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10-year US yield temporarily topped 2.7%

At the end of last week, the 10-year US Treasury yield temporarily topped 2.7% (the 5-year
yield rose to 2.75%). Due to a further increase in expectations for rate hikes by the Fed,
short-term/intermediate yields are continuing to rise, which is an important trend. However, a
noteworthy point is a rise in the 5-year forward 5-year yield, which had been stable thus far,
to 2.67%, far above the longer-run rate (2.375%). This implies that the US yield uptrend has
entered a new phase.

What was the cause of the rise in the forward yield? A common hypothesis is that the term
premium has risen due to concerns about deterioration in bond supply/demand because the
outlook for balance sheet reduction by the Fed (QT: quantitative tightening) became clear
following the speech by Fed Governor Lael Brainard on 5 April and the FOMC minutes
released on 6 April.

That said, the contents of the FOMC minutes were actually completely within expectations,
offering no hawkish surprises. Confirming the data, we found that the term premium of the
10-year US yield was mostly in the recent range (chart on next page), and it did not
substantially rise unlike the case in the Jan-Mar 2022 period and the taper tantrum triggered
by former Fed Chair Ben Bernanke. Consequently, it is too much of a stretch to say that the
current modulation of the forward yield is due to a rise in the term premium.
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10Y UST yield followed rise in
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As QT-related information has just been released, people tend to think that the modulation
was led by QT. In fact, however, a much more likely story is that the current movements
are further reflecting the policy rate path, with QT only serving as a trigger.

The 5-year forward 5-year yield rose beyond the longer-run rate about three weeks after
the 1-year forward 1-year yield similarly rose beyond the longer-run rate. Interestingly, the
‘risk neutral yield’ of the 10-year US yield (ACM model) also rose from 2.5% to around 3%
with the same timing. Therefore, the current rise in the 10-year yield and the forward yield
seems to have followed the rise in the risk neutral yield.

We note that at the time of the previous QT implementation in 2018, there were similar
price movements led by the risk neutral yield. On that occasion, too, a breakdown of the
upward factors showed the effect of the risk neutral yield, not the term premium (which was
at 0% to negative territory).

We cannot overly trust the ACM model, from which the risk neutral yield and the term
premium are derived, because it is just a model. Also in the current case, we are unable to
deny the possibility that the ACM model is reflecting only the near-term rate hike outlook in
the process of deriving the risk neutral yield, without factoring in future preventive rate cuts
that are priced into the OIS yields.

That said, at this time, to what extent can we be strongly confident in the time frame of a
story of preventive rate cuts being implemented in the future? All we can state with
certainty at this moment is the outlook that the policy rate is likely to exceed the neutral
rate. When we rephrase this in the context of bond investment, the probability of
aggravated hedging cost for foreign bond investment (US Treasuries’ negative spreads) is
high, and the outlook means that it is still hard to forecast how long negative spreads will
continue before preventive rate cuts are conducted.

Given such current uncertainty, it is too early to build positions in anticipation of ordinary
times in the future. Therefore, it is no wonder to see that investors are temporarily building
defensive positions (hedging, reduction in risk exposure). We think that QT-related news
has triggered the acceleration of defensive activities like these.

In any case, it is possible that, instead of the longer-run rate (which serves as a benchmark
in ordinary times), the ceiling of the current rate-hike process (terminal rate) or the highest
dot plot will become a benchmark for the forward yield in the near term. Stability of the
forward yield and anchoring to the longer-run rate are important preconditions for our yield
outlook. If these preconditions change, we need to change our yield outlook. For example,
when we temporarily change our assumption for the 5-year forward 5-year yield from 2.5%
to 3% (+50bp), the 10-year yield is estimated to reach 3%. The 10-year yield of 3% can be
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approximately broken down into ‘a 5-year yield of slightly above 3% & a 5-year forward 5-
year yield of slightly below 3%,’ ‘risk neutral yield of 3% & term premium of around 0%,’
and ‘inflation expectations of 2.9% & real yield of around 0.1%.’

If we could look at the current conditions from a vantage point in the future, we would
probably think that the yield level exceeding the longer-run rate is a good buying
opportunity. However, the current conditions at the Fed and escalating inflation in the US
provide an excessively chaotic situation, making it difficult to build positions based on the
perspectives of less fraught times. In the current phase, it would probably be wiser to try
not to be wise (overly adhere to logic.)
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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
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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