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Will the carry trade strengthen pressure to sell the yen?

As | mentioned in a previous Daiwa’s View report!, the ECB is taking steps towards raising
rates. At the beginning of this week, ECB President Christine Lagarde indicated an
aggressive stance towards rate hikes, stating in a blog post, “I expect net purchases under
the APP to end very early in the third quarter. This would allow us a rate lift-off at our
meeting in July, in line with our forward guidance. Based on the current outlook, we are likely
to be in a position to exit negative interest rates by the end of the third quarter.”

In the midst of many central banks in developed nations moving towards normalization of
monetary policies, based on pricing in the financial market, only Japan is expected to
maintain a zero interest rate one year from now. One nation whose interest rate is expected
to remain low, ranking next to Japan'’s, is Switzerland, whose interest rate one year from
now is projected to be around 0.5%.

With it seeming that we are moving from a world in which many nations have zero or
negative interest rate policies to one with positive interest rates, the topic of funding
currencies is gaining increasing attention in the market. In the forex market, we often see
carry trades in which funds are procured via low interest rate currencies and managed using
high interest rate currencies. Recently, it has been said that the yen, the Swiss franc, and
the euro are used as funding currencies in many cases.

The carry-to-risk ratio, which is calculated by dividing the interest rate differential by the
expected currency fluctuation rate, is regarded as an important indicator with carry trades.
As shown in Chart 1 on the next page, the Swiss franc now ranks the lowest in risk-adjusted
returns, followed by the euro and the yen. Meanwhile, we see that returns from the Canada
dollar and the NZ dollar are high. This indicator enables us to confirm that the yen, the Swiss
franc, and the euro are options as funding currencies.

One issue with analyzing carry trades is limited data. With it being difficult to distinguish
carry trades from other transactions, it is very difficult to carry out strict measurement. In
many studies, currency futures positions in the CFTC Commitments of Traders report are
adopted as a proxy variable for carry trades. For reference, Gabriele Galati et al. found that
there was a significant correlation between the carry-to-risk ratio and CFTC currency futures
positions2.

! For details, refer to Good opportunity to buy European bonds, euro? by Kenta Tadaide (Daiwa’s View dated 19 May).

2 Galati Gabriele, Alexandra Heath,
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and Patrick McGuire, “Evidence of carry trade activity,” BIS Quarterly Review, September 2007.
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Chart 1: Carry-to-risk Ratio Chart 2: CFTC Currency Futures Positions
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against USD is used as the expected currency fluctuation rate. vs. respective currencies.

Confirming CFTC currency futures positions since the outbreak of the COVID-19
pandemic, we find that, in 2020, the dollar saw short positions amid large-scale monetary
easing in the US, while the euro saw long positions accumulate substantially alongside
long positions on the yen (Chart 2). However, amid stronger expectations for a US
economic recovery and monetary normalization, there has been a gradual shift with the
dollar from short to long positions. During this time, the currencies that were sold included
the yen, the Australian dollar, and the Swiss franc, among others. Long positions on the
euro have declined to the point of being roughly square positions.

So far, the euro and the Swiss franc have been used as funding currencies. However,
once their interest rates rise due to rate hikes by the ECB and the Swiss National Banks,
some anticipate that (1) these currencies will become less attractive as funding currencies
and (2) there will be an increasing shift to the yen due to a relative gain in the yen’s
position (as a funding currency). If so, the yen is likely to face depreciation pressure in
terms of supply/demand conditions.

Chart 3 shows yen futures positions over the long term. Yen short positions currently
amount to $9.9bn, but the greatest extent reached by yen short positions during the
pandemic was $11.8bn. During the 2010s, yen short positions reached $17.3bn in 2013.
Yen short positions reached their greatest extent, amounting to $19.0bn, in 2007, when the
yen carry trade was widely used before the Global Financial Crisis. From a historical
perspective, it wouldn't surprise me if short positions expanded in scale by 1.5 to 2.0 times.

Chart 3: Yen Positions in CFTC Currency Futures Trading Chart 4: USD/JPY Risk Reversal
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Investors accumulate carry trade positions when excess returns are expanding due to
substantial widening of the interest rate spread between the investment currency and
procurement currency, amid increasing risk-on sentiment in the market. Investors’ currency
fluctuation risk sentiment can be observed via risk reversal (the difference in implied
volatility between the yen call and put options), which is one type of currency option
transaction. In addition, risk reversal is highly correlated with the VIX index, which is a
leading index for monitoring investors’ risk sentiment (Chart 4).

In the carry trade, there are cycles in which the generation of excess returns attracts
further investment, causing a self-fulfilling expansion of trade earnings. At the same time,
the more earnings expand, the greater the accumulating risk of a plunge in the invested
currencies (a risk of a surge in the yen). Accordingly, the insurance premiums to avoid
such losses are said to be reflected in risk reversal.

As shown in the recent plunge in stock prices and widening of credit spreads, the main
topic in the market is shifting from interest rate risk to recession concerns. From the
standpoint of interest rate differentials, steady hikes in interest rates around the world from
now on are likely to induce carry trades more than before. However, investor risk sentiment
doesn’t appear to be at the point of actively encouraging carry trades.
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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 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
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Explanatory Document of Unregistered Credit Ratings
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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
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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.
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