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Reading the Markets USD

Little action, a lot of uncertainty

Amidst the varying interpretations of the US Treasury’'s buyback
announcement last week, the most important takeaway might just be the
return of an uncomfortable sense of economic policy uncertainty. And yes,
calling it a ‘return’ might be a stretch given that we are talking about the
administration whose warfare on Iran has been the most important market
theme of the past six months. But during the same period, fiscal and tariff
policies have seen only relatively modest changes compared to 2025 -is that
about to change now?

At face value, we do not want to overinterpret the significance of the
buybacks alone. The Treasury recommended increasing the buyback volumes
for 10-30y Treasuries already more than a year ago in its Q3 25 QRA report
after studying the relative liquidity conditions between off-the-run and on-
the-run securities. As such, the decision did not come completely out of the
blue. The same report underscores that issuance strategy should remain the
main tool for adjusting the weighted average maturity (WAM]) of outstanding
debt. The buybacks shorten the WAM temporarily (when financed with T-bill
issuance), but typically within its usual annual variance.

That said, the surprise timing of the announcement (in between regular QRAS)
and Bessent’s following remarks about yields ‘not reflecting fundamentals’
make the operation look a lot more like a direct intervention than just relative
liquidity support. While we may be stating the obvious here, such intervention
does nothing to influence the root cause of the rising yields (e.g. the deficits).

Chart 1. Growth in US public spending largely explained by structural factors

Expected Growth in US Public Spending
Billion USD
4500 -

Other Mandatory
4000 -

Other Discretionary
3500 -

Defence
3000 -
Interest Costs
2500 -
Medicare + Medicaid
2000 -
Social Security

1500 -
=

- . .

0- - ! ! i

2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 2036

Source: Macrobond, US Congressional Budget Office, Danske Bank

Error! AutoText entry not defined.

Important disclosures and certifications are contained from page 4 of this report.

Key views

e Macro. Cyclical outlook remains
healthy, even if stagnant labour supply
growth weighs on real growth. GDP
+2.0% in 2026, close to consensus of
+2.2%.

e TheFed. 25bp hikes in December and
March. Rates held at 4.00-4.25% for the
rest of 2027 (above market pricing).

o EUR/USD. Relative macro and monetary
policy outlook push EUR/USD lower
towards 1.12 on a 12M haorizon. Below

consensus (1.18) and forward (1.18).

e 10YUST.5.00%in 12M (above forward
at 4.89%).
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US public spending is rising primarily because of the aging demography. Over
the coming decade, CBO predicts that 90% of the expected increase in
spending is related to social security and health care costs as well as
consequently rising interest payments (chart 1). The future of these
programmes is not in the hands of Bessent, but the Congress, where
Republicans are widely expected to lose control of at least the House in the
upcoming mid-terms (chart 2). Reducing structural deficits is a politically
difficult task even with a unified congress - and it will be near impossible
with a divided one.

So ‘peak deficit’ is not here yet - but what's next for UST yields?

In the medium-term [(6-12M]), increased intervention risk could force markets
to price in a higher term premium for Treasuries to compensate for the
political uncertainty. In other words, the interventions could even end up
being counterproductive and deliver the exact opposite of what Kevin Warsh
has aimed to achieve with his ‘no forward guidance’ policy. We continue to
forecast 10y UST vyield rising to 5.00% over the next 12M in our latest Yield
Outlook, 18 August.

This would be the case even if the Treasury funds the buybacks from its cash
balance at the Fed, as reported yesterday. TGA-funded buybacks would simply
delay the required T-bill financing further into the future, while providing a
temporary boost to USD liquidity in the process. The US Treasury currently
holds approx. USD950bn in its cash balance, which is in line with its own
earlier guidance for end-September target.

The short-term (3M) outlook might be less one-sided depending on whether
the Treasury follows the buybacks up by also changing its issuance strategy
in the next QRA in early November. For what it's worth, the recent widening of
long-end swap spreads suggest that Treasury bonds have enjoyed some
increased demand relative to swaps, even if the intervention effect on
outright yields was quickly reversed [chart 4).

The Fed, liquidity and the USD

Lower long-end UST vyields would be politically convenient ahead of the mid-
terms, as they would drive down fixed mortgage rates. Shorter WAM of all
debt outstanding would also tie the government’s financing costs more
closely to the Fed's monetary policy. And perhaps the renewed independence
concerns were thereasonwhy a seemingly technical buyback announcement
also lifted precious metal prices - and weighed on broad USD last week.

Note that the Fed will not make additional reserve management purchases of
T-bills this month, which steepens the Treasury’s uphill battle on high yields
(see NY Fed’s guidance). For now, the Fed has managed to stabilise USD
liquidity conditions, as repo rates remain in the middle-to-low end of the
target range for the Federal Funds rate. In that sensg, the decision to end net
purchases should be uncontroversial. Also note that most US GSIBs reduced
their supplementary leverage ratio further in Q2, which should be supportive
of the USD money market conditions.

We think that the latest USD FX weakness has been amplified by a shift in
positioning. Just a month ago, IMM positioning data showed that non-
commercial investors were caught stretched long USD going into late
summer. And judging by risk reversal skews, this has quickly been reversed
over the past week and a half. In front-end contracts, market now demands a
premium for EUR/USD calls over similar-delta puts for the first time since the
war in Iran erupted (chart 6).
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Chart 2. Republicans stand to lose
House majority at the mid-terms
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Chart 3. Current budget deficit far away
from the expected peak (if there is
even one in sight)
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Chart 4. Long-end swap spreads
widened after the buyback
announcement
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But looking further ahead, we think that the relative macro-outlook still
favours lower EUR/USD towards 2027. The US business cycle shows few signs
of cooling momentum with the composite PMI rising to 56.0 in August - the
highest since March 2022. We maintained our 12M forecast at 1.12 in last
week’s FX Forecast Update, 21 August.

Renewed tariff uncertainty remains an upside risk to EUR/USD in the near-
term. The latest 50% tariffs announced on Canada apply to just USD20bn
worth of Canadian imports, or 5% of the total, which means the overall US
weighted-average tariff rate rises by just 0.3%. This means the move itself
should have little impact on broader markets, but the choice of legal authority
- Section 338 of the 1930 Tariff act - warrants a closer look. The law in
question allows the president to impose tariffs of up to 50% without
congressional approval or separate investigations, but it has never been used
before. Whether courts allow this could set an important precedent for the
final two years of Trump'’s tariff policies.

Scott Bessent did not announce new secondary tariffs yesterday despite
calling for an ‘economic D-Day’ over Iran. He threatened secondary sanctions
for entities that continue to deal with Iran, but did not specify how the
administration plans to monitor compliance with its demands, when could the
pressure be applied and how broadly? Needless to say, China is an obvious
target for any measures aimed at isolating Iran. Bloomberg reported
yesterday that the administration is close to applying a new 7.5% tariff on
Chinese goods due to excess manufacturing capacity but note that this would
be the result of the Section 301 investigations started last spring - rather than
a direct response to China supporting Iran. We wrote about the outlook for
Section 301 tariffs in RtM USD - Tariff deadline looms, but macro impact eases,
14 July.
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Chart 5. Ample reserves for the rest of
the year
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Chart 6: Sharp shift in EUR/USD
positioning
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General disclaimer and disclosure

The following disclaimer and disclosure apply to all communication as such, including communication to which it is attached, linked to or otherwise referenced (the
“Communication”). For the parts that refer to the term “investment recommendation”, the disclaimer and disclosure are only applicable as far as the Communication
falls under the definition in Regulation (EU) No 596/2014. The Communication has been prepared by personnel in the LC&I's Sales & Trading departments or non-
independent Research departments of Danske Bank A/S. The views set forward in the Communication may differ from views or opinions in other departments of Danske
Bank A/S. It constitutes a short-term view and is subject to change and Danske Bank A/S does not undertake to notify any recipient of the Communication of any such
change. Alist of all previous investment recommendations on any financial instrument made in the past 12 months, including all previous investment recommendations
made by the producer is available upon request, free of charge.

The LC&I's Sales & Trading departments’ or non-independent Research departments' personnel are not independent research analysts, and the Communication is not
intended to constitute “investment research” as that term is defined by applicable regulations. The Communication has as such not been prepared in accordance with
the legal requirements designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination of the
communication. The personnel inthe LC&I's Sales & Trading departments or non-independent Research departments may be remunerated based oninvestment banking
revenues, and may receive bonuses or other remuneration linked to specific investment banking transactions. Danske Bank A/S or its personnel may hold a positionin
any financial instrument discussed herein. Personnel is subject to a Personal Account Dealing policies. Further, Danske Bank A/S may act as market maker or have
performed other services for the entities mentioned, which could include investment banking or other services, leading to pay ments or promises of payments. Prices
and availability are indicative and may change without notice.

The Communication is provided for informational purposes only and should not be considered investment, legal or tax advice. It does not constitute or form part of, and
shall under no circumstances be considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments. Danske Bank A/S is not
acting as an advisor, fiduciary or agent. Recipients of the Communication should obtain advice based on their own individual circumstances from their own tax, financial,
legal and other advisors about the risks and merits of any transaction before making aninvestment decision, and only make such decisions on the basis of the investor's
own objectives, experience and resources. All investments carry risks. The value of any investment may fluctuate, and investors may get back less than they invested.
Past performance is not indicative of future results.

The Communication has been prepared independently and solely on the basis of available information that Danske Bank A/S considers to be reliabl e, but Danske Bank
A/S has not independently verified the contents hereof. While reasonable care has been taken to ensure that its contents are not untrue or misleading, no representation
or warranty, ex press or implied, is made as to and no reliance should be placed on the fairness, accuracy, completeness, currentness or reasonableness of the
information, opinions and projections contained in the Communication and Danske Bank A/S, its affiliates and subsidiaries accept no liability whatsoever for any direct
or consequential loss, including without limitation any loss of profits, arising from reliance on the Communication.

For current disclosures of Danske Bank A/S' interests and potential conflicts of interest regarding issuers and financial instruments subject of investment
recommendations please refer to the Danske Bank's Disclosure and disclaimer webpage: https://danskeci.com/ci/research/disclosures-and-disclaimers.

Please note that while information on the great majority of relevant issuers and financial instruments are contained on this website, it may not contain information on
all relevant issuers and financial instruments. The absence of information on any relevant issuer or financial instrument should not be seen as anindication that Danske
Bank A/S does not have any interests or potential conflicts of interest on the issuer or financial instrument. Please contact your Danske Bank A/S representative for
information regarding any issuer subject of investment recommendation that is not mentioned on https://danskeci.com/ci/research/disclosures-and-disclaimers.

Danske Bank A/Sis authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject to the rules and regulation of the relevant regulators
in all other jurisdictions where it conducts business. Danske Bank A/S is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation
Authority (UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation Authority are available from Danske Bank A/S on
request.

The Communication is protected by copyright and is intended solely for the designated addressee. It may not be reproduced or distributed, in whole or in part, by any
recipient for any purpose without Danske Bank A/S’ prior written consent.

Disclaimer related to distribution in the United Kingdom

In the United Kingdom, the Communication is for distribution only to () persons who have professional experience in matters relating to investments falling within article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (the ‘Order’); (1) high net worth entities falling within article 49(2)(a) to (d) of the
Order; or (Il) persons who are an elective professional client or a per se professional client under Chapter 3 of the FCA Conduct of Business Sourcebook (all such persons
together being referred to as ‘Relevant Persons’). In the United Kingdom, this document is directed only at Relevant Persons, and other persons should not act or rely on
this document or any of its contents.

Disclaimer related to distribution in the European Economic Area

The Communication is being distributed to and is directed only at persons in member states of the European Economic Area (‘EEA’) who are ‘Qualified Investors’ within
the meaning of Article 2(e) of the Prospectus Regulation (Regulation (EU) 2017/1129] (‘Qualified Investors’). Any person in the EEA who receives this document will be
deemed to have represented and agreed that it is a Qualified Investor. Any such recipient will also be deemed to have represented and agreed that it has not received
this document on behalf of persons in the EEA other than Qualified Investors or persons in the UK and member states (where equivalent legislation exists) for whom the
investor has authority to make decisions on a wholly discretionary basis. Danske Bank A/S will rely on the truth and accuracy of the foregoing representations and
agreements. Any person in the EEA who is not a Qualified Investor should not act or rely on this document or any of its conte nts.

Disclaimer related to distribution in the United States

The Communication was created by Danske Bank A/S and is distributed in the United States by Danske Markets Inc., a U.S. registered broker-dealer and subsidiary of
Danske Bank A/S, pursuant to SEC Rule 15a-6 and related interpretations issued by the U.S. Securities and Exchange Commission. The communication is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske Markets Inc. accepts responsibility for this investment
recommendation in connection with distribution in the United States solely to ‘U.S. institutional investors'’. Any U.S. investor recipient of the Communication who wishes
to purchase or sell any Relevant Financial Instrument may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S. Securities and Exchange Commission and may not be
subject to the reporting and auditing standards of the U.S. Securities and Exchange Commission.
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The Communication is for the general information of our clients and is a ‘solicitation’ only as that term is used within CFTC Rule 23.605 promulgated under the U.S.

Commodity Exchange Act. Unless otherwise expressly indicated, the Communication does not take into account the investment objectives or financial situation of any
particular person.
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