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Labor Market and Output Gap

Unemployment Rate Output Gap

s.a., % %

63 8
Introduction of QQE Introduction of QQE
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=Unemployment rate (left scale)
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——Labor force participation rate -6
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Note: The output gap is based on BOJ staff estimations.
Sources: Ministry of Internal Affairs and Communications; Bank of Japan.
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Wages and Inflation

Nominal Wages Consumer Prices

y/y % chg. 5 y/y % chg.

=PI (all items less fresh

Base pay increase for full-time employees
food and energy)

——=Scheduled cash earnings per full-time employee
Introduction of QQE

4 1 | \

Introduction of QQE
o 0 YA
A A Average from
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1 4 v U to July 2018
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0 = AN Average from January 2000
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Notes: 1. The figure for scheduled cash earnings per full-time employee for FY 2018 is the April-June average. That for base pay increase for FY 2018 is as of July, 6 2018.

2. The CPI figures are adjusted for changes in the consumption tax rate.
Sources: Ministry of Health, Labour and Welfare; Ministry of Internal A ffairs and Communications; Central Labour Relations Commission;

Japanese Trade Union Confederation (Rengo).

(=) Background behind a Rise in Inflation Taking Time :
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Software Investment (Tankan)

Firms' Effort to Raise Labor Productivity

International Comparison of
Labor Productivity

FY 2005=100 ) CY 2017, U.S=100 ann., y/y % chg. (CY 2010-2017 average) i
Level (left scale)
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Notes: 1. In the left chart, figures up through fiscal 2017 are actual results. Figures for fiscal 2018 are forecasts from the June 2018 survey.
2. In the right chart, figures are real labor productivity per hour d inated by PPP excl rates.
Sources: Conference Board: Bank of Japan.
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Households' Tolerance of Price Rises

Households' Tolerance of Price Rises Consumer Prices and Wages

DI ("favorable" - "unfavorable"), % points yly % chg,

==CPI (all items less fresh
food and energy)

Introduction of QQE ——Scheduled cash earnings per

full-time employee

tolerate
price rises

A

(includes characteristic information)
s Employment, income, economy q

-10 4 = Prices
=——Comments on the rise in prices
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Notes: 1. In the left chart, comments on the rise in prices are chosen among three alternatives: "rather favorable,” "difficult to say," and "rather unfavorable." Estimation is done using

effective samples in which all the relevant questions for the estimation were answered. Figures show deviations from the displayed period average.
2. In the right chart, the CPI figures are adjusted for changes in the consumption tax rate. The CPI figure for 2018/Q3 is that of July.

Sources: Ministry of Health, Labour and Welfare; Ministry of Internal Affairs and Communications; Bank of Japan.
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Strengthening the Framework for Continuous Powerful Monetary Easing

Persistently Continuing with Powerful Monetary Easing

Forward guidance for policy rates

i
i
"The Bank intends to maintain the current extremely low levels of short- (-0.1 percent) and long-term interest i
rates (around zero percent) for an extended period of time, taking into account uncertainties regarding !
economic activity and prices including the effects of the consumption tax hike scheduled to take place in f
October 2019." H

Enhancing the sustainability of QQE with YCC
Long-term interest rate: The Bank maintains the target level of around zero percent.
The yields may move, upward and downward to some extent mainly depending on
developments in economic activity and prices.
Purchases of ETFs: The Bank maintains the annual purchase pace of about 6 trillion yen.
The Bank may increase or decrease the amount of purchases depending on
market conditions. .etc

Achieving the price stability target of 2 percent at the earliest possible time,
while securing stability in economic and financial conditions.
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Functioning of JGB Markets

Long-Term Interest Rates Transaction Volume of Cash JGBs
35 Yo 90 tIi];. yen/month
0 gs | : Transaction volume
' i ——6-month backward
80 moving averages
25 i
75 i
2.0 L
——United States o
15 - —— Germany 65 -
——Japan ]
1.0 A P 60
55 A
Q0.5 1
50 A
e T L e
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Note: The figures for trading volume of cash JGBs are the gross amount purchased by banks, investors and bond dealers. T-bills, etc. are excluded.
Sources: Bloomberg; Japan Securities Dealers Association.
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1. What is the current state of the Chinese economy?

[ The Chinese economy appears to have achieved a soft landing to date, but ... ]

(Y-0-y % change)
14 C—JNet exports

s Total capital formation
12
‘ == Final consumption

10 =O=GDP

/////
/////
/////

/////

///////////////

2010 2012 2014 2016 2018

Note: 2018 shows the date for January to June
Source: Made by MHRI based upon the National Bureau of Statistics of China and CEIC data
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2. What are the risks for the Chinese economy? (1) The biggest domestic issue is dealing with financial risk

[ The increasingly complex financial system has exacerbated China’s financial risk ]

oo
5
I | rd
Credit risk Indostr ena
Bank londing Intorbank market Bank lending Liuldity vk enterprises
(On balance sheet) (On balance sheet) iquidity risl 7 W
F; - L |
- S~
/, >
0 S
\ Real estate
Households i External asset \ m“:;: s Ly ]
[ Investment i ~ : assets :
| (On balance sheet) deposits 2P| (On balancesheot) | Securlties ! I
1
H s companies H
' :
|}
- [ _ree B L] commiyie e ot
1 - Trust loans financing Vehicle
i - Entrusted loans ncing Vel
[ pe= —— —_— Insurance 1 - Wealth management
: \ companies { products, etc.
H - o ' \ 1
I s 1 (E— : :
1 products (WMP) | products (WHP) I H
3 i (Off balance sheet) | (Off balance sheet) 1 I
Companies || / Rt 2 1 Zomble companies | |!
il ‘ 1 1
'} I | Vi ! 1
1 i
1 [}
| SR, B . ey
|| ‘ | 2
i E{S&“Zf.ﬁ’.'::’?..’;‘.i' (| || Entrustedtoans, etc. || : - Short-term financial
\ | ‘ | (o batance shewt | ‘ ! assets,etc. Central andlocal
N ——— q — / | Fi governments
\ l 777 I / \ J
e P N
~. o == rd
Source:  Made by MHRI based upon China Banking Reg C ion Cl isory Bureau Corporate Banking Task Force, Banking instilutions and

Y upes
financial services research based on Chongqing Municipality, Hans, Fan (2016), New WMP draft rules: continued tightening on shadow credit, etc.
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2. What are the risks for the Chinese economy?

[ Moderate rise in market interest rates | [ Sluggish growth in the supply of funds |

(%) (Y-0-Y % change) (Y-0-Y % change)
10 - - - 25 . - 15

M2 (rhs)
Whomf == o= =N - -1 12

=== \\leighted average general lending rate

Social financing balance (lhs)
9

(Y
I
I
1
1
I
l

Other than bankloans

Bank loans
: S ll!l [ | |

6

Mar-14 Mar-15 Mar-16 Mar-17 Mar-18 Mar 15 Mar-16 Mar- 17 Mar- 18
(End of period)
Source:  Made by MHRI based upon the People’s Bank of China and CEIC data Note: The most recent data s as of the end of June 2018. “Other than bank loans” is

the aggregate of entrusted loans, trust loans, bank bill underwriting and
corporate bonds. It does not include equity finance.
Source: Made by MHRI based upon the People's Bank of China and CEIC data
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2. What are the risks for the Chinese economy? (2) An external risk is US-China trade friction

Jun

Jul

Aug

Sep

Oct

Nov

[ Since June, it has appeared as if the trade frictions are likely to be protracted ]

IE— .

Additional tariffs on $50 billion ($34 + $16
billion) worth of imports from China

€=

Additional tariffs on $50 billion (534 + $16
billion) worth of imports from China

Considering additional tariffs on $200
billion worth of imports from China

=

“Forced to fight back firmly with
comprehensive quantitative and qualitative
measures”

Announces lowering of tariffs
(carried out from July)

Considering lifting the rate on additional
tariffs on $200 billion worth of imports from
China

€

Policy to impose additional tariffs on $60

billion worth of imports from the US

US-China trade negotiations
Round 4: August 22, 23 (Washington)

US-China Summit?

Source:  Made by MHR! based upon various materials
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2. What are the risks for the Chinese economy?

[ The impact of US-China trade frictions on the economy could also be wide-spread and protracted ]

Economy «  Downward pressure

Slowdown in pace of
initiatives for

Structural economic and
reforms . i
financial system
reforms

ELWEWHEEINGERGIE |« Increased volatility

Increased costs and downward pressure on profits through the supply chain

Business activity

Increased business opportunities for non-US foreign-owned firm's in China

Source: Made by MHRI
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3. What is the future direction for the Chinese economy?

- Government Work Report (March 5, 2018)

[ The Chinese government has started to steer the policy focus towards stability ]

State Council’'s Executive Meeting (July 23, 2018) and
Meeting of China’s Central Politburo (July 31, 2018)

- We can expect continued recovery of the global - China's economy has maintained steady growth. However,
Current status economy, but there are also many factors that bring  the economy still faces some new challenges and the
instability and uncertainty external environment has changed notably.
- The proactive direction of our fiscal policy will
remain the same - More proactive fiscal policy will be pursued
Fiscal policy - Precious funds are used to add growth drivers for - Deploy a greater role in terms of boosting domestic
sustaining development and meet people's most demand and structural adjustments
urgent needs
- Our prudent monetary policy will remain neutral - ggsc;ountry will continue to implement prudent monetary
- We need to make sure that the valve of aggregate < o
Monetary policy monetary supply is well controlled (T 1) - :’nV'l)l:‘:t:Irr;ltzz\ pc;c;;nrol (F471%7 1) over the floodgates of
- Ensure a reasonable, stable level of liquidity - Keep liquidity at a reasonably ample level
- Efforts should be made to keep employment, the financial
sector, foreign trade, foreign and domestic investments,
i and expectations stable
Other B g:mwgiaﬂgsxs%g;ﬁ_::;r;ﬂ&t?: P;r}zls(ég?;ral - (In relation to internal party discipline) upholding the
ping authority of the CPC Central Committee with Comrade Xi

Jinping at the core and its centralized, unified leadership
as the starting point and ultimate purpose

Source: Made by MHRI based upon First Session of the 13th National People's Congress (China Internet Information Center, March 5, 2018) and the Meeting of the Political Bureau of the
Communist Party of China (CPC) Central Committee (People's Daily Online, August 1, 2018), etc.

(2)FERBRE RIS Z FEIFEE A AE

RO EE 101 £/ CREUEMLE » 102 F=h2gied” 2|
BEET 103 FEEFEN” FrERR 104 e HAREESS -
105 FHE" fEEMdEE” 106 FHIURIRE” B — Bl
Fo—(EERVEIR" 107 FH¥ 5 E 5 > ORI
TEMICE Z [EHEREA € > BB b gt Bty BuscR 2 5 i0iE
fi > PR EWBORIRRFF S EURENMSL - (RIFERE G R &
EARACEETTA - PREBUER G ANKE S SRR H 5 E L
Ak WBUBCRAI G ECRIGE ) E - R BB ZRN T 55 515
St BB B R > DaOs MT A EEE - Wit - &0
A RAESEETT - R MTEEREN: -

B HREEMEZARECREER - BRI T T Bk

B~ HOTBFRMERER SN - MRS SE DA MR G685 5 1 5%

18



i > (255 2 EATEBBCRHARERERER > B ESRAET -
CHTREE A =~ SR G R A - E B R DO -

3. What is the future direction for the Chinese economy?

[ The Chinese government wavers between stability and reform ]

| | | | |
| |
|

18th Third | | | 19th
National Plenary National '
Congress Session | | | Congress 1
] | | "Supply side ) “New eraand
Stability structural reforms building China l
| into a great
| I country” |

High quality
development and
preventing financial
risk

"Comprehensively I
Deepening Reform™ |

A

Preparation for
National Congress

Stock prices collapse, i US-China friction

| | weaker Renminbi

Source: Made by MHRI
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(=) FEREET SRS (China stock market strategy)
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Sluggish investor sentiment in mainland China

* The turnover ratio remains low since the end of the stock boom in 2014-2015
« Mainland investors prefer low-risk/middle return financial products such as bank WMP and MMF
* Unicorn funds attracted only around RMB 100b (maximum size is RMB 300b)

Net asset value of public open end investment
Stock trading turnover ratio trusts and private securities funds
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Note: Turnover ratio = Total market cap / annualized monthly stock trading value Source: Mizuho Securities Asia Equity Research, based on CEIC and Asset Management
Source: Mizuho Securities Asia Equity Research, based on CEIC Association of China
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Given RMB weakness, better to wait to invest in offshore China stocks

+ Concern for further RMB deprecation is rising among stock investors

« Since most of MSCI China index constituents are traded in USD and HKD, RMB weakness directly
impacts share prices

« RMB weakness does not really help earnings as China stocks have limited revenue from overseas

CNY implied volatility and share prices Overseas sales ratio of MSCI indices
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Nate: caiculsled by multiplying the overseas sales ratio (FY 201'.') of each \rldex constituent
with its index weight. Exclude with no sales from
Source: Mizuho ities Asia Equity , based on ] Source: Mizuho Securities Asia Equity Research, based on Bioomberg
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Strong consumer sentiment; income tax cut will boost consumption

« With salary increases and asset effects, consumer sentiment remains at a record level

« The sluggish stock market has little impact on consumption. As for asset effects, housing prices are more
important than share prices

+ Govt. plans to raise base deduction for income tax calculations and to include major expenses (education, housing,
and medical care) as tax-deductible items

China: Consumer confidence index China: Consumer expenditure per capita
130 1 (Poing @ [*® 0] mvon
- 18
‘L@
120 Voo 18 1H2018
E% 14 4
)
s 124
10 10 f--mmmnmmes
86
8
84 6
100
4 4
82
NBSCCI 2
(LHS)
0 80 04
UnionPay a 8 @ 3 @ o
Bankcard CCI -~ 85 g 5 Bg8 Eg 53% gg g
(RHS) £8 3 3 g=5 i giE 2
- ] 28 §, 3 S5 2=
g2 © 293 2 353 § 8
80 T T . - ! - - 2= E g - 3
2011 12012 12013 12014 /2015 12016 1/2017 /2018 E
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Source: Mizuho Securities Asia Equity Research, based on NBS, China UnionPay and CEIC Source: Mizuho Asia Equity based on and CEIC
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Mixed manufacturing picture, but sales keep double-digit growth

* While high-tech industries with high export sales are weak, resources and materials are steady

* In the high-tech industries, production slowed notably for smartphones, computers and automobiles

» Industrial sales increased +10.2% YoY in 2Q, up from +9.6% YoY in 1Q

China: Industrial production (VAI) Sales trend of companies in China
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Note: The energy intensiva manufaciuring is @ simple mean of mining, papermaking, chemical, petroleumicoal products,
«ceramic, steel, fef metal and The high-tach is a simple mean of general
equipment machinery, special machinery, ransportation equipment, electric machinery, computer and communication
devices and medicine. Source: Mizuho Securities Asia Equity Research, based on NBS and CEIC Source: Mizuho Securities Asia Equity Research, based on NBS and CEIC
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Hard to balance monetary easing and housing bubble control

« Despite the home purchase restriction and interest rate hike, there is very strong housing demand
» Housing prices rose 1.2% MoM in July, exceeding the past warning line (1%) for tightening

« Decline in market rates is positive for developers’ funding

Housing market trend Mortgage rate and housing loan volume
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Source: Mizuho Securities Asia Equity Research, based on Bloomberg and CEIC
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Debt risk expands from corporate and local govt. to individuals
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+ Banks use liquidity arising from lowering of RRR for new loans to support the real economy

« Loans to individuals have increased sharply since 2016 due to the housing bubble at lower-tier cities

* Consumer sentiment likely to retreat significantly if housing prices collapse

China required reserve ratio and loan to deposit ratio
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Source: Mizuho Securities Asia Equity Research, based on PBOC and CEIC
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