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The Big Picture: BOJ moves towards normalization, what's next?
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Small but decisive steps to normalize policy; likely more ahead. The BOJ ended its negative Li Cui
interest rate and Yield Curve Control (YCC) policy this week, marking a clear shiftf to normalize (852) 3911 8274
its monetary policy. Despite the medium-term growth challenges, we expect Japanese cuili@ccbintl.com
cyclical growth to hold up on the back of modest improvement in domestic demand growth ’
and aresilient global outlook. We expect further small hikes in the magnitude of 0.2-0.3ppt later

this year from the sfill ultra-loose policy stance. Huiting Yan
(852) 3911 8012

BOJ moves should lead to slightly higher JGB yield and a stronger JPY against the USD. The yanhuiting@ccbintl.com

initial market reaction to the BOJ's decisions has so far been muted, especially in light of
assurances by the BOJ. We expect the resilient economic outlook for Japan coupled with

further BOJ hikes to push the 10Y JGB higher towards the 1% mark by year-end, and likely slightly Kevin Xie
higher next year. The BOJ is still likely to step in fo dampen sharper moves. A weaker USD as the (852) 3911 8241
Fed embarks on rate cuts in 2H could see the USDJPY strengthen towards 140. kevinxie@ccbintl.com

Unwinding of carry-trade could exacerbate the liquidity shortage in the global market although
the directimpact on Asia would be small. We estimate that short yen positions are at a historical
high, and that a large part of Japanese outward investment could be unhedged, adding to
the risk of carry frade unwinding should the yen strengthen. As recent Japanese outward bond
investment has been driven by the US, we expect the unwinding of carry frade fo have a
muted effect on the Asia market.
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The Bank of Japan moves away from its ultra-loose monetary policy stance

On 19 March, the Bank of Japan (BoJ) announced steps to move further away from its ultra-loose monetary policy,
including:

B Ending its negative interest rate policy by raising the interest rate for the first fime in 17 years from -0.1-0.0%
to 0.0-0.1%.

B Ending Yield Curve Control (YCC), after softening its upper bound last October.

B Maintaining JGB purchase plans at the same pace of around JPY ét per month, despite abolishing the YCC.
Actual JGB purchases have slowed to around JPY1.7t per month, below scheduled purchases over the past
year (Fig 2).

B Suspend buying exchange-traded funds (ETF) and Japan real estate investment frusts (J-REIT). The BOJ will
also slow its purchases of corporate paper and corporate bonds, with a goal of ending purchases in one
year.

Table 1 lays out the latest policy changes of the BOJ while and Fig 1 provides a timeline of the BOJ's monetary policy
operations in the last decade.

For now, the BoJ has maintained a dovish stance, emphasizing that “accomodating financial conditions will be
maintained for the time being”, as there is "some distance” for inflation expectations to reach 2%. While leaving the
door open for additional tightening, Mr. Kazuo Ueda, Governor of the BOJ, stated that the BOJ can avoid a rapid
series of rate increases given the current outlook. The continuation of JGB purchase suggests the BOJ could step in fo
tame the market if necessary.

Table 1: Summary of policy changes

Before announcement

BolJ's updated monetary policy

Policy rates

YCC

QE/QQE

Risky assets

Source: BoJ, CCBIS

The BoJ established a three-tier system for banks’
current account with the central bank, and applied
a negative interest rate of -0.1 percent to the policy
rate balance in current accounts.

BOJ conducted bond purchases so that 10-year JGB
yields would remain at around zero percent. Since
Oct-2023 the BOJ has loosened the upper bound for
10-year JGB yields, using 1% as a reference in its
market operations.

The BOJ conducted large-scale JGB purchases and
made nimble responses for each maturity.

The BOJ purchased ETFs/J-REITs as necessary with
upper limits of JPY 12t and about JPY180b,
respectively. The BOJ kept outstanding commercial
paper at about JPY2t.

The BoJ restored the uncollateralized overnight
call rate as a primary policy tool, and set the rate
in arange between 0% to 0.1%.

End of YCC

A confinuation of its JGB purchases of around
JPYé6t yen per month.

The cenfral bank will discontinue the purchase of
ETFs/J-REITs while gradually reducing the amount
of ifs purchases of CP and corporate bonds. It will
discontinue the latter purchases in about a year.
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Fig 1: BOJ policy timeline
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Additional rate hikes expected this year on the back of improving economic outlook

Recent wage negotiation has lifted the hope of sustained domestic demand growth. The strong preliminary wage
negofiation outcome has played a pivotal role in this monetary policy shift. Japan's largest labor confederation said
last Friday that its member unions won an average 5.28% increase in wages this year, the biggest raise in more than 30
years, far exceeding market expectations. The outcome was positive for achieving the virtuous cycle of rising wages
and sustained inflation, long considered by the BOJ as a crucial criteria for tightening policies.

To be sure, the actual economic wide wage growth will likely be smaller than the 5.3% headline figure. Labor union
workers participating in Shunto wage negotiations only account for 5% of the labor force, mostly in large
manufacturing corporates, and small businesses are unlikely fo match the pay rise agreed to by large Japanese
corporates. Wage growth in the services sectors and SMEs, accounting for 80% of the economy, tends to be slower.
However, the tightness of the labor market suggests that overall wage growth will still be solid, and real household
income is set to further improve.

Further incremental steps of policy normalization expected. While neither the BoJ policy statement nor the Governor’s
press conference offered any clear guidance on the future policy rate path, as a whole the latest policy moves have
laid the groundwork to further achieve incremental normalization of the ultra-loose monetary policy stance, as
macroeconomic conditions improve.

B High frequency indicators point to an improving cyclical picture. Although domestic demand improved (Fig
5), 4Q2023 data was soft, as the economy narrowly avoided a technical recession. In particular, consumers
have slowed spending since 2Q2023 as pent-up demand post-Covid faded and faster inflation than wage
growth has dented consumers’ purchasing power. Improved real household income on the back of the
latest wage increase will be positive for consumption growth in the coming quarters (Fig 6). Business
investment will likely strengthen this year, as the recent BoJ survey signaled improving investment sentiment
(Fig 7). The improving global manufacturing cycle is also positive for the frade sector, with the latest data
showing a growth rebound. On balance, we expect Japan to achieve solid growth of around 1% in 2024,
only slightly below what the BOJ currently expects.

B Inflafion is expected to fall from last year but domestic demand remains robust. Goods inflation will likely
decelerate further as indicated by moderating import inflation (Fig 4), although the latest rebound in global
commodity prices suggest that goods price disinflation could start to fade in the next six months. More
importantly, the strong wage increase should help support domestic demand and stficky services inflation,
keeping the overall inflation over 2%. The BoJ expects core inflation, excluding food and energy, will slow
from 3.8% YoY for FY2023 to 1.9% YoY in FY2024 and FY2025, in line with the 2% inflation target.

The very accommodative stance also points substantial room for tightening. Adjusted for inflation, real interest rate
remains at a historical low and is well below that of potential growth, estimated at around 0.5% by the BOJ (Fig 9), and
an estimated neutral rate of around 0%, leaving room for further tightening.
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Our baseline expects further hikes by the BoJ to about 0.3-0.4% by year-end. The next BoJ hike may be in Jun or Jul as
the BoJ needs additional data to gauge the outlook for growth and prices. The macro global backdrop also needs
to be taken into consideration. We confinue to hold the view that the Fed will cut inferest rates only modestly in 2H
2024 in a soft-landing scenario, leaving room for the BOJ to continue with further hikes. More global inflation ahead on
the back of geopolitical tension, or a stronger than expected global outlook driven by stronger China data or US
growth, could lend support for additional hikes by the BOJ.

Fig 2: BoJ's JGB buying has slowed recently Fig 3: The largest pay rise since 1991
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Fig 4: Domestic demand has supported growth Fig 5: Rising service inflation while goods disinflation
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Fig 6: Expected pick-up in real income growth should Fig 7: Tankan survey points to improving capex intention
support consumption
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Fig 8: Labor market condition remains tight Fig 9: Real interest rate remains very accommodative
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Higher JGB yield and stronger yen likely in 2H

In the near-term, the BoJ's muted tone towards additional tightening and continued commitment to JGB purchases
will also dampen the sharp rise of JGB yield and JPY exchange rate. If the virfuous cycle between wages and prices
are indeed confirmed in the next few months, JGB yields could lift modestly as markets will likely increase expectations
of additional rate hikes. We expect the 10yr JGB yield will likely move towards 1% by the end of 2024F. Despite the
abolishment of YCC, we think the BoJ is unlikely fo tolerate a substantial yield move above 1% this year given financial
stability concerns, but the further rise of JGB yields are sfill likely in future years.

The market expectation of continued ulira-loose monetary policy, dollar strength, and large yen carry trade have all
contributed fo the weak dollar-yen exchange rate. After the 25% depreciation since 2022, JPY is now one of the most
undervalued currencies (Fig 10). The narrowing interest rate differentials between USD and JPY, a weaker dollar as the
Fed embarks on rate cuts in 2H as we expected, and some unwinding of yen carry trade (further below) could all
contribute to yen strengthening towards 140 this year, in our view.

Risk of carry trade unwinding and implications

Markets generally expect the BoJ's pace of policy normalization will be very gradual, keeping JPY as a popular funding
currency in a “higher for longer” world. While this is likely, the ultra-weak yen and large accumulated short-yen position
that has been left unhedged has also increased the risk of sharp repatriation flows should carry frades unwind.
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There are indicafions that the FX-unhedged outward investment by Japanese investors has been on the rise. Prior to
2022, the Japanese outward purchase of foreign bonds was consistent with positive FX-adjusted interest rate
differentials. The rapid yen depreciation against the dollar since 2022 has been accompanied by a higher yen forward
premium, pushing the FX hedged 10yr US Treasury yield into negative ferritory, significantly lower than 10yr JGB yields
(Fig 12). Japanese investors responded by cutting their US Treasury holdings initially. However, once the Fed's tightening
cycle came to an end in Q3 2023, Japanese investors started to increase their US Treasury holdings, suggesting that
yield pick-up on an unhedged basis has been the key motivation for Japanese investment during the year. The short
yen position is also near historical high (Fig 13).

As such, an unwinding of short yen positions, should upside surprises of domestic growth and inflation materialize or if
the BoJ indicates a more hawkish stance than markets currently expect, could be associated with significant portfolio
repatriation. Japan MOF data suggests that the overseas bond investment by Japanese investors is concentrated in
the US, EU and Asia (Fig 14). Japan is the largest foreign debt holder of the US, accounting for about 14% of foreign
investment in US freasuries and about 4% of outstanding US treasury bonds. We estimate that long-term overseas debt
purchases by Japanese investors ex-BOJ exceeded US$160b since 2023, an amount equivalent to about a quarter of
foreign investment into US Treasuries and about a 9% increase in US Treasuries during the period. Unwinding part of the
flows could add to liquidity pressure. In contrast, Japanese investment accounts for less than 2% of the Asian bond
market, and investment into Asian countries last year was more muted (Fig 14 & 15). We expect the unwinding of carry
frades to have low direct impact on the Asia markets.

Fig 10: JPY is the most undervalued among DM Fig 11: Elevated interest rate differential has supported
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Fig 12: 10-year JGB yield is more attractive compared Fig 13: Yen short positions have built up
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Fig 14: Japanese investors increased foreign bond holdings since mid-2023 amid a weakening Yen
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accepts no liability whatsoever for the actions of third parties in distributing this research report. If this document has been distributed
by electronic fransmission, such as e-mail, then such fransmission cannot be guaranteed to be secure or error-free as information
could be intercepted, corrupted, lost, destroyed, arrive late or incomplete, or contain viruses. CCBIS therefore does not accept
liability for any errors or omissions in the contents of this document, which may arise as a result of electronic transmission. The disclosures
contained in this document prepared by CCBIS shall be governed by and construed in accordance with the laws of Hong Kong.

Distribution in Singapore: The information/research herein is prepared by CCB International Securities Limited (“CCBIS”), a foreign
aoffiliate of CCB International (Singapore) Pte Ltd (“CCBISG”) (Co. Reg, No. 201531408W). CCBISG holds a capital markets services
licence from the Monetary Authority of Singapore for fund management, dealing in capital market products (specifically securities
and collective investment schemes) and providing custodial services, and is an Exempt Financial Adviser under the Financial Advisers
Act in respect of advising others by issuing or promulgating research analysis or research reports. CCBIS may distribute
information/research pursuant to an arrangement with CCBISG under Regulation 32C of the Financial Advisers Regulations. CCBIS is
licensed in Hong Kong to provide such information/research reports. Singapore recipients should contact CCBISG at +65-68071880
for matters arising from, or in connection with the information distributed.

Copyright 2024 CCBIS. The signs, logos and insignia used in this research report and the company name “CCB International Securities
Limited” are the registered and unregistered frademarks of CCB, CCBIH and/or CCBIS. All rights are hereby reserved. All material
presented in this document, unless indicated otherwise, is under copyright to CCBIS. This document or any portion hereof may not
be reproduced, sold or redistributed without the written consent of CCBIS.

CCB International Securities Limited
12/F, CCB Tower, 3 Connaught Road, Central, Hong Kong
Tel: (852) 3911 8000 / Fax: (852) 2537 0097s
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