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What has, will, and won't return to pre-QQE

levels

» 10yr JGB yield, swap spreads on way back to pre-QQE levels

> If all sectors' JGB holdings also set to rebound to pre-QQE scale,
BOJ’s "sizeable" cuts could shrink its holdings by around Y200tn

» Due to various irreversible changes over past 12 years (such as
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At its 14 June monetary policy meeting (MPM), the BOJ opted to "reduce its purchase
amount of Japanese government bonds (JGBs) to ensure that long-term interest rates will
be formed more freely in financial markets". It will set specific targets for reductions over
the next 1-2 years at the upcoming July MPM.
BOJ Governor Kazuo Ueda and Deputy Governor Shinichi Uchida have already stated that
the planned cuts will be "sizeable". In this report, we discuss the key points in
conceptualizing what "sizeable" means, and take a brief look at the aspects of the JGB
landscape that have already returned to their pre-QQE state, those that are set to do so in
future, and those that will not. We intend to discuss the numbers in detail in a separate
report.
Some things already back to pre-QQE state
We think the starting point (benchmark) for gauging what the BOJ means by "sizeable" is a
return to the state of affairs prior to its launch of qualitative and quantitative easing (QQE).
A variety of data points including the 10yr JGB yield, 10yr swap spread, and 10yr
breakeven inflation rate have indeed returned to near pre-QQE levels, or are on their way
there (e.g., back to historical averages). That being the case, our next task is to consider
the BOJ's JGB holdings, which are now at their highest since the advent of QQE.
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What will return to pre-QQE state

We use BOJ Flow of Funds data to gauge trends in JGB holdings in seven sectors: the
central bank, deposit-taking corporations, insurers and pension funds, public pensions,
households, overseas investors, and other entities (aggregate for T-bills and JGBs/FILP
bonds). A comparison of holdings for these sectors versus March 2012, which is roughly
when deposit-taking corporations' holdings peaked, shows that the central bank's holdings
increased by around Y500tn between March 2012 (Y89tn) and December 2023 (Y585tn).
However, there were no signs of a sharp decline in holdings in the five sectors other than
deposit-taking corporations, where they fell by around Y250tn, from Y380tn in March 2012
to Y133tn in December 2023. This implies the transfer of around Y200tn in JGB holdings
from the BOJ to deposit-taking corporations as part of a return to (near) pre-QQE levels.

JGB Holdings by Sector (aggregate for T-bills, JGBs/FILP Deposit-taking Corporations’ JGB Holdings
bonds)
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Source: Bloomberg; compiled by Daiwa. Source: Bloomberg; compiled by Daiwa.

What will not return to pre-QQE state (irreversible changes over past 12 years)
Naturally, several major structural changes have occurred since 2012. It would be
simplistic to expect deposit-taking corporations' holdings to rebound to pre-QQE levels
without taking these changes into account. Specifically, we focus on the following two
changes.

1. Basel Ill (change in regulatory environment)

The 2007-2009 global financial crisis (GFC) exposed the failure of regulation under Basel Il
(distorted incentives) and drove the creation of Basel Ill. However (per Atsushi Miyauchi,
author of footnoted book'), post-GFC reforms to the financial system failed to adequately
consider micro-level incentives. Also, while regulations based on Basel lll had not been
implemented when the BOJ launched QQE, a variety of regulations that followed the spirit
of Basel lll, including interest rate risk in the banking book (IRRBB) and leverage ratio
regulations, have been adopted. These regulations may have created new distortions that
limited deposit-taking corporations' freedom at the micro level. Central banks' QE may
have obscured these deficiencies (weaknesses) in Basel Ill, and we would watch the risk
that quantitative tightening (QT) could bring them into sharp relief.

We think all JGB market participants will recall the comments (warning) from Hiroyuki Seki,
then-Managing Executive Officer of MUFG Bank, in a June 2023 Study Group on
Government Debt Management. Materials released at the time, which are still available on
the internet, include a simulation showing that around 30% of the BOJ's Y555tn in JGB
holdings as of December 2022 is a point of reference for purchases by deposit-taking

1. For details, see “An Economic Study of the Financial Crisis and Basel Rules: Risk Perspectives on the Financial System” (in Japanese), Atsushi Miyauchi, Keiso Shobo,
2015.
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corporations. This simulation suggests that any rebound in their holdings will be capped at
around Y166tn (Y555tn x 0.3), and we would not expect them to restore the Y250tn decline
in these holdings since the start of QQE (at least in the same form). In other words, given
the different regulatory environment that is now in place, an attempt to simply return
Y250tn in interest-bearing JGBs to deposit-taking corporations without taking regulatory
changes into account could trigger a jump in long-term yields.

2. Ample-reserve system (change in rate-control practices)

As of 2012, central banks' QE was still positioned as an unconventional tool. However,
more banks began buying sovereign bonds and other risk assets as they faced an inability
to lower interest rates further, and QE is now seen as part of their standard toolkit?. This
led central banks including the Fed and BOJ to adopt a methodology (the "ample-reserve
system") predicated on the existence of ample reserves, which paid a set rate of interest
on excess reserves and enabled the central bank to keep short-term market interest rates
within a set range by encouraging arbitrage by financial institutions. The use of interest on
excess reserves (IOER) to control short-term interest rates represented a drastic and
revolutionary change in the techniques used to control financial markets (described as an
"egg of Columbus", i.e. a seemingly impossible task that becomes easy once understood,
by ex-BOJ deputy governor Masayoshi Amamiya). It freed central banks from a key
previous constraint: the assumption that when exiting monetary easing, they needed to
absorb all excess funds before embarking on operations to raise short-term interest rates.
It instead became essential for central banks to leave ample excess reserves on their
balance sheet to facilitate the control of short-term rates via IOER.

This suggests the following two broad conclusions.
The BOJ's use of the word "sizeable" implies that it will shrink its balance sheet by at
least Y100tn, far above the cumulative Y48tn reduction over two years (assuming a
Y2tn reduction in monthly purchases) that the market seems to expect.
However, the constraints we discussed in point 1 signal the major risk from a
precipitate move to reduce holdings by more than Y 150tn without responding to
regulatory changes such as Basel Il IRRBB rules, for example by issuing floating-
rate bonds.

Given that it will likely take nearly two years to implement legal and systemic reforms
relating to the issuance and purchase of floating-rate bonds to ease regulatory constraints
on deposit-taking corporations, we think a full-scale recovery in their JGB holdings is
unlikely in the next 1-2 years. If we are correct, we think one plausible scenario would be
for the BOJ to initially scale back its outright purchase (Rinban) operations by just Y1tn-
2tn, followed by a cut of Y3tn (Y4tn if possible) if it deems that market trends and progress
with systemic changes permit, thereby shrinking its holdings at a faster pace. We would
view sustained reductions of Y5tn/Y6tn as excessive, in that they could focus attention on
the risk of the BOJ becoming unable to maintain the excess reserves required under the
ample reserve system we discussed under point 2.

2“The Formation of Japanese Long-Term Interest Rates During Large-Scale JGB Purchases”, BOJ, 2024 (Japanese only as of the writing of this report).
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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.

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 II Financial
Instruments Firms Association, Japan Security Token Offering Association
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