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Speech by BOJ Deputy Governor Shinichi Uchida

In his speech on 8 February, when BOJ Deputy Governor Shinichi Uchida explained that
the uncollateralized call rate would rise when interest rates were hiked, he made reference
to the structure before the elimination of the negative interest rate policy (NIRP)—i.e., the
one-tier structure—as the current account deposit structure when NIRP is eliminated.
Some appear to think that this explanation suggested a transition to the one-tier structure.

One- or two-tiered current account structure

> Short-term money market functioning is key Kazuya Sato

81-3-5555-8773
kazuya.sato@daiwa.co.jp

» Decision depends on whether BOJ views arbitrage transactions

between private banks as big or small

Ryoma Kawahara

€ BOJ Deputy Governor Shinichi Uchida (8 Feb 2024)

The first question is how to set the short-term policy interest rate if the Bank terminates its negative interest rate policy.
Before introducing this policy, the Bank applied a 0.1 percent interest rate to the excess reserves in current accounts held
by financial institutions at the Bank. The uncollateralized call rate in the money market hovered in the range of 0 to 0.1
percent as a result of arbitrage transactions between financial institutions that held the accounts and those who did not. If
the Bank were to bring this situation back, this would mean a 0.1 percentage point interest rate hike, since the current
uncollateralized call rate is in the range of minus 0.1 to 0 percent. Let me point out that this issue is associated
primarily with how to maintain the functioning of the money market. With respect to the impact on the economy, a
more critical issue is the subsequent path of the short-term policy interest rate.

As explained by Deputy Governor Uchida himself, in terms of the impact on the economy,
the issue of how to set the tiered structure can be said to be less important than the future
rate hike path. However, it is still an important issue for financial institutions, and is
attracting much interest. In this report, we conduct an unbiased comparison of the
differences between the one-tier structure and the two-tier structure, referring to cases at
overseas central banks that terminated NIRP ahead of the BOJ.

Functioning of short-term money market

As mentioned in the speech by Deputy Governor Uchida, the issue of how to maintain the
functioning of the short-term money market is very important when comparing the
differences between the one-tier structure and the two-tier structure. A decline in fund
liquidity at financial institutions creates concerns about the negative impact on the real
economy, in addition to the financial market. Cases at overseas central banks appear to be
informative when discussing this issue, so in this report we look at examples at the Swiss
National Bank (SNB) and the ECB. While both central banks have eliminated NIRP ahead
of the BOJ, they are following different paths with respect to the current account deposit
structure.

Important disclosures, including any required research certifications, are provided on the last page of this report.



Daiwa

Securities

Swiss National Bank case: Maintained two-tiered structure

First, let's review the current account structure adopted by Switzerland’s central bank. The
SNB has maintained its tiered structure even after raising its policy rate into positive
territory. The rule for this tiered structure is, “SNB policy rate is applied to deposits equal to
25 times the minimum reserves. The policy rate minus 50bp is applied to reserves held in
excess of the standard.”

In a paper entitled “Return to positive interest rates: Why reserve tiering?',” the SNB
explained why it maintained its tiered structure after raising its policy rate into positive
territory in the following manner:

“Reserve tiering thus creates an incentive for interbank trading, and thereby supports
activity in the interbank money market.”

This can be easily understood by imagining Japan’s current account structure. Under a
central bank’s quantitative easing program, private banks are unlikely to have reserve
shortages. Difficulties trading in the short-term money market due to excesses and
deficiencies are also unlikely.

However, under the present BOJ current account structure, a certain degree of liquidity is
ensured in the short-term money market due to the two types of arbitrage transactions (red
square: arbitrage transactions between private banks using difference in interest rates
applied to current accounts; green square: arbitrage transactions by institutions not eligible
to participate in the BOJ’s complementary deposit facility) shown in the chart below. The
arbitrage transactions brought about by the tiered structure are those between private
banks.

By keeping a tiered structure, the SNB seems to be maintaining arbitrage transactions
among private banks while, supporting interbank money market activities.

Chart 1: Trading Incentives Under Three-tiered Structure
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Source: BOJ materials compiled by Daiwa.

1 Return to positive interest rates: Why reserve tiering? (2022)

(investment trusts, others)
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ECB case: Abolished tiered structure

Meanwhile, the European Central Bank (ECB) abolished its multi-tiered structure and
returned to a one-tier structure after ending its NIRP. The minutes for the ECB’s Governing
Council meeting at that time explained the decision in the following manner.

€@ Account of monetary policy meeting of ECB Governing Council (8 Sep 2022)

Mr Lane proposed that the two-tier system for the remuneration of excess reserves be suspended by setting the
multiplier to zero. With a positive deposit facility rate, the two-tier system was no longer necessary, as its role was to
support the bank-based transmission of monetary policy when the deposit facility rate was negative.

The question here is whether the functioning of the short-term money market can be
maintained even if the arbitrage transactions between private banks, which the SNB has
tried to maintain, is lost. Looking at developments in Eurozone short-term money markets
after abolishing the tiered structure, the ESTR (short-term interest rate benchmark for
Eurozone) has consistently remained at a level slightly below the deposit facility rate and
transaction balances have not declined even after ending the tiered structure.

Chart 2: Eurozone Short-term Rates Chart 3: ESTR Transaction Balance
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Source: ECB, Bloomberg; compiled by Daiwa. Source: ECB; compiled by Daiwa.

Note: Dot line shows 30-buisness day moving average.

One reason that transaction balances did not decline very much is that, from the
beginning, arbitrage transactions among private banks were not very active in the
Eurozone.

In a March 2023 speech, ECB executive board member Isabel Schnabel said that as of the
end of 2022, ESTR transactions involving non-banks accounted for nearly 90% of all
unsecured money market transactions. She also indicated that only a few transactions take
place between banks within the Eurozone. As a result, transactions using the tiered
structure had only a limited impact on ESTR.

Also, in September 2019, the ECB introduced its two-tiered structure along with its
decision to move its interest rate deeper into negative territory (Chart 4). However, the
amount of excess reserves exempt from the negative interest rate was automatically set as
“six times the banks’ minimum reserve requirement.” As a result, there was no mechanism
in the Eurozone to escape the application of negative interest rates depending on the
operations of individual banks (in the case of Japan, expansion of the maximum macro
add-on balance using operations, others), which limited the room for arbitrage transaction
among private banks.
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Chart 4: Eurozone Reserve Structure Before Ending Tiered Structure
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Source: ECB; compiled by Daiwa.

To summarize, the lack of an environment for active arbitrage transactions among private
banks in the Eurozone may have also contributed to the maintenance of ESTR transaction
balances after ending the tiered structure. As such, can that case be applied to Japan as

well?

Call market trends in Japan
When looking at call market transaction balances by investor type in Japan from the fund

management side, we can see that the balance managed by trust banks has been
consistently large, even before the introduction of NIRP. Most of the transactions by trust
banks appear to be arbitrage transactions with counterparties not eligible to participate in

the BOJ’s complementary deposit facility.

Chart 5: Balance of Uncollateralized Overnight Call Market Transactions by Investor Type (lender)
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If only investment balances by trust banks are regarded as arbitrage transactions involving
counterparties not eligible to participate in the BOJ’s complementary deposit facility, the
balance of uncollateralized overnight call market transactions will remain above the level
before the introduction of NIRP, even if arbitrage transactions among private banks
decline. If the BOJ determines that the functioning of the short-term money market will be
maintained through arbitrage transactions involving counterparties not eligible to
participate in the BOJ’s complementary deposit facility, there would no longer be any
reason to adopt a two-tiered current account structure. Indeed, the Bank could probably
adopt a one-tier structure, which was the structure before the introduction of NIRP.

On the other hand, if after ending NIRP, the BOJ wants to maintain the balance of
uncollateralized overnight call market transactions at the same level as before ending
NIRP, it would probably adopt a two-tiered current account structure.

On that point, the ECB in September 2022 released a paper in which its tiered structure
was abolished. This paper noted that such a policy exit must be carefully assessed when
“financial market activity is, to a large extent, driven by reserve redistribution within the
banking system.”

4 ECB Occasional Paper Series (Sep 2022)

Fourth, tiering systems can be exited when they have served their purposes or when they cease to fulfil the conditions
that warranted them. ... The side effects of such exits need, however, to be carefully assessed. This is the case, for
instance, for the effects on money market activity and its ability to support transaction-based reference rates if that
activity was, to a large extent, driven by reserve redistribution within the banking system to fill up the exempt tier.

If this approach is followed for the Japanese market, the BOJ’s assessment will depend on
whether it views the existence of arbitrage transactions among private banks to be large or
small. In both cases, the BOJ will adopt the structure that it believes will ensure adequate
liquidity.

While this discussion has focused on liquidity, we assume that actual policy decisions will
be made after considering a variety of factors, including the operational costs and financial
burdens for the BOJ in relation to the tiered current account structure.
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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.

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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