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Second fork in the road is approaching

Will quantity be € First fork in the road
rendered toothless or At the beginning of the Kuroda easing, the policy variable seen as most important was
just be withdrawn? guantity, i.e., the monetary base?’. If the BOJ continued to increase its JGB holdings at an

annual pace of Y80tn, if the 2% inflation target could not be reached, at some point the day
would surely arrive when an excessive decline in interest rates created problems. That was
the first fork in the road.

JPY rates reached this first fork in the road in 2016. That year in January, when market
interest rates dropped too low after the BOJ introduced its policy of quantitative and
gualitative monetary easing (QQE) with negative interest rates, the BOJ followed up in
September with its policy of QQE with yield curve control. The BOJ made interest rates its
prime policy variable, while also adding a commitment to overshoot? in order to tie its price
stability target to its policy of expanding the monetary base and prevent quantity from
declining (quantitative tightening, or QT?). This preventative action will later wind up leading
to the second fork in the road.

€ Second fork in the road

If expansion of the monetary base is continued while adhering to the overshoot commitment,
stock effects would become cumulatively stronger, meaning that the flow of JGB purchases
needed to maintain interest rate levels would decline. This means that yield curve control is
a policy that entails a passive form of tapering.

If the reduction in JGB purchases is kept within the confines of tapering (i.e., purchase
amounts are reduced but still positive) it is not a problem, but when the amount of (the y/y
increase in) purchases required to maintain interest rates approaches zero, it starts creating
tension with the overshoot commitment.

When will be the day that we reach this second fork in the road?

As we reported previously, on 29 June the BOJ announced a Y250bn reduction in its JGB
purchasing operations. We estimate that if it continues reducing its purchases at this pace
every quarter, the y/y change in its JGB holdings will turn negative before 2023. In other
words, there is a possibility that the BOJ will reach that second fork in the road as early as
next year (see chart on next page).

1 The Monetary base is equal to bank notes outstanding + currency in circulation + balance of current accounts at BOJ.

2 This refers to a continued expansion of the monetary base until the actual rate of increase in consumer prices exceeds the 2% price stability
target on a stable basis.

3 Why did it include this second factor? Although only speculation, we think it was a result of a necessary compromise to avoid rejecting its policy
to date and/or to satisfy the reflationist board members that thought it important.

Important disclosures, including any required research certifications, are provided on the last page(s) of this report. FICC
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Increase in Amount Outstanding of JGB Holdings at BOJ (y/y)
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Source: BOJ; compiled by Daiwa Securities.

€ Will quantity be rendered toothless or just be withdrawn?

When this second fork in the road is reached, it will become difficult to target both the
interest-rate level and quantity. What route will the BOJ take when that happens? One
strong option would be to render quantity toothless, and another would be to withdraw
guantity.

If quantity becomes toothless, we think the BOJ would replace JGB purchases with some
other life extending measure (such as fund-provisioning measures to address climate
change) to adjust the size of its current account and keep the monetary base roughly flat.
Even if the monetary base declines somewhat, it may be able to buy some time if it
emphasizes that it is sticking with its policy of expanding it.

When looking at this from the perspective of what the overshoot commitment implies, the
design of the fund-provisioning measures to address climate change that the BOJ plans to
announce an outline of this coming Friday may be of some interest to JGB market
participants. | will leave the detailed discussion of how these measures may be designed
to the economists and BOJ watchers*, but if the measures wind up being well-designed
(i.e., likely to lead to expansion of the monetary base), we expect that will have the effect
of making it easier to choose the "rendered toothless" route from the second fork in the
road.

If the BOJ instead chooses to withdraw quantity, that would constitute a change in
framework and would require a second comprehensive review of its policy to date.
Originally, quantity was introduced after a joint statement made by the government and
BOJ in January 2013. Given Japan's political calendar and the upcoming lower house
election, the leadership of the next administration will be decided in the fall. This will make
it difficult for the BOJ to make any major directional changes related to quantity until the
new administration's political will becomes clear.

BOJ Governor Kuroda's term ends on 8 April 2023, right around the time when the second
fork in the road is reached. We think it will be Mr. Kuroda's successor as BOJ governor
rather than Mr. Kuroda who decides which route to take from that fork.

€ Market implications

Thinking in terms of impact on JGB yields, whether that is the BOJ's JGBs purchases or an
expansion of the monetary base from its financing support of COVID-19 measures, if the
BOJ maintains its policy regarding quantity we expect interest rates will remain under
some downward pressure. Even if it becomes possible for deposit-taking institutions to
park funds in their current accounts at the BOJ under favorable terms based on their being

4 Our chief economist, Mari Iwashita, thinks it will be interesting to see what sort of investment guidelines the BOJ comes up with, and whether,
to maintain market neutrality, it opts not to use the IOER as an incentive but rather just makes the term of operations more flexible and raises
the macro add-on balance.
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incentivized by an IOER, if that incentive is insufficient, we expect deposit-taking
institutions will park cash in those current accounts (which for the BOJ would have the
effect of expanding the monetary base) while building off-balance-sheet positions using
interest rate swaps, which do not require a source of funding. In that case, swap spreads
would become more deeply negative (swaps would outperform), and by making assets
swaps a more attractive investment this would indirectly put downward pressure on JGB
yields.

Additionally, deposit-taking institutions already have enormous deposit-loan gaps. Even if
deposit-taking institutions get back financing from the BOJ under favorable conditions
through its fund-provisioning measures to address climate change, if the funds that were
allocated to lending until then were turned into investment funds, it would wind up
increasing the amount of funds that deposit-taking institutions have to invest, and we
expect that would put downward pressure on yields in the 10-20-year zone that those
institutions invest in.
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IMPORTANT

This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be
made at your own discretion and risk. Content herein is based on information available at the time the report was prepared and may be amended or otherwise
changed in the future without notice. We make no representations as to the accuracy or completeness. Daiwa Securities Co. Ltd. retains all rights related to the
content of this report, which may not be redistributed or otherwise transmitted without prior consent.

Ratings

Issues are rated 1, 2, 3, 4, or 5 as follows:

1: Outperform TOPIX/benchmark index by more than 15% over the next 12 months.

2: Outperform TOPIX/benchmark index by 5-15% over the next 12 months.

3: Out/underperform TOPIX/benchmark index by less than 5% over the next 12 months.
4: Underperform TOP1X/benchmark index by 5-15% over the next 12 months.

5: Underperform TOPIX/benchmark index by more than 15% over the next 12 months.

Benchmark index: TOPIX for Japan, S&P 500 for US, STOXX Europe 600 for Europe, HSI for Hong Kong, STI for Singapore, KOSPI for Korea, TWII for
Taiwan, and S&P/ASX 200 for Australia.

Target Prices
Daiwa Securities Co. Ltd. sets target prices based on its analysts’ earnings estimates for subject companies. Risks to target prices include, but are not limited
to, unexpected significant changes in subject companies’ earnings trends and the macroeconomic environment.

Disclosures related to Daiwa Securities

Please refer to https://Izone.daiwa.co.jp/I-zone/disclaimer/e_disclaimer.pdf for information on conflicts of interest for Daiwa Securities, securities held by
Daiwa Securities, companies for which Daiwa Securities or foreign affiliates of Daiwa Securities Group have acted as a lead underwriter, and other disclosures
concerning individual companies. If you need more information on this matter, please contact the Research Production Department of Daiwa Securities.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph
27 of the Financial Instruments and Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:
https://lzone.daiwa.co.jp/I-zone/disclaimer/creditratings.pdf

Notification items pursuant to Article 37 of the Financial Instruments and Exchange Law

(This Notification is only applicable to where report is distributed by Daiwa Securities Co. Ltd.)
If you decide to enter into a business arrangement with our company based on the information described in this report, we ask you to pay close attention to the
following items.

= |n addition to the purchase price of a financial instrument, our company will collect a trading commission* for each transaction as agreed beforehand with
you. Since commissions may be included in the purchase price or may not be charged for certain transactions, we recommend that you confirm the
commission for each transaction. In some cases, our company also may charge a maximum of ¥2 million per year as a standing proxy fee for our deposit of
your securities, if you are a non-resident.

= For derivative and margin transactions etc., our company may require collateral or margin requirements in accordance with an agreement made beforehand
with you. Ordinarily in such cases, the amount of the transaction will be in excess of the required collateral or margin requirements**.

= There is a risk that you will incur losses on your transactions due to changes in the market price of financial instruments based on fluctuations in interest
rates, exchange rates, stock prices, real estate prices, commodity prices, and others. In addition, depending on the content of the transaction, the loss could
exceed the amount of the collateral or margin requirements.

= There may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by our company.

= Before engaging in any trading, please thoroughly confirm accounting and tax treatments regarding your trading in financial instruments with such experts as
certified public accountants.

* The amount of the trading commission cannot be stated here in advance because it will be determined between our company and you based on current
market conditions and the content of each transaction etc.

** The ratio of margin requirements etc. to the amount of the transaction cannot be stated here in advance because it will be determined between our company
and you based on current market conditions and the content of each transaction etc.

When making an actual transaction, please be sure to carefully read the materials presented to you prior to the execution of agreement, and to take
responsibility for your own decisions regarding the signing of the agreement with our company.
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