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Flat Japanese yields on the back of YCC sets the ground 
for a weak yen recovery
The Japanese yen has broadly weakened against the
US dollar over the first quarter of 2021, against our
expectations of a smooth rally throughout the year.
Most of the yen’s underperformance is attributable
to a stronger dollar as markets aggressively priced in
a faster economic recovery and sooner-than-
signalled monetary policy normalisation from the
Federal Reserve. The combination of a fast
vaccination campaign and a sizeable fiscal stimulus
package in the US also resulted in rising inflation
expectations, which further fuelled the sell-off in US
treasuries. The resulting push in the belly of the US
yield curve narrowed the negative real yield spread
with Japanese government bonds (JGBs), ultimately
adding pressure on the yen.
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On the Japanese side, the medium-term economic outlook has not 
fundamentally changed, while the state of emergency imposed throughout 

most of Q1 slowed down the growth momentum from the end of 2020. 

Moreover, the Bank of Japan’s Yield Curve Control (YCC) policy practically froze nominal
yields, sterilising any potential impact expectations of the recovery had on the bond market
and, in turn, limiting the extent to which JGBs could keep up with rising yields globally. With
that in mind, the negative risks to our JPY outlook have largely played out since our
December review, prompting a dovish revision in our short-term forecasts.

Unexpected narrowing in
the US-JGB real yield spread
weighs on the Japanese yen
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Monex Europe’s April Forecasts

What do rising US yields mean for JPY?
Prospects of a fast recovery in the US have rapidly triggered a spike in treasury yields
throughout the entire curve as market inflation expectations are repriced to the upside. The
move was initially fuelled by the approval of President Biden’s $1.9trn stimulus package,
while the rapid vaccine distribution was an added driver. Altogether, these events improved
the US outlook relative to most of its peers, feeding prospects for an earlier policy
normalisation cycle than signalled by the Fed. Compared to the BoJ’s long-standing dovish
stance, strong expectations for Fed tightening have largely filtered through to fixed income,
equity and FX markets. These dynamics have tempered our initially bearish calls for USD
across the G10 currency board, as markets reward the US outperformance in the dollar’s
price action.

Based on our most recent “mildly bearish” USD outlook, we believe the Japanese yen is
likely to be one of the victims of the mild dollar weakness, resulting in a marginal JPY rally
over the coming twelve months.

for longer as the tweaks provided longevity to the Bank’s current framework. This means
that, in a context of rising nominal yields in most advanced economies, Japanese yield
spreads are poised to keep widening to the downside under the current dynamics. This
narrative also translates to real yields, as episodes of overshooting inflation data in the G10,
and especially the US, is set to be transitory and moderated, according to the Fed.

Currency Pair 1-month
30th Apr 2021

3-month
30th Jun 2021

6-month
30th Sept 2021

12-month
31st Mar 2022

USDJPY 108 108 106 105
EURJPY 127.4 128.5 129.3 130.2

The dollar’s appreciation against 
JPY has topped the G10 currency 
basket in Q1, with gains over 6% 

since early January. 

The outstanding weakness of the yen
is linked to frozen Japanese yields on
the back of the prolonged ultra-
accommodative policy by the BoJ,
which was eased further in the March
meeting. While the new policy
framework allows for a mild widening
of the trading range around the target
for 10-year yields, the fixed anchor to
0% average yields renders the policy
move only marginal. Additionally, in our view, it also allows the BoJ to keep policy ultra-loose

https://www.monexeurope.com/news-analysis/pdf/remaining-mildly-bearish-but-finding-pockets-of-deeper-depreciation/
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Conversely, even short-lived US inflation data in the following months could fuel long-term
inflation expectations, resulting in higher nominal yields at the back-end of the US treasury
curve. While inflationary dynamics in Japan should also improve over the course of the year,
structurally slow price growth in Japan should add to the prospects of a widening gap in real
yields. These headwinds are one of the prominent reasons why we see only mild USD
weakness against the yen.

Japanese nominal yields remained flat amid G10 repricing of inflation expectations

The Bank of Japan has nothing but perpetrated its dovish policy stance
The Bank of Japan reviewed the “effectiveness and sustainability” of its policy design back in
the March 19th meeting.

The new approach tried to overcome a well-anchored idea that interest rates or other policy
tools cannot be loosened further, limiting the effectiveness of monetary policy itself.

While marginally hawkish on the surface, the tweaks introduced to 
the policy setting paved the way for monetary easing over a longer 
time span. Ultimately, the review focused on expanding the Bank´s 

ability to soften the policy stance at any point in time. 
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Additionally, the Bank aimed to improve the functioning of bond markets by expanding the
limits of its YCC policy. The rationale behind such a move is that it should improve the
Japanese bond market’s effectiveness at driving investment decisions more generally, as the
JGB yield curve will cast a better economic signal. Finally, the Bank pledged to facilitate a
more active role of financial markets on macro fundamentals, for which it hinted at a
potential reduction of its equity portfolios. While none of these changes alone materially
raise the prospects of looser financial conditions, the overall policy review does set the
ground for a prolonged accommodation in our view.

In more depth…
 The Bank expanded the ±0.20% bound around the 0% target for 10-year JGB yields to

±0.25%. The move was communicated by the BoJ as a mean to allow for “deeper”
negative rates, as opposed to a way of loosening the yield control to the upside. In theory,
the Bank might be purely seeking to improve market functioning by increasing volatility
and trading volumes. But in practice, a 5bp-wider range might only exert a marginal
impact on overall financial conditions. In fact, the new +0.25% ceiling has not been tested
by markets so far, making it harmless to the current ultra-accommodative monetary policy
stance.

Ultimately, a wider range 
could also mandate a higher 

monetary intervention by the 
BoJ to meet the target, 

feeding into potentially larger 
yen corrections.

Looking forward, the range around the yield
target could be even extended further until
the ±0.50% bound, deemed by the BoJ as
the stress level for business investment.
While the potential mover to broaden the
framework around the 0% average could
lead to favourable JPY dynamics, especially if
yields were climbing, the extent of the
measure might be marginal and instead, just
inject mild volatility as the average yield
target remains unchanged.

The expanded range for
the 10-year YCC is yet to
be tested by markets
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 The Bank modified the tiering system for bank reserves to allow for higher interest rates
on a small share of additional reserves. Under the new “Interest Scheme to Promote
Lending”, bank reserves corresponding to loans under the Covid-19 special lending facility
will be rewarded with an interest rate of 0.2%, up from 0.1% previously. The move was
intended to reinforce the idea that the BoJ is shielding the banking system from potential
interest rate cuts. As cosmetic as it is for the banking sector’s profits –roughly a 0.009% of
all banks’ assets- the tweak adds another layer of support to the sustainability of a rate
cut. This measure combines with the already low direct cost of negative rates on banks’
balance sheets –applied to a small 7% of total bank reserves held at the BoJ. Together,
they are set to communicate the BoJ’s intention to make the negative interest rate policy
(NIRP) more feasible over time, even though an actual rate cut by the BoJ seems highly
unlikely looking forward.

 The Bank of Japan effectively removed the target for ETF purchases of ¥6 trillion
annualised, pledging to interfere in the equity markets only “as necessary”. Significant
BoJ holdings of ETFs has brought about questions on the role of the Bank in the stock
market at a time when the Nikkei stock index sits near its three-decade high. Estimates
show that the Bank is the biggest single holder of domestic equities, owning more than 5%
of shares at 485 Japanese companies indirectly. The risks to such high intervention are
plentiful, as high holdings pose dangerous moral hazards for private investors, meaning
companies could eventually struggle to survive without the stimulus. However, while the
move was practically neutral considering the lower pace of recent BoJ ETF purchases, its
signalling function is rather strong.

The growth outlook is still an upside risk for the JPY narrative

As the aggressive rise in US yields saw the yen unwind its bullish trajectory from most of
2020 over the course of a couple of months, it would be natural to assume the currency
outlook is rather grim under the prospects of widening US real yields looking forward. While
the above is probably partly true given the significant sensitivity of the yen to front-loaded
yield spreads, there are caveats to this view. On one hand, our recent USD outlook underlines
the rationale behind a mildly bearish path for the greenback amid the global economic
recovery.

Under this apparently softer approach, the BoJ will save its 
ammunition mainly for the rainy days, rendering bearish trends in the 

stock market short-lived. As a result, a bearish dynamic in equities 
will likely lead to additional liquidity measures by the BoJ, which may 

call for a softer yen narrative.

https://www.monexeurope.com/news-analysis/pdf/remaining-mildly-bearish-but-finding-pockets-of-deeper-depreciation/


With the Fed signalling a protracted policy normalisation while sitting behind market
expectations, the bar to a dollar repricing from its strong narrative in Q1 is relatively low.

A solid economic rebound in the Japanese economy sits on the other side of the story, as the
country catches up with the early US recovery. The second quarter of the year will mark a
defining moment in the Japanese vaccination agenda, while the state of emergency imposed
in January was already lifted across the country in March. Moreover, the data suggests the
economy may have circumvented a contraction in Q1 against all odds, although it might not
be entering Q2 with strong momentum. On the bright side, the end of the emergency
declaration has filtered through to consumer spending already, with February retails sales
rising to the highest level since September 2019. With nationwide restrictions no longer in
place, the expected fall in consumption over the course of Q1 should be fully offset in the
following quarter, if February’s retail sales are anything to go by. This view is also supported
by the favourable evolution in the labour market, with the share of furloughed workers, at
3.2%, trending down to the 2.7% pre-pandemic level, from the 9.6% peak recorded in April.

The Japanese vaccination agenda adds to this positive outlook, even as the country
lags many other major peers on the immunisation goals…

Japan only introduced its first vaccines at the end of February when most advanced
economies had already begun inoculations, despite the nation being under pressure to
reduce hospitalisations ahead of the Olympics in July. With the main hurdles standing on
national regulatory issues, the late start of vaccination added to the sharp depreciation of the
currency at the beginning of the year. Additional teething problems in the rollout of
immunisations have also weighed on the ongoing schedule, even as Japan didn’t face any
vaccine supply difficulties. Japan will obtain 100 million doses from the Pfizer vaccine by June
and 120 million doses of locally-manufactured AstraZeneca jabs later in Q2. 220 million doses
of the two-shot drugs should be enough to inoculate the entire adult population by the end
of Q2. As promising as those prospects are, however, Japan has yet to overcome a sluggish
rate of daily vaccinations, which currently runs at 33,995 doses per day on average.

As more facilities are created and the public confidence in vaccines increases, we assume the
country is in good shape to achieve the mid-year herd immunity goals.

Provided these optimistic projections play out, the Japanese economy should catch up with
the pace of recovery in other advanced economies by the end of this year.
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Overall injections delivered to date are equivalent to a roughly 0.4% of fully 
vaccinated population, way below the slow-moving European standards. 



While different narratives within the G10 currency space should lay the groundwork for
varying dollar trends against its peers, both the actual speed of recovery and aggressive
market expectations will drive the FX dynamics for the remainder of the year. Rising inflation
expectations elsewhere could play as a downward risk to the JPY outlook, as the Bank of
Japan sits closer to the dovish extreme on the global monetary policy spectrum.
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Disclaimer

This information has been prepared by Monex Europe Limited, an execution-only service provider. The material
is for general information purposes only, and does not take into account your personal circumstances or
objectives. Nothing in this material is, or should be considered to be, financial, investment or other advice on
which reliance should be placed. No representation or warranty is given as to the accuracy or completeness of
this information. No opinion given in the material constitutes a recommendation by Monex Europe Limited or
the author that any particular transaction or investment strategy is suitable for any specific person. The
material has not been prepared in accordance with legal requirements designed to promote the independence
of investment research, it is not subject to any prohibition on dealing ahead of the dissemination of investment
research and as such is considered to be a marketing communication.

However, as much of these dynamics are already priced in the one-
year high USDJPY current levels, we believe the yen is poised to 

pare back some of its lost ground later in the year. 
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