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Did 13 May reduction in JGB purchases signal

change in monetary policy stance?

» Need to look at both “offensive” and “defensive” aspects of BOJ
moves (like game of chess)

» 13 May reduction in JGB purchases likely in line with schedule; along
with considering yen depreciation, another probable aim was to dispel
overly dovish impression at Apr meeting

» While unpredictable, still too early to conclude that BOJ’s policy
stance (= interest rate hike logic, passive approach to B/S) has eiichiro.tani@daiwa.co.jp -
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changed to hawkish/active at this point -\;,
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Reduction in JGB purchases

At the 13 May “rinban” regular JGB purchase operations, the BOJ reduced its purchases of
JGBs in the 5~10-year zone from Y475.0bn to Y425.0bn. Despite deep-rooted
expectations for a reduction among market participants, many had anticipated that the BOJ
would not reduce its purchases at this time as the JGB yield absolute levels have remained
elevated since the start of the year. As such, the 13 May reduction was seen as a modest
surprise. Following that action, the yield on the 2-year JGB rose 1.5bp to 0.33%, that on
the 5-year JGB rose 2.0bp to 0.54%, that on the 10-year JGB rose 3.5bp to 0.94%, that on
the 20-year JGB rose 3.5bp to 1.73%, and that on the 30-year JGB rose 2.5bp to 2.02%.
Yields on the 2-year, 5-year, 30-year, and 40-year JGBs topped their FY23 highs, while
those for the 7-year, 10-year, and 20-year JGBs also moved closer to their FY23 highs. As
many have asked us about the implications of these developments, we will briefly discuss
them in this report.

JGB Yield Curve (Conventional yield basis, Bloomberg generic)
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Change in policy stance to address rapid yen depreciation?

The simplest (superficial) interpretation of this reduction in JGB purchases would be that
“BOJ changed its policy stance to address rapid yen depreciation.” The BOJ certainly has
an incentive to make the market think that this is its intention at this time. Indeed, the
government is clearly concerned about the negative effects of a rapidly depreciating yen.
An irregular meeting between Prime Minister Fumio Kishida and BOJ Governor Kazuo
Ueda was held on 7 May. Then on 8 May, Ueda delivered a speech stressing that his
concerns about yen depreciation have increased.
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The BOJ’s April “Summary of Opinions” (released on 9 May) also left a strong impression
that the Monetary Policy Board is filled with hawkish opinions about interest rate paths and
operations. Under the current conditions in which actual foreign exchange market
intervention appears to have been executed, it is important for the market to perceive that
there is good communication between the government and the BOJ and that there are no
significant differences in terms of direction.

Actually, the Mundell-Fleming model, which is the open economy version of the
macroeconomic model (IS-LM analysis), also shows that independent monetary easing
and exchange rate intervention (= pseudo fixed market) are incompatible and likely to lead
to capital outflows. On 16 October 2023, Vice Minister of Finance Masato Kanda stated
that in the event of severe yen depreciation Japan would, “Stop capital outflows by raising
interest rates or counter excessive volatility with currency intervention” (albeit he said this
as a generalization). We believe that this statement was made more with an awareness of
the "trilemma" of international finance, rather than pressure the BOJ.

However, the BOJ’s moves are thought out ahead of time, like a game of chess, and
usually have both “offensive” and “defensive” aspects. Even if the total is somewhat
hawkish in itself, interpreting this latest JGB purchasing measure from only one of the two
direction is not good. In addition to the easy-to-understand hawkish aspect of the reduced
JGB purchases, we think it is also important to determine whether the dovish aspect (or at
least an aspect that is not too hawkish) also has some validity.

Was JGB purchasing reduction as scheduled?

The most recent one-time reduction in the JGB purchasing amount was Y50.0bn, or
Y200bn on a monthly basis (Y50bn reduction x 4 times/month). While this is of course
within the scope of a “certain allowance (for example, around Y1.0~2.0tn),” the BOJ can, at
its own discretion, flexibly determine adjustments according to market conditions. The
reduction range this time was extremely narrow compared to this allowance. The fact that
JGB issuance amount (calendar-based market issuance) was reduced from Y2.7tn/month
in FY23 to Y2.6tn/month (down Y100bn/month) at the beginning of FY24 is also a factor
that may weaken the hawkish interpretation of this JGB purchasing reduction. Even if the
JGB purchasing amount is reduced by Y200bn/month in the current round of operations,
the net deterioration in supply and demand would come to a Y100bn/month decrease,
considering that the issuance amount is also reduced by Y100bn. If divided into four
operations, this measure will have only a minimal net supply-demand impact of a
Y25bn/month decline (compared to March).

Furthermore, we can probably take into account that of JGBs to be redeemed in FY24
(approximately Y110tn), the portion held by the BOJ is approximately Y68tn (monthly
average of Y5.7tn). Since the total regular purchasing operation offer in April 2024 was
Y5.91tn for all maturities, including the inflation-indexed JGBs, and the amount of the
operation in May will come to around Y5.7tn (assuming operation after this reduction is to
leave amount unchanged). Due to this reduction JGBs purchases, the amounts of JGBs to
be redeemed and to be reinvested are even.

Is BOJ trying to dispel overly dovish perception?

Bluntly speaking, from the start, almost all experts that we know had assumed that even
this level of reduction would take place over the span of time until the end of June. The
reduction in JGB purchasing operations this time can be interpreted as a carefully planned
on-schedule action rather than a change in the BOJ’s stance in response to rapid yen
depreciation. As for the timing, this seems reasonable if we consider the possibility of
extreme swings for US Treasury yields and the dollar/yen (= intervention) when April US
CPl is released on 15 May.
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Of course, one of the reasons why this timing was chosen was undoubtedly weak-yen
considerations. If anything, the BOJ aims to correct the perception left by the April policy
bord meeting, specifically by arbitrarily cutting out the overly dovish aspects, including in
terms of the impact of yen depreciation on underlying inflation. This may be due in part to
the fact that 13 May was the best time to launch the scheduled amount reduction to
Y5.7tn/month.

Going forward, we cannot predict changes in the future depending on the exchange rate
and price situation (in this regard, left to the US and the Fed). Still, isn’t the BOJ
maintaining the conventional logic of considering additional rate hikes as the certainty
(confidence) of achieving 2% underlying inflation increases? Of course, a greater
awareness of the weak-yen impacts on underlying inflation will probably hasten the timing
of the rate hike somewhat. However, it would be premature to find strong policy
implications in the 13 May JGB purchasing reductions and jump to the conclusion that the
BOJ’s stance (= logic of raising interest rates, passive B/S stance not as an active
monetary policy tool) has shifted to a full-fledged hawkish and active direction at this point.
That said, it is too early to conclude that the BOJ has made a full-fledged shift to a more
hawkish and active stance.

4 BOJ Policy Board member Asahi Noguchi (18 Apr 2024)
One thing | would like to emphasize is that the BOJ’s policy change will basically entail raising the short-term interest
rate, which is basically the traditional measure. So, even if the balance sheet is reduced, that will have little policy
meaning in itself. | think it is clear that there is little policy significance in shrinking the balance sheet.
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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 TOPIX/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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit _ratings.pdf. If you need more information on this matter, please contact the Research
Production Department of Daiwa Securities.

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.

= In 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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