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Since the beginning of the year, the USD/JPY rate and the Japan/US interest rate
differential have been diverging further. Their divergence was also conspicuous in October
2023, but at that time it was occurring because the USD/JPY rate had not caught up with
the widening of the interest rate differential. However, recently the USD/JPY rate has been
rising amid little change in the interest rate differential. One factor is likely yen selling by
households due to the start of the new NISA system. In addition to this, we can point to the
buying of Japanese stocks by overseas players and stronger demand for hedging related
to such buying.

Japanese share prices have been rising rapidly since the beginning of the year. On 9
February, the Nikkei Stock Average continued to rise, exceeding Y37,000 at one point. The
Nikkei Stock Average hit the Y37,000 level for the first time in 34 years, with the last time it
did so being 20 February 1990. The rally was the result of buying by overseas investors.
According to the trading trends by investor type in January (combining two markets in
Tokyo and Nagoya) released by the Japan Exchange Group on 8 February, net buying of
cash stocks by overseas investors came in at Y2,069.3bn in January.

While overseas investors have been buying cash stocks on a net basis, their net selling of
futures has been increasing markedly. This could create downward pressure on cash
stocks from now on, and warrants attention. However, some say that the recent trend is
similar to the rally of Japanese stocks in Apr-Jun 2023. At that time, net buying of
Japanese stocks (cash stocks and futures) by overseas players amounted to Y7.4tn,
pushing up the Nikkei Stock Average by 18%. We should watch to see if this kind of
development occurs again.

Chart 1: Japan/US 10yr Interest Rate Differential, USD/JPY Rate Chart 2: Cumulative Trading Value by Overseas Investors (since
Jan 2022)
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Source: Bloomberg; compiled by Daiwa. Source: Japan Exchange Group; compiled by Daiwa.
Note: Cash stock data from two major markets and futures trading data from Nikkei 225 Futures,
Nikkei 225 Mini Futures, TOPIX Futures, and JPX Nikkei 400 Futures.
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Regardless of what is causing overseas investors to have an increased interest in
Japanese stocks, it is very likely that they are currently investing in Japanese stocks by
hedging currency risks like last year. Generally speaking, due to the high volatility of
stocks, currencies are often not hedged when investing in stocks. However, considering
the interest rate differential between Japan and other nations, investors can gain carry
income by hedging currency risks. Furthermore, yen depreciation can boost the earnings
of Japanese companies, which is leading to higher stock prices. As such, it currently
makes sense to invest in Japanese stocks via hedging.

There has been a steady correlation between the Nikkei Stock Average and the USD/JPY
rate since the beginning of the year, and a similar trend was observed in Apr-June 2023
(Chart 3). This kind of strong correlation is caused by a mechanism in which overseas
players invest in Japanese stocks by hedging currency risks, and the rise in Japanese
stocks necessitates yen selling in order to increase hedging. However, when Japanese
stocks post a downtrend, the yen is repurchased.

The rally with Japanese stocks in Apr-Jun 2023 appears to have been influenced by
multiple positive factors, such as the supply of a large amount of liquidity by the Fed
following the collapse of Silicon Valley Bank, the Tokyo Stock Exchange’s request to
improve the price-to-book multiple to at least 1X, and the biggest wage hike in about 30
years during spring wage negotiations. We get the impression that positive factors are
somewhat lacking at the moment. However, there is a deep-rooted view that Japanese
stocks are the biggest recipient of money shifting out of Chinese stocks (Chart 4).

China’s PPl in January (released on 8 Feb) declined by 2.5% yly, falling for 16 consecutive
months. The nation’s January CPIl was down 0.8%, declining for four consecutive months.
The yly decline in CPI increased partly because of the difference in the timing of the
Chinese New Year, which fell in January in 2023, but occurred in February this year.
However, it was shocking that the reading posted its biggest decline since September
2009, when it was affected by the aftermath of the Global Financial Crisis.

While China is facing concerns about deflation, the probability of an end to deflation is
steadily rising in Japan. As such, the two nations find themselves in the opposite
circumstances. It’'s not clear how long the easy-to-understand strategy of shifting from
Chinese stocks to Japanese stocks will continue. That said, the Nikkei Stock Average
appears to be on the verge of hitting a record high for the first time in 35 years. If stock
prices remain high mainly in the US due to expectations of a Goldilocks economy and
Japanese stocks head towards a record high, demand for yen selling may increase further.
This situation warrants attention.

Chart 3: Nikkei Stock Average, USD/JPY Rate Chart 4: Nikkei Stock Average, Shanghai Composite Index
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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.
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