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Surging 10-year JGB yield: Fiscal “free lunch” is over 
The 10-year JGB yield surged 21bp on a weekly basis, marking its largest weekly increase since 
the VaR shock of 2003. Japan’s BEI is rising despite falling real yields, which contrasts with the 
real yield-driven trends in other major economies. This trend has been driven by rising fiscal 
uncertainty stemming from speculation about a supplementary budget, which possibly resulted in 
higher JGB yields driven by BEI. In a world in which yields are rising and there are no zero lower 
bound (ZLB) constraints, the fiscal “free lunch” is likely to end and fiscal expansion is likely to 
produce higher JGB yields. Even though the target range for the 10-year JGB yield remains in the 
mid-to-high 2% range, we should remain vigilant about the risk of upward deviations given the 
volatile market conditions. 
 
Last week’s JGB market: Steepening, higher yields led by BEI 
Looking back at last week’s JGB market, the 10-year JGB yield rose 21bp (compound yield 
basis). This rise of more than 20bp for a single week topped the largest increases since the 
COVID-19 shock in March 2020 (17.6bp), the period following the introduction of QQE in May 
2013 (12.8bp), and the global financial crisis in April 2008 (18.9bp). Indeed, this is the largest 
such rise since August 2003 (23.8bp), when a VaR shock occurred and destabilized the market. 
 

Chart 1: Changes in JGB Yield Curve (8 May → 15 May) 

 
Source: Bloomberg; compiled by Daiwa. 

 
Chart 2: Weekly Changes in 10yr Yield 

 
Source: Bloomberg; compiled by Daiwa. 
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Government bond yields have risen significantly, by about 20bp, in major economies such as the 
US, Germany, and the UK. However, when examining yield curve changes for the 2-, 10-, and 30-
year sectors, we see that the US and German yield curves are rising roughly parallel to each 
other, while the long- and super-long zones of Japan’s and the UK’s yield curves are steepening. 
Furthermore, a decomposition of the 10-year yield change reveals a striking contrast. In many 
cases, the rise in yields has been led by real yields. In Japan, however, the trend is notably 
different: a sharp increase in the BEI stands out, occurring even as real yields have slightly 
declined. With the exception of the UK, where the higher yields are being driven more by political 
concerns, the rise for JGB yields differs somewhat in nature from the global trend, due to yield 
curve steepening and higher yields led by BEI. 
 

Chart 3: Changes in Yield Curves in Major Countries (8 May → 
15 May) 

 
Source: Bloomberg; compiled by Daiwa. 

 
Chart 4: Changes in 10yr BEI and Real Yields (8 May → 15 May)  

 
Source: Bloomberg; compiled by Daiwa. 

 
Fiscal deterioration concerns due to supplementary budget 
On 14 May, there were reports in Japan that the government was considering a supplementary 
budget. On 18 May, it was also reported that Prime Minister Sanae Takaichi plans to announce 
the compilation of a supplementary budget in order to provide gasoline subsidies and support for 
electricity and gas bills. During her Diet testimony at the end of April, Takaichi not only dismissed 
the need for a supplementary budget but also voiced reservations about fiscal management 
based on the assumption of a supplementary budget. Of course, while there is a sense of 
urgency this time, given the conflict in Iran and the de facto closure of the Strait of Hormuz, which 
have triggered supply shocks not seen since the 1970s, the early compilation of a supplementary 
budget came as a surprise to the market. Indeed, this was one of the factors behind the sharply 
higher JGB yields led by BEI. Going forward, the focus will turn to the size of the supplementary 
budget, as well as whether or not the government issues additional JGBs and how that could 
impact JGB yield formation through inflation expectations and term premiums1. 
 
Theoretical arrangement and fiscal leeway based on Dormer condition 
According to a basic understanding of the Domar condition2, in a world where the interest rate is 
lower than the growth rate (r < g), there is fiscal leeway to reduce the government debt-to-GDP 
ratio even while running a fiscal deficit. Meanwhile, in a world where r > g, achieving a primary 
balance surplus is a necessary condition for fiscal consolidation. Assuming that Japan’s potential 
growth rate is between 0.5% and 1.0% and that the stable inflation rate is between 1.5% and 
2.0%, a long-term nominal GDP growth rate of between 2.0% and 3.0% would serve as a target. 
It is important to recognize that the response function regarding the sustainability of debt due to 
fiscal spending could be entirely different depending on whether the long-term interest rate is in 
the low 2% range or the high 2% range. 
 

 
1 For details on the supplementary budget, please refer to our 15 May 2026 report Economic Commentary (supplementary budget): 
Considering early supplementary budget scale and funding by Koji Hamada. 
2 Shun Otani (26 Aug 2025). Daiwa’s View:Rising long-term interest rates and fiscal sustainability. 
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In Mian, Straub, and Sufi (2025)3, published in the American Economic Review, a leading 
economics journal, it is argued that fiscal sustainability depends heavily on the ZLB in addition to 
the relationship between r and g. As of 2019, in the US, where nominal yields were positive and 
the ZLB constraints were weak, fiscal expansion directly led to a decline in debt sustainability. 
Meanwhile, in Japan, which was operating under ZLB constraints, fiscal spending did not lead to 
higher nominal yields, allowing for a flexible fiscal response to the COVID-19 shock. 
 
Disappearing fiscal “free lunch” 
That said, seven years have passed since Mian et al. conducted their study in 2019 and, in 
Japan, both the policy interest rate and the long-term interest rate have moved clearly into 
positive territory and are no longer subject to the ZLB constraints. Also, given the rise in r (long-
term interest rate), the fiscal leeway that was available during the COVID-19 pandemic has 
diminished. In response to the unprecedented crisis in the Middle East, while financial support is 
justifiable on welfare grounds, from a macroeconomic perspective it risks exacerbating inflation by 
stimulating demand. As such, its scale and scope must be carefully considered. Above all, this 
involves the painful reality of higher long-term interest rate levels and we must understand that 
fiscal stimulus is shifting from a “free lunch” to a matter of choice. 
 
Future outlook 
Market concerns are mounting. These concerns include the 10-year JGB yield rising more than 
20bp over the past five business days. Given that bond yields on overseas markets also rose 
sharply on 15 May, we expect the JGB market to remain volatile from here. However, there is no 
significant change to our basic outlook that the 10-year JGB yield will stabilize in the mid- to high-
2% range, assuming that appropriate fiscal and monetary policies are implemented. Meanwhile, 
there are growing risks for higher-than-expected 10-year JGB yield levels due to (1) inflation as a 
“global factor” and (2) an overlapping of “fiscal factors” Our Senior Economist Koji Hamada 
estimates the size of the supplementary budget at around Y4.0tn. This amounts to approximately 
0.6% of Japan’s nominal GDP. In addition to details from the government regarding the size of the 
supplementary budget and whether additional JGBs will be issued, we plan to pay close attention 
to any information released regarding the government’s rationale. 
 

 

 
3 Atif Mian, Ludwig Straub, and Amir Sufi (2025). “A Goldilocks Theory of Fiscal Deficits.”American Economic Review Vol115 (12). 

https://www.aeaweb.org/articles?id=10.1257/aer.20220308
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IMPORTANT DISCLOSURES 
 
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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