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This week, there was a moment when government bond yields sharply rose around the
globe. That was triggered by the BOJ’s purchasing smaller-than-expected JGBs in both the
10-25Y and the over-25Y zones at a scheduled auction on January 9. Since the BOJ shifted
its policy target from a particular quantity of JGBs to interest rates by the introduction of the
yield curve control (YCC) policy in September 2016, it has been occasionally trimming its
JGB purchases in measured steps by paying close attention to the market trend, the shape
of the yield curve, and the supply/demand balance in JGBs. In the JGB market, many
market participants appear to understand that the BOJ’s trimming in JGB purchases under
the framework of the YCC policy does not imply or signal any change in the central bank’s
current monetary policy stance. Also given the JGB issuance in FY2018, which is
expected to be much smaller than that in FY2017, JGB market participants were
anticipating near-term reductions in the central bank’s JGB purchases especially last
December. However, the BOJ maintained its offer size ranges in respective targeted
zones in Outline of Outright Purchases of Japanese Government Securities for January
2018, announced on December 28, 2017, from those announced at the end of November.
Therefore, in the environment where the 10Y JGB yield stays steady and the yield curve
does not face strong flattening pressure, they started to think that “the BOJ is not in a rush
to trim the purchase amount.”  Consequently, this week’s trimming surprised JGB market
participants in terms of its timing. What was more surprising was that the FX market and
European/US government bond markets, which have recently been very sensitive to
monetary policy normalization at central banks, reacted more than the JGB market. In the
US Treasury market, the 10Y Treasury yield rose very close to 2.6% at one point. In
addition, USD/JPY declined from around 113.10 at a time when the BOJ offered to buy
JGBs on January 9 to around 111.00 in the overseas market on January 11. In the report
dated on December 25, 2017, | wrote my outlook for the BOJ’s JGB purchases as follows.

The BOJ holding of JGBs at end-2017 is likely to be about 420 trillion yen, up only slightly
less than 60 trillion yen from end-2016, partly because the central bank has intermittently
reduced the amount offered in long-term JGB buying operations in 2017. Based on an
estimation with the assumption that the BOJ maintains the current amounts of purchases in
2018, the Y/Y increase in the amount outstanding at end-2018 would be only 36 trillion yen.
If the BOJ maintains the current purchase amounts in Jan-Mar but then decrease them from
April and beyond in accordance with the planned reduction in JGB issuance in FY2018, the
Y/Y increase would be just slightly over 30 trillion yen, the smallest increase since the BOJ
adopted QQE. For the BOJ, the difference between 36 trillion yen and slightly more than 30
trillion yen is not a big one they should concern. If we assume the BOJ maintains its YCC
policy, the 10Y JGB yield stays steady, and the yield curve does not come under excessive
flattening pressure, the BOJ looks unlikely to adjust the amount of its purchases soon. We
think that the BOJ will make adjustments in JGB purchase amounts, when they monitor the
10Y JGB yield and the shape of the yield curve in FY2018 and find they need to.
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Going forward, the BOJ is expected to continue to trim its JGB purchases under the
framework of the YCC policy. However, as the latest trimming unexpectedly intensified the
trend of yen appreciation, the BOJ may hesitate to trim the purchase amount especially in
the near term. At the latest trimming, the BOJ cut the offer amount in the 10-25Y zone,
including 20Y JGBs whose issuance amount in FY2018 will be unchanged from this fiscal
year, and that was the first change in the purchase in the zone since February 10, 2017,
despite the 20Y JGB yield staying steady similar to the 10Y JGB yield. Accordingly, market
participants may become more cautious about a reduction, for example, in the 5-10Y zone.
This is because, among the BOJ’s targeted zones, only this zone corresponds to the
followings: (1) the BOJ’s purchase amount is higher than the MOF’s issuance amount (on a
monthly basis) and (2) the BOJ’s purchase amount has been higher than the median of its
offer range. In addition, the issuance amount of 10Y JGBs is to be cut in FY2018 from that
in FY2017. JGB market participants are still puzzled by this week’s BOJ action as it is
difficult to find clear reasons why the BOJ decided to do it this week not in last December
etc. Caution would persist about the BOJ’s purchase trend for the time being, including
the targeted zones where the purchase amount is cut.

BOJ JGB Purchase and MOF Issuance

(billion yen)
. Number of | Offer size . MOF . MOF
Offer size per Monthly |issuance per |issuance per
. Offers as of Jan. . .
operation (per month) 11 Total exp. month in month in
P FY2017 FY2018
Mid
JGBs ex Linkers and Floaters
Up to 1 year About 10-100 55 about 2 50 100 -
Over 1to 3years About 200-300 250 250 1,500 2,200 2,100
Over 110 5y ars -t L A R R I
Over 3to 5years | About 250-350 300 300 1,800 2,200 2,000
Over 5to 10 years About 300-500 400 6* 410 2,460 2,300 2,200
Over 10to 25 years| About 150-250 200 190 950 1,000 1,000
Over 10 years 5*
Over 25 years About 50-150 100 80 400 800 - 1,300 | 700 - 1,100**
Linkers About 25 - about 2 25 50 400%** 400%**
. 1
Floaters (in even months) About 100 - (bimonthly) 100 100 - -

* Scheduled by BOJ ** 30Y JGBs to be monthlyissued in 700 billion yen per auction, and 40Y JGBs to be bimonthlyissued in 400 billion yen per auction in
FY2018 *** JGB Linkers to be issued quarterly

Source: Bank of Japan, Ministry of Finance, Daiwa Securities
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Note: on-the-run close basis

Source: Daiwa Securities.

Note: as of end-December; Daiwa forecast for 2017 and 2018
Source: Bank of Japan, Daiwa Securities
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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.

Notification items pursuant to Article 37 of the Financial Instruments and Exchange Law
(This Natification 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.

eIn 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 (including tax) per year as a standing proxy fee for our deposit of your securities, if you are a
non-resident.

eFor 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*>*,

eThere 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.

eThere may be a difference between bid price etc. and ask price etc. of OTC derivatives handled by our
company.

eBefore 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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