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Daiwa Securities FICC Research Department updated its JGB yield outlooks for FY26.
Specifically, primarily due to rising inflation, the policy rate forecast has been changed from two
rate hikes per year to three. In conjunction with the change in the terminal rate assumption—the
end point for rate hikes—from 1.50% to 1.75%, we have raised the year-end and fiscal year-end
forecast for the 10-year yield from 2.60% to 2.80%. In this report, by reviewing the market
environment in May, we will examine the changes from early May to the present and analyze the
impact of the upward revision in inflation and policy rate forecasts on long-term yields and the
yield curve. Furthermore, we will also consider the risks of a postponed rate hike and discuss

investment strategy.

Chart 1: FY26 JGB Yield Outlook as of 1 Jun

%

) Apr-Jun Jul-Sep Oct-Dec Jan-Mar
Range Term-end Range Term-end Range Term-end Range Term-end
Policy rate 1.00 1.00 1.25 1.50
2yr 125 ~ 165 1.45 140 ~ 1.80 1.60 170 ~ 210 1.90 175 ~ 215 1.95
Syr 170 ~ 220 1.95 185 ~ 235 2.10 205 ~ 255 2.30 210 ~ 260 2.35
10yr 230 ~ 290 2.60 230 ~ 290 2.60 250 ~ 310 2.80 250 ~ 310 2.80
20yr 320 ~ 380 3.50 320 ~ 380 3.50 340 ~ 4.00 3.70 340 ~ 4.00 3.70
30yr 350 ~ 410 3.80 350 ~ 410 3.80 370 ~ 430 4.00 370 ~ 430 4.00
Source: Compiled by Daiwa.
Chart 2 (Ref): FY26 JGB Yield Outlook as of 7 May
) Apr-Jun Jul-Sep Oct-Dec Jan-Mar
Range Term-end Range Term-end Range Term-end Range Term-end
Policy rate 1.00 1.00 1.25 1.25
2yr 125 ~ 165 1.45 130 ~ 1.70 1.50 140 ~ 180 1.60 150 ~ 1.90 1.70
5yr 170 ~ 220 1.95 175 ~ 225 2.00 180 ~ 230 2.05 18 ~ 235 210
10yr 230 ~ 290 2.60 230 ~ 290 2.60 230 ~ 290 2.60 230 ~ 290 2.60
20yr 320 ~ 380 3.50 320 ~ 380 3.50 320 ~ 380 3.50 320 ~ 380 3.50
30yr 350 ~ 410 3.80 350 ~ 410 3.80 350 ~ 4.10 3.80 350 ~ 410 3.80

Source: Compiled by Daiwa.

Important disclosures, including any required research certifications, are provided on the last page of this report.




Daiwa

Securities

Review of May

Looking back at the JGB market in May, crude oil prices rose sharply through the middle of the
month amid heightened uncertainty over the situation in the Middle East, leading to stronger
inflationary pressures. Coupled with higher overseas yields, JGB yields rose substantially,
particularly in the long-term and superlong sectors, with the 10-year yield at one point reaching its
highest level in roughly 30 years. From late May, yields turned lower as crude oil prices declined,
but they did not fully reverse the gains seen in the first half of the month. On a monthly basis, the
yield curve bear-steepened out to the 10-year sector.

On 14 May, media reported that the government was considering compiling a supplementary
budget'. Although the final size was limited to around Y3tn, this came as a surprise to the market,
as Prime Minister Sanae Takaichi had previously expressed a negative stance on the need for a
supplementary budget. In addition, while the impact of higher crude oil prices has not yet fully
appeared in consumer prices, the April Corporate Goods Price Index released on 15 May
significantly exceeded market expectations, confirming that some of the cost increases
associated with higher import prices are being passed on to prices at the upstream stage. Despite
these two factors—expectations for fiscal expansion and upward pressure on prices—the market
did not price in an acceleration in the pace of rate hikes. As a result, concerns that the BOJ may
fall behind the curve appear to have intensified.

Chart 3: 10yr JGB Yield, Crude Oil Futures Price (WTI) Chart 4: Change in JGB Yield Curve (30 Apr - 29 May)
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Source: Bloomberg; compiled by Daiwa.
Source: Bloomberg; compiled by Daiwa.

Outlook update: Change in the policy rate path

The main factor behind the revision to our JGB yield outlook is the change in our economists’
outlook for inflation in Japan and the policy rate path. Our Senior Economist Kento Minami
expects core CPI to temporarily rise to the upper 3% range y/y in 2H FY26, based on the view
that price pass-through from upstream (corporate goods prices) to downstream (consumer prices)
is accelerating. Accordingly, reflecting the need to return the policy rate to the neutral level at an
earlier stage, we have revised our view regarding the BOJ’s rate-hike path, from the previously
assumed pace of two hikes per year as of May, to three hikes per year. In other words, we
anticipate a rate hike in June, followed by additional rate hikes this autumn and in 2H FY26, with
the policy rate reaching 1.50% by end-March 2027. We have also raised our terminal rate
forecast by 25bp, to 1.75%, from the previous 1.50%.

Long-term yield outlook, and picture of yield curve going forward

We have not changed our baseline scenario that the fair value of a long-term equilibrium level for
the long-term yields is around 2.5-2.7%, calculated by adding the 2% price stability target to the
currently estimated potential growth rate of around 0.50-0.70%. Furthermore, based on the
historical relationship between the long-term yield, the policy rate, and US yields (Chart 6: 10-year

" Koji Hamada (15 May 2026). Economic Commentary (supplementary budget): Considering early supplementary budget scale and funding.
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yield matrix?), and assuming the current US yield level of 4.50%, the 10-year JGB yield would be
estimated at 2.65%, provided the terminal rate remained at 1.75%.

Chart 5: CPI Forecasts by Senior Economist Minami Chart 6: Matrix of 10yr JGB Yield (%)
(Yly %) 10yr US yield
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Note: The range indicates the 80% confidence interval, based on data from 1990 to 2025.

Source: Ministry of Internal Affairs and Communications; compiled by Daiwa.
Notes (1) Forecasts are based on assumptions of average USD/JPY rate of Y158 in FY26 and
Y156 in FY27, and average WTI crude oil price of $85/bbl in FY26 and $76/bbl in
FY27.
(2) Figures include effects of the government’s subsidies for electricity and gas bills
scheduled to be implemented in summer of 2026. However, they do not include effects
of the consumption tax cut currently under consideration by the government.

However, the perceived rise in consumer prices, which is likely to become more pronounced from
the summer onwards, and BOJ rate hikes implemented at a faster pace than currently priced in
by the market are expected to exert some upward pressure on long-term yields. For this reason,
we have revised our forecast for the 10-year yield from Oct—Dec onwards to 2.80%, using the
highest level in May as a point of reference. Furthermore, given the historical range of fluctuations
in long-term yields, we anticipate that the 10-year yield could temporarily exceed 3%. With
respect to the entire yield curve, we expect the short- to medium-term sectors to flatten in line
with rate-hike pricing and actual rate hikes, and anticipate a parallel shift in the superlong sector
beyond 10 years. The 10-year/30-year spread did not change significantly during the rise in yields
in May. This can be attributed to the fact that, while concerns over fiscal policy and inflation are
putting pressure on the long end of the yield curve, the continuous reduction in the scale of
issuance of superlong JGBs is tightening supply/demand conditions. Assuming that this balance
between fiscal/inflation concerns and supply/demand factors continues, we expect superlong JGB
yields to rise in line with the 10-year yield, with the 30-year yield trading around 4%.

Risk scenario involving a postponed rate hike, and the yield curve

Our outlook is based on the assumption that the BOJ will respond appropriately to rising
inflationary pressure through rate hikes, and we do not anticipate a situation in which concerns
about the BOJ falling behind the curve materialize, with, for example, rate hikes of more than
50bp or rate hikes into restrictive territory exceeding the neutral rate level, which we anticipate will
be around 1.50-2.00%. The market is pricing in more than a 70% probability of a June rate hike,
but some are skeptical about a hike, given the consistency of the government’s economic
measures and the administration’s stance.

We would like to consider a scenario in which the June rate hike was postponed. Decomposing
the change in long-term yields in major countries in May into BEI (inflation expectations) and real
yields shows that real yields were the main driver in the US and Europe. In Japan, however, real
yields remained almost unchanged, with inflation expectations being the primary driver. When we
break down Japanese and US long-term yields into the risk-neutral yield and term premium using
the New York Fed's ACM model and Daiwa JGB Term Premium calculated using a similar
methodology, we see that, while the estimation of term premium depends on the data period and
must be interpreted with caution, the risk-neutral yield is the main driver in the US, whereas the
term premium accounts for the majority in Japan. The rise in US yields reflects the changes in the
market pricing of rate hikes (= rising nominal yields), as well as, in part, a growth story involving

2 Shun Otani and Kazuya Sato (5 Dec 2025). Daiwa’s View: Market must be prepared for a rise above 2% / Long-term yield would reach the
lower half of 2% range given a terminal rate of 1.5%.
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an increase in r-star (the natural rate of interest) due to productivity improvements from Al. In
Japan, on the other hand, concerns about inflation are the predominant cause of the rise in the
risk premium.

Chart 7: Factor Decomposition of Long-term Yields in Major Chart 8: Factors Behind Changes in Long-term Yields in Japan
Countries (30 Apr- 29 May) and US (30 Apr - 29 May)
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Source: Bloomberg; compiled by Daiwa.
Source: Bloomberg; compiled by Daiwa.

Under these circumstances, if the BOJ were to skip a rate hike that the market expected, there
are concerns that it would have a serious impact on expectation formation regarding the yield
curve. In our baseline scenario, we believe that the 10-year yield in the mid- to high-2% range
offers investment value. However, if a rate hike were skipped, we would not be able to rule out the
possibility that the emergence of concerns about the BOJ falling behind the curve could cause 3%
to become a mere transit point for the long-term yield. There is also a risk of a steepening of the
superlong end of the yield curve, where supply/demand conditions are currently balanced. Even if
a rate hike were implemented in June, yields would be shaped by the interaction between actual
inflation data from summer onwards and rate-hike expectations. In his speech on 27 May, BOJ
Governor Kazuo Ueda described the current situation with the Japanese economy as being a test
of the inflation regime during the fifth oil price shock. It could also be seen as a test of the central
bank’s actions by the market.

Investment strategy

In early May, based on the assumption of rising yields, we recommended a 5-year/10-year
flattening position, although the timing needed to be considered carefully, because we expected
the yield curve out to 10 years to come under flattening pressure in line with developments with
rate hikes. However, since mid-May, the rise in yields has been led by the 10-year sector, causing
the 5-year/10-year spread to widen, resulting in this position moving in the opposite direction. Our
view that this position is attractive remains unchanged provided that rate hikes proceed in line
with our outlook. However, considering the stronger-than-expected price pass-through and
inflation concerns, we believe that the entry point has risen slightly, including with regard to long-
term yield levels.
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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.

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, Investment Management Association of Japan, Type II
Financial Instruments Firms Association, Japan Security Token Offering Association
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