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First half ends in shift of US yields toward neutral rate reversion
Trend breakout has not & First half ends in shift of US yields toward neutral rate reversion

yet occurred Yesterday, the 10Y US yield declined to 2.70%, testing a downside breakout of the 50-day
moving average line before returning to 2.75%. At end-May, the need to rebalance portfolios
following lower stock prices and higher bond prices within the month should have made it
easier for short-term pressure to buy stocks and sell bonds to intensify. However, the bond
market is easily dealing with such selling pressure and testing a trend breakout, which is
striking. From the viewpoint of a divergence from the neutral interest rate (2.25-2.5%) and its
correction (return to the mean), the 50bp decline from 3.2% on 9 May to 2.7% last night
means that mathematically, the first half of the reversion toward the neutral rate has been
completed.

The developments up to this point have been very fast. Probably, this is because of the
aspect that buying bonds is becoming easier owing to a sharp decline in both 5Y and 5Y5Y
inflation expectations (right-hand chart below) amid a drop in the MOVE (bond volatility
index) from 135 on 22 April to 102.5.

That said, even if inflation expectations decline, as long as actual inflation remains
uncomfortably elevated, the Fed is unlikely to continue to allow easing of financial conditions
with the risk-on rally driven by lower yields. Accordingly, it is too early to assume that there
will now be a downside breakout of the trend, with the second half of the mean reversion
toward the neutral interest rate going ahead in earnest. Instead, we expect the latter half of
reversion to the neutral rate to start around the time when the Fed’s hawkish stance is
lessened due to calming inflation or when recession concerns resurge owing to an end to the

relief rally.
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€ Substantial bear steepening in JGB yields, but sustainability is dubious
Meanwhile, JGB yields bear steepened yesterday. Strong selling sent the 20Y JGB yield
and 30Y JGB yield to 0.75% and 1% respectively. Similar to US yields, selling to rebalance
portfolios at the end of the month was within expectations. However, JGBs might have
faced stronger selling pressure than this.

Some data in my dashboard imply that this kind of sharp rise is unlikely to be sustained.
First is the comparison between the hedged 10Y US yield and JGB yield. Yesterday, the
10Y US yield stood at 2.75%, while hedging cost rose to 1.77%. As a result, the hedged
10Y US yield declined to 0.98%, which has finally became lower than the 30Y JGB yield.
Of course, a hedged 10Y US yield does not necessarily serve as a strict ceiling for JGB
yields, but this seems to serve as one yardstick suggesting that JGBs have become more
attractive than USTs.
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Second is the peaking out of the JGB-SWAP spread and the LCH-JSCC spread. Thus far,
the 10Y swap spread has continually faced widening pressure as a result of the BOJ’s
fixed-rate purchase operations containing a rise in JGB yields amid the US yield uptrend.
During the same period, the LCH-JSCC spread has widened, and payers (short) of these
swaps were probably overseas investors.

However, the JGB-SWAP spread, which had temporarily exceeded 15bp, has now
declined to a single-digit level. In line with this movement, the LCH-JSCC spread has also
peaked out. This implies that short pressure on JGB yields by overseas investors is

diminishing.
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Of course, we are unable to deny the possibility that short pressure will strengthen again
going forward. However, we think it difficult to assume stronger short pressure than the
previous case under the current environment where overseas yields are peaking out.

Third and final is the balance between JGB and US yields. Thus far, JGB yields have been
clearly correlated with US yields. Currently, the 10Y/20Y JGB spread stands at around
52bp (10Y yield of 0.23% and 20Y yield of 0.75%). Based on the balance in the past, a rise
in the spread beyond 55bp necessitates the 10Y US yield exceeding 3% once again (right-
hand chart below). My conclusion is that, under the current condition where US yields
appear to have peaked out, unless expectations for BOJ’s policy revisions increase
substantially, there is a slim chance that we will continue to see a sharp rise (bear
steepening), like the case seen yesterday.
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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.
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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.
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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.
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