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v Given an uptrend of the 10Y US Treasury yield to the 2.6% level, the FICC Research Dept.

anticipation of a higher yield appears to be intensifying even in the JGB
market. If the 10Y JGB yield rises to 0.1% or above in the near term, we
think that the BOJ will offer a fixed-rate operation with the target of

Senior JGB Strategist

1© B ! Keiko Onogi
0.110% as it did previously. +813 5555 8788
v' Over the medium/long term, the 0.110% target of the fixed-rate keiko.onogi@daiwa.co.jp

purchase operation could be raised under the current long-term interest
rate guideline of “around 0%,” though it would be extremely challenging

for the BOJ to step into

Tough to curb upward
pressure in yield by
increasing purchase
amount alone

Once the offer amount is
raised, it would need to
be reduced
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such an operational adjustment.

This week, the JGB futures (on the lead contract basis) edged down to the lowest level
since October 2017, and the 10Y JGB yield temporarily rose to 0.090% on an intraday basis.
Given an uptrend of the 10Y US Treasury yield to the 2.6% level, the anticipation of a higher
yield appears to be intensifying even in the JGB market. We wonder now what action the
BOJ will take in the case of the 10Y JGB vyield rising to 0.1%. Possible options for the BOJ
can be to increase in the JGB purchase amount for JGBs with over 5 to 10 years left to
maturity, offer a fixed-rate purchase operation, or offer those at the same time, and we think
that the BOJ will offer a fixed-rate purchase operation.

When the 10Y JGB yield rose to the 0.1% level during late January-early February 2017,
the BOJ increased the offer amount for JGBs in the 5-10Y zone in its purchase operations
(from 410 billion yen to 450 billion yen) to curb the yield uptrend, which led the yield down
below 0.1% (Jan. 27). However, the Outline of Outright Purchases of JGBs for February,
announced at end-January, implied a reduction in the offer amount in the zone (from 450
billion yen to 410 billion yen), which again pushed up the 10Y JGB yield to the 0.1% level.
On February 3, just after the BOJ announced to buy about 450 billion yen of JGBs in the
5-10Y zone, which was the same amount with that on January 27, the 10Y JGB yield
surged to 0.150%. Immediately after the surge, the BOJ offered a fixed-rate purchase
operation with the 0.110% target on the 10Y JGB yield. Also on the following business day,
the central bank irregularly offered to buy about 450 billion yen of JGBs in the same zone to
stabilize the market. It appears that the BOJ was struggled hard to control the yield
upward pressure with the quantity, as witnessed by the fact that the total amount of JGBs
bought was seen eventually greater than the BOJ initially expected (e.g., the purchase
amount via the fixed-rate purchase operation exceeded 700 billion yen). After that, the offer
size in the zone was unchanged (at 450 billion yen) until July. Learning a lesson from the
previous case, the BOJ coped with the uptrend of the 10Y JGB vyield to the 0.1% level in
July by offering both (1) an increase in the offer amount in the 5-10Y zone (from 450 billion
yen to 500 billion yen) and (2) a fixed-rate purchase operation with the 0.110% target at the
same time on the same day. After that, the BOJ scaled back the offer amount in the zone to
410 billion yen, the amount the BOJ offered in late January, step by step just in about one
month.

Once the offer amount is raised, it would need to be reduced. As last week’s trimming in the
purchase amount of JGBs with over 10 years left to maturity caused unexpected side
effects such as substantial appreciation of the yen, it seems difficult for the BOJ to trim the
purchase amount in a short span of time even if it is aimed at adjusting the increased
amount. In addition, it appears that the offer amount needs to be raised by around 40-50
billion yen (per operation) in order to control the upward pressure on yields. If the 10Y JGB
yield rises to 0.1% or above in the near term, the BOJ will highly likely offer a fixed-rate
purchase operation with the 0.110% target as it did at the previous cases. The fixed-rate
purchase operation will be symbolic for the yield curve control policy and be easily
understood in the market as the BOJ shows its commitment to the current policy.
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The fixed-rate target Regarding the 0.110% target of fixed-rate purchase operations on 10Y JGBs, it may be
could be raised at some  gradually raised, for example, to 0.115%, then 0.120% etc., over the medium/long term. We
time under the guideline  thini that it will be highly possible for the BOJ to take such an action even under the current
.°f around 0%,” though yield curve control framework with the long-term interest rate guideline of “around 0%”. In
it would be extremely . ] . . «
challenging for the BOJ the policy statement, for gx.ample, }he BOJ.h'as been kgepln.g th.e quantlt'y guide of “an
to step into it annual pace of about 80 trillion yen,” though it is not a policy directive, despite the fact that
the outstanding of the BOJ’s JGB holding increased just only about 58 trillion yen y/y in
2017. Given the yardstick, the BOJ may insist that even 0.110% or 0.2% can be still within
the “around 0%” range. In terms of communication with the markets, however, it will be
extremely challenging for the BOJ to step into such an operational adjustment in the
environment where market participants pay close attention to the global normalization trend
in monetary policies.

JGB 10Y Yield (%) Y/Y Change in BOJ’s Long-term JGB Outstanding (Yen
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Note: on-the-run close basis Note: as of end-December; Daiwa forecast for 2018
Source: Daiwa Securities. Source: Bank of Japan, Daiwa Securities
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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.

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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