to be issued on a large scale in this way, TBs will remain more
attractive than ON RRP. Therefore, the ON RRP balance may continue to decline.
According to the Survey of Primary Dealers before the July FOMC meeting, dealers
expected reserve balances to decline less than the ON RRP balance towards the end of
next year (Chart 5).

Chart 5: Estimates of Size of Reserves and Take-up at ON RRP Facility in Survey of Primary Dealers

Estimate of the Size of Reserves ($ billions)

25th Percentile 2,929 2,779 2,585 2,525 2,423 2,419
Median 3,000 2,864 2,757 2,700 2,642 2,625
75th Percentile 3,100 2,955 2,904 2,992 2,990 3,030
# of Respondents 24 24 24 24 24 24
Estimate of Overnight Reverse Repo Take-up ($ billions)
25th Percentile 1,635 1,349 1,102 981 882 761
Median 1,750 1,594 1,350 1,240 1,200 1,100
75th Percentile 1,800 1,616 1,530 1,478 1,430 1,314
# of Respondents 24 24 24 24 24 24

Source: Reprinted from NY Fed materials.

The large-scale issuance of TBs and the subsequent transfer of money are major factors
behind the fact that reserve balances have not declined since the beginning of the year
amid ongoing balance sheet reduction by the Fed. In addition, bank deposit balances had
continued to decline because the extent of the rise in the deposit interest rate has been
limited compared to that of market interest rates in line with the Fed'’s rate hikes since last
year. However, bank deposit balances have not declined since April 2023, indicating a
pause in deposit outflow from banks. Moreover, banks appear to be reducing their holdings
of securities (such as US Treasuries and MBSs), while also reducing the pace at which
they are increasing their balance of outstanding loans (Chart 6). These factors appear to
be containing the decline in reserve balances.
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Chart 6: Deposits, Holdings of US Treasuries and MBSs at US Banks
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Currently, the Fed’s balance sheet reduction appears to be going well in terms of the
absorption of excess money in the market via the decline in the ON RRP balance, rather
than reserve balances, without placing a burden on the banking system. However, if the
issuance of TBs continues at this pace, and if government MMFs continue to invest, the
average remaining maturity of government MMF assets will likely rise to around 30 days at
the end of 2023 or beginning of 2024. If so, the investment leeway for government MMFs
is likely to decline compared to what it is now.

Furthermore, if Fed rate cuts become imminent, the situation with TB rates exceeding ON
RRP rates may change. In order to obtain ON RRP rates, MMFs may maintain the ON
RRP balance. In other words, the large-scale issuance of TBs in anticipation of demand for
MMFs may cause a decline in reserve balances. According to the minutes of the July
FOMC meeting, all participants pointed out that there was no need to end the process of
reducing the Fed’s balance sheet when rate cuts begin. That said, there is no guarantee
that the kind of ideal balance sheet reduction that is occurring now will continue once rate
cuts begin.

To begin with, the US is continuing with expansionary fiscal expenditures. According to the
outlook by the CBO, the fiscal balance is expected to continue to worsen. Therefore, in the
August quarterly refunding plan, an increase in the issuance of coupon bonds was
announced, and a further increase in the future was also signaled. As an increase in the
issuance of coupon bonds is considered to be a factor in reducing reserve balances, an
increase in the issuance in the future in line with fiscal deterioration is likely to accelerate
such a reduction. The expansionary fiscal policy seems to be bolstering the economy in an
environment with high interest rates. However, caution is needed, as such a policy causes
excessive monetary tightening and places a burden on the financial system.

An increase in the issuance of government bonds in line with an expansionary fiscal policy
causes (1) deterioration in supply and demand in the bond market and (2) a rise in yields
led by term premiums (refer to our 22 August report Daiwa’s View: Higher US Treasury
yields led by term-premiums). Moreover, an increase in the issuance of government bonds
when the Fed’s balance sheet is shrinking causes banks to constrain investment in US
Treasuries and other assets in order to secure cash. This causes a greater deterioration
than usual in supply and demand. A rise in yields due to deterioration in supply and
demand serves as a factor in increasing government bond interest payments, and causes
government bond yields to overshoot the level where they should be from the standpoint of
sustainable fiscal finance. In short, the Fed’s balance sheet reduction, together with
interest rate hikes, serves as a factor in deteriorating fiscal conditions.
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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 TOPIX/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://Izone.daiwa.co.jp/I-zone/disclaimer/creditratings.pdf. If you need more information on this matter, please contact the Research Production Department
of Daiwa Securities.

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.

= In 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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