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JGB market: Lessons from the past

» Examination of factors behind rise in volatility in JGB market over

past 20 years

» Keys are overseas factors, changes in monetary policy, and changes

in market structure

» When assessing effectiveness of YCC, we should note swap rate and Shun Otani
corporate bond yields

» Change in environment surrounding financial institutions also needs

to be considered

Factors behind rise in
volatility in JGB market

(1) Overseas factors
(GFC)
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In this report, we focus on volatility in the JGB market over the past 20 years and examine
factors during high volatility. Based on an analysis of the past, we found three important
points: (1) overseas factors, (2) changes in monetary policy, and (3) changes in the market
structure, and summarize what should be watched out for in the JGB market going forward.

JGB market: Lessons from the past

Chart 1: Historical Volatility of Long-term JGB Futures, JGB-version VIX Index
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Source: Bloomberg; compiled by Daiwa Securities.

Looking back on the phases when the JGB market became volatile, we can divide them into
several patterns. For example, market destabilization in 2008-2009 and spring 2020 was
mainly caused by overseas factors. In particular, during the Global Financial Crisis in 2008,
the so-called the Lehman shock, basic market functions, such as settlements and repo
transactions, were impaired due to the bankruptcy of Lehman Brothers, which was a primary
dealer in the JGB market. While the 7-year JGB yield plunged due to pressure to repurchase
long-term JGB futures, 5-year and 10-year cash bonds were sold owing to concerns about
fundraising. This resulted in significant distortion of the yield curve (Chart 2). Similarly, it can
be said that the European debt crisis in 2010 and the COVID-19 shock in March 2020 had
an adverse impact on the JGB market.
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(2) Changein monetary  The rise in volatility in 2013 and 2016 was probably caused by unexpected changes in

policy (introduction of monetary policy at the BOJ, particularly in April 2013, when BOJ Governor Haruhiko

QQE) Kuroda announced the introduction of "Quantitative and Qualitative Monetary Easing
(QQE)" at his first Monetary Policy Meeting. The central bank aimed to aggressively
expand the monetary base and doubled purchases of long-term JGBs to around
Y7tn/month. An increase in purchases of government bonds by central banks serves as a
factor in lowering long-term yields. Although the 10-year JGB yield had temporarily
declined from the mid-0.50% level to the mid-0.40% level, it surged starting the following
day. In May, it rose to 0.90% and volatility remained high for the time being.

Chart 2: JGB Yield Curve (18 Sep 2008) Chart 3: Long-term JGB Yield Before and After Announcement of
QQE
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Source: Bloomberg; compiled by Daiwa Securities. Source: Bloomberg; compiled by Daiwa Securities.

(3) Changes in market The circumstances surrounding the JGB market turmoil in 2003, known as the ‘VaR

structure and VaR shock  shock,” were different from those of other cases in that volatility rose without clear reasons,
such as monetary policy or overseas market factors. Simply looking back on the
circumstances at the time shows that the long-term yield had been on a moderate
downtrend since 2002 and declined to the mid-0.40% level in June 2003. After the 20-year
JGB auction in that month went poorly, the long-term yield surged starting the following
day. Then, selling triggered more selling, and the yield momentarily rose to 1.6% in
September and volatility remained high for about six months. It has been pointed out that
this was caused by the influence of VaR, a risk management method at financial
institutions, as shown by the fact that it was called the VaR shock. Under the VaR method,
the level of risk exposure that can be held depends on the volatility level. When volatility
rises, a negative feedback loop easily occurs because market participants are forced to
dispose of positions to reduce risk, and fire selling pushes up market volatility further.

Moreover, when considering the VaR shock from a broader perspective, we cannot
overlook changes in structural factors at the time. Due to the bursting of the asset bubble
in the early 1990s and the secular recession through the financial crisis in 1997-98, banks
suffered from the disposal of bad loans and relied on income from bond dealing.
Meanwhile, in May 2003, it was decided to support Risona Bank through the injection of
public fund to avoid bankruptcy. This might have meant that the period of concern about
the Japanese financial system and bad-loan disposals had almost ended. The time of the
VaR shock could possibly be described as a time in which the financial market was
experiencing major structural change, rather than as the end of the downtrend in the long-
term yield that had continued for around ten years since the beginning of the 1990s.
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Chart 4: Trend of Long-term JGB Yield (1990-2005) Chart 5: Losses on Bad-Loan Disposals at Nationwide Banks
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Source: Bloomberg; compiled by Daiwa Securities. Source: Financial Services Agency; compiled by Daiwa Securities.
Effectiveness of YCC: Based on the aforementioned precedents, we think that three points, (1) overseas factors,

Swap rate and corporate  (2) changes in monetary policy, and (3) changes in the market structure, are important
bond market need to be when forecasting the JGB market. Regarding changes in monetary policy, as was
emphasized at the July BOJ MPM, the YCC framework is expected to be maintained in the

checked .
near term. However, in the lead up to the end of the terms of the BOJ governor and two
deputy governors next spring, the monetary policy stance that will be taken by the new
BOJ leaders is one of the biggest issues for market participants. In the report announced
by the Reserve Bank of Australia in June, the transmission mechanism of the monetary
policy was pointed out as a factor behind the removal of the yield target policy. In other
words, although the targeted 3-year government bond yield was contained to a low level,
the transmission effect was weakened due to the rise in swap rate and fundraising costs in
the private sector. Accordingly, we should also note the yield level in the corporate bond
market and the balance with the swap rate as important factors when assessing the
effectiveness of the YCC policy in Japan.
Chart 6: AGS Yield and Swap Curves Chart 7: Various Japanese Yields in 10-year Zone
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Source: Reprinted from RBA'’s “Review of the Yield Target.” Source: Bloomberg; compiled by Daiwa Securities.
Structural change at Finally, we touch on a substantial change in the environment surrounding financial
financial institutions institutions in terms of the third factor (the market structure). According to the “Financial

Results of Japan's Banks for Fiscal 2021” (Financial System Report Annex Series)
announced by the BOJ in July, major banks and regional banks posted unrealized losses
on bonds and other securities (among available-for-sale securities holdings) as of March
2022. We estimate that the situation is worsening further, considering the rise in yields
since April. It is estimated that unrealized gains on all securities (including stocks) are

-3-


https://lzone.daiwa.co.jp/lzone/cv?LANG=J&id=DWVE1114
https://www.rba.gov.au/monetary-policy/reviews/yield-target/index.html
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maintained. However, unrealized gains/losses are important figures in gauging the risk-
taking capacity at financial institutions. If its function as a cushion for market fluctuations is

declining, this warrants attention.

We have pointed out what should be watched out for going forward based on past phases
of high volatility in the JGB market. Central banks around the world are being forced to
rapidly shift their monetary policy from easing to tightening amid historically high inflation.
We hope that this report, which considers Japan’s monetary policy and changes in market
structure, will be of some help in improving performance for investors.
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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.

Ratings

Issues are rated 1, 2, 3, 4, or 5 as follows:

1: Outperform TOPIX/benchmark index by more than 15% over the next 12 months.

2: Outperform TOPIX/benchmark index by 5-15% over the next 12 months.

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.

Target Prices
Daiwa Securities Co. Ltd. sets target prices based on its analysts’ earnings estimates for subject companies. Risks to target prices include, but are not limited
to, unexpected significant changes in subject companies’ earnings trends and the macroeconomic environment.
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Please refer to https://Izone.daiwa.co.jp/I-zone/disclaimer/e_disclaimer.pdf for information on conflicts of interest for Daiwa Securities, securities held by
Daiwa Securities, companies for which Daiwa Securities or foreign affiliates of Daiwa Securities Group have acted as a lead underwriter, and other disclosures
concerning individual companies. If you need more information on this matter, please contact the Research Production Department of Daiwa Securities.

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:
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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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** The ratio of margin requirements etc. to the amount of the transaction cannot be stated here in advance because it will be determined between our company
and you based on current market conditions and the content of each transaction etc.

When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take
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