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With policy normalization now in sight, there have been several reports about a new
“quantitative easing” framework at the BOJ. Market speculation about the scale of JGB
purchases by the BOJ has escalated since the speech by Monetary Policy Board member
Hajime Takata on 29 February and a related Jiji Press report on 8 March. Meanwhile, since
the ongoing quantitative and qualitative monetary easing (QQE) measures have been in
place for a long time (since introduction in Apr 2013), we need to take a fresh look back at
the evolution and effects of this monetary policy to date. In this report, we will summarize
the history and transition of quantitative easing since the inception of QQE under BOJ
Governor Haruhiko Kuroda, as well as its market impacts.

First, let's review the history surrounding the introduction of QQE. The QQE introduced in
April 2013 was formulated to achieve the BOJ’s 2% price target. This price target is defined
as a 2% increase for the consumer price index in accordance with the objective of the
“Joint Statement of the Government and the Bank of Japan on Overcoming Deflation and
Achieving Sustainable Economic Growth” released in January of that same year. Kuroda,
who took office in March of that year, introduced the so-called “2-2-2” QQE measures
(double monetary base, double amount of JGB holdings, achieve target in two years), with
the aim of achieving this goal as soon as possible.

The intension of this policy is to bolster monetary easing effects via (1) an increase in
inflation expectations through the BOJ’'s commitment to early realization of the 2% target
and (2) downward pressure on JGB yields through the purchasing of JGBs by the BOJ.
Subsequently, the policy was further strengthened in October 2014 as an expansion of
QQE in response to the downward pressure on prices due to sluggish demand following
the April 2014 consumption tax rate hike, along with declining crude oil prices.

Chart 1: Mechanism of Quantitative and Qualitative Monetary Easing
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Source: Excerpted from BOJ’s “Overcoming Deflation: Theory and Practice.”
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Nevertheless, prices continued to fall and an early realization of the initially stated price
target of 2% was far from certain. So, the BOJ introduced “QQE with Negative Interest
Rates” in January 2016. This new policy aimed to further push down interest rates in
response to the declining price level.

Chart 2: CPI, Long-term Interest Rate
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Source: Bloomberg; compiled by Daiwa.
Note: CPI data excludes impacts of consumption tax hikes.

With the situation surrounding prices becoming increasingly uncertain due to slowdowns
among emerging economies and other factors, the BOJ in July 2016 announced that it
would conduct a “comprehensive assessment” of the policy effects of quantitative easing.
The BOJ released the results of this assessment in September of that year.

In the following section we will discuss the results of this assessment in terms of the
downward effect for nominal long-term interest rates. According to the BOJ, long-term
interest rates reflect factors such as the outlook for economic activity and prices as well as
long-term interest rates overseas. Therefore, the Bank conducted quantitative analyses of
the impact of its JGB purchases on long-term interest rates while controlling these factors,
and found that (1) the Bank’s JGB purchases have been effective in significantly lowering
long-term interest rates, (2) the impact of a given increase in the Bank’s JGB holdings on
long-term JGB yields diminished between the start of 2014 and before the introduction of
the negative interest rate, and (3) the negative interest rate policy has been effective in
lowering long-term interest rates.

From April 2013, the downward effect per each Y10tn increase in the Bank’s JGB holdings
on long-term JGB yields was minus 6.9bps until March 2014 and minus 0.6bps from April
2014 onward. The introduction of the negative interest rate policy in January 2016 pushed
down long-term JGB yields by 23bps (Chart 3). Also, this downward effect on the yield was
larger for longer maturities and this tendency was pronounced especially during the period
after the introduction of the negative interest rate policy (NIRP) (Chart 4).

Meanwhile, the BOJ indicated that an excessive decline and flattening of the yield curve
may have a negative impact on economic activity by leading to a deterioration in people’s
sentiment, as it can cause uncertainty about the sustainability of financial functioning in a
broader sense.
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Chart 4: Impact on Long-Term Interest Rates @

3. Second Approach: Panel Regression for JGB Yields of Different Maturities

The graphs show the residuals obtained when regressing JGB vields (for 2 years, 3 years, 10 years and 20 years)
on 10-year U.S. Treasury bond yields, the year-on-year rate of change in the CPI (all items less fresh food), and

the active job openings-to-applicants ratio as a proxy for the output gap.

== Dummy vanable for negative interest rate

(1) 2-year JGB Yields Sapmsim (lmsdtien (2) 5-year JGB Yields

. of QQE — Degative interest rate .
075 12 075 =
0.50 4 050
0.00 \,J 0.00 ¥ "
025 4 \, 033 -\f

L
050 4 M 050 hL
075 4 075
100 4 100
2125 125
-1.50 -1.50
. . . . L 175 . . . do

175 L L L L 5 1 1 1 1
CY 05 06 07 08 09 10 11 12 13 CY 05 06 07 08 09 10 11 12 13 14 15 16

10 4 o Expected real GDP gromth rate i 1415 16
——IGB yields Dummy variable for negative interestrate - -23bps | (3) 10-year JGB Yields (4) 20-year IGB Yields
15 L L L L L L L L L L L . o
CY 03 06 07 08 1] 10 11 12 13 14 15 16 075 =2 075 —
(2) Estimation Results 0504 0.50
. . 025 4 ~n 025
JGB yields (10-year, %) H 0:uptoMarch 2014 0.00 Wnedla_f\ 0.00 A
=0398 | Dumumy for coefficient | Yl ) X
prevy 1 - from April 2014 025 4 v \\' 025 Y
+0.235 = U S. Treasury bond yields (10-year. %) f Dummy for negative 0 - up to January 2016 050 -0.50
] - interest rate el 75 M| 075 \J"\
+0.341 x expected real GDP growth rate (%) 1 from February 2016 100 | A -100
) ) 125 4 125
- 0.043 x share of the Bank's JGB holdings (%) 150 e
gasxgx(shm £ the Bank's JGB holdings (%) -L75 B e ————
+0. o s oldings (%o, s - < - ns o 5
()  share of the Bank's JGB holdings as of March 2014 (%)) x y for coefficient CY 05 06 07 08 09 10 11 12 13 14 15 16 CYO05 06 07 08 09 10 11 12 13 14 15 16
- 0232 = dummy for negative interest rate Notes: 1. Figures for the CPT (all items lass fresh food) are adjusted to exclude the estimated effscts of changes in the consumption
(ttt) tax rate.

The estimation period is from Jamuary 2003 to Tune 2016. The R-squared is 0.963. Newey-West standard emrors ae used.
(*+%), (*%), and (¥} denote statistical siznificance at the 1%, 5% and 10% levels, respectivaly,
Notes: 1. The share of the Bank's JGB holdings is calculated taking imto account changes in the average remainng matusity.
2. The expected real GDP growth rate and the share of the Bank's JGB koldings are comverted to monthly dats mainly from

quarterly data_

3. The expected real GDP growth rate is the sverage for the next 10 years.

2. The coefficients for the year-on-year rate of change m the CPI (all itenys less fresh food) in the four equations are
restncted to be identical. The same restriction is applied to the coefficients for the zctive job openings-to-applicants ratio.
3. Lagged values of the year-on-vear rate of change in the CPI (all item: less fresh food) and the active job
‘opemngs-to-applicants 1atio are used.
4. The estimation period is from January 1997 to March 2013. The data end in Fune 2016,
Sources: Mimistry of Internz] A ffairs and Communications; Ministry of Health, Labour and Welfare; Bloomberg.

Sources: Consensus Economics Ine., "Consensus Forecasts"; Bank of Japan: Bloomberz.
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Source: Excerpted from BOJ materials.

Based on the findings from the assessment, the BOJ announced the introduction of “QQE
with Yield Curve Control.” This policy newly adopted the two elements of an inflation-
overshooting commitment and yield curve control (YCC). Here, the BOJ changed the basis
for its guidelines for money market operations from “quantity” to “yields” (Chart 5).

Until now, the BOJ has used the “increase” in its JGB holdings as its policy for purchasing
JGBs. However, this was impossible to sustain unless the amount of JGBs issued
increased at a faster pace than redemptions and the outstanding balance of JGBs
continued to rise. In fact, the pace of increase for subsequent outstanding JGBs started to
slow (Chart 7).

Chart 5: Transition for Money Market Operations Guidelines

Monetary base increase (each Long-term JGBs Long-term interest rate
year) Increase in JGB holdings (each year) Avg remaining maturity for BOJ's Operation target| Fluctuation range |Upper limi
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Apr 2013~ About Y60~70tn About Y50tn About 7 years - - -
Oct 2014~ About Y80tn About Y80tn About 7~10 years - - -
Jan 2016~ About Y80tn About Y80tn About 7~12 years - - -
Sep 2016~ - - Around 0% - -
Mar 2021~ - - Around 0% Around +0.2504 -
Dec 2022~ - - Around 0% Around +0.5004 0.50%
Jul 2023~ - - Around 0% - 1.00%
Oct 2023~ - - Around 0% - -

Source: BOJ; compiled by Daiwa.
Note: Excludes ambiguous expressions such as “approximate aim.”
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Chart 6: Amount of JGBs Outstanding D Chart 7: Amount of JGBs Outstanding @
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Subsequently, the economic recovery phase that began in November 2012 continued until
October 2018, but the global economy then slowed due to intensifying trade friction
between the US and China. Following the consumption tax hike in October 2019, the
Japanese economy fell into a recession in 2020 when the novel coronavirus infection
began spreading.

The BOJ announced that in December 2020 it would conduct an “Assessment for Further
Effective and Sustainable Monetary Easing” amid prolonged downward pressure on the
economy and prices in the wake of the new coronavirus outbreak. The content of this
assessment was released in March 2021.

Here, we again discuss the details related to the effect of pushing down nominal long-term
interest rates. According to the BOJ, long-term interest rates reflect factors such as the
outlook for economic activity and prices as well as long-term interest rates overseas.
Again, the quantitative analysis of the impact of JGB purchases by the BOJ on long-term
interest rates, while controlling for these factors, shows that the JGB purchases had a
significant impact on pushing down long-term interest rates. The results of the assessment
confirmed a downward pressure effect of about -1% on average (charts 8 and 9).

Based on the contents of these assessments, the BOJ determined that continuation of
“QQE with YCC” was appropriate, and so decided to adopt “Policy Actions to Conduct
Further Effective and Sustainable Monetary Easing.” This policy response includes the
introduction of an interest scheme to promote lending and fixed-rate JGB purchase
operations for consecutive days, as well as clarification of the permissible trading range for
the 10-year JGB yield.

Later, as yen swap rates rose, the BOJ, which had curbed the rise in JGB yields through
massive JGB purchases, gradually increased the permissible fluctuation range and upper
limit for its YCC policy. The response came as the pace of increase in the BOJ’s JGB
holdings, which had been shrinking since the introduction of negative interest rates, again
accelerated (charts 10, 11).

Currently, the BOJ is reportedly considering changing the focus of its guidelines for money
market operations from “yields” back to “quantity.” When considering yield levels after
ending NIRP and eliminating YCC, the “quantitative easing” policy effect that the BOJ has
been analyzing may serve as one reference. If the policy effects are similar to those
obtained from past analyses, long-term JGB yields will rise (fall) in response to a decrease
(increase) in the BOJ’s share of JGB holdings in the future. Also, that effect is expected to
be larger for JGBs with longer maturities, with larger effects expected immediately after the
policy change.
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Chart 8: Effects on Nominal Long-Term Interest Rates 3 Chart 9: Effects on Nominal Long-Term Interest Rates @
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Chart 10: Amount of JGBs held by BOJ, Monetary Base @ Chart 11: Amount of JGBs held by BOJ, Monetary Base @
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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.
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Production Department of Daiwa Securities.
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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
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