26 September 2023

Japan Fixed Income Japanese report: 26 September 2023

Daiwa

Daiwa’s View Securities

High crude oil price contributing to yen, euro
depreciation Fixed Income Research Section

FICC Research Dept.
> Watch for higher crude oil price, further currency depreciation over

short term i i
Chief FX Strategist
Kenta Tadaide
(81) 3 5555-8466
kenta.tadaide@daiwa.co.jp
Daiwa Securities Co. Ltd. ‘; "
High crude oil price contributing to yen, euro depreciation
Watch for higher crude For roughly the past two years, the USD/JPY exchange rate has generally moved in line with
oil price, further the US-Japan interest rate differential (Chart 1). Last week, the FOMC and the BOJ
currency depreciation Monetary Policy Board held meetings. The Fed was more hawkish than expected, while the
over short term BOJ provided no new information on policy revisions. With the difference in monetary policy
stances between Japan and the US again becoming more pronounced, the yen is likely to
depreciate toward USD/JPY 150 if the US-Japan interest rate differential widens.
A significant portion of the USD/JPY price movement since last year has been attributed to
this interest rate differential. However, Japan’s widening trade deficit is another reason for
the yen'’s depreciation. As Japan’s balance of trade is heavily influenced by crude oil and
other energy price trends, its trade deficit is likely to swell as crude oil prices rise. Crude oil
prices have been moving upward since around July and this factor is also exerting
downward pressure on the yen versus the US dollar. Chart 2 shows the relationship between
crude oil prices and USD/JPY fluctuations that cannot be explained in terms of just the
interest rate differentials. Here, we can confirm that downward pressure on the yen versus
the US dollar since July has been due to more than just the interest rate differential.
The currently high crude oil prices are being driven by not only the continued Saudi and
Russian crude oil production cuts, but also by the growing belief that demand is stronger
than expected and that the supply/demand balance is expected to tighten. However, prices
for commodities in general, such as copper and iron ore, remain stagnant and there is little
sign of the global economy strengthening (Chart 3). Current crude oil demand is partly
boosted by post-coronavirus pent up demand. As such, there are some doubts about the
sustainability of high crude oil prices over the medium to long term.
Chart 1: USD/JPY Rate, US-Japan Interest Rate Differential Chart 2: Crude Oil Price, USD/JPY Trends not Fully Explained by
Interest Rate Gap
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Source: Bloomberg; compiled by Daiwa Securities. Source: Bloomberg; compiled by Daiwa Securities.

Note: USD/JPY fluctuations that cannot be explained by just interest rate differentials are
the residuals between the estimated and actual values based on the 10-year US-Japan
interest rate differential.
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Chart 3: Commodity Prices
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Chart 4: Crude Oil Price, EUR/USD Trends not Fully Explained by
Interest Rate Gap
($/bbl)
0.12 60
70
80
90

100
UR/USD fluctudtions that cannot be explained
by just interest rate differentials (Iefﬂ1

0.08 Brent crude oil price (right, inverse scale)

0.04
0.00
-0.04
-0.08

Higher crude oil prices 120
2012 Fluctuation in the direction of weaker euro | 130
Jan-22  Apr22  Jul-22 Oct-22  Jan-23  Apr-23  Jul-23

Source: Bloomberg; compiled by Daiwa Securities.

Note: EUR/USD fluctuations that cannot be explained by just interest rate differentials are
the residuals between the estimated and actual values based on the 2-year US-Germany
interest rate differential.

That said, the International Energy Agency (IEA) has forecast a significant crude oil supply
shortage in the Oct-Dec quarter due to production cuts among oil-producing countries and
other factors. Some on the market have even suggested that prices will target $100/bbl by
the end of this year. Over the short term, caution regarding higher crude oil prices seems
warranted and the yen could further weaken versus the US dollar even if the US-Japan
interest rate differential does not widen. Even if there is a rise of only a few yen above the
level implied by the current US-Japan interest rate differential, due to higher crude oil
prices, there could be a renewal of last year’s yen weakness with the yen depreciating
beyond USD/JPY150. Such a fluctuation cannot be ignored in the midst of a possible last-
minute forex market intervention decision that could come at any moment. Future
developments must be closely watched.

The same is true in the eurozone, where high energy prices have led to currency
depreciation. Following Russia’s invasion of Ukraine, the eurozone has experienced a
marked deterioration in its trade balance due to a sharp increase in imports blamed on
higher crude oil and gas prices. Against this backdrop, combined with the fact that the Fed
started raising interest rates ahead of the ECB, the euro was firmly below parity from last
summer through the fall. Since then, the ECB followed the Fed in rapidly raising interest
rates and the US-Germany interest rate differential has continued to narrow. As a result,
the pair firmed to the EUR/USD1.12 level until around mid-July of this year.

Since then, there has been a divergence in the strength of the US and eurozone
economies, and German interest rates have been unable to keep pace with rising US
interest rates, putting downward pressure on the euro. However, since September, the
widening of the US-Germany interest rate differential has paused, but EUR/USD remains
weak. One factor explaining the recent euro sell-off is high crude oil prices. High crude oil
prices will further increase concerns of an economic slowdown in the eurozone and exert
downward pressure on the euro from a supply/demand perspective through the trade
balance deterioration. Chart 4 shows the relationship between the crude oil prices and
EUR/USD trends that cannot be fully explained by just interest rate differentials. As with
the USD/JPY mentioned earlier, we can confirm that the euro has been under downward
pressure due to factors beyond just the widening interest rate differentials. Such
movements have been particularly noticeable since September.

The eurozone economy is already on the brink of recession, making it harder for the ECB
to prop up the currency via interest rate hikes. As such, the euro will likely weaken further if
crude oil prices remain high.
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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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