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Key points

m  Rising expectations of inflation and terminal rate have pushed 10-year JGB
yield higher in relative terms in recent years against backdrop of gradual rate
hikes

m 2s10s JGB spread has recently tightened on expectations of accelerated rate
hikes, with further tightening possible if rate hikes being priced in materialize

m  Assessing outlook for 2s10s spread also requires careful monitoring of
financial conditions and JGB risk premia

Japan’s 2s10s Japan’s 2s10s JGB spread has been in a widening trend throughout most of the
spread has not current rate-hiking cycle (Graph 1). When a central bank tightens monetary policy
followed textbook (raises rates) to contain inflation, short- and medium-term bond yields, which are
pattern closer on the curve to the policy rate, typically rise as well. At the same time,

expectations of an eventual stabilization of inflation, a slowdown in the economy,
and a shift to rate cuts tend to curb increases in long- and super-long-term yields.
Japan, however, has not always followed this textbook pattern. In this report we
revisit the mechanisms driving the 2s10s spread and present our outlook.

Graph 1: Policy rates, neutral rates, and 2s10s spreads by country/region
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Note: Natural rate estimates are the BoJ’s estimated range for Japan and NY Fed estimates based on the HLW model for the US and
Europe. The European 2s10s spread is for Germany. Green arrows indicate the direction of the spread during rate-hiking
cycles.

Source: MUMSS, from BoJ, NY Fed, and Bloomberg data
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Viewing 2s10s
spread through lens
of OIS forward rates

Experience shows the 2-year JGB yield is particularly sensitive to the expected
path of the policy rate over the next two years (A), while the 10-year JGB yield is
more sensitive to the expected level of the policy rate in the medium term, which is
roughly equivalent to expectations of the terminal rate (B). Graphs 2 and 3 illustrate
these relationships. Using one-month OIS forward rates, we approximate (A) using
the average return of 1m OIS forward rates over the next two years, roughly
equivalent to the 2-year OIS rate, and (B) using the 2-year-forward 1-month OIS
rate.” These two measures broadly track the 2- and 10-year JGB yields,
respectively, and the 2s10s spread estimated from the two regression equations
captures the prevailing trend reasonably well (Graph 5). Until recently, the
prevailing view has been that the pace of Bod rate hikes (A) will remain relatively
slow, while expectations of the terminal rate (B) have risen in response to higher
inflation expectations. This can also be viewed as reflecting growing concern that
the BoJ has fallen behind the curve. As a result, the 10-year JGB yield has risen
more than the 2-year yield, keeping the 2s10s spread in a widening trend and
driving a bear-steepening of the curve.

Graph 2: Relationship between the 1-month OIS Graph 3: Relationship between the 1-month OIS
forward rate and 2yr JGB yield forward rate and 10yr JGB yield
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Two factors
influencing level of
terminal rate
expectations

Developments in OIS forward rates remain useful in assessing the outlook for this
spread. First, we looked at expectations of the terminal rate (B), which currently
stand at around 2.4%. We think two key factors will help determine where they
eventually settle: inflation (expectations) and financial conditions.

With respect to the former, 2.5% appears likely to serve as a near-term reference
point for expectations of the terminal rate. Markets are assuming a range of 1.1% -
2.5% for the nominal neutral rate, based on the BoJ’s estimate of the natural rate of
interest (-0.9% to +0.5%) and its 2% inflation target. Assuming no significant
change in the natural rate, a rise in terminal rate expectations above 2.5% would
suggest a growing belief that inflation will remain above the 2% target for longer,

T With the rate-hiking cycle now running for nearly two years, it is debatable whether 2-year-forward rates still represent market
expectations of the terminal rate, as the likelihood that they will price in a future shift to rate cuts increases as the cycle progresses.
This report nevertheless follows established convention in using them as a measure of terminal rate expectations.
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Outlook for 2s10s
JGB spread

requiring rates to rise into clearly restrictive territory.2 Alternatively, it could reflect
heightened concerns about inflation instability and the associated monetary policy
uncertainty, with those concerns incorporated into OIS rates as a risk premium.
Either way, market confidence in the 2% inflation anchor will be important when
assessing expectations of the terminal rate.

Next, we considered financial conditions. The BoJ acknowledges the uncertainty
surrounding estimates of the natural rate of interest and maintains that determining
the degree of monetary accommodation requires a comprehensive assessment
based on careful examination of economic activity, prices, and financial conditions.
As the policy rate approaches neutral territory, the Bank is likely to pay closer
attention to the cumulative impact of rate hikes on the real economy and financial
markets while remaining alert to upside risks to prices. For now, the BoJ appears to
have concluded that rate hikes have had no clear impact on financial conditions,
such as bank lending or corporate financing conditions. Such effects are likely to
emerge with a lag, however, and signs of deterioration in these indicators could
prompt greater caution about further hikes. Financial conditions are therefore also
likely to be a key driver of terminal rate expectations.

The 2s10s JGB spread has recently tightened to the mid-110bp range in
anticipation of an acceleration of BodJ rate hikes (Graphs 4 and 5). The OIS market
is currently pricing in (A) a rate hike at every other Monetary Policy Meeting and (B)
a terminal rate of around 2.4%. Whether the tightening trend continues will depend
on whether these expectations materialize. If rate hikes proceed as priced and
terminal rate expectations remain near the upper end of estimates of the (nominal)
neutral rate of interest, we estimate the 2s10s spread will tighten to around +91bp
by the end of the current fiscal year, six months from now (Graph 5), as the 2-year
yield rises steadily in response to continued rate hikes. Graph 5 also uses current
market pricing as the baseline to illustrate indicative 2s10s spreads under
scenarios involving a slower or faster pace of hikes and lower or higher
expectations of the terminal rate.® We think the spread would tighten further if
hikes proceed faster than in the baseline scenario while expectations of the
terminal rate remain stable or decline. Conversely, a slower pace of hikes and
higher terminal rate expectations relative to the base-case scenario would likely
prompt a renewed widening of the spread.

2 The Taylor principle provides a useful framework for understanding this point. It says that when inflation exceeds (or falls below) its
target, the policy rate must be raised (or lowered) by more than the deviation. Otherwise, real interest rates will not move in a
restrictive (or accommodative) direction, creating instability in the economy and prices. When the Taylor principle is expressed as an
equation, i.e., policy rate = natural rate of interest + target inflation rate + a x (inflation rate - target inflation rate) + B x output gap, it

requires that a > 1.

3 These estimates make the rather strong assumption that the policy rate will not move once it reaches the terminal rate currently being

priced in.
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Table 4: Term structure of 1m OIS forward rates

Graph 5: Mechanical estimates
of the 2s10s JGB spread
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Linear relationship
between 10-year
JGB yield and
terminal rate
expectations

The estimates above assume a linear relationship between the 10-year JGB yield
and expectations of the terminal rate (‘I in Graph 3). In practice, however, the 10-
year yield may not necessarily follow this relationship. Finally, we highlight two
reasons why the two might diverge.

First, the linear relationship itself could change. The coefficient for x in the
regression equation in Graph 3 is 1.23, indicating that a one-unit increase in
terminal rate expectations produces a larger increase in the 10-year JGB yield.
Given this relationship, terminal rate expectations would never catch up with the
10-year yield, thus preventing a flattening of the yield curve. Historically in the US
and Europe, the 2s10s government bond spread has tended to tighten and turn
negative as the policy rate approaches or exceeds the neutral level (Graph 1). The
mechanism was as follows: rate hikes and monetary tightening led to expectations
of stable inflation and slower growth, which in turn prompted a tightening of the
2s10s spread and eventually pushed it into negative territory. A similar mechanism
could emerge in Japan, reducing the sensitivity of the 10-year JGB yield to
expectations of the terminal rate. Indeed, their relationship appears to have
weakened somewhat as terminal rate expectations approach 2.5%, the upper end
of estimates of the (nominal) neutral rate of interest (‘II"in Graph 3).

Second, the 10-year JGB vyield could exceed the levels implied by the linear
relationship. For instance, a notable divergence emerged after the reciprocal tariff
shock in April 2025 (‘llI"in Graph 3). This suggests that factors other than a shift in
terminal rate expectations lifted the 10-year yield. Required yields (risk premia) can
also vary with the scale of net JGB supply, investors’ risk tolerance and sentiment,
and differences in the investor base. It will be essential to keep an eye on these
factors when assessing the outlook for the 10-year JGB vyield.

Fixed Income Commentary



Mitsubishi UFJ Morgan Stanley

Conclusion

The 2s10s JGB spread has widened in spite of the BoJ’s ongoing rate-hiking cycle.
This reflects rising terminal rate expectations alongside higher inflation
expectations, amid the prevailing view that the BoJ would maintain a gradual pace
of rate hikes. More recently, as terminal rate expectations have approached the
upper end of estimates of the (nominal) neutral rate, markets have priced in an
acceleration of rate hikes, leading to a tightening of the spread. We think further
tightening is possible if hikes proceed at the pace implied by the OIS market.
Conversely, the spread could widen further if hikes fall short of market
expectations. The possibility of a widening of the spread driven by higher risk
premia should also be monitored.

The outlook for the 2s10s JGB spread is important not only for relative-value trades
but also for institutions considering interest rate risk in the context of asset-liability
management (ALM). Banks are currently concentrating their investments in
medium-term bonds to keep risk in check but may eventually consider extending
maturities to boost carry income. We suspect many investors expect this to occur
when we have a clearer sense of the final destination for the policy rate. As
discussed in this report, developments in inflation (expectations), as well as
financial conditions, could provide leading indications of that timing.

Keisuke Tsuruta

Senior Fixed Income Strategist,
Investment Research Division
10:00 JST, September 16, 2026
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