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US yields are not rising as much as expected

Arise to the 1.6% level The media have been reporting about a ‘surge in US yields,” but my honest impression is
appears possible in the that yields are not rising as much as one would expect considering existing factors that have
near term, but.. the potential to contribute to a rise. In this report, we observe developments by breaking

down the 10-year US Treasury yield (10Y UST) into the 5-year yield (5Y UST) and 5Y-
forward 5Y yield (5Y5Y UST).

The median of the estimated 5Y UST (first half of 10Y UST) at end-2021 is approximately
1%. However, the 5Y UST is currently at 0.98%, and its highest level over the past two
weeks was 1.04%, both of which are very reasonable movements within the estimated
range.

The 5Y5Y UST, on the other hand, is currently reflecting three factors: (1) a rebound from an
excessively low level (nearly equal to the 1.7% level), (2) widening of the term premium due
to a surge in energy prices (real term premium and inflation risk premium), and (3) a rise in
short-term bond yields due to debt ceiling issues.

Accordingly, the 5Y5Y UST is expected to rise beyond its estimated value (median: 2%). On
an intuitive level, | am not uncomfortable with a rise in the 5Y5Y UST to around the
projections of primary dealers (2.25%), which corresponds to a 10Y UST of 1.60-1.65%.
However, even the highest levels of the 5Y5Y UST and the 10Y UST were actually limited to
the 2.1% level and the mid-1.5% level, respectively. This gave me the impression that yields
are not rising as much as one would expect considering existing factors that have the
potential to contribute to a rise. We could point out here aspects creating stronger demand
for flight due to (1) a stronger dollar, (2) lower stock prices, and (3) a more bearish high-yield
corporate bond market, in addition to contributions to bond supply/demand conditions from
the ongoing QE proceeding at full speed at the Fed.
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As the 30Y UST vyield is strongly correlated with the WTI crude oil futures price (refer to our
report dated 1 Oct), the yield is influenced more by energy price trends than yields in other
maturities. In this regard, it is important to recognize that energy price trends involve a
strong element of politics, as well as demand. In fact, the price of ICE NBP natural gas
futures plunged from 407 pounds to 273 pounds yesterday after Russian President
Vladimir Putin indicated his intention to increase the supply of natural gas to Europe.

As is well known, it is not Russia but the US and some of the EU nations concerned that
are against Russia’s gas supply via the Nord Stream 2 pipeline. We understand that
energy dependence on Russia is a security threat. However, a surge in natural gas prices
to critical levels will make it easier to produce a political compromise. The exponential rise
in natural gas prices since last month appears to be excessive. If so, we need to carefully
gauge how long the rise in yields, which reflects the sharp rise in energy prices, will
continue. Yesterday’s comments by Russian President Putin and the plunge in natural gas
prices may have increased awareness of the issue.

#JGBs

Yesterday, the 10-year JGB yield and 20-year JGB yield rose to around 0.085% and
0.45%, respectively. These levels are close to the upper limits of our estimated core ranges
for 2H FY21. Observing developments by breaking down the 10-year JGB yield (10Y JGB)
into the 5-year JGB yield (5Y JGB) and 5Y-forward 5Y yield (5Y5Y JGB), we found that
both are within the estimated ranges, but they are close to the upper limits.

5Y JGB Yield 5Y5Y JGB Yield
000% 0.80%
-0.05%
o
-0.10% 0.08 0.60%
-0.A5% 040%
-0.20% [ 0.24
025% | 0.20% :
030% [ 0.00% * T
-0.35%
-040% -0:20%
0.45°% —
-0.40%
Oct15 Oct17 Oct19 Oct-15 Oct17 Oct19
Source: Bloomberg; compiled by Daiwa Securities. Source: Bloomberg; compiled by Daiwa Securities.

Currently, the 5Y JGB is at —0.08%, 2bp higher than the policy interest rate level of
—0.10%, and close to the upper limit of the range since the introduction of the yield curve
control (YCC) policy. We presume that this level is reflecting (1) the impact from rising
intermediate yields in Europe and the US, which have priced in rate hikes, (2) the BOJ’s
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measures to allow negative interest rates to lose their effectiveness (lavishing IOER at 0%
and +0.1%), and (3) the issuance of additional JGBs for a supplementary budget.

Furthermore, the 5Y5Y JGB is now at 0.24%. It has remained at the 0.2-0.25% level for a
long time since the introduction of the YCC policy, and that level is our projected core
range for 2H. In all three cases in which the 5Y5Y JGB topped 0.3% in the past, we
simultaneously saw (1) a sudden rise in US yields and (2) a decline in confidence in the
BOJ’s YCC (or trading band).

Interpreting current levels given the above, US yields are expected to rise to some extent,
but we do not have absolute proof whether or not the rise will become panicky (as currently
trumpeted by the media) to the point of constituting the sudden rise in US yields mentioned
in item 1 above. In addition, market participants want to ascertain the impact of newly
introduced BOJ measures to allow negative interest rates to lose their effectiveness, which
appears to be resulting in movements at the upper levels of the range.

| do not forecast that the surge in US yields will continue. Regarding the BOJ’s measures
to allow negative interest rates to lose their effectiveness, the upper limit of the IOER
would be 0.1% (unless it is lifted). Therefore, we think there is a very strong need for the
10Y JGB to be at least 0.1%. Considering the risk of reinvestments to secure yields after
COVID-19 special operations come to an end, as well, we think that a 10Y JGB of at least
0.07% is the level to activate buying on dips. Assuming the median of the 10Y/20Y spread
were 38bp, we would come to the same conclusion regarding a 20Y JGB of at least 0.45%.
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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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