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Balance sheet expansion approaching a turning point

Discussion about tapering is moving forward in Europe and the US. Ahead of this, the BOJ
has moderately slowed the pace of asset purchases since the assessment meeting in
March. The biggest issue with the balance sheet policy is how to deal with the Special
Funds-Supplying Operations to Facilitate Corporate Financing regarding the Novel
Coronavirus (hereinafter referred to as COVID-19 operations). Depending on the situation
with COVID-19 infections, it may serve as a factor for market turmoil towards year-end.

In the US, Fed Chair Jerome Powell confirmed the start of tapering within the year at the
Jackson Hole conference. In Europe, as well, ECB officials’ comments regarding slowing the
pace of PEPP spending are becoming noticeable ahead of the Governing Council meeting to
be held on the 9™. Due to expanded QE to address the pandemic, both the Fed and ECB
have seen their balance sheets expand substantially compared to figures at end-February
2020—from $4.20tn to $8.38tn (nearly double) at the Fed and from €4.69tn to €8.19tn (up
1.75-fold) at the ECB. Despite strong concerns about the Delta variant, the economy is
steadily recovering. Therefore, the monetary policy stage is changing due to concerns about
prolonged inflation and issues of financial stability, such as spiking real estate prices.

Factors Behind Balance Sheet Expansion at BOJ Since Feb 2020
(asset side)
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Source: BOJ; compiled by Daiwa Securities.
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Since March 2020, the BOJ has also been conducting powerful monetary easing via (1)
the special program to support corporate financing, (2) supply of funds in yen and foreign
currencies, and (3) purchases of ETFs and J-REITs. Under QE programs in Europe and
the US, balance sheets have expanded mainly via purchases of assets such as
government bonds. On the other hand, of the Y140tn increase in the BOJ’s total assets
since February 2020, Y83tn has come from loans, including those through COVID-19
operations, followed by Y43tn in JGBs, Y7.2tn in pecuniary trusts, and Y5.6tn in CP and
corporate bonds. Balance sheet expansion has been characterized by back financing of
loans and purchases of risk assets.

Since the March assessment meeting, tapering has been proceeding in real terms.
Operations of ETF purchases have been quite limited—since April, purchases have been
conducted only for two business days, with the purchase amount totaling around Y140bn.
Regarding JGBs with over one year to maturity, the monthly purchase amount has now
decreased to Y5.5tn vs. about Y7tn in FY20. With respect to corporate bonds as well, the
monthly purchase amount since April has been Y200bn vs. Y500bn in FY20.

Amount of JGBs Purchased by BOJ (JGBs with over one year to Outstanding Amount of Loans Through COVID-19 Operations
maturity)
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Loans through COVID-19 operations, the main cause of balance sheet expansion, are
continuing to increase, and have recently reached Y75tn. However, the special program
itself (incl. purchases of corporate bonds and CP) is a time-limited measure that only lasts
until March 2022. The decision about whether it will be extended is likely to be made
around year-end.! However, if it were not extended, the impact would be enormous. In
short, the balance sheet would shrink sharply over the six months starting April 2022,
which could have an impact on the risk premium from the price of assets, such as stocks.
COVID-19 operations are designed to include measures to mitigate side effects while
giving financial institutions incentives to lend money, such as the provision of interest
under the Interest Scheme to Promote Lending and inclusion of twice as much as the
amounts outstanding of related loans in the macro add-on balances. Therefore, there is
concern about the impact on the financial system. Moreover, this may serve as a factor for
higher yields in the form of weaker demand for investment in collateral bonds. At this point,
| think it is very likely that COVID-19 operations will be extended. However, if Japan’s
economy recovers more than expected due to progress with vaccinations from autumn
onwards, we would like to keep a close eye on this as a factor that could cause a
disturbance at year-end, when the Fed is expected to start tapering.

1 Thus far, the special program has been extended three times, with each decision to extend having been made at monetary policy meetings
held approximately three months before the program’s expiration.
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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.
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4: Underperform TOP1X/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
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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.)
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following items.

= |n 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
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= 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
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