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Even before the Bank of Japan (BOJ) began quantitative tightening (QT), a central question in the
JGB market was who would hold government bonds in place of the BOJ. A year and a half has

now passed since the BOJ started QT, yet banks have increased their JGB holdings only
modestly. Two factors explain why banks have not accumulated more JGBs: the narrowing

deposit-loan gap, and constraints under interest rate risk in the banking book (IRRBB) regulation.

Deposit-loan gap continues to narrow

February loan and deposit data showed total outstanding loans at banks and shinkin banks rising
4.5% yly (average balance basis), while deposits grew only 1.1%, extending the downtrend in the
deposit-loan gap that has continued since April 2024. The gap has shrunk by around Y43tn from

its peak of around Y439tn. Banks fund their securities investments from the deposit-loan gap, the
portion of deposits not lent out. Accelerating capital flows and rising lending as the economy picks

up are welcome developments, but from a bond and interest rate perspective, they represent a
headwind.

Chart 1: Deposit-Loan Gap (yly, original data)
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Source: BOJ; compiled by Daiwa.
Note: Based on average amounts outstanding. The original data for the deposit-loan gap is the total for major banks, regional banks (I + Il), and shinkin banks.
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IRRBB and banks' capacity to purchase JGBs

Under the Basel framework's IRRBB rules, banks are required to quantify the interest rate risk in
their banking books and keep it within prescribed limits.

Banks earn profits primarily by funding themselves with short-duration liabilities (deposits) and
investing in longer-duration loans and securities, capturing the term spread. This inherently
generates interest rate risk, which IRRBB constrains to prevent it from becoming excessive'.

As noted, roughly a year and a half has passed since the BOJ started QT, and while its JGB
holdings have declined as bonds mature, the entities that have most expanded their holdings are
public pension funds and the "other" category. Depository institutions (including banks)? have
seen only a modest increase. Banks were the largest holders of JGBs before quantitative and
qualitative easing (QQE) began, and many observers cite both expectations of higher interest
rates and regulatory constraints as reasons why banks have not accumulated more bonds under
the current QTS.

Chart 2: JGB Holdings by Type
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Source: BOJ; compiled by Daiwa.
Note: Figures are on a market value basis.

With the BOJ expected to continue with QT, we look next at how much capacity banks have to
purchase JGBs. When assessing interest rate risk under IRRBB, both the volume of holdings and
their maturity are key considerations. Short- and medium-term bonds with lower interest rate risk
are easier for banks to hold, while super-long bonds are relatively more difficult. Chart 3 shows
our rough estimates of banks' (major banks + regional banks) JGB purchasing capacity by
maturity. The figures indicate that banks collectively have capacity to purchase around Y390tn in
2-yaer JGBs and roughly Y80tn in 10-year JGBs*.

" Under IRRBB, banks are required to disclose their interest rate risk as measured by the decline in economic value of equity (AEVE) and the
reduction in net interest income (ANI). In the context of debt management policy, AEVE tends to receive more attention; this report treats
interest rate risk as equivalent to AEVE.

2“Others” is the total of “securities investment trusts,” “other financial intermediaries,” “financial auxiliaries,” “public captive financial
institutions,” “non-financial corporations,” “general government (excluding 'public pension funds'),” and “private nonprofit institutions serving
households.” A closer look reveals that within the "others" category, holdings of T-bills (TDBs) by the "general government" and holdings of
JGBs by "other financial intermediaries" have been increasing since the start of QT.

3 The summary of discussions from the "Study Group on Government Debt Management" on 21 June 2024 stated that “Since 2013, there
have been constraints from regulations on capital and risk management frameworks, such as the phased implementation of Basel Il.”

4 Estimates based on the latest available data (Sep 2025).
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Chart 3: Banks' JGB Purchasing Capacity Under IRRBB (by maturity)
(Y tn)
450
400
350
300
246
250
187
200 163
150 126
109
97
100 I I I 8 8
I I I :
50 I
. N
3yr 4yr Syr Byr Tyr 8yr 9yr

10yr 15yr

388

2yr
® Major banks ™ Reginal banks

Source: Disclosure materials; compiled by Daiwa.

The BOJ currently holds around Y500tn in JGBs. Our purely numerical simulation shows that if
banks were to buy only 2-year JGBs, they could absorb roughly 80% of the BOJ's holdings. In 10-
year bond equivalent terms, however, they could absorb only 16%. JGBs that banks cannot hold
will need to be distributed to a diverse range of investors, including households, nonresident
investors, and non-financial corporations. These investors could demand higher premiums in the
process, implying higher refinancing costs.

Naturally, a heavy concentration of new issuance in short- and medium-term maturities would
also not be desirable from a debt management perspective. Shortening issuance maturities may
ease near-term market absorption, but it increases the interest rate risk borne by the sovereign as
issuer. That said, the Ministry of Finance (MOF) plans to introduce "mid-year hearing" from this
fiscal year to increase flexibility in its JGB issuance plans. This indicates a growing move to
flexibly adjust issuance maturities in response to changing market conditions.

The 2 April 10-year JGB auction, the first of the new fiscal year, produced a weak result with a tail
of Y0.36, the largest since August 2024. With the narrowing deposit-loan gap and IRRBB
compliance effectively capping banks' JGB purchasing capacity, we think the BOJ's interim review
and MOF's mid-year hearing scheduled for June will be important forums for deepening the
discussion on what JGB holdings should look like, including where balance sheets ultimately
settle.

(Appendix)

The maturity-specific purchasing capacity shown in Chart 3 also appears to have explanatory
power for asset swap (ASW) spreads (JGB yield minus swap rate) across the maturity spectrum.
JPY ASW spreads tend to widen, indicating relative cheapening of JGBs, from the 5-year point
onward (Chart 4). One explanation is that the regulations described above make it increasingly
difficult for banks to hold JGBs as duration lengthens.
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Chart 4: JPY Yield Curves
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Source: Bloomberg; compiled by Daiwa.
Note: Data as of 31 Mar.
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IMPORTANT DISCLOSURES

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, Investment Management Association of Japan, Type II
Financial Instruments Firms Association, Japan Security Token Offering Association


https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/e_disclaimer.pdf
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit_ratings.pdf

