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Interest Rate Formation Mechanism after Introduction of Negative Interest Rate by BOJ 
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"Diagram 2: Long Term JGB Yield"

(Note)     Data as of 5th Feb. 2016. 

(Source) SMAM, based on data byBloomberg L.P. 
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"Diagram 1: Short Term Interest Rate and Short Term JGB Yield"

(Note)    Data as of 5th Feb. 2016. 1 week and 1 month are Yen LIBOR, 3 and 6 months are TB yield, 

1 year yield is yeild of JGB (maturity of 1 year). 

(Source) SMAM, based on data by Bloomberg L.P. 

 

 Before the introduction of negative interest rate by BOJ from 16
th

 February 2016, yield of both 

long- and short-term bonds have already dropped below zero.   

 In theory, short-term interest rate should converge to -0.1% and the yield of short-term 

government bonds (Treasury Bills) should fall below -0.1%.   

 There will be a concern over lower liquidity in the money market and JGB market in future as 

long-term JGBs saw negative yield.   

 

Before the introduction of negative interest rate by BOJ from 16
th

 February 2016, yield of both 

long- and short-term bonds have already dropped below zero  

 

   Yield curve sharply moved below zero as interest rates across the curve fell all at once after the 

introduction of negative interest rate was announced by BOJ on 29
th
 January 2016.  Negative 

interest rate of -0.1% will be applied to part of the outstanding balance of current accounts that 

financial institutions hold at the BOJ from 16
th
 February 2016.  However, short term interest rate 

(less than 1 year) and the yield on 10-year JGBs have already dropped below zero.  Now, let me try 

to outline interest rate formation mechanism in this report.  

 

   First, I will outline how bank transactions in the money market will be like.  Lenders will have 

incentives to lend if the interest rate is higher than -0.1%.  Assuming lending at the rate of -0.05%, 

although lenders need to pay interest rate, it is less than paying 0.1% to current accounts at BOJ.  

On the other hand, borrowers will have incentives to borrow if interest rate is less than -0.1%.  

Assuming borrowing at the rate of -0.15%, borrowers can receive interest by which payment of 0.1% 

interest rate to current accounts of BOJ can be covered.   
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In theory, short-term interest rate should converge to -0.1% and the yield of short-term 

government bonds (Treasury Bills) should fall below -0.1%  

 

   However, eventually the level of interest rate at which transactions settle will be -0.1%.  

Consequently, it can be assumed that the short-term interest rate will converge to -0.1% as a theory.  

However, general view is that the short-term interest rate is expected to be traded within the range of 

-0.1% to zero, as the financial institutions not under reserve deposit requirement system also 

participate in financial transactions.  Meanwhile, even outside the short-term money market, yields 

of JGBs (less than 1 year maturity) and Treasury Bills have dropped into negative territories.   

 

   This is because BOJ will purchase JGBs with negative yield from financial institutions.  As a 

result, financial institutions can make a profit even by purchasing Treasury Bills with negative 

yield at auction by the Ministry of Finance, as they can sell them to BOJ with a higher price (lower 

yield).  Even though financial institutions have to pay 0.1% interest rate as their current account 

balance increases as they sell JGBs to BOJ, the yield has already dropped close to -0.1% since 

financial institutions have an incentive to purchase Treasury Bills with negative yield as far as 

profits will cover losses.   

 

There will be a concern over lower liquidity in the money market and JGB market in future as 

long-term JGBs saw negative yield   

 

   Generally, interest rate beyond 1 year is benchmarked to the yield of JGBs.  Already, the yields 

of JGBs maturing around and before 8 years are below -0.1% level.  This is because BOJ will 

purchase JGBs even though their yields are below zero, as I have already explained.  However, the 

yields of JGBs for 10 years and beyond are still in the positive territories (Diagram: 2).  It is 

assumed that the yields of longer term bond market does not fall below zero as life insurance 

companies, who are not under reserve deposit requirement system, are the major participants in this 

market, thus having no incentives to purchase JGBs at negative yield. 
 

 

   Meanwhile, foreign investors also have an incentive to purchase JGBs with negative yields.  

For instance, in the case of US investors, if they lend USD and borrow JPY through swaps, they can 

receive USD interest as well as negative JPY interest.  There will be an opportunity for them to 

make a profit by reselling JGBs (with negative yield) that they have bought using JPY they 

borrowed.  The above is an explanation on mechanism of interest rate formation after introduction 

of negative interest rate.  I have a few concerns over lower liquidity of money market and JGB 

market in the future, due to possible convergence of money market yield to around -0.1% and the 
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fact that major participants in the JGB market will be limited to financial institutions and some 

foreign investors with the objective to make a profit by reselling JGBs to BOJ.   

 

* Please note that this report is a translation of Japanese report written on 8
th

 February, 2016. 
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Please read this disclaimer carefully.
This material is for non-Japanese institutional investors only.

The research and analysis included in this report, and those opinions or judgments as outcomes thereof, are

intended to introduce or demonstrate capabilities and expertise of Sumitomo Mitsui Asset Management

Company, Ltd. (hereinafter “SMAM ” ), or to provide information on investment strategies and opportunities.

Therefore this material 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.

The expected returns or risks in this report are calculated based upon historical data and/or estimated upon

the economic outlook at present, and should be construed no warrant of future returns and risks.

Past performance is not necessarily indicative of future results.

ŸThe simulated data or returns in this report besides the fund historical returns do not include/reflect any

investment management fees, transaction costs, or re-balancing costs, etc.

The investment products or strategies do not guarantee future results nor guarantee the principal of

investments. The investments may suffer losses and the results of investments, including such losses, belong to

the client.

The recipient of this report must make its own independent decisions regarding investments.

The opinions, outlooks and estimates in this report do not guarantee future trends or results. They constitute

SMAM’s judgment as of the date of this material and are subject to change without notice.

The awards included in this report are based on past achievements and do not guarantee future results.

The intellectual property and all rights of the benchmarks/indices belong to the publisher and the authorized

entities/individuals.

This material has been prepared by obtaining data from sources which are believed to be reliable but SMAM

can not and does not guarantee its completeness or accuracy.

All rights, titles and interests in this material and any content contained herein are the exclusive properties of

SMAM, except as otherwise stated. It is strictly prohibited from using this material for investments,

reproducing/copying this material without SMAM’s authorization, or from disclosing this material to a third party.
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