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e The Fed has raised rates 300 basis points (bps) in just six months, twice as fast as the 1994-
95 tightening cycle which saw a soft landing. In fact, there has been only one other instance
when interest rates rose more quickly over such a short period of time—July 1980 to January
1981. What happened? The economy entered a deep recession that year which extended into
1982 with unemployment rising close to 11%.

Change in Fed Funds Since the First Rate Hike

< 5.0  Fed Projections
S 45 | N
o - 2004-06
< 4.0 r |
o v
] 35 H
| -
2 30| 1994-95
o 1987-89
T 2.5
(I} 2.0 1099-60 2015-18
= 15 f -
(]
% 1.0
6 0.5 |
00 |l:' 1 1 1 1 J
0 6 12 18 24 30

Months after First Hike

Source: Bloomberg, Federal Reserve, SMBC Nikko I
1 o SMBC



e The Index of Leading Economic Indicators is down 1.4% over the past 12 months. Why does
this matter? Because the economy has always experienced a recession when this has

occurred. Nevertheless, the Fed is on track to tighten further, taking interest rates into deeply
restrictive territory.

Index of Leading Indicators vs. Fed Funds
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e Housing is already in recession. The National Association of Homebuilder’s housing market
index fell to a 38 reading last month, its lowest level since the pandemic More troubling is the
fact that activity is down 42 points from where it was 12 months ago. This is the biggest year-
over-year decline on record. Can a deep housing downturn be avoided? Doubtful

Plunging NAHB Housing Index
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e According to our calculations, R-star which is also known as the natural rate of interest, has
risen to a record high reading. Its level is approximately four deviations from its long-term
average. It is not surprising that residential investment, led by a historic spike in interest
rates, fell at a 26% annualized rate last quarter.

10y Real Rates Adjusted for Secular Downtrend
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e The treasury yield curve is deeply inverted. The 2-year note is yielding roughly 40 bps more
than the 10-year note at 4.37% versus 4.01%. However, when adjusted for the level of interest
rates, the current inversion is the largest on record. The yield curve is both a predictor and
cause of recession. Absent a Fed pivot, expect credit and liquidity to deteriorate further.

2s/10s Treasury Curve and Recessions

—25/10s Treasury Curve
300

200 |

100

o

Basis Points
[N
o
o

R
o
S

-300 ~
76 78 80 82 84 86 88 90 92 94 96 98 00 02 04 06 08 10 12 14 16 18 20 22

Source: Bloomberg, Federal Reserve, SMBC Nikko i
5 o SMBC



e Against the current financial backdrop, the economy is rapidly losing momentum. Private
final domestic demand, defined as GDP less inventories net exports and government
spending, was up just 0.1% last and grew only 1.3% over the past year. Fixed business
investment is already in a recession, declining 5.1% in Q2 and 4.9% in Q3. Remember that
more than the entire increase in Q3 2022 GDP was due to net exports.

Domestic Demand Downshifting
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e |nflation is a lagging economic indicator. It tends to peak during recessions and bottom
during recoveries. Importantly, our analysis has found that the rise in inflation is proportional
to the fall in inflation. In essence, what goes up fast comes down fast.

Inflation does not Plateau at an Elevated Reading
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e Households are tapped out. The saving rate was just 3.3% last quarter, close to the record
low readings registered between 2005 to 2007. But unlike that period when stocks and
housing were rising, consumer net worth is collapsing in 2022. Fed Flow of Funds data show
a $6.2 trillion drop in household net worth through the first half of this year. Frightening.

Consumption to Slow As Personal Savings Rate Rises

—Personal Savings Rate
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e Household distress is evident from surging credit card usage. Over the past year, credit card
balances are up 15%, which is the largest increase in over 40 years. This is particularly
troubling considering the unemployment rate is still 3.5%.

Soaring Credit Card Usage
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e The Fed is going to raise interest rates by 75 bps in November and likely again in December
(but maybe only 25 bps) because inflation has yet to cool. We expect the Fed to begin cutting
interest rates by the middle of next year. The bond market almost always misses these
moves. Witness the Eurodollar curve on the last hike of the 2015 to 2018 interest rate cycle.
Investors did not see the easing in policy.

End of 2018 Tightening Cycle — Actual Path of Fed Funds vs. Market Expectations
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Disclaimer

This presentation is for discussion purposes only and is not intended to be an offer to sell or the solicitation of an offer to buy any securities, or any commitment
to underwrite, subscribe for or place any securities, is not an offer or commitment to provide any financing or extension of credit or service, and does not contain
any tax or legal advice. This presentation has been prepared by SMBC Group (which may include, collectively or individually, any of the following entities in the
Americas Division: Sumitomo Mitsui Banking Corporation (“SMBC”), SMBC Nikko Securities America, Inc. (“SMBC Nikko”), SMBC Nikko Securities Canada, Ltd.
(“Nikko Canada”), SMBC Capital Markets, Inc. (‘SMBC-CM”), SMBC Leasing and Finance, Inc., JRI America, Inc., and SMBC Rail Services LLC) and is being
furnished by SMBC Group solely for use by the client or potential client to whom such materials are directly addressed and delivered. This presentation is
confidential, and is the property of SMBC Group subject to copyright. Any reproduction of this presentation, in whole or in part, is prohibited, and you may not
release these materials to any person, except to your advisors and professionals to assist you in evaluating these materials, provided that they are obligated, by
law or agreement, to keep the presentation confidential. These materials do not constitute research, a recommendation or an offer or solicitation to any person to
enter into any transaction or adopt any hedging, trading or investment strategy. Prior to participating in any such transaction, you should consult your own
independent, competent, legal, tax, accounting and other professional advisors.

In preparing this presentation, SMBC Group has relied upon information available from third parties, including public sources, and we have assumed, without
independent verification, the accuracy and completeness of such information. Specific prices, indices or measures, including ranges, listed in this document
were prepared at the time the document was prepared, and are subject to change without notice. SMBC Group makes no representations to and does not
warrant this presentation’s accuracy or completeness. SMBC Group expressly disclaims any liability for any use of the information set forth herein, including,
without limitation, any use of the information set forth herein in the preparation of financial statements or accounting material.

These materials may contain forward looking statements, which may include projections, forecasts, income estimates, yield or return, future performance targets
or similar analysis. These forward looking statements are based upon certain assumptions. All forward looking statements are based upon currently available
information and SMBC Group is not obligated to provide an update. Actual events may differ from those assumptions. Opinions, projections, pricelyield
information and estimates are subject to change without notice. There can be no assurance that estimated returns or projections will be realized, that forward
looking statements will materialize or that actual results will not be materially lower than those presented. Past performance is not necessarily indicative of future
results. Any transactions or strategies addressed may not be suitable for all parties. The value, price or income from transactions or strategies may fall as well as
rise. SMBC Group or an affiliate may have a position in any of the underlying instruments, assets, indices or rates mentioned in this document. You should make
your own independent judgment or seek independent financial and tax advice with respect to any matter contained herein.

SMBC is subject to Japanese firewall regulations and therefore absent client consent, non-public client information may not be shared with SMBC Nikko
Securities Inc.

SMBC Nikko is a US registered broker-dealer of SMBC Group. Nikko Canada is a US and Canadian registered broker-dealer of SMBC Group. SMBC-CM is
provisionally registered as a US swap dealer with the CFTC. Capital markets and other investment banking activities for SMBC Group are performed by a
combination of SMBC Nikko, Nikko Canada, SMBC Nikko Securities Inc. and SMBC-CM. Lending and other commercial banking activities are performed by
SMBC and its banking affiliates. Derivative activities may be performed by SMBC-CM or SMBC. SMBC Group deal team members may also be employees of
any of the foregoing entities. SMBC Group does not provide tax advice. Accordingly, any discussion of U.S. tax matters contained herein (including any
attachments) is not intended or written to be used, and cannot be used, in connection with the promotion, marketing or recommendation by anyone unaffiliated
with SMBC Group or for the purpose of avoiding U.S. tax-related penalties. © 2020 SMBC Group. All rights reserved.
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