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The Fed has raised rates 425 basis points in just nine months. This is the fastest tightening
cycle in more than four decades.

Fed Projections
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The Index of Leading Economic Indicators is declining at a near 5% year-over-year rate. In the
past, the economy always entered recession when this happened.
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The bond market expects the Fed to begin cutting rates later this year. However, the Fed is
projecting “higher for longer” with rate cuts not occurring until sometime in 2024.

55 —Fed Funds OIS on FOMC Dates SEP Median Forecast
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The Treasury yield curve is deeply inverted at around 70 basis points. The bond market is
telling us that the Fed is too restrictive and that a deep economic downturn is possible.
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The Fed’s Senior Loan Officer Survey has shown a dramatic tightening in lending standards for
commercial and industrial loans. These standards have tightened to their highest non-
pandemic reading since the 2008-09 financial crisis.

—Fed Senior Officers Survey: Banks Tightening C&I Loans to
Large & Medium Sized Firms
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Standards are also tightening for households as commercial

banks are showing less
willingness to extend consumer credit. This should weigh on consumption going forward.

——Fed Senior Officers Survey: Banks Willingness to Lend to Consumers
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Over the last 12 months, credit card debt has gown 15%, close to a three-decade high. Less
credit means less spending which means less real GDP since consumption accounts for 70%
of total economic output.

——Revolving Consumer Credit Outstanding

1,200 1 1200
1,100 1 1100
1,000 1 1000
c c
@0 900 1 900 @
@ @
800 1 800
700 1 700
600 : 600

24

Source: Haver, FRB, SMBC Nikko I
; o SMBC



The saving rate is only 2.4%, close to a record low. A rebuilding of savings would exert
significant downward pressure on consumer spending, potentially leading to a severe
recession.

- Personal Savings Rate
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Historically, the amount of time from the last Fed rate hike to the first Fed rate cut has been
short. Given how quickly the Fed has raised rates, past may be prologue.
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The trend in Treasury Inflation Protected Securities (i.e., TIPS) has broadly followed the
downtrend in R*. Hence, TIPS serve as a good proxy for the equilibrium real rate.

——10y Real Rate (TIPS Yield)
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According to our calculations, R-star recently rose to a record high reading. This surge has
pushed the interest-sensitive housing into recession.
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Homebuilders’ sentiment has collapsed and not yet bottomed. This points to further weakness

in housing starts in the months immediately ahead.

——Homebuilder Sentiment
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Residential Construction has declined for

SiX consecutive quarters.

construction employment is close to a record high.

m Real Private Residential Fixed Investment %

Change - Annual Rate
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Housing starts lead real GDP growth by a couple of quarters. With starts poised to fall further,
overall economic activity follow.

——Housing Starts GDP (RHS)
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Historically, inflation does not plateau at an elevated reading. The latest data suggest the
economy is past peak inflation.

Consumer Price Index
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The rise in inflation is often offset by a similar pace of decline. Indeed, the average slopes are a

mirror image of one another.

Consumer Price Index

Inflation Upwing Slope Inflation Downwing  Slope
Sep 1940to May 1942  0.35 May 1942 to May 1944  -0.47
Feb 1946 - Mar 1947 1.61 Mar 1947 to Apr 1949 -0.66
Jul 1949 - Feb 1951 0.58 Feb 1951 to Oct 1954 -0.21
May 1967 - Dec 1969 0.12 Dec 1969 - Jun 1972 -0.12
Jun 1972 to Dec 1974 0.37 Dec1974to Nov 1976  -0.31
Nov 1976to Mar 1980  0.22 Mar 1980to Jun 1983  -0.31
Jun 1986 to Sep 1990 0.07 Sep 1990 to Jan 1992 -0.25
Aug 2007 to Jul 2008 0.22 July 2008 to Dec 2008  -1.19
May 2020 to Jun 2022 0.38 Jun 2022to ?
Average 1940-2008 0.44 Average 1940-2008 -0.44
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e Healthcare is the largest component of the core PCE deflator. Further moderation is
expected.
6 - 6
—PP| Healthcare Acyclical Prices (RHS)
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e The expected slowdown in the economy means that cyclical prices should weaken sharply.

—|_eading Economic Indicators Index
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The unemployment rate spikes quickly ahead of recession. Meanwhile, inflation peaks after the
recession has begun.

Unemployment Rate —CPI
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The core personal consumption expenditures (PCE) deflator is the Fed’s preferred inflation

series. In the past, the peak to trough decline in core PCE has been nearly 60%.

Inflation Cycles

Peak Trough Bps Percentage
Feb-60 Nov-61
——Core PCE Inflation 2.2 1.1 -110 -50%
12 - Dec-69 Jan-73
4.8 2.7 -210 -44%
Feb-75 Jul-76
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4.4 1.0 -340 -77%
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The Fed has recently narrowed its focus to core PCE services excluding housing. This
subsection of the core PCE deflator has closely tracked the trend in employment costs.
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Despite record high inflation readings, the bond market remains sanguine on the inflation
outlook. This is confirmed by consumer surveys of long-term inflation expectations as was as
the toward inflation dollar swaps market.
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Over the past few years, the equity market has closely tracked Fed-provided liquidity. Hence,
guantitative tightening will continue to be a headwind on stocks.

—S&P 500 Index Fed Liquidity (RHS)
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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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