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Daiwa’s View  

 
Narrowing of Japanese and European swap 
spreads: Signaling end of yield uptrend? 
➢ Japanese and European swap spreads regressing toward pre-

pandemic mean 
➢ May signal end of yield uptrend for Japan and Europe, which have 

weaker growth potential compared to US 
➢ Must consider to two aspects of (1) JGB yield moving closer to 

swap rate and (2) swap rate moving closer to JGB yield 
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On 6 March, there was a pronounced narrowing of swap spreads (≈ OIS rate-JGB spread, 
T-L spread, asset swap spread) on the JPY rate market. 
 
The swap spread, which is formed by the difference between two instruments, JGBs and 
swaps, reflects the individual supply-demand residuals for these two instruments, 
respectively. As such, analyzing swap spread changes is not easy and perfect 
considerations are difficult to achieve. 
 
Knowing that, we can most likely attribute the 6 March price movements to position 
adjustments ahead of the BOJ’s March Monetary Policy Board meeting, at which the Bank 
will discuss making the first interest rate hike in 17 years. On 6 March, the LCH-JSCC 
spread turned negative for the first time since January 2022 and we suspect that foreign 
investors may have unwound their swap hedging positions in anticipation of higher interest 
rates. One factor that may have contributed to this trend was the investment stance 
expressed by a major investor in some media reports. 
 
That said, if we become too caught up in the details, we could lose sight of the big picture 
(can’t see the forest for the trees). When viewing Japanese and European swap spreads 
side-by-side, they actually follow generally the same trend. It is possible that factors 
commonly associated with the euro and the yen may be aligning swap spreads in Japan 
and Europe. 
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The 10-year EUR swap spread (EUSS10) was generally 40bp before the pandemic, but it 
expanded to 100bp at its peak in October 2022 and has since narrowed to the current level 
of 30bp. Naturally, there are also some detailed supply and demand factors to be pointed 
out here, but when observed over a slightly longer horizon, we can sense that this could 
reflect a trend. Anticipating the start of the ECB’s rate-hiking cycle, there was hedging 
using swaps, which have lower transaction hurdles than government bonds in terms of 
capital burdens and other considerations. However, this time, a reversal of supply and 
demand conditions may have occurred in anticipation of the start of the ECB’s interest rate 
cuts this year. 
 
Euro Swap Spread 

 
Source: Bloomberg; compiled by Daiwa. 
 

Unlike the US, Europe’s growth is roughly as weak Japan’s growth. There is the possibility 
that interest rates could be lowered all the way to the neutral area once cuts start. 
 
The 10-year JPY swap spread was around +10bp before the pandemic, but expanded to 
around +40bp between late-2022 to January 2023 when speculators ramped up pressure 
on the BOJ to revises its yield curve control (YCC) policy. This spread then trended around 
+20bp even after the BOJ, under Governor Kazuo Ueda, on two occasions added more 
flexibility to YCC. However, in anticipation of a BOJ interest rate hike, this spread has 
contracted sharply over the past month to +12bp, approaching the pre-pandemic level. The 
speed of this contraction was indeed remarkable, and there is the temptation to attribute 
this to individual factors (individual supply and demand factors). However, from a more 
macroscopic perspective, this may reflect the completion of the role of hedging positions in 
anticipation of the end of the yield uptrend and a reversal of supply and demand 
conditions. 
 
Of course, we believe it was widely anticipated among market participants that swap 
spreads would “eventually” revert to their average historical means. That said, we are 
somewhat surprised that this narrowing is already in full swing at this point in which the 
BOJ has not even yet started raising interest rates. However, in light of global market 
trends, it is not surprising that the timing is somewhat earlier as compared to when 
considering only Japan-specific factors. It is probably fair to say that some of the media 
reports on 6 March triggered a change in the supply-demand balance. 
 
We would like to add one additional point. Specifically, the case in which swap spreads that 
had widened to exceptional levels, especially for the 10-year and shorter maturities, where 
the level of “swap rates > JGB yields” have become entrenched. We should assume 
movements in terms of (1) not only JGB yields rising as a result of the JGB yield moving 
closer to the swap rate along with the BOJ reducing its regular JGB purchase operations 
(as we have pointed out in previous reports), but also (2) swap rates, for which hedging 
positions were built up ahead of time, moving closer to the JGB yield level along with the 
unwinding of the hedging positions. In this sense, as the market anticipated only the 
above-mentioned first movement, it may have somewhat overestimated the upside JGB 
yield potential so far. 
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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 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. 
 
Disclosures related to Daiwa Securities 
Please refer to https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/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:  
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 
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 
responsibility for your own decisions regarding the signing of the agreement with our company. 
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