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Surge in 30yr JGB yield, and interview with BOJ
policy board member Koeda

» 30yr JGB yield hit record high on compound basis; Factors behind higher
yields and steepening are complex and interrelated, and synched with global

topics

» Dip-buying predominant with US yields; Worst-case scenario (expansion of

term premiums in Japan/Europe being amplified and recirculating) avoided

> In the first solo interview with BOJ policy board member Junko Koeda since

her appointment, she comments that food prices have risen more than siichiro.tani@daiwa.co.jp
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Yesterday, the US 10-year and 30-year yields initially followed the surge in term premiums that
occurred in Japan and Europe, momentarily rising to 4.43% and 4.97%, respectively. However,
gains rapidly narrowed toward the close, and ended at around 4.40% and 4.92%, respectively.

Fortunately, the rise in yields that started in Japan and Europe did not become amplified in the US
market and flow back to Japan.

Dip-buying predominant with US yields

To grasp the current conditions with long-term US yields, we conducted an analysis by
decomposing long-term yields into four factors, dividing the maturity zones into “5-year (5yr)” and
“5-year forward 5-year (5yr5yr)” zones, and further dividing the yield components into “breakeven
inflation rate (BEI)” and “real yields.” In the 5yr zone, the BEI has risen to 2.41%, driven by factors
such as the enactment of tax cuts and the impact from Trump tariffs, leading to the rise in the 5yr
yield. However, the 5yr nominal yield stood at 3.96% (BEI of 2.41% + real yield of 1.55%), close
to the projected FF rate range that factors in the Fed’s two rate cuts within this year. Therefore,
unless there are significant changes in projections for the inflation rate or the Fed’s rate cuts, the
upside of the 5yr yield will likely be somewhat limited going forward.

In the 5yrSyr zone, the BEI has been stable at around 2.3%, but the real yield has risen to 2.66%
due to the tax cut bill and the surge in term premiums in Japan and Europe. As a result, the
5yr5yr yield is around 4.99% (BEI of 2.33% + real yield of 2.66%), approaching the 5% level that
has functioned as a point of reference for the upper limit of the long-term forward yield since the
pandemic. Overall, given the current outlook for rate cuts, we think the 5yr zone’s 4% and the
5yr5yr zone’s 5% are points of reference for their upper limits. Therefore, the basic structure, in
which the 10-year yield will likely find it very difficult to rise significantly above 4.5%, has not
changed.
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30-year JGB yield hit its highest level since 1999

Meanwhile, the 30-year JGB yield rose to 3.015% on a compound basis (+7.3bp d/d), surpassing
3.01% on 22 May and closing at its highest level since 1999. (The often-cited 3.15% figure in
media reports is based on simple yields.) Furthermore, the 5-year/30-year JGB yield spread
exceeded the key 200bp level, showing further steepening. In the forex market, the yen
weakened yesterday, with the USD/JPY rate rising to the upper Y146 range and the EUR/JPY
rate to the upper Y171 range. Since Japanese stocks rose slightly yesterday, a “triple sell-off” was
avoided, but the market seems to have come close to that occurring.
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Mini “Truss shock”

While some of the reasons for the Japanese market coming to close to seeing a “triple sell-off”
yesterday probably include new factors such as the situation with the Upper House election
(Sanseito gaining momentum), which became clear over the last weekend, and the notification of
Trump tariffs, the cause of the phenomenon seems to have involved a complex web of
interrelated factors, such as (1) global fiscal concerns and (2) sluggish economic sentiment in
Japan (leading to expectations of rate hikes by the BOJ fading).

As briefly reported in Daiwa’s View on 3 July, last week saw a surge in superlong UK gilt yields
and a triple sell-off triggered by uncertainty over the future of UK Chancellor Rachel Reeves, who
is pushing ahead with fiscal reforms. This triple sell-off, which could be called a “mini-Truss
shock,” serves as a reminder to the market that the series of major trends seen since the
pandemic (or broadly since the Global Financial Crisis)—namely, the rise of populism fueled by
wider disparity, limitless fiscal expansion driven by populism, and the resultant widening of term
premiums—have yet to become a thing of the past. With people keenly aware of these major
themes, it would be natural for the bond market to ring the alarm if we were to unexpectedly see
indiscriminate fiscal policies once more being supported in Upper House election campaigns in
Japan, as well.

Deterioration in Japan’s economic sentiment (expectations of rate hikes by
the BOJ fading)

Other factors are the worsening economic conditions in Japan, which appear to have induced
steepening (reversal of flattening) due to expectations that the BOJ will postpone rate hikes. We
are somewhat concerned about the fact that the Cabinet Office lowered its economic assessment
on 6 July to “Worsening” for the first time in four years and ten months. Confirming the coincident
Cl for business conditions, we think that the deterioration was limited, and that the judgement
seems somewhat mechanical. However, the leading Cl posted a relatively significant decline,
which warrants close attention. Also, the small and medium-sized enterprise sales outlook DI by
Japan Finance Corporation, recognized as an effective substitute for the BOJ Tankan survey, fell
further to —5.1 in June. There may be an impact from rushed demand before Trump tariffs, and a
subsequent reaction to that. Therefore, we need to continue to closely examine the data. Given
the recent notification by the US that new reciprocal tariff rates will be applied, we need to keep in
mind that it may have become even more difficult for the BOJ to implement additional rate hikes.
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Interview with BOJ policy board member Koeda

With this situation as a backdrop, the media yesterday reported on the first interview given by
BOJ policy board member Junko Koeda since taking office. She indicated a stance of not
agreeing with excessive economic concerns, saying that, while some weakness had been seen in
parts of the Japanese economy, the current assessment that it was recovering moderately had
not changed, and that there were considerable risks of an economic slowdown in the future, but
that she thought that the possibility of a severe global economic downturn was low.

Regarding inflation, she mentioned that she was continuing to monitor downside risks due to
weakness in overseas economies, which is consistent with the opinion in the April Outlook
Report. Immediately after that she said that she needed to watch for cost-push inflation due to
supply constraints caused by trade policies in various countries, and that she was closely
watching trends with the staple food rice, which may have secondary effects on Japan’s inflation
perception, household inflation expectations, and eventually underlying core inflation, and that,
compared to the period during the April and May Monetary Policy meetings, recent hard data on
prices, especially rice and food-related items, has been stronger than expected, which warrants
attention. The wording “stronger than expected” brought to mind the 13 June media report saying
that the BOJ was supposedly seeing inflation running stronger than expected due to continued
price pass-through, based on sources from those in the know.

She supported existing opinions regarding the neutral interest rate, saying that, looking at the
range of various estimates for the natural rate of interest, it was from —1% to +0.5%, and there
was no strong objection to this range. Regarding the reductions in JGB purchases and an
appropriate balance sheet size, she commented that, putting aside the issue of the pace of
reductions in JGB purchases, she thought that JGB purchases had an ending point that was
consistent with an appropriate balance sheet size, and that, by the beginning of next year,
monthly JGB purchases were expected to fall below Y3tn, approaching that ending point. She
said that you could think of it as like an autopiloted helicopter gradually descending, and finally
landing gently while confirming the surrounding environment.

Overall, the interview was well balanced and appropriate for her debut. That said, her remarks
included optimism about economic sentiment and caution about inflation, in what seems to have
been an attempt to curb the excessive decline in market expectations for rate hikes by the BOJ.
This may lead to revisions to risk balances in the July Outlook Report.
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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 TOPIX/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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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:
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit _ratings.pdf. If you need more information on this matter, please contact the Research
Production Department of Daiwa Securities.

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.

= In 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.

* The amount of the trading commission 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.

** 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
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responsibility for your own decisions regarding the signing of the agreement with our company.

Corporate Name: Daiwa Securities Co. Ltd.

Registered: Financial Instruments Business Operator, Chief of Kanto Local Finance Bureau (Kin-sho) No.108

Memberships: Japan Securities Dealers Association, The Financial Futures Association of Japan, Japan Investment Advisers Association, Type II Financial
Instruments Firms Association, Japan Security Token Offering Association


https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/e_disclaimer.pdf
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit_ratings.pdf

