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Probably a realistic response to economic peak

Supply/demand Yesterday, the 10-year US yield maintained a low level at 1.1%. Viewing the 10-year yield by
conditions for bonds are  splitting it into the 5-year yield (5Y) and the 5Y-forward 5-year yield (5Y5Y) shows them to be
likely to remain solid balanced at the moment, with the 5Y at 0.65% and the 5Y5Y at 1.8%. The 5Y5Y has

diverged as much as 70bp downwards compared to the longer-run projection for the federal
funds rate (median: 2.5%). As the 5Y5Y has declined to almost the same level it was at in
the latter half of 2019 when the Fed cut interest rates preemptively, room for further decline
is probably limited. Looking back on the past (excl. periods with strong risk-off sentiment,
such as the European debt crisis), divergences between the 5Y5Y and the longer—run
projection have been within 1%.

Moreover, there have been many cases in which the longer-run projection itself has declined
after a substantial divergence between the 5Y5Y and the longer-run projection. With forward
real yields falling, we cannot take the projection of 2.5% itself for granted.
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Next, we split the current 5Y into two factors, the OIS (policy rate) at 0.56% and the UST-
OIS spread at 0.09%. The latter has remained unchanged at 0.09% over the past six
months, meaning that the recent downtrend of the 5-year US Treasury yield is caused by a
drop in the OIS yield. Plotting the current OIS curve and rate-hike scenarios (timing and
pace), we find that the market is currently factoring in two rate hikes in the initial year and
one rate hike per year thereafter. This current response appears to be lukewarm in light of
the Fed’s normalization strategy after tapering, and has diverged greatly from private-sector
forecasts (among primary dealers and market participants) in surveys by the New York Fed.
Going forward, this could move upward or downward.

Important disclosures, including any required research certifications, are provided on the last page(s) of this report.
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Currently, there aren’t many comments from Fed officials about the pace of rate hikes.
(Most comments focus on tapering.) If comments about the pace of rate hikes turn hawkish
going forward, the 5-year OIS is expected to rise from its current level of 0.56% to around
0.8%. Meanwhile, since the Fed’s rate-hike stance itself has been firmly factored in by the
market, the 5Y yield could decline further if the economy loses steam and the market’s
rate-hike pricing itself evaporates.
In terms of economic conditions, we are somewhat worried about the fact that a slight
correction is taking place in US high-yield bond spreads, from record-low levels. However,
this slight correction has not reached a level that would warn of a recession. It appears to
be just reflecting the peaking of the economy (the levels themselves are still high).
My own recession signal,! which uses the 5Y and 5Y5Y that have been the main focus of
this report, also suggests that there is still some ways to go before we hit a recession and
factors emanating from the US are unlikely to result in the market’s rate-hike pricing
evaporating. (The situation could change if a shock occurs somewhere other than the US.)
The current state of the market can probably be described as a time of imprudent high risk-
tolerance ending in anticipation of an economic peak, with investors starting to rebalance
their portfolios by moving part of their funds from risk assets at high price levels into safety
assets. In this situation, the more investors feel the economy is peaking, the more funds
shift to safety assets. Therefore, the supply/demand conditions for bonds are likely to
remain solid.
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1 The percentage of the 10Y yield made up for by the 5Y yield and 5Y5Y yield. A recession is near when the percentage accounted for by the
5Y yield (the component in the first half of yield curve) approaches 50%.
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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.
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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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