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Update on GX economic transition bonds: Issuance of 20yr and 5yr bonds is
recommended

The issuance of SDG and ESG bonds expanded to Y4.5tn in FY22, up 1.5-fold y/y. The
increase in issuance, centering on corporate bonds, despite the deterioration in investors’
risk sentiment due to monetary policy tightening, once again confirmed the strong demand
for investment in ESG-labelled bonds (charts 1 and 2). In FY23, the Japanese government
will finally issue GX economic transition bonds (GX bonds). In this report, we confirm
discussions at two meetings hosted by the Ministry of Finance (MOF). Furthermore, |
recommend the issuance of 20yr and 5yr bonds via the lead management method.

Opinions on GX bonds were submitted to the Meeting of JGB Market Special Participants
and the Meeting of JGB Investors, both of which were held on 22 March. The major points of
discussion dealt with (1) the issuance method (separate issuance or integrated issuance,
auction or underwriting), (2) issuance maturities, (3) whether or not to have external
certification, (4), greeniums, and (5) handling liquidity. Firstly, regarding the issuance
method, “the integrated method,” in which GX bonds are issued together with other regular
government bonds, appears to be on its way towards being removed from the topics for
discussion. There was a strong desire for the “separate method” from the investor side.
Furthermore, there were also many on the dealer side wanting “separate issuance” in light of
demand from investors, although some were concerned about liquidity. There was also a lot
of desire for external certification, and it was safe to say that both dealers and investors had
a desire for separate issuance after obtaining external certification. Furthermore, given that
(1) GX bonds will be issued for the first time and (2) green investors should be sought after
carefully, most attendants preferred the underwriting method to the auction method. As for
issuance maturities, with GX economic transition bonds having the restriction of needing to
be paid back in full by FY2050, many wanted 20yr bonds, followed by 10yr bonds, and some
investors wanted 5yr bonds.
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I recommend issuance Personally, | think that 10yr bonds are desirable in terms of the breadth of the investor
of 5yr and 20yr GX base. However, difficult problems would arise under the current yield curve control (YCC)
bonds policy. Since the policy revisions in December 2022, there has been upward pressure on

yields due to speculation about additional policy revisions (the so-called YCC attack).
Between 20 December 2022 and 20 January 2023, the BOJ purchased a total of as much
as Y6.5tn in three 10yr on-the-run issues. Following the monetary policy meetings in
January and March, JGB yields declined temporarily, but the yield of new 10yr JGBs
issued in April (JB370) was 0.456%, close to the upper limit of 0.50%. With the market
having once again lost buyers of 10yr JGBs, there are many concerns, such as (1) whether
investors have actual demand for 10yr GX bonds and (2) whether the BOJ will buy GX
bonds. Consequently, it would be better to avoid issuing 10yr GX bonds under the current
YCC policy. Therefore, | recommend setting the 20yr sector (which appears to have the
second largest investor base after the 10yr sector) as the main maturity zone, in
combination with 5yr bonds in order to meet the needs of depository financial institutions
and overseas central banks. Specifically, | believe that quarterly issuance of GX bonds in
which 25% of the annual issuance alternates between 20yr and 5yr bonds would also meet
the time dispersion needs of investors.

Changes in investors’ We are also paying attention to investors’ stance on greeniums®. From the standpoint of

stance on greeniums investors, a greenium itself is nothing other than a simple decline in returns. According to
the minutes of the Meeting of JGB Investors, some were naturally cautious about
excessive greeniums, pointing out a possible decline in investment. However, several
participants commented that they could buy bonds with greeniums. While excessive
greeniums obviously constitute a problem, we may now be in a trend in which greeniums
are tolerated to a certain extent in terms of the importance of sustainability investment. In
the municipal bond market, each local public body issues bonds at the same spread.
However, since 2H FY22, we have seen many cases in which SDG-labelled bonds were
issued with greeniums of around 1-2bp (Chart 3). In addition, 10yr German bonds, which
took the initiative with global greeniums via the “twin bond” format, have been recently
posting a 1-2bp greenium (Chart 4). This may serve as a reference for the issuance of GX
bonds in Japan.

We have provided a summary on GX bonds, which are likely to become the greatest focus
of interest in the FY23 SDG bond market, centering on discussions at the Meeting of JGB
Market Special Participants and the Meeting of JGB Investors. Under the YCC policy,
issuance of 20yr and 5yr GX bonds is recommended. We will continue to monitor future
developments.

Chart 3: Greenium of Municipal Bonds Chart 4: Greenium of 10yr German Bunds
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Source: Japan Local Government Bond Association; compiled by Daiwa. Source: Bloomberg; compiled by Daiwa.
*Scheduled redemption.

1 As indicated by the name of the bonds, the government appears to be intending to issue GX bonds as transition bonds, not green bonds.
However, in this report, we use the term greeniums to refer to premiums for all SDG/ESG bonds, not just premiums for green bonds.
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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.

Corporate Name: Daiwa Securities Co. Ltd.

Registered: Financial Instruments Business Operator, Chief of Kanto Local Finance Bureau (Kin-sho) No.108

Memberships: Japan Securities Dealers Association, The Financial Futures Association of Japan, Japan Investment Advisers Association, Type Il Financial
Instruments Firms Association, Japan Security Token Offering Association
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