Japan Fixed Income

16 January 2023
Japanese report: 16 January 2023

Daiwa

Daiwa’s View Securities
Supplementary examination regarding our JGB yield
outlook Fixed Income Research Section

» If YCC were removed this week, 10-year yield would reach 1%, but it
would be unlikely to be sustained

Supplementary examination regarding our JGB yield outlook

FICC Research Dept.

Chief Strategist

Eiichiro Tani, CFA

(81) 3 5555-8780

eiichiro.tani@daiwa.co.jp

'S
Daiwa Securities Co. Ltd. "; :

If YCC were removed In this report, we conduct a supplementary examination of our JGB yield outlook. This is
this week, 10-year yield mainly because (1) on 12 January, Yomiuri Shimbun reported that the BOJ would re-

would reach 1%, but it examine the side effects from its large-scale easing and (2) our chief market economist Mari
would be unlikely to be Iwashita, who is in charge of our house view, changed her main scenario regarding the
sustained outlook for the BOJ's monetary policy on 13 January from “upward revision to the trading

band of the long-term interest rate” to “removal of the YCC under the new BOJ Governor by
October.” As of 5 December, the removal of the YCC was just a sub-scenario, but it has now

been raised to the main scenario.

In our previous JGB yield outlook, the main scenario was the widening of the trading band
(with the upper limit widening from 50bp to 75bp) in July after suspension of US rate hikes

by the Fed. When the YCC ends and the upper limit of the trading band is raised are
important issues. The assumptions to be made regarding the external environment

(overseas economies and interest rates) vary greatly depending on whether we are talking

about July 2023, when it is highly likely that the Fed will have suspended rate hikes, or
January, when the Fed will still be in the process of raising rates. Given the current

conditions, we need to consider what will happen under the sub scenario—i.e., the BOJ
suddenly removing the YCC or widening the upper limit of the trading band to 1% in January

when the Fed is still in the process of raising rates.

Looking at the instantaneous forward rates that were used for the previous outlook (chart
below), the yield levels with residual maturities of up to five years have mostly risen to the
orange line, and superlong forward yields have also risen close to 2.5%, rather than 2%.

This indicates that the 10-year JGB yield is expected to reach 1%, equal to the orange line, if
the BOJ suddenly removes the YCC or widens the upper limit of the trading band to 1% at
the January Monetary Policy Meeting (MPM). At the end of last week, the 10-year yield hit

1% in the JPY swap market, and the same movement is also expected for JGBs.

Important disclosures, including any required research certifications, are provided on the last page(s) of this report.



https://lzone.daiwa.co.jp/lzone/cv?LANG=J&id=DWVE1178
mailto:eiichiro.tani@daiwa.co.jp

3.00

250

——o— Market

B: Plunge in US yields (1% level)

Daiwa’s View: 16 January 2023

Daiwa

Securities
JGB Instantaneous Forward Rates Estimated JGB Yield Curves
—o— Market
E. Substential rise in US yields (Upper 4% range) E. Substantia rise in US yields (Upper 4% range)
D: US yields at current levels (Upper 3% range) (%) D: US yields at current levels (Upper 3% range)
C. Neutrd regression of US yields (2.5%) 120 C. Neutrd regression of US yields (2.5%)
B: Plunge in US yields (1% level) fYcCis

A YCC & US yields at current levels & | eeee- A: YCC & US yields at current levels removed/upper limit is

? 100 raised to 1% this week,

200

1.50

1.00

050

0.00

-0.50

-1.00

10yr yield would reach
080 1%

0.60

040

Source: Bloomberg; compiled by Daiwa Securities. Source: Bloomberg; compiled by Daiwa Securities.

That said, as Ms. Iwashita reported last week, we do not consider widening of the trading
band at the January MPM to be the main scenario. (According to media reports on 13
January, former BOJ executive director Hideo Hayakawa appears to have come to the
same conclusion.) On 12 January, Yomiuri Shimbun reported comments by those in the
know that (1) there would be a re-examination of the side effects from large-scale easing,
(2) yields with short redemption periods have tended to rise since January, in addition to
the long-term yield staying at its upper limit, which is not what the BOJ is aiming for, and
(3) the BOJ would carefully watch whether it can correct distortions in the market through
adjustments to the amount of JGBs purchased and other means, and, if necessary, it
would make additional modifications to policy. The wording “if necessary” reminds me of a
media report (dated 12 Mar 2021) about the previous assessment based on remarks by
those in the know that the BOJ would announce its analysis of the impact of deeper
negative interest rates, and that the Bank would implement them, if necessary. At the
previous assessment meeting (Mar 2021), the BOJ did not deepen negative interest rates
despite media reporting before the event that the BOJ would implement them, if necessary.

Based on the 12 January Yomiuri Shimbun article, it would seem unlikely that the January
MPM will end the YCC. This MPM is to conduct a re-examination of side effects, not an
assessment. Moreover, related articles have reported that (1) the level of the FY24 core
CPI projection (incl. the impact of the economic measures) in the January Outlook Report
is expected to exceed 2% and (2) the level of the core-core CPI projection is to be revised
upwards, but that it is unlikely to reach 2%. With respect to these outlook revisions, the
above-mentioned Yomiuri Shimbun article reported that, regarding the decision on
monetary policy at the meeting, the BOJ is likely to share the stance of emphasizing the
price trends excluding the impact of economic measures. This appears to be signaling the
possibility that the BOJ will not judge that the requirement for removing the YCC—unitil the
year-on-year rate of increase in the observed CPI (all items less fresh food) exceeds 2%
and stays above the target in a stable manner (forward guidance for YCC)—have been
satisfied.

Of course, we cannot deny that there could be a surprise at the January meeting (there is
likely an incentive to rob the YCC policy of its effectiveness in one fell swoop) because the
policy was modified at the previous meeting by breaking with previously established
communications. However, with the series of media reports regarding price projections
since the beginning of 2023 being largely controlled, the possibility of continuing to see a
surprise appears to be decreasing.

Currently, the OIS yields one year from now, two years from now, and three years from
now are 0.3%, slightly above 0.5%, and 0.75%, respectively. As such, the OIS market is
currently factoring in hikes to the short-term policy rate at a fast pace, in addition to the
removal of negative interest rates (Chart below). We wonder about this path, and suspect
that this is reflecting hedging in preparation for turmoil in the case of the removal of the
YCC, alternative hedging due to the lack of market functions for bond futures, and
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distortion of supply/demand mainly due to loss-cut of assets held. Current JGB yields
probably largely comprise of risk premiums due to the confusion since the December 2022
MPM, and interpreting the risk premiums as rate-hike pricing appears to be creating
unjustified feelings. (The Bloomberg Government Securities Liquidity Index has worsened
to the extreme level of 4.24, which also proves the risk premium narrative.)
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That said, reflecting the latest confusion, the 10-year real yield rose sharply by 45bp from -
0.53% to -0.08%, while 10-year JGB inflation expectations declined by 22bp from 0.88% to
0.66%. This combination of higher real yields + lower inflation expectations is an
undesirable reaction in Japan, where inflation expectations are far below the target. This
indicates that (1) the sudden widening of the trading band in December 2022 was
interpreted as the first step for tightening measures and (2) tightening action at the current
stage would be premature with regard to Japanese inflation.

If so, and if real yields rise due to further widening of the trading band at the January MPM,
Japanese companies will shift to more defensive behavior, which will create concern about
the possibility of dampening the momentum for wage hikes. (Note: Decisions on wage
hikes are made by corporate heads.) This is likely to result in further suppressing
Japanese BEI, which is already at a markedly low level compared to Europe and the US.
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All'in all, if the BOJ were to remove the YCC and/or widen the trading band at the January
MPM at once amid market turmoil, the 10-year yield would be expected to temporarily rise
to 1%, which would entail risk premiums. However, it is unlikely that it would be sustained
from the standpoint of inflation expectations + real yields. Convergence of risk premium
turmoil may require 1%, which is a psychological threshold among investors. (This may be
equivalent to the US long-term yield of 4%.) That said, our outlook is unchanged that the
10-year yield will decline towards the latter half of the year due to an economic slowdown
and lower overseas yields.
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Looking back on the recent market, the US long-term yield stayed at the 4% level for only
19 business days (10 Oct-9 Nov 2022, ending due to the reverse CPI shock). Only three
months after that, the US long-term yield declined to 3.5%, verifying that the 10-year US
yield at the 4% level provided a buying opportunity. From the standpoint of hedging costs,
it appeared difficult for Japanese investors to buy the 10-year US yield at the 4% level.
However, if the 10-year JGB vyield, for which there are no limitations for hedging costs,
were to exceed 1%, we would recommend referring to successful investment cases for US
Treasuries by prominent US investors, such as Jeffrey Gundlach, PIMCO, and Citadel, as
they consistently had a buy-on-dip stance for the 10-year US yield at the 4% level in the
context of fundamentals. In a situation in which no one can estimate where the bottom is,
having an excessive, short-sighted fear of possibly seeing further declines could result in
losing a good opportunity as an investor during the arrival as a phase (even if that view is
correct in terms of deciding on the span as an investor).
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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.
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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.
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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:
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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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