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Halting reduction of JGB purchases from FY27 onward at June MPM

As reported in yesterday's Daiwa's View', at the Monetary Policy Meeting (MPM) on June 16,
alongside a 25bp rate hike, the interim assessment of Quantitative Tightening (QT) is increasingly
likely to result in an announcement that the current quarterly reduction of monthly purchases by
Y200bn will continue until March 2027, after which the reductions will be stopped, and JGB
purchases will continue at a pace of Y2.1tn per month for the time being.

Until now, we had assumed that the reduction of JGB purchases would continue, albeit at a
slower pace. This was based on the view that the BOJ would need to respond to the rapid rise in
long-term yields while also demonstrating its intention to continue shrinking its balance sheet,
which is considerably large compared to those of other countries. However, it can be said that the
BOJ has now placed greater emphasis on the former factor. If the rise in long-term yields is
attributed to the two concerns about fiscal policy and being "behind the curve," halting the
reduction would contribute to improving supply/demand conditions in the short term, although the
effect on curbing the rise in yields is uncertain. Indeed, in the JGB market on the 9th, repurchases
were prominent in the superlong zone, where the supply/demand impact is significant.

BOJ's JGB holdings and share of holdings after reduction is halted

If the BOJ halts reduction of its JGB purchases from FY27 and continues to buy Y2.1tn per
month, its JGB holdings (and its share to total JGBs outstanding) are projected to decrease to
Y483tn (42%) by the end of FY26, Y315tn (26%) by the end of FY31, and Y248tn (19%) by the
end of FY352. Looking at the BOJ's balance sheet as of the end of May, JGBs amounted to
Y533tn, accounting for over 80% of its Y664tn in total assets. On the liabilities side, the main
components are banknotes (Y115tn) and current account balances (Y452tn). Assuming that the
reduction in BOJ’s JGB holdings is offset by a decrease in current account balances and that
other items remain unchanged?, current account balances are projected to decrease to Y450tn by
the end of FY27, then to Y234tn by the end of FY31, and to Y166tn by the end of FY35.

" Kenta Tadaide and Kengo Shiroyama (10 Jun 2026). Daiwa’s View: Rate hikes and halt to reductions in JGB purchases.

2 For assumptions of QT simulation, please refer to our 15 Apr 2026 report Daiwa's View: BOJ's QT and JGB market—Landing point
indicated by maturities of JGBs purchased under June interim assessment.

3 To be more specific, the sale and disposal of pecuniary trusts, which consist of ETFs and other assets, have begun, but the pace is
extremely slow, on the order of a century. Additionally, loans are expected to decrease by several tens of trillions of yen in the coming years
as various fund-supplying operations are discontinued. Strictly speaking, these are factors that will contribute to a further reduction in current
account balances.

Important disclosures, including any required research certifications, are provided on the last page of this report.
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Chart 2: Forecasts for BOJ’s Share of JGB Holdings After

Reduction in JGB Purchases
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Source: BOJ, Cabinet Office, etc.; compiled by Daiwa.

From a long-term perspective, halting the reduction carries a stronger signaling effect. Once the
reduction is halted, the hurdle to restarting it would be high from a political standpoint, and the
monthly purchases of Y2.1tn are likely to continue for some time. Currently, the average maturity
of JGBs purchased by the BOJ is approximately 7 years, which roughly matches the average
maturity of newly issued JGBs by the MOF (on a flow basis). If the BOJ were to permanently
purchase Y2.1tn per month with an average maturity of 7 years, its JGB holdings would converge
to Y176.4tn (= Y2.1tn x 12 months x 7 years). The corresponding current account balances under
the above assumptions would be Y95tn.

Chart 3: BOJ’s Balance Sheet (Y tn, as of end-May 2026)
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Banknotes 115
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Source: BOJ; compiled by Daiwa.

Chart 4: Current Account Balances, Ratio to Nominal GDP
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Relationship between decrease in BOJ’s JGB holdings and current account
balances

Just before the start of Quantitative and Qualitative Easing (QQE) in FY12, the balance of current
accounts stood at Y58tn, representing about 11% of nominal GDP. According to the Cabinet
Office's medium- to long-term projections (projection of past trend case), nominal GDP is
expected to reach Y772tn in FY35. Therefore, the projected current account balance of Y166tn at
the end of FY35 would be 22% of nominal GDP. Furthermore, a balance of Y95tn would
correspond to 12%.

Excellent research by David Lopez-Salido and Annette Vissing-Jorgensen* has suggested
thresholds for the reduction of reserve balances in the US (the equivalent of current account
balances) as a percentage of nominal GDP at 7%, 11%, and 13.5%. Based on such empirical
studies, the Fed halted its balance sheet reduction last year, and resumed purchases centered on
short-term Treasuries under the RMP framework. The author does not have the materials to
discuss the appropriate level of current account balances in Japan, but the balance of these
accounts can become a constraint on policy operations through its impact on tightness in short-
term money markets. The optimal balance sheet size will be sought by also considering the
slowdown in deposit growth in the banking sector, the narrowing of the loan-to-deposit gap, the
demand for current account balances from private banks to comply with liquidity regulations (LCR
and NSFR), and the uneven distribution of current account balances among participants.

Trends in banknotes and their impact

Looking at the ratio of banknotes (nearly equal to currency in circulation), another component of
the central bank's balance sheet liabilities, to nominal GDP, we see that it was stable at around 7-
8% until the mid-1990s. However, it began to rise after 1997, reaching 21% in 2020. The factors
behind this are thought to include an increased preference for cash in 1997 and 1998 when the
financial crisis deepened, as well as a decline in the opportunity cost of holding cash (such as
cash kept at home) amid the subsequent low interest rate environment. In addition, the expected
real return on cash holdings was high in the deflationary environment.

In recent years, however, this ratio has been on a downward trend, partly due to the increase in
the denominator (nominal GDP) alongside a decrease in banknotes. This may be influenced by
technological factors, such as the spread of credit card payments and various forms of electronic
money, in addition to the effects of inflation and rising interest rates. If the ratio of currency in
circulation to GDP falls to 7% by FY35, the amount would decrease to Y54tn (= Y772tn x 7%).
While this is a somewhat bold calculation, it will be one of the key points of discussion, including
in relation to Central Bank Digital Currency (CBDC).

Chart 5: Currency in Circulation, Ratio to Nominal GDP
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* David Lopez-Salido and Annette Vissing-Jorgensen (2023). “Reserve Demand, Interest Rate Control, and Quantitative Tightening.”
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Rule-making for JGB holdings and its impact on JGB market

If banknotes were to decrease while the central bank's balance sheet remains constant, it could
become a factor that increases current account balances. While this could provide a certain buffer
for the banking system, the situation is more complex from the perspective of the central bank's
profit and loss. Under the ample reserve system, interest is paid on excess reserves, whereas
banknotes, needless to say, do not bear interest. This indicates that banknotes play a role akin to
a form of capital for the central bank through seigniorage. More directly, a decrease in banknotes
and an increase in current account balances would be a factor in worsening the central bank's
profitability through increased interest payments. In the past, a measure known as the "Banknote
rule" was in place, which limited the holdings of JGBs to within the amount of banknotes in
circulation. As the balance sheet shrinks, how the BOJ establishes rules for its JGB holdings,
considering their absolute amount and maturity composition, will also become a factor affecting
supply/demand conditions of JGBs.



Daiwa’s View: 11 June 2026

Daiwa

Securities

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.
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