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Verifying impact of 40% reduction in BOJ’s holdings of JGBs

Even though the BOJ decided to decelerate its pace for quantitative tightening (QT) at its June
meeting (Y200bn reduction each quarter), its holdings of JGBs are expected to decline by about
40% over the next five years taking into account redemptions. Even if the monthly purchase
amount is kept at Y2.1tn from April 2027, such a significant decrease is unavoidable.

The BOJ has stated that its holdings of JGBs have had the effect of pushing down JGB yields
(stock effect). This means that a rapid decline in these holdings could have the opposite effect of
causing JGB yields to rise sharply. However, is that really the case?

When verified using a model that performs multiple regression analysis for 10-year JGBs based
on two factors, namely 10-year UST yields and Japan’s policy interest rates, the results
demonstrate that the model has a high explanatory power, with a multiple correlation coefficient
and a coefficient of determination of around 0.95 each. The actual value is lower than the post-
QQE estimated value and this residual portion can be viewed as a stock effect. Certainly, there
was a period when the effect was about 1%, as the BOJ said, but that effect has now declined to
around 25bp.
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If this interpretation is correct, it would mean that the market had already factored in the stock
effect decline for JGB yields in anticipation of future QT. The risk of higher JGB yields due to the
future stock effect drop off may not be as significant as market participants have feared.

Also, when checking the factors that make up 10-year JGB yields, there is no doubt that an
increase in policy interest rates is expected to apply upward pressure on 10-year JGB yields.
However, at the same time, UST yields are expected to decline due to rate cuts, which will exert
downward pressure on the 10-year JGB yield. Given both factors, we may not see a surge in
yields.

Real issue is 95% increase in JGBs held by private sector

Meanwhile, the real issue involves the increase in JGBs held by the private sector, which is
inextricably linked with the decrease in the BOJ’s holdings of JGBs (two sides of the same coin).
If the amount of JGB issuance continues to increase at the same pace as before, JGBs held by
the private sector will increase 95% over the next five years, together with the decrease in JGBs
held by the BOJ. The focus will be on who will absorb this enormous amount of interest rate risk.

MOF is now taking measures to encourage a wide range of investors, including individuals and
condominium management associations, to hold JGBs, but how much issuance can be absorbed
is unclear. An increase in holdings by deposit-taking institutions, which had significantly reduced
their holdings of JGBs since the introduction of QQE, is also expected. However, the amount that
can actually be absorbed is unclear when considering rising yield risks amid Japan’s rate-hiking
phase, as well as restrictions on JGB holdings imposed by regulations. If this interest rate risk
cannot be absorbed, it will lead to upward pressure on JGB yields.
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Foreign investors provide backstop function at appropriate level

Under such circumstances, attention has focused on the recent expansion of the foreign investor
presence in the super-long JGB market. If foreign investors start to influence 10-year JGB prices
in the same manner, what would be the eventual level for the 10-year JGB yield?

When 10-year JGBs are denominated in US dollars and compared internationally by credit rating,

as is the case with super-long JGBs, it becomes apparent that the 10-year JGB yield is almost at
fair value. Indeed, the current level is only 5bp away from the regression line. Such assessments
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of appropriate levels from the perspective of foreign investors could serve as a backstop for rising
yields.

Of course, there is a possibility that rising yields could trigger concerns about fiscal policy.
However, when making estimations based on the relationship between credit ratings and yield
levels, even just a one-notch downgrade would only result in a yield increase of around 11bp.

In conclusion, the market has already factored in the stock effect drop off caused by QT. Now,
excessive yield rises may be suppressed by price formation progressing towards internationally
appropriate levels with the increased market participation of foreign investors. The response to
the real issue of a 95% increase in private-sector JGB holdings will be the key factor for
determining future JGB vyield trends.

10yr Bond Yields by Rating (dollar-denominated basis).
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Note: Average for foreign currency long-term bond ratings by S&P (*) and Moody’s (*).

(*) indicates unregistered credit rating agencies. Please see the disclaimer at the end of the document.
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IMPORTANT DISCLOSURES

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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