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The rise in yields on long-dated Japanese government bonds has been 
both exceptional and unprecedented. The yield on the 20-year government 
bond soared from around 1.9% in January to a temporary high of 2.6% in 
May, and meanwhile the 30-year spiked from 2.3% to 3.2%. This represents 
the highest level seen so far since the start of 30-year issuance back in 
September 1999, but how should this be interpreted?

Long-term rates compress a huge amount of information into a single 
number. This is why they are watched so closely; it also means they must 
be carefully interpreted. Our take is that those commentators focusing only 
on the negative consequences of the rise in yields are underemphasizing 
several important features of this situation. To recycle some commonly 
used notation, with r = nominal yields and g = rate of growth, debt 
sustainability essentially boils down to: is r > g or not? The doom-mongers 
have chosen to pair the rise in nominal yields with a fixed growth rate for 
the remaining tenure of existing JGBs. This assumed fixed growth rate is 
problematic, and we have a different, more plausible, perspective on this.

Can we consider r in isolation from g?

A key starting point is that r and g should be seen not as fully independent 
variables, but as in some ways inter-related and even co-determined. Short-
term rates are less mysterious than their long-term counterparts. Money 
market or short duration rates reflect immediate expectations for price 
changes and how much savers demand to be compensated for lending 
their cash over a short-term time horizon.
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Long-term rates, on the other hand, crystallize investor expectations for growth and inflation over 
much longer, and therefore less forecastable, time horizons. This means the term premium naturally 
increases providing a meaningful signal about the macroeconomic direction and pace of travel. The 
simplest example of this would be the so-called inverted yield curve, commonly seen as an early 
harbinger of recession for its counterintuitive skewing of the risk premium towards short-term rather 
than long-term lending. Long-term rates can therefore be thought of as telegraphing aggregate 
market expectations about the future growth trajectory of the economy. Whilst this could mean fiscal 
sustainability comes under pressure, this would only be true if growth remained subdued, and this is 
not how we are reading the data at present. 
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At SMDAM we believe that it is possible to interpret higher long-
term rates as primarily the result of higher expectations for both 
growth and inflation – ultimately a strong bullish signal, and one 
that contrasts favourably with the previous decades in Japan of 
low rates, low inflation and low growth.

Who’s afraid of the invisible man?  

Another commonly cited negative side-effect of the surge in 
yields are the capital losses born by holders of long-dated bonds. 
Whilst all fixed-income investors regardless of currency have 
recent and painful memories of this phenomenon, it should be 
remembered that the institutional investors who predominantly 
buy long-dated bonds in Japan seldom need to mark their 
positions to market regularly, or for anything other than 
accounting purposes. 

Losses are therefore ‘paper’ losses, with no need to be 
crystallized via sale into cash terms. Also true is that the 
present value of the liabilities that the insurers who hold these 
instruments must cover have also declined due to the increasing 
discount rate. Arguably the capital losses are not the most salient 
feature of the situation, and need to be seen in the context of 
where the macro economy is heading.

What about real yields?  

As explained, we see the surge in long-term rates as just another 
part of the ongoing ‘normalization’ of Japanese monetary 
conditions. This is because crucially the 10-year real yield is 
still within negative territory, putting the recent increase into 
proper context. With real yields still negative despite the surge in 
nominal rates, this seems to imply wide-spread expectations that 
growth and inflation will keep pace over the long-term.

What could this mean for equities?  

Lastly, it is worth considering how this dynamic could impact 
equity valuations.Simplifying a lot, part of the Eurozone’s 
problem over the past decade has been persistently low 
expectations of both growth and inflation relative to the US. Any 
commentator who primarily or exclusively read this differential in 
yields (higher in the US, lower in the Eurozone) as a function of 
a greater risk of insolvency in the US than the Eurozone would 
have been missing the key fact that these economies have been 
on fundamentally different growth trajectories. With inflation and 
growth expectations persistently higher in the US than Europe, 
the US’s superior growth outlook effectively necessitated higher 
yields. 

Risk warning: Past performance is not indicative of future results. 
The value of investments can go down as well as up, and you may 
not get back the amount you invested. The information provided does 
not constitute investment advice and should not be relied upon as 
such.
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Therefore, if we are in fact witnessing the emergence and 
consolidation of substantially higher Japanese yields, this 
could be read as a symptom of growth and inflation reigniting. 
Japanese equities might then be set for an equally substantial 
revaluation. This follows because whilst higher inflation may 
affect corporate earnings in the short-term, as the time horizon 
expands, the likelihood that companies can pass inflated costs 
along to consumers in the form of higher prices rises. Ultimately, 
as Japan-watchers know all too well, the opposite – persistent 
deflation – is incomparably worse for equity markets and the 
economy than it’s inverse image. 

If the rise in real yields can be interpreted as signaling a long-
term and structurally-entrenched rise in growth and inflation 
expectations, that might be less to fear than some commentators 
have suggested.
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Risk warning: Past performance is not indicative of future results. The value of 
investments can go down as well as up, and you may not get back the amount 
you invested. The information provided does not constitute investment advice 
and should not be relied upon as such.
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General Disclaimer

This material is for general information purposes only without regard to any particular user’s in-
vestment objectives or financial situation. It is educational in nature and should not be interpret-
ed or constituted as an offer, solicitation or recommendation or advice to buy or sell securities or 
pursue any particular investment strategy or investment product in any jurisdiction or country, nor 
is it a commitment from Sumitomo Mitsui DS Asset Management Company, Limited or any of its 
subsidiaries (“SMDAM Group”) to participate in any of the transactions mentioned herein.  Any 
examples used are generic, hypothetical and for illustration purposes only. No representation or 
promise as to the performance of funds or the return on any investment is made. Any forecasts, 
figures, opinions or investment techniques and strategies set out are for information purposes only, 
and are based on certain assumptions and current market conditions that are subject to change 
without prior notice. 

The material is correct to the best of our knowledge at the date of issue and subject to change 
without notice. We do not guarantee its accuracy, completeness, fairness or timeliness, and make 
no representations or warranties, express or implied, as to the accuracy or completeness of the 
statements or any information contained therein and any liability for any error, inaccuracy or omis-
sion is expressly disclaimed.  This material does not contain sufficient information to support an 
investment decision and it should not be relied upon by you in evaluating the merits of investing in 
any securities or products. Nothing in this material constitutes accounting, legal, regulatory, tax or 
other advice.

It should be noted that investment involves risks, including the possible loss of the principal 
amount invested, and the value of your investment may rise or fall. 
Past performance and yields are not necessarily indicative of current or future results.

This material is issued by the following entities:

In the European Economic Area, this material does not constitute a marketing communication and 
is directed solely at professional clients. 

In Japan, by Sumitomo Mitsui DS Asset Management Company, Limited. It is for non-Japanese 
institutional investors only and is not intended to offer or solicit investments, provide investment 
advice or service, or to be considered as disclosure documents under the Financial Instruments 
and Exchange Law of Japan.

In the United Kingdom, by Sumitomo Mitsui DS Asset Management (UK) Limited. It does not 
constitute a financial promotion for the purposes of the Financial Services and Markets Act 2000 
(as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is directed at profes-
sional clients as defined in the FCA Handbook of Rules and Guidance.

In Hong Kong, by Sumitomo Mitsui DS Asset Management (Hong Kong) Limited. The contents of 
this material has not been reviewed by the Securities and Futures Commission. 

In Singapore, by Sumitomo Mitsui DS Asset Management (Singapore) Pte. Ltd. It is only for ac-
credited investors and institutional investors as defined in the Securities and Futures Act 
2001 (“SFA”). You may wish to seek advice from an independent professional and financial 
advice before investing in any investment, and if you choose not to seek such advice, you 
should consider carefully whether the investment is suitable for you.


