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Could there be a significant decline in hedging costs from 20257

US long-term rates declined rapidly as expectations that the Fed will stop hiking rates
gained traction in the market. The number of trades anticipating US rate declines in 2024
in response to Fed rate cuts appears to be increasing, but the story is not that simple for
Japanese investors, given the costs of hedging and the risks from exchange rates (yen
appreciation). In this report, we estimate 3-month hedging costs in 2024 and beyond using
the private-sector policy interest rate forecasts in a Bloomberg survey, primarily in the
USD/JPY market.

Forecasts for the USD/JPY market in 2024 are widely divergent, and likewise forecasts of
hedging costs differ greatly depending on the outlooks for the US economy and the Fed's
monetary policy path. Hedging costs are of course determined by both interest rate
differentials and currency basis. Interest rate differentials account for a particularly large
share of hedging costs at times like these amid aggressive policy rate hikes by central
banks, and this only makes policy rate outlooks that much more important.

We form our outlook for hedging costs under various scenarios, using the median, highest,
and lowest values from Bloomberg's survey of policy rate outlooks across economies.
Under the median scenario, we expect the 3-month USD/JPY hedging cost to decline to
4.8% by end-2024, more than 1ppt lower than the current level of just under 6%, and then
down to 3.3% by end-2025 (Chart 1).

Chart 1: Projections for 3-month USD/JPY Hedging Costs
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Under the highest value scenario, we expect hedging costs to remain high next year,
ending 2024 at 5.5% and then finally start declining, down to 3.7% by end-2025. Our
hedging cost outlook under the lowest value scenario is a decline to 3.1% by end-2024 and
further decline to 1.5% by Apr-Jun 2025.

Hedging costs are of course determined by both interest rate differentials and currency
basis. The issues we consider and assumptions we use to make each of the above
estimates are shown below. Although not covered in this report, our estimates of the key
cross-yen hedging costs are shown at the end of this report

Interest rate differential

The most important factor determining interest rate differentials is the policy rate outlook.
The interest rate differential in 2024 depends on the respective economic outlooks.
Specifically, the policy rate path will differ substantially depending on whether the US
experiences a soft landing (the most likely scenario according to the market), no landing,
or a hard landing.

Although not exactly, the median US monetary policy outlook in the Bloomberg survey
probably maps to a soft landing, the highest value to a no landing, and the lowest value to
a hard landing. The median outlook is for Fed rate cuts totaling 1ppt in 2024 and further
cuts that bring the policy rate target down to 3.00-3.25% by end-2025 (Chart 2). The
highest value outlook is for rate cuts to begin in Oct-Dec 2024 but not bring the policy rate
any lower than 4.25-4.50% by end-2025. In contrast, the lowest value outlook is for a rapid
pace of rate cuts in 2024 that brings the Fed's policy rate down to 2.50-2.75% by Oct-Dec
2024 and then to 1.00-1.25% by Jan-Mar 2025.

The point at which the BOJ exits its negative interest rate policy (NIRP) is gradually
drawing closer and rate hikes by the BOJ would cause the basis cost to shrink. However,
the lowest value outlook for the BOJ's policy rate is for no NIRP exit and no rate hikes,
while the median outlook is for a very gradual pace of rate increases, starting with NIRP
exit in Apr-Jun 2024 and rate hikes eventually to 0.1% by Jul-Sep 2025 (Chart 3). The
highest value outlook is for the BOJ to raise its policy rate to 1.25% by Jan-Mar 2026, but
only to 0.25% by Oct-Dec 2024 as it waits until 2025 for more aggressive rate hikes.

Chart 2: Projections for Fed’s Policy Interest Rate Chart 3: Projections for BOJ’s Policy Interest Rate
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Chart 4: New York Fed DSGE Model Forecasts (%) Chart 5: US Financial Conditions Index, USD/JPY Basis
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Note: As of 22 Sep 2023. The numbers outside parentheses are the mean forecasts, and the
numbers in parentheses are the 68 percent bands.

Another factor to consider in forecasting the policy rate is the expectation for the natural
rate of interest (neutral rate, equilibrium real rate). A popular topic around the time of this
year's Jackson Hole symposium was the apparent rise in the short-term neutral rate,
particularly in the US, caused by massive government spending. However, it appears to be
the majority view that the long-term neutral rate has not increased. Using the New York
Fed's DFGE model, the equilibrium real rate is 2.5% for 2023 and is forecast to decline by
about 0.3ppt per year until 2026 (Chart 4). If the New York Fed's estimates are correct, the
Fed would not have much scope for cutting rates under a soft landing or no landing
scenario.

Currency basis

The key factors determining the currency basis trend are US financial conditions and
supply-demand (including seasonality). The past correlation between the US financial
conditions index and the USD/JPY basis has been that a tightening of financial conditions
made the basis more negative and an easing of financial conditions made the basis less
negative (Chart 5). The short-term currency basis also tends to become more negative
when financial markets lean heavily toward risk-off mode. When a rapid increase in US
recession risk creates financial market turmoil, there is a risk of the 3-month USD/JPY
basis becoming substantially more negative.

The seasonality of the currency basis is such that as the end of the year draws near, the
basis covering dollar funding from January becomes more negative. This is because end-
December levels are used for calculating bank capital buffers for global systemically
important banks (G-SIB surcharges), and G-SIBs tend to refrain from making currency
basis transactions in Oct-Dec to avoid an increase in the score that determines their
surcharges. Over the past five years, the 3-month USD/JPY basis has become sharply
more negative at end-September and then reversed substantially from around the middle
to the end of December.

Supply-demand is heavily affected by foreign bond investments made by Japanese
investors, and the trend at the banks and life insurers is especially key. Because foreign
bond investments by the banks, particularly the major banks, are primarily a way to
manage foreign-currency funds, they likely have little impact on the spot FX market, but
their impact on currency basis is significant.
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Chart 6: Outward Investment in Securities by Banks Chart 7: Outward Investment in Securities by Life Insurers
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The Fed and many other central banks aggressively hiked rates in 2022 to suppress
inflation, pushing overseas interest rates substantially higher, and Japanese investors
became net sellers of intermediate to long-term foreign bonds by a large margin. Although
the banks started buying at the beginning of 2023 (Chart 6), the life insurers became heavy
net sellers again in reaction to the summer 2023 rise in interest rates (Chart 7). The overall
investment plans of the major life insurers, partly because of the significant rise in
superlong JGB yields, are to continue investing in Japanese bonds. With the yields on
foreign bonds after hedging having turned negative (Chart 8), we think it would be rational
for the life insurers to increase their holdings of JGBs rather than take on the forex risks
and forex hedging costs of foreign bond investments. If the life insurers constrain their
trading volume of hedged foreign bonds, it should limit any impacts on currency basis.
Chart 8: JGB Yields, Yields of Hedged Foreign Bonds Chart 9: Projections for 3-month EUR/JPY Hedging Costs
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Chart 10: Projections for 3-month GBP/JPY Hedging Costs Chart 11: Projections for 3-month AUD/JPY Hedging Costs
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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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit _ratings.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.

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 II Financial
Instruments Firms Association, Japan Security Token Offering Association
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