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¢ lronically, the path to lower term interest rates may be through higher short-term rates. The
increase in 10y yields since Jackson Hole likely reflects growth expectations more than term supply.
Term premium fell about 10-15bp after the buyback announcement. But the effect on 10y rates
was offset by the hawkish Jackson Hole speech.

e The increase in the fed funds rate, a more hawkish reaction function and Warsh’s reference to
“dose” removal were not enough to lower 10y yields this week. Instead, the Fed may need to
narrow the 50bp gap between where the market is pricing the terminal fed funds rate and
its median 2027 dot.

o We are skeptical that the Treasury will move more aggressively to bring term rates lower —
at least in the near-term. In theory, it might be able to amp up the size of its bill issuance and use
the extra cash raised to buy back vintage term debt.

o But suddenly cutting the issuance of longer-maturity securities to twist the yield curve is
not something the Treasury would undertake lightly. And while we expect bill issuance to
increase next year, we look for the bill/debt ratio to remain below 23%. It is not clear that the
Treasury will find it as cheap to issue more bills at 25% of outstanding debt as it has at 22%.

¢ In the unlikely event that the Treasury takes actions to reduce net supply, it could help catalyze a
short-term duration positioning unwind, particularly in the long-end. However, the scale of
benchmark-related demand tied to the 10-year sector suggests that a non-fundamental rally would
face offsetting flows over time.

o We look for new home sales to increase 0.3% m/m in August. New home sales have trended
sideways since 2017. Because the supply of news homes has been strong, median prices have
fallen below median existing home prices for the first time
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Lowering yields

Ironically, the path to lower term interest rates may be through higher short-term rates. We thought
that by delivering the expected rate hike, the Fed would convince the market enough of its inflation-fighting
bona fides to bring 10y yields lower. And while yields fell a few basis points since the FOMC meeting,
they remain above their August level (Figure 1).

This week, Chair Warsh identified three reasons behind the backup in 10y yields: geopolitics, corporate
debt issuance and growth expectations. These effects are overlapping and time varying. The earliest and
most consistent (geopolitics) began with the Iran conflict and the increase in oil prices since March. Qil
prices cooled in June but have increased in recent weeks as the conflict has intensified. We think
corporate debt issuance may account for some — perhaps 10-15bp — of the increase in term rates since
March (about 10-15%). However, since issuance was relatively slow in August, our sense is that most of
the 28bp increase in 10y yields since August 18 is growth-related.
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Importantly, the Fed can directly influence only one of these three factors — growth expectations.
Exogenous influences like lower oil prices or falling equity prices might also pull term interest rates lower.
However, we think more hawkish commentary accompanied by additional rate hikes might be more
effective in reversing the 30bp increase in 10y yields since Jackson Hole. The increase in the fed funds
rate, a more hawkish reaction function and Warsh'’s reference to “dose” removal were not enough to
accomplish this. Instead, the Fed may need to narrow the 50bp gap between where the market is
pricing the terminal fed funds rate and its median 2027 dot (Figure 2). That said, we think the FOMC
may be closer to the market’s terminal fed funds rate than the median dot suggests. More FOMC members
look for an additional rate hike next year (8) than those expecting the funds rate to hold between 4.00-
4.25% (6)."

Listen only mode
One issue with the Fed’s new communications strategy could be a tendency for the market to

wander. Without a clearer sense of the Fed’s reaction function, the market may price in too many rate
hikes. Indeed, we think the market may be pricing in more hikes into expectations than FOMC members

1 Four look for two or more rate cuts.
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are prepared to deliver next year. A Fed that “listens” more and “speaks” less creates a dilemma when
market pricing disagrees with the Fed’s. How can the Fed steer market expectations without forward
guidance? Instead, the Fed must rely on the data flow to tilt market expectations closer to its views.
Alternatively, as Warsh argued at Jackson Hole, the “collective wisdom” of the market provides the purest
signal of the economy and rates, so policy should move closer to the market’s viewpoint.

Supply story

Our sense is that term higher rates reflect growth rather than supply expectations. Term premium
fell about 10-15bp after the buyback announcement. But the effect on 10y rates was offset by the hawkish
Jackson Hole speech. Term premium has been rangebound this year between 70-90bp.

We are skeptical that the Treasury will move more aggressively to bring term rates lower — at least
in the near-term. Its capacity to engineer lower rates is not as broad as the Fed’s; the Treasury must still
finance a budget deficit approaching 6% of GDP annually.? Mechanically, the Treasury can adjust the
maturity distribution of its outstanding debt quickly because it sells bills weekly. So, in theory, it might be
able to amp up the size of its bill issuance and use the extra cash raised to buy back vintage term debt.

But while we expect bill issuance to increase next year, we look for the bill/debt ratio to remain below 23%
- supply is expected to increase $800bn. It is not clear that the Treasury will find it as cheap to issue more
bills at 25% of outstanding debt as it has at 22% (Figure 3). The Treasury was able to increase bill issuance
since 2023 without much widening in bill-OIS spreads because money fund balances increased with
higher interest rates and the money that came out of non-interest-bearing bank deposits (Figure 4). We
look for more moderate growth in money fund balances — around 4%/y — which might accommodate an
additional $200bn in bill demand without changes to their allocations or wider bill-OIS spreads. Money
funds hold $3.5trn in bills that are generally rolled depending on the level of overnight repo rates.

Suddenly cutting the issuance of longer-maturity securities to twist the yield curve is not
something the Treasury would undertake lightly. The Treasury spends years interviewing investors
and dealers when contemplating a new maturity. While a surprise auction adjustment would squeeze
shorts and pull 10y yields lower, it would be so unexpected and contrary to the Treasury’s longstanding
stated policy of regular and predictable issuance that any yield decline might be short-lived as term
premium moved higher on the possibility of other, unexpected actions.

Instead, it is possible the Treasury increases the size of next week’s 20y-30y buybacks. Markets were
disappointed by the size of the last operation and were instead looking for something closer to $10bn than
the $6bn that was announced. Likewise, markets expected the Treasury would buyback the full $6bn.
That said we don’t think a $10bn operation would bring down 10y yields as much as say, an
October rate hike. October pricing is around 50% as markets are torn between looking for more of a rate
cycle and the politics of hiking just before the mid-term election.

2 CBO projects the deficit will approach 7% by 2036 and Treasury’s interest servicing costs rise.
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Figure 3: Bill share (% debt) Figure 4: 3m bill less OIS (bp)
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Catalyzing a position unwind?

Investors remain underweight duration globally. In theory, the Treasury can contribute to conditions that
encourage a positioning unwind. Figure 5 shows that CTAs and other trend-following investors continue
to hold sizable short-duration exposures. A sufficiently strong rally could trigger short covering, creating
additional buying pressure. Similarly, CFTC futures data (Figure 6) show leveraged funds reducing long-
end short positions. Leveraged funds maintain a structural short bias in long-end Treasury futures as part
of their relative value strategies, so not all shorts represent outright bearish duration views. Yet, the
elevated short positioning in 2026 suggests that broad short covering episodes could be amplified.
Reducing supply, improving sentiment or increasing expectations of official sector demand, such as
discussion of a sovereign wealth fund, could purchase Treasuries, could help bring such a move.

There are, however, limitations. Any attempt to influence market pricing would likely have a greater impact
in the long end (10y +) than in the benchmark 10-year sector. The 10-year Treasury sits at the center of
multiple markets and investor bases. Beyond traditional Treasury investors, the sector serves as a key
reference point for assets linked to the Bloomberg U.S. Aggregate Bond Index, which is estimated to track
roughly $2-5 trillion in assets, as well as the approximately $11 trillion agency MBS market. Because these
investors are likely to respond more to valuations and fundamentals than to non-fundamental attempts to
lower yields any rally in the 10-year sector that is perceived to be short-term would likely attract offsetting
flows over time. As a result, any effort to catalyze a broad-based repositioning of investors is likely to be
far more challenging in the belly (5y-10y) of the curve than at the long end.
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Figure 5: CTA positioning in US/European rates Figure 6: Leveraged players net long-end futures
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Week ahead

¢ New Home Sales (Aug, Thursday): We look for new home sales to increase 0.3% m/m in August.
New home sales have trended sideways since 2017. Because the supply of news homes has been
strong, median prices have fallen below median existing home prices for the first time (Figure 7).

o Durable Goods Orders (Aug, Friday): We expect durable goods orders to decline 0.5% in August.
Excluding transportation equipment new orders are likely to rise 0.5%. That said, new orders,
shipments and unfilled orders have all been boosted by the repid buildout of Al infrastructure this
year (Figure 8).

Figure 7: Median Price of New Homes ($) and Figure 8: Unfilled Orders of Computers and
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Table 3: Economic indicator forecasts

SMBC US Forecasts
Market

SMBC Range

Consensus Prior Notes:

(Median)

Indicator

Forecast of Est.

Mew Home Sales (10 Mew home sales trending sideways since 2017.

Sep 24 AM) 0.3% 1.3% -10.5%  -2.3%-+2.2% Mortgage applications declined -2.1% in August.
Durable Goods MNew Durable goods new orders (3339B), shipments (53348)

S0 orgers (3a0aM) 0% -0.5% 1% 0.7%-+0.5% o0y unfilled orders (51.6T) all at all time highs.

Sep 25 Dur. Gds Mew Orders 0.5% 0.5% 0.4%  0.3%-+0 7% Durable goods new orders ex trans ($223B8), shipments

ex trans (8:30 AM)
*Forecasts subject to change*

Source: SMBC Mikko Securities US Economics Farecasts

($223B) and unfilled orders ($593B8) all at all time highs.
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