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‘Rate-hike frenzy’ to let up
Yesterday, the Bank of England (BOE) decided to maintain its policy interest rate at 0.10%
against the market consensus. This triggered a sharp drop in global yields (down 5-15bp).
Amid a series of events at central banks—the RBA, FOMC, and BOE—this week’s bond
market was awash in fears about rapid and sharp rate hikes by central banks, which were
falling behind the curve. Particularly when the Australian sovereign bond yield surged due to
the removal of the yield curve control by the RBA, the credibility of central banks’ forward
guidance declined, throwing the short-term market into a state of virtual confusion. However,
due to yesterday’s decision by the BOE, the ‘rate-hike frenzy’ since late October appears to
have temporarily let up as the BOE was expected to raise rates ahead of other major central
banks. Yesterday, the MOVE Index declined to 64 from 78 at the beginning of the month.
Going forward, it is expected to decline further (i.e., normalization).
The short-term market may seem conservative, but it is the foundation for the government
bond market. Government bonds are also the foundation for corporate bonds (corporate
financing), and the stock market is established on top of that. Less transparency and
depletion of liquidity in the short-term market, which is the point of origin of all risk assets,
spread to the currency basis market. This caused deterioration of both the USD/JPY and
EUR/JPY rates at the fastest pace in years in the currency basis swap market. This indicates
a situation in which purchases of term dollars are not smooth. It was possible that market
confusion would worsen, depending on this week’s decision by central banks. However, due
to yesterday’s decision by the BOE, this risk appears to have decreased substantially.
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The calming of the rate-hike frenzy is expected to mainly work on the slightly longer zone
of JGBs in comparison to US and UK government bonds. The impact is likely to emerge as
downward pressure on intermediate/long-term yields, rather than short-term yields.
Why? This is very obvious when observing the shape of the instantaneous forward rates in
each nation and the policy rate spread. The longest maturity point, where the policy rate
spread is maximized, in the US is the 2-year zone, while that in Japan is the 5 to 7-year
zone (the 3 to 5-year zone in Europe). During the rate-hike frenzy to date, the marginal
points were (excessively) above the instantaneous forward rates. Due to yesterday’s
decision by the BOE, this movement will reverse course.
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Amid this rate-hike frenzy, I recommended buying JGBs for investors with a long-term
horizon, as well as the combination of long positions of superlong JGBs and short positions
of futures if delta hedging is applied. However, if the panicky rate-hike frenzy has played
out, hedging through futures’ short positions is unnecessary. For now, a simple outright
long in the long-term sector is likely to work.
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