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o Have 10y yields peaked? The post-CPI rally suggests the economy’s sensitivity to the level of
rates may have increased. Pressure on weaker Al borrowers, alongside losses in other high
yield sectors suggests that tighter financial conditions may have started to dampen growth
expectations.

¢ That said, the equity market has continued to rally muting the tightening in financial
conditions. We expect the Fed will need to increase the funds rate an additional 75bp to bring
inflation to target. We look for the next rate tightening at the December FOMC meeting.

o Forward curves have flattened sharply since the beginning of the year, with forward 5s30s swaps
briefly turning negative in late September. The one-year forward curve remains near levels that
previously coincided with a significant risk-asset correction.

¢ Overall, investors remain underweight duration although CTAs have pared their shorts over
the past month amid higher volatility.

e The curve has flattened sharply over the past week, so some near-term retracement is likely, but
overall, we continue to favor flatteners. Historically, 2s10s has inverted or approached zero
in every hiking cycle, even in 1997, when the Fed hiked just once.

e We look for housing starts to increase 1.8% m/m in September. Mortgage applications for new
homes have fallen to their lowest level since 1995 as high prices and mortgage rates have
depressed affordability.

When credit blinks?

The sharp reversal in Treasuries led by the long-end after the hotter-than-expected CPI print (Figure 1),
raises the possibility that the 10y yields have seen their highs for now. The initial selloff reflected a higher
probability of an October hike, but the subsequent rally suggests the market is starting to look more closely
at the tightening of financial conditions. This seems most apparent in the weaker parts of the debt market
where higher debt costs are starting to affect financing and investment. It follows the widening in French
sovereign spreads a few weeks ago which also caused a flight into US Treasuries.

So far, there is no evidence that strains in the high yield market are spreading. Instead, spread widening
remains relatively modest and higher quality credit spreads remain tight. Similarly, there is no sign of
funding market stress or a pile up of Treasuries on dealer balance sheets as investors attempt to sell their
most liquid holdings to raise cash against their high yield holdings. Balance sheet capacity has expanded
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since 2020 given the shift to repo clearing and eSLR relief for large banks. That said, there may be more
stress among some high yield investors with more concentrated holdings.

Overall, we wonder if it might be harder for 10y yields to rise much further if the markets remain as focused
on the tightening in financial conditions since August (Figure 2). But while 10y yields have risen, equities
have continued to rally so the relative, economy-wide tightening in financial conditions has been modest.
As a result, this may not be enough to keep the Fed from raising rates an additional 75bp or more. Indeed,
Chair Warsh in the September press conference said that he “would be hard pressed to describe financial
conditions as restrictive”.

Forward curves have flattened sharply since the beginning of the year, with forward 5s30s swaps briefly
turning negative in late September. Despite the recent bounce, the one-year forward curve remains near
levels that previously coincided with a significant risk-asset correction, reinforcing the tightening message
from financial conditions.

Figure 1: 10y and NASD 100 Futures Figure 2: Fed Financial conditions, 1y lookback
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Positioning remains short

Overall, investors remain underweight duration. Figure 3 shows that CTAs have pared their shorts over
the past month amid higher volatility, but positioning remains net short, leaving scope for further short
covering.

The curve has flattened sharply over the past week, so some near-term retracement is likely. Still,
following the stronger-than-expected inflation print and given Chair Warsh’s hawkish reaction function, we
continue to favor flatteners. Credit stress, even if concentrated in the weakest credits, should support the
long end on a relative basis, while a hawkish Fed keeps pressure on the front end, potentially driving the
curve into inversion. Historically, 2s10s has inverted or approached zero in every hiking cycle, even
in 1997, when the Fed hiked just once.

2



SMBC US Rates Strategy Weekly

Figure 3: CTA positioning (z score) Figure 4: 2s10s UST curve and Fed Funds
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Week ahead

¢ Housing Starts (Sep, Wed): We are forecasting a 1.8% m/m rebound in housing starts, following
a 2.6% m/m decline in August. Housing starts peaked at 1.8m and have steadily declined since
April 2022 (Figure 5). Higher prices and the recent increase in mortgage rates has reduced home
affordability. Mortgage applications for new homes have fallen to their lowest level since 1995
(Figure 6). We expect residential fixed investment to fall 5.2% q/q in Q3.

Figure 5: Housing Starts (Thousands) vs. Building Figure 6: Mortgage Applications for Home
Permits (Thousands) Purchase (March 1990 = 100)
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Table 3: Economic indicator forecasts

SMBC US Forecasts

Market
L -
Indicator — Consensus Prior

Range

Forecast (Median) of EstL.

Notes:

Housing Starts Mol Housing starts gradually trending lower since reaching
(8:30 AM) 1.8% 1.6% 26%  -D8%-+2.7% o oional peakin 2022,

*Forecasts subject to change*

Source: SMEC Mikka Securities U5 Econamics Forecasts
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Table 4: Federal Reserve communication

Federal Reserve Communication

Oct 17 -29 Fed's External Communications Blackout
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Corporation (“SMBC”), SMBC Nikko Securities America, Inc., SMBC Nikko Securities Canada, Ltd., SMBC Capital Markets,
Inc., SMBC Leasing and Finance, Inc., and JRI America, Inc.) and is being furnished by SMBC Group solely for use by the
client(s) or potential client(s) to whom such materials are directly addressed and delivered. SMBC Nikko Securities America,
Inc. (*SMBC Nikko America”) is a U.S.-registered broker-dealer. SMBC Nikko Securities Canada, Ltd. (“SMBC Nikko Canada”)
is a U.S. and Canadian registered broker-dealer. SMBC Capital Markets, Inc. (“‘SMBC Capital Markets”) is a U.S. swap dealer
registered with the Commodity Futures Trading Commission (“CFTC”). SMBC Group deal team members may be employees
of any of the foregoing entities. In the U.S., capital markets and other investment banking activities for SMBC Group are
performed by a combination of SMBC Nikko America, SMBC Nikko Canada, and SMBC Capital Markets. Derivative activities
may be performed by SMBC Capital Markets or SMBC. Lending and other commercial banking activities are performed by
SMBC and its banking affiliates. SMBC operates in the U.S. through state-licensed branches, and representative offices, and
does not accept deposits from the general public. SMBC is not a member of the Federal Deposit Insurance Corporation
(“FDIC”) and is not an FDIC-insured institution. Deposits placed with SMBC are not insured by the FDIC. FDIC deposit
insurance coverage only protects against the failure of an FDIC-insured depository institution. Non-deposit products are not
insured by the FDIC; are not deposits; and may lose value, subject to certain limited exceptions.

This document is for informational purposes only and is not intended to be advice, a recommendation, an offer to sell or the
solicitation of an offer to buy any securities, enter into any transaction or adopt any hedging, trading or investment strategy, or
any commitment to underwrite, subscribe for or place any securities, is not an offer or commitment to provide any financing or
extension of credit or service, and does not contain any tax, accounting, or legal advice. Any transactions or strategies
discussed herein do not take into account the particular investment objectives, financial situations, or needs of any client, and
may not be suitable for all parties. This document is not a research report, and neither this document nor its author(s) is subject
to SMBC Group policies and procedures that apply to the globally branded research reports and research analysts of SMBC
Group and its affiliates or to legal requirements designed to promote the independence of investment research. This document
has been prepared for and is directed exclusively at Qualified Institutional Buyers, sophisticated institutional investors, and
other market professionals. It is not intended for distribution to or use by retail customers.

SMBC Group makes no representations to, and does not warrant, this document’s accuracy or completeness. In preparing
this document, SMBC Group has relied on information available from third parties, including public sources, and we have
assumed, without independent verification, the accuracy and completeness of such information. Any specific prices, indices
or measures, including ranges, listed in this document were determined at or around the time the document was prepared and
are subject to change without notice. SMBC Group expressly disclaims any liability for any results in connection with use of
the information set forth herein, including, without limitation, any use of the information in the preparation of financial statements
or accounting material. SMBC Group does not provide tax, accounting, or legal advice. Accordingly, any discussion of tax
matters contained herein (including any attachments) is not intended or written to be used in connection with the promotion,
marketing or recommendation by anyone for the purpose of avoiding any tax-related penalties. Prior to participating in any
transaction or strategy, you should consult your own independent legal, tax, accounting and other professional advisors.

This document may contain forward-looking statements, which may include projections, forecasts, income estimates, yield or
return, future performance targets, or similar analysis. Any such forward-looking statements, prices, indices, or measures are
based upon certain assumptions. All forward-looking statements are based on the information available at the time the
document was prepared and SMBC Group is not obligated to provide an update. Any opinions, projections, pricelyield
information or estimates are subject to change without notice. Actual events may differ from those assumptions or available
information. There can be no assurance that any estimated returns or projections will be realized, that forward-looking
statements will materialize, or that actual results will not be materially different from those presented herein. Past performance
should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied,
is made regarding future performance. The value, price, or income from transactions or strategies may fall as well as rise.
SMBC Group or an affiliate may have a position in any of the underlying instruments, assets, indices or rates mentioned in this
document, at any time.

This document is confidential and is the property of SMBC Group, subject to copyright. Any reproduction of this document, in
whole or in part, is prohibited, and you may not release this document to any person, except to your advisors and other
professionals to assist you in evaluating the document, provided that they are obligated, by law or agreement, to keep the
document confidential.

©2026 SMBC Group. SMBC CONNECT is a trademark of Sumitomo Mitsui Banking Corporation. All rights reserved.



