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Government Bond Market Review

¢ We examine recent increases in benchmark government bonds in several markets

e These increases have their origins in the monetary policy of several years ago and not in
the current Iran war

¢ Leading monetary factors that drive growth and inflation continue to suggest higher policy
rates and higher bond yields

e Japan may be the exception as the interventions by the BoJ to support the Yen may

overwhelm the overall decline expected in CPI inflation
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Bond Market Weakness is Back

Over recent weeks we have seen the return of meaningful increases in government bond yields in several

countries.

UK government bond yields, for example, have been hovering around levels not seen since 1998 with the
10-yr Gilt rising to around 5.10% (13/5).

UK 30yr v UK 10yr Government Bond Yield
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This is one of the highest in the developed world, with Australian 10yr government bond yields marginally
lower — although still at their highest level since 2011. The main difference with Australia is that the RBA

has already raised its Cash target rate three times this year, with expectations of more to come.

Australia 10yr Government Bond Yield
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Not far behind is the US 10yr which is currently yielding nearly 4.5% - its highest level since mid-July of

2025.

US 10yr Government Bond Yield
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The money creation following the Covid lockdowns facilitated the monetisation of government deficit

spending and the ballooning of central bank balance sheets.

Public finance main indicators - government at a glance, yearly updates
o

Frequency of observation: Annual e Edition: Yearly updates e Category: Public finance
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Combined Central Bank Balance Sheet Growth
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This has distorted market signals, favouring some asset classes (especially stocks and property) over
others (especially government bonds), as well as sowing the seeds of the inevitable subsequent CPI

inflation.

World 4 CPIl v World 4 CPI AMS Leading Indicator lag 22 mths
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The monetary bonanza allowed the issue of vast amounts of government bonds which became the
“oversupply” problem that haunts us still, but more importantly the resulting inflation changed time

preferences with an increased desire to consume now (to avoid price rises) and reduce saving. We warned

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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about this reduction in time preferences some years ago and indicated then (and since) that this would

likely have negative implications for bond prices.

A US-listed ETF of global bond returns tells the recent story well:

Vanguard Total World Bond ETF
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Furthermore, with war/military financing growing and the possibility of economic assistance the continued

growth in government outlays does not bode well for government bond supply.

Public finance main indicators - government at a glance, yearly updates

o
Frequency of observation: Annual ® Edition: Yearly updates ® Category: Public finance
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These developments have the potential to place more upward pressure on bond yields generally but

especially in those bond market segments with the greatest issuance i.e. governments.

The result has been continued underperformance of benchmark government bonds since the monetary
explosion began.

Below is a chart of the relative performance of various country benchmark government bond total return
indices since January, 2020.

10yr GovtBond Total Return Indices
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There is not a single country in this universe where total return indices are back to or above the levels of
January, 2020.

Many markets are, at least, above their lows of 2022-23 but of particular concern has been the Japanese

bond market — the red line above — where returns have continued steadily to decline.

Losses since January, 2020 are shown below:

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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Total Return Drawdown Since January, 2020
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In the analysis that follows we examine the prospects of the government bond markets in the worst-

performing six markets in the above chart:

e UK e France e US

e Germany e Australia e Japan

UK

What has driven the recent surge in UK bond yields?

The 10yr gilt tracked the BoE's policy rate lower as the bank intervened to “save” the economy after
COVID, but as the lagged inflationary effects of the resulting money supply increase kicked in during 2022-
23 the bank tightened and, voila, the massively expanded supply of gilts felt the full force of this
tightening.

UK 10yr Gilt v BoE Base Rate
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The Bank had tightened, of course, in response to the inflation that was the inevitable result of the
massive prior money printing for which it had been responsible. It was the money printing that created
both the inflation and the oversupply of bonds, so that when the inevitable tightening occurred the effect

was multiplied.

The problem, of course, is that even as the BoE has now begun to ease rates the yields on benchmark gilts
have failed to decline. This was predictable, and subsequent consequences will remain conditioned by
these forces which are downstream of excessive money supply growth.

What, then, does the future hold?

The Bank of England attempts to balance the inflation outlook with the growth outlook for the UK

economy. We have leading indicators for both of these variables and they are below:

UK PMI Manuf. v UK AMS Leading Index lag 8 mths Y/Y% UK CPl v AMS UK CPI Leading Index lag 22 mths
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We can see that the growth outlook is modest and that the inflation rate is likely to trend higher. We are
able to combine these into a single leading indicator which is aimed at predicting turning points in the base

rate.

BoE Base Rate Timing Model
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Although there have been some false signals in the past there would appear to be more upward rather

than downward pressure on the BoE's base rate over most of this year.

This in turn implies more heavy weather for the UK gilt market for much of the remainder of 2026. The

pain for benchmark gilts should continue.

Note, again, that this is not being driven by the Iran conflict — it is the product of previous policy decisions

and their lagged impact on the money supply.

Germany

When we examine the German economy in the COVID and post-COVID era the environment is very similar
to that of the UK's.

German 10yr Bund Yield v ECB Policy Rate
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Here — perhaps even more dramatically than in the UK — the contrast between the falling policy rate and

the rising 10yr Bund rate — especially since 2024 — is truly stark.

Looking at the growth and inflation outlooks it appears that both, again, seem to be trending higher. This
is of course subject to any supply shocks due to the Iran conflict but the underlying pressure is for both of

these variables to move higher.
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German Industrial Production v Real AMS Index lag 14 mths German CPl v AMS German CPI Leading Index lag 24 mths
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When we combine the leading indicators for each of these into a single metric we can estimate the likely

near-term direction of pressure on the ECB's policy rate.

ECB Policy Rate v 5qma Composite Leading Indicator lag 14 mths
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Unfortunately for bond markets the picture is akin to that in the UK —i.e. it shows a greater risk of

increases rather than decreases in policy rates. This suggests a high risk of rises in Bund yields.

France

France, too, has been no stranger to the “perverse” outcome of bond yields moving inversely with policy
rates, confirming our previous analysis. Significant declines in the policy rate have been met with

significant /ncreases in bond yields

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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France 10yr Government Bond Yield v ECB Policy Rate
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The growth outlook for France is very modestly positive (barring anything emanating from the Middle East

war) and the inflation outlook is for higher CPI growth.

France Industrial Production v Real AMS Index lag 10 mths France CPlv AMS France CPI Leading Index lag 25 mths
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Thus we again find ourselves facing the likelihood of upward policy rate adjustments by the ECB, as we

indicated for Germany.

ECB Policy Rate v 5qma Composite Leading Indicator lag 14 mths
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Thus for France, too, it is not good news for bond markets.

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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Australia

The rise in Australian benchmark Commonwealth bond yields in the face of the decline in the RBA's cash
rate was nowhere near as dramatic as has been the case with other countries’ equivalents, but it happened
nevertheless. Now that the RBA has resumed its tightening stance the yield on benchmark governments

has, unfortunately, continued to rise.

Australia 10yr Gov't Bond Yield v RBA Cash Rate
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Looking at the growth and inflation outlook we once again see that both of these variables should continue

to increase subject to any supply-side output shock from the Middle East.

Australia Real GDP v Real AMS Index lag 7 mths Australia CPl v AMS Aus CPI Leading Index lag 30 mths
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Thus our cash rate timing model shows no signs of a change in monetary policy

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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RBA Cash Rate Timing Model
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The implication, therefore, is for higher Australian government bond yields — again driven by the lagged

effects of previous monetary developments.

us

Benchmark (10yr) US treasury vyields are still higher than they were before the Fed began to ease policy

rates following the previous money-induced inflationary surge. This is despite numerous easings.

US 10yr T-Bond Yield v Fed Funds Target Rate
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When we examine the outlook for growth and for inflation — the favoured targets of the Fed — we see

again that the prognosis is for higher readings for both.

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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US Industrial Prod. v Real AMS Index lag 14 mths US CPl v US AMS CPI Leading Index lag 26 mths
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In other words we would be expecting upward pressure on the Fed Funds rate for much of this year

although some of the inflationary steam may escape by the end of the year or early 2027.

Here is our Fed Funds rate timing model:

Fed Funds Target Rate v 6gqma Combined Variable lag 15 mths
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Given this prognosis for the US it appears that the present problems with benchmark government bonds

are set to persist and that the environment is likely to deteriorate for much of the rest of this year.

Japan

Japanese government bond yields have been trending higher since they bottomed in 2019. This occurred —

at least initially — in the absence of BoJ tightenings.

Now, however, as the BoJ has tried to support the Yen (under the assumption that this may reduce the
inflation rate) these yields have risen further to break an extraordinary (in recent Japanese historical

terms) 2%.

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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Japan 10yr JGB Yield v Japan Policy Rate
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There is as yet little sign that the BoJ is changing its course.

Bank of Japan Total Assets
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In Japan, although the growth outlook is positive (below left) we are yet to see the full downward impact
on the CPI of the lagged impact of falling Japanese and trading-partner money supply growth rates (below
right).

AAS ECONOMICS LTD “AASE” believes this information to be reliable, no warranty is given as to its accuracy and persons who rely
on it do so at their own risk. In so far as this information contains material from other sources, AASE has not checked those sources
and accepts no liability for the accuracy of that material. All information is for the person to whom it is provided and is not to be passed
to any third party.
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Japan Ind. Prod. v Real AMS Index lag 10 mths Japan CPlv AMS Japan CPI Leading Index lag 36 mths
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Thus, in the absence of further BoJ intervention in the currency markets, economic growth should improve
but inflation should moderate. In Japan there does not seem to be the same alignment of forces to drive

policy rates (and bond yields) higher. It very much hinges on the Bank’s obsession regarding the Yen.

Global Influence of US Bond Yields & Business Cycle

Given the dominant position of the US capital markets and the primacy (still) of the US dollar it is no
surprise that developments in both the US stock and bond markets are hugely influential across the rest of
the world. Also, as the US is a major trading partner of these countries it's money supply growth rate feeds

into the calculation of the composite growth and inflation leading indicators for each economy.

Thus it comes as no surprise that the US business cycle (or, more correctly, it's lagged monetary cycle) has

a significant influence on capital and product markets outside of the US.

We can observe this phenomenon in a bond market context when we plot bond yields in various countries

(including the US) against our lagged US business cycle model.

US 10yr Bond Yield Momentum v US Boom-Bust Cycle (lagged) UK 10yr Bond Yield Momentum v US Boom-Bust Cycle (lagged)
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German 10yr Bund Yield Momentum v US Boom-Bust Cycle (lagged) France 10yr Bond Yield Momentum v US Boom-Bust Cycle (lagged)
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Global yields do not align perfectly with the US cycle but a significant influence is visible nonetheless.

Moreover, looking through this particular lens we get a similar outlook to that expressed earlier —i.e. that
we are likely to see the trend towards higher government bond yields continue for much of this year

around the advanced western world.

Conclusions

We have examined the benchmark government bond yields of the UK, Germany, France, Australia, US and
Japan. It is clear that these markets are showing signs of stress and to us this is a directly referable result
of the monetary and fiscal policies employed during and after COVID. Without the COVID monetary bubble

most of what we are seeing now would not be happening.

The question, however, is where we go from here.

Our analysis is that benchmark government bond yields are likely to trend higher in all of these countries
except perhaps Japan, although even in Japan if the BoJ (mistakenly) believes that it needs to continue to

support the Yen then we could see further increases there also.
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Importantly the problems with the government bond market are being exacerbated by the Iran war but the
primary driver is the lagged impact of the money supply growth rate. Current money supply growth rates
allow other factors — such as oil price increases — to feed through into generalised inflation. Without these
monetary supports any increase in oil prices would come at the expense of prices and activity in other

sectors — possibly even leading to an economic slowdown.

It is logical also that developments in the US business/monetary cycle will have impacts on bond yields in
other major economies, and when we take this into account the outlook is also for higher yields — even in

Japan.

Therefore we continue to watch money supply growth rates to determine their effects on the growth and

inflation outlooks and, by extension, bond yields.
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