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Will a sub-3% long-term yield take hold? — Fiscal policy and inflation
expectations

The 10-year JGB yield temporarily fell below 3% on 13 October. Whether a sub-3% yield will take
hold is likely to become a major focus for the JGB market. BOJ Governor Kazuo Ueda cited
market perceptions of fiscal policy as a factor behind the rise in long-term yields, while the IMF, in
its Global Financial Stability Report, also warned of the risk of sharp yield increases in sovereign
bond markets. In addition, household inflation expectations remain elevated. Although the
Takaichi administration has distanced itself from reflationary policies, there has been no major
change in its proactive fiscal policy stance. In light of these considerations, we believe that, from
the perspectives of both fiscal policy and inflation expectations, the 10-year JGB yield is unlikely
to settle below 3% and enter a downtrend. Instead, we expect it to remain range-bound around
3% for the time being.

Drivers of higher long-term yields: Governor Ueda’s Diet testimony and Fed
Chair Warsh’s assessment

Appearing before the House of Representatives Budget Committee on 13 October, BOJ Governor
Ueda responded to a question from Takayuki Ochiai, a lawmaker from the Centrist Reform
Alliance, and cited four factors behind the rise in long-term yields, while noting that these reflected
the views of market participants: (1) inflationary pressure stemming from developments in the
Middle East; (2) market views on large-scale Al-related corporate bond issuance; (3) market
perceptions of fiscal policies in various countries; and (4) the continued release of favorable
economic data, particularly in the US.

Meanwhile, when asked by Axios’s Neil Irwin about the rise in long-term bond yields at the press
conference following the September FOMC meeting, Fed Chair Kevin Warsh cited three factors:
(1) economic strength; (2) competition for capital; and (3) geopolitics.

“Competition for capital” can be understood as encompassing not only private-sector demand for
funds, including corporate bond issuance associated with increased Al investment demand, but
also increased government bond issuance resulting from fiscal expansion. However, Chair Warsh
avoided directly referring to “fiscal factors,” which many market participants regard as one of the
drivers of higher long-term yields.

By contrast, Governor Ueda explicitly cited “market perceptions of fiscal policies in various
countries” as one of the factors behind higher long-term yields, albeit as the view of market
participants. Although he did not directly refer to Japan’s fiscal policy, it is noteworthy that he
indicated that the recent rise in long-term yields is related not only to the economic and inflation
outlook but also to the market’'s assessment of government bond supply and fiscal management.
Whereas Chair Warsh used the broad expression “competition for capital,” Governor Ueda’s use
of the term “fiscal policy” suggests that the BOJ also recognizes the bond market’s current focus
on fiscal factors.

Important disclosures, including any required research certifications, are provided on the last page of this report.
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IMF Global Financial Stability Report

On 13 October, the IMF released the full Global Financial Stability Report (GESR), published
every April and October. In the report, the IMF identified three risks that could tighten financial
conditions and trigger market turmoil: (1) an Al-driven market correction; (2) a sharp rise in
sovereign bond yields; and (3) cyber threats.

Regarding the second risk in particular, the IMF pointed out that term premiums, which are
contributing to higher long-term yields across countries, are at the upper end of their historical
ranges amid concerns over fiscal deficits and elevated government debt. The IMF also expressed
concern that such increases in government bond yields could weigh on asset prices, including Al-
related equities, through higher discount rates, while potentially eroding the value of government
bonds used as collateral in derivatives and other financial transactions.

With regard to Japan, a comparison of multiple liquidity metrics within each market’'s own
historical range since 2022 shows that, while liquidity conditions have tended to improve in the
US, the euro area, and the UK, Japan’s liquidity metrics, including yield curve fitting errors, bid-
ask spreads, and implied volatility, have deteriorated. The IMF noted that liquidity conditions in
the JGB market may have deteriorated, against the backdrop of factors including increased yield
volatility associated with monetary policy normalization following the end of yield curve control.

Chart 1: Bond Market Liquidity Metrics
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Source: Reprinted from IMF GFSR (Oct 2026).
Note: For each market metric, green indicates favorable liquidity and red unfavorable liquidity relative to its own historical range since 2022.

The IMF’s analysis is not an absolute comparison across countries. Rather, it positions current
conditions in each market within that market’s range over the past four years. The deterioration in
Japan’s liquidity metrics therefore does not signify that the JGB market is performing better or
worse than US and European markets. Nevertheless, while interest rate hikes and monetary
policy normalization began earlier in the US and Europe, Japan’s normalization process remains
underway. With the effects of large-scale monetary easing still present in the market, declining
liquidity in the JGB market could increase volatility in long-term yields.

Market participants’ perceptions and inflation expectations

In our 1 October report’, we constructed a common global trend through principal component
analysis of long-term yields in the US, Japan, Germany, and the UK. Assuming a constant
contribution from the common global trend, we then decomposed movements in Japan’s long-
term yield into global and JGB-specific factors. The results showed that, while JGB-specific
factors accounted for a large part of the rise in Japan’s long-term yield in 2025, the contribution
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Chart 2: Decomposition of Factors Behind Changes in 10yr JGB
Yield (cumulative since Apr 2025)
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from global factors has increased, particularly since March 2026. In terms of market movements,
the rise in overseas yields has been particularly notable, and it is undeniable that this has had
some impact on the level of JGB yields.

Meanwhile, the QUICK Monthly Survey (Bonds) for September 2026, released by QUICK on 5
October, included a question asking respondents to select two “factors that could halt the rise in
Japan’s long-term yields.” “Easing fiscal concerns” was selected by 53% of respondents, while
“an end to the rise in overseas yields” was selected by 24%, ranking only fourth overall. Thus,
even when overseas yields have risen notably, Japanese investors appear to regard the easing of
fiscal concerns as a necessary condition for lower yields.

Chart 3: Factors That Could Halt the Rise in Japan’s Long-term
Yields (QUICK Monthly Survey)
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Source: Bloomberg; compiled by Daiwa.

Note: Reprinted from the 1 Oct report.

Chart 4: Household Inflation Expectations (avg)
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Source: QUICK; compiled by Daiwa.

In our 13 October report?, we identified the stabilization of long-term inflation expectations as one
factor that could cause the 10-year JGB yield to fall below 3%. The BOJ’s Opinion Survey on the
General Public’s Views and Behavior, released at 1:30 p.m. on the same day, showed that
household inflation expectations had declined from the June survey for both the short term (one
year ahead) and the long term (five years ahead), but remained elevated. Our Senior Economist
Kento Minami estimated a composite index of inflation expectations using inflation expectations
among households, firms, and economists, and pointed out that the index remains above 2%.

Chart 5: Composite Index of Inflation Expectations by Senior
Economist Minami
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Source: Reprinted from the 13 Oct 2026 report by Senior Economist Minami.

2 Shun Otani (13 Oct 2026). Daiwa’s View: Possibility of the 10-year JGB yield falling below 3%: A move away from reflation and shifts in
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Long-term yield outlook: Below 3% or range-bound?

On the evening of 13 October, Bloomberg reported, citing people familiar with the matter, that the
BOJ was likely to forgo a rate hike at its meeting this month, while not ruling out a rate hike in
December. Given that current inflation and inflation expectations remain elevated, the BOJ
appears to intend to avoid the shock of rate hikes at consecutive meetings while reinforcing
market expectations that it could continue raising rates on a broadly quarterly basis.

With regard to inflation expectations among the various economic agents, a change in trend can
be observed, as their upward momentum appears to be moderating. Nevertheless, the market
and the authorities appear to share the view that inflation expectations remain elevated. This
assessment is also consistent with Governor Ueda’s view that the “phase has changed,” in the
sense that the underlying inflation rate is approaching 2% and the risk of inflation overshooting
the 2% price stability target is increasing.

Regarding the fiscal factor cited by many market participants as a condition for lower long-term
yields, the government has distanced itself from reflationary policies, but there has been no major
change in its policy of promoting government investment. On 8 October, Prime Minister Takaichi
stated that “this is not a phase in which so-called reflationary policies are necessary,” while on 13
October she stated in the Diet that “now is precisely the time to move swiftly to implement
responsible, proactive fiscal policy.”

In the JGB market on 13 October, the flattening trend seen ahead of the long weekend continued,
while a decline in US yields during Tokyo trading hours also provided support. The yield on the
on-the-run 10-year JGB (No. 384) briefly fell below 3% before closing at 3.00% (both on a simple-
yield basis). Nevertheless, inflation expectations among the various economic agents remain
elevated, and no major change has been observed in the government’s policy of expanding
government investment. Given that market interest in fiscal management and government bond
supply-demand conditions also remains high, we expect Japan’s long-term yield to remain range-
bound around 3% for the time being, rather than settling below 3% and entering a downtrend.
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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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