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Volatility is peaking

We expect the 10yr The 10yr Treasury yield traded between 2.8% and 3.2% last week, a wide range spanning
Treasury yield to trade in  40bp. Particularly interesting were the pullbacks following the sharp moves up. A loss of
a range of 2.8-3.05% confidence in the Fed sent the 10yr yield up to 3.20% on 9 May, and then a high core CPI
between now and the reading caused a sell-off to 3.07% on 11 May, but with risk assets including equities and
June FOMC meeting corporate credit also volatile on the deteriorating financial environment, on both days the

10yr yield wound up closing lower than the previous day's close (the candle leg had a large
upper shadow).

Selling was not sustained by the important themes that had been driving strong upward moves
in interest rates, and instead it was short covering that dominated. This quickly squashed the
narrative that selling would push the 10yr yield well above 3%. Such changes in psychology
also showed up in volatility, and MOVE, the US Treasury volatility index, dropped to 114.6, its
lowest level since 17 March (lower right chart). Volatility is still high in absolute terms, but if it
is peaking it would indicate a significant change to the bond market moving forward.

As a crosscheck to the current 10yr Treasury yield, we note that breakeven inflation is at
2.74% and the real rate at 0.18%, the term premium is at -0.1% and the risk-neutral yield at
3.02%, and the 5yr yield is at 2.87% and the 5yr forward 5yr yield is at 2.99%, all justifiable
levels at this juncture. Although the new narrative about a recession bears close watching (see
next page), we do not anticipate any recession catalysts materializing anytime soon, which in
turn makes that narrative likely to lose luster near term. Given these factors, we expect the
10yr Treasury yield to stay within a core range of 2.8-3.05% until the June FOMC meeting.
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Treasury volatility is a key component of the external environment, and if it has peaked, it
will probably have major implications for JGB investing. History indicates that a 10yr JGB

yield of 0.25% has been generally consistent with a Treasury yield of around 2.9% and a

German Bund yield of around 0.9%, and this combined with support from the BOJ's fixed-
rate purchase operations makes it substantially easier to buy JGBs in the 10yr zone.
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Also important to keep in mind is that BOJ Executive Director Shinichi Uchida, speaking in
front of the upper house Committee on Financial Affairs, said "given the current monetary
and economic environment, widening the allowable trading band for the long-term rate
would be effectively the same as a rate hike, and that is not what the Japanese economy
needs." It is widely understood that Mr. Uchida will be one of the key players in a post-
Kuroda BOJ, and his statement suggests that there is effectively no chance that the BOJ
will change its yield curve control policy before the upper house election in July this year at
the earliest, and likely not before Mr. Kuroda's term ends in April 2023. It is unrealistic to
take a short position now and hold it until after Mr. Kuroda steps down, and we think at
some point nonresident investors will probably have to unwind their short positions on the
intermediate and long-term sectors.

When the covering of these short positions begins, the unintentional increase in stock
effects from fixed-rate purchase operations up to around Y3tn (including technical factors
related to closing prices) from March 2022 will probably become impossible to ignore.
Although shorts and buybacks by speculators are actually a zero-sum game, when some
of the selling (about Y3tn) is absorbed by the BOJ as in the current case, it is not hard to
envision buybacks ending up far from where they started. In other words, there is a
possibility that the unintentional increase in stock effects will trigger a change, in the
direction of slightly stronger JGBs, in the balance between JGBs and overseas
government bonds as shown in the upper left chart.

JGB investments until now have primarily hinged around the question of whether JGBs
made overvalued by fixed-rate purchase operations should be bought based on trust in
those operations, but the changes noted above, namely the substantial easing
(elimination) of richness and increased confidence that yield curve control will be
maintained, has made such investments feel safer than previously. The Fed has yet to
execute a full-fledged exit strategy and it is probably not yet time for JGBs to enter a full-
fledged decline, but if there is some easing of upward pressures and volatility, we think that
could spark an increase in minimal buying focused on the attractiveness of carry.
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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 TOP1X/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://Izone.daiwa.co.jp/I-zone/disclaimer/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://lzone.daiwa.co.jp/I-zone/disclaimer/creditratings.pdf

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.

= |n 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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