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eTopic of the week

The Bank of Japan
at a turning point

The Bank of Japan surprised markets by
widening the fluctuation band of the 10-year
rate in December. This decision led investors
to anticipate an imminent tightening of
monetary policy, the BoJ being the only major
central bank to maintain a very
accommodating policy despite a marked
acceleration in inflation. What is it really ?

The BoJ surprised the markets

The Bank of Japan created a surprise, on December 20, by
deciding to widen the fluctuation band of the 10-year rate.
The target remains close to 0% and the rate can now vary
between [-0.50%; +0.50%)] versus [-0.25%; +0.25%]
previously. This decision resulted in a sharp rise in the 10-
year rate on December 20, +15 bp to close at 0.40%, the
largest since 2003. It then occasionally exceeded the 0.50%
threshold. Investors tested the ceiling, as the following chart
shows.
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These tensions forced the BoJ to intervene massively via
record purchases of sovereign bonds (JGB). These
interventions were colossal: the central bank bought 32.4
trillion yen in total, between December 20 and January 17,
which represents nearly 6% of GDP. These are clearly not
sustainable over time.
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This surprise announcement led investors to anticipate the
forthcoming normalization of monetary policy and the end of
the vyield curve control policy (YCC), implemented in
September 2016.

What’s the yield curve control policy?

This policy aims to keep long rates at a low level by setting
a target around 0% for the 10-year rate and setting up a
fluctuation band to control it. In September 2016, the BoJ did
not explicitly determine it but investors fixed it ex post
between [-0.10%; +0.10%]. At the same time, the BoJ's
intervention rate remains in negative territory at -0.10%, and
this since January 2016. The fluctuation band had previously
only been widened twice and at the margin: +/-0.10% in
2018 and +/-0.05% in 2021.

The BoJ remains firm and determined

At the January 17-18 meeting, the BoJ unanimously decided
to keep the YCC terms unchanged. The central bank has
been firm in its determination to maintain a very
accommodative monetary policy. It reiterated the fact that
the widening of the fluctuation band decided in December
aimed to improve the functioning of the market and to
strengthen its very accommodative monetary policy and in
no way signaled an upcoming normalization of the latter.

The central bank buys time

Although the BoJ did not modify the parameters of the YCC
in January, it did on the other hand strengthen and provide
more flexibility to its financing operations against collateral.
Loan maturity has been increased from a maximum of 2
years to a maximum of 10 years. The rate will also be flexible
and no longer set at 0% as previously. The BoJ can thus
determine the rate of the loans that it grants to commercial
banks in order to adjust the yield curve according to market
conditions. BoJ Governor Haruhiko Kuroda also indicated
that this rate could be negative if necessary, in order to
encourage commercial banks to borrow from the BoJ in
order to buy JGBs.

These measures have saved time for modifying or even
abandoning the YCC, as shown by the new tensions on the
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10-year rate. Haruhiko Kuroda's term as head of the BoJ
comes to an end on April 8 and a new governor will be
appointed by the government in February. While the BoJ is
expected to leave its monetary policy unchanged at the
March meeting, the markets anticipate a change at the April
meeting with the arrival of the new governor.

The BoJ has pledged to maintain its monetary policy of
quantitative and qualitative easing (QQE) and the YCC until
inflation returns to the 2% target in a sustainable way. Has
the objective been achieved?

Inflation accelerated sharply in 2022 to easily exceed 2%
and reach 4% in December 2022. Inflation excluding fresh
produce is also at 4%, a 41-year high, and inflation excluding
fresh produce and energy stands at 3%. At first glance, the
objective seems to have been achieved.

Japan : Inflation rate
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The problem is that this high inflation comes mainly from the
sharp rise in the price of imported goods. The latter
increased by nearly 50% over one year, between June and
September, to return in December to around 20% and
remain high.

This is due on the one hand to the sharp rise in the price of
energy, and in particular of oil, of which Japan imports a lot,
and to tensions in the production chains following the
reopening of the economies.

The sharp depreciation of the yen against other currencies
during 2022 also played a major role. The effective
exchange rate of the yen (weighted average of the exchange
rate of the yen against the currencies of the main trading
partners) reached its lowest level since 1998 in October. The
central bank intervened on an ad hoc basis. This sharp
depreciation resulted from the sharp divergence in monetary
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policies, the BoJ being the only major central bank to
maintain an ultra-accommodative policy while the others
quickly tightened their monetary policy to fight against
excessively high inflation. From the end of October, the yen
recovered, remaining at a low level, due to the moderation
in the pace of rate hikes by other central banks.
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This high inflation is therefore not due to domestic demand
but to a rise in production costs. It is not sustainable. In
February, households and businesses will benefit from new
measures to reduce the impact of rising energy prices. In
addition, inflation will moderate significantly due to strong
base effects. Energy prices, and oil in particular, will become
significantly lower than they were a year ago, reducing price
pressures. Finally, wages are only increasing moderately.

The BoJ thus forecasts a sharp slowdown in inflation over
the course of the year. Inflation excluding fresh products is
expected at 1.6% at the end of the 2023 fiscal year (in March
2024) and at 1.8% for inflation excluding fresh products and
energy. For fiscal year 2024, it is expected at 1.8% and 1.6%
respectively.

For inflation to stay on the 2% target for a long time, a
sustained increase in wages is necessary. It will be able to
permanently change household inflation expectations and
allow domestic demand to strengthen and thus lay the
foundations for a return of inflation to the target. According
to the BoJ, to sustainably achieve the 2% inflation target,
wages must increase by 3%.

While wages have firmed up since the Covid-19 crisis, their
rise is still moderate. Excluding special elements (including
bonuses), they increased by 1.8% in November over one
year. Real wages, on the other hand, contracted by 3.9%
due to high inflation.
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Japan : Annual change of nominal wage excluding bonus

Companies with 5 or more employees

January 1996 - November 2022

1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022
Sources : Datastream, Ostrum AM

To permanently stave off the risk of deflation, Prime Minister
Fumio Kishida has called on companies to increase wages
at a higher rate than inflation. Uniglo responded to the call
by announcing that it wanted to proceed with a 40%
increase, Canon is also considering a significant increase in
wages like other companies. Large exporting companies,
whose profits have largely benefited from the sharp
depreciation of the yen, are more inclined to heed the call of
the government.

On the other hand, this is not the case for most SMEs which
represent the bulk of the Japanese industrial fabric and are
therefore the only ones in a position to create a real boost
on wages. According to a recent survey by Daido Life
Insurance Co, quoted by the Japan Times, a third of SMEs
plans to increase wages and among them, the increase in
wages will be less than 3%. This will not be enough.

The spring wage negotiations between unions and
companies, called “shunto”, will be one of the key elements
to watch. While the increase in wages should be higher,
these negotiations mainly concern large companies and, as
we have seen, SMEs do not seem to be willing to make
significant increases.

As the conditions are not yet met for a lasting return of
inflation to around 2%, monetary policy must remain
accommodative. The intervention rate will therefore remain
at -0.1% and will only be raised when wages have firmed up
sufficiently. This will require clear communication from the
BoJ on its intentions and the conditions for raising rates, at
the risk, otherwise, of creating undue tensions. Market
expectations for a quick rate hike are excessive.

The fact that investors are continually testing the 10-year
rate ceiling, despite the new measures taken, argues for
more yield curve flexibility, and this will probably start in
April.

The BoJ could thus decide to widen the fluctuation band
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again. As the following graph shows, markets are
anticipating a much higher 10-year rate since the widening
of the fluctuation band. The 10-year swap rate is close to
0.80%, after peaking at 1% on January 13, before the BoJ
meeting.
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Another possibility is that the central bank targets shorter
maturities, such as the 5-year rate, in order to give flexibility
to the 10-year rate. The cap could still be tested by investors.

A third hypothesis lies in the abandonment of control of the
yield curve. Rates would thus become flexible again and the
BoJ would keep them at a low level by making massive
purchases of sovereign bonds, as it did before the
introduction of the YCC and like the Fed and the ECB just a
short time ago.

The next BoJ governor will have the daunting task of
normalizing monetary policy without generating excessive
market stress or a recession. After 10 years of ultra-
accommodative monetary policy, the yen will be the big
winner from the normalization of the BoJ's monetary policy.
It will also come as other central banks slow the pace of rate
hikes and are about to stop raising them.

Investors are starting to position themselves. Net
speculative short positions on the yen have been reduced
significantly since the end of December. The net positions of
asset managers even became longs from the January 17
week and this for the first time since May 2021.
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The rise in the yen should be all the more significant as the
currency turns out to be very undervalued expressed in
purchasing power parity (PPP).
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The prospect of higher rates should encourage Japanese
investors to repatriate part of their investments made
abroad. In this context, the risk turns out to be more marked
for the Treasuries market, with Japan being the United
States' leading creditor, ahead of China, with $1,082 billion
of Treasury securities held at the end of 2022. In Europe, the
France is the most exposed. We note that Japanese
investors became net sellers of foreign sovereign bonds
from April 2022, reaching a record amount in December
2022: -28,000 billion yen.

Net flows on foreign long-term sovereign bonds by japanese investors -
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The explanation lies in the sharp increase in the cost of
protecting returns for a Japanese investor following the
sharp depreciation of the yen against other currencies. Thus,
despite the sharp rise in bond rates in other countries, 10-
year hedged yields for a Japanese investor have become
negative in most major countries, with the notable exception
of Italy where the hedged yield still remains relatively
attractive.

This explains the outflow of Japanese capital from sovereign
bonds in most countries from the spring of 2022, despite
higher interest rates in the United States and the euro zone.
If the movement has started well, it should intensify in the
perspective of the normalization of the monetary policy of the
BoJ. This could generate pressure on the rates of the
countries concerned.

JGP-hedged yield of 10-year governement bonds
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The next BoJ governor will have the daunting task of
normalizing monetary policy after 10 years of ultra-
accommodative policy. This will initially take place through a
change in the yield curve control policy. This could take
place as early as April in order to give more flexibility to the
10-year rate by raising the fluctuation band surrounding it or
by abandoning it. The BoJ will then continue to normalize its
monetary policy when it is confident enough that wage
growth is consistent with the sustained return of inflation to
the 2% target. The yen will be the big favorite, as the BoJ is
the only major central bank that has yet to raise rates and it
is currently significantly undervalued.

Aline Goupil-Raguénes
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Market review

Central banks have lost control of the
markets, which are already playing the
pivot, real rates are collapsing to the benefit
of risky assets.

The central banks’ week was set to unfold as follows: a
dovish hike from the Fed, a more aggressive ECB and a BoE
raising rates in line with market expectations. In reality,
whatever the stance of the central bankers, the reaction of
the markets was the same: the hunt for shorts everywhere
was clearly open. The tightening announcement sparked a
plunge in real yields (breakeven inflation rates are almost
unchanged) and another sharp run-up in risky asset prices.
The Nasdaq, despite announcements of restructuring from
mega-cap stocks, is now up 16% in 2023. The Euro Stoxx
50 gains 11%. The T-note yield fell, dropping to recent lows
around 3.32% in the wake of Fed and ECB meetings before
a rapid turnaround to the 3.5% area following the release of
US non-farm payrolls and the service ISM. The Bund also
tumbled 20 bps briefly below the 2.10% threshold. Gilts
posted the best performance with a 30bp rally to around 3%.
Credit spreads, and high yield in particular, have tightened
markedly. The iTraxx Crossover thus broke its floor by 400
bps. The dollar is moving in a 1.5% wide range but without
a real trend until the employment release spark a dollar
bounce. The euro-dollar rate hit $1.10 as markets digest
central bank communications. The dollar-yen exchange rate
fell below 130 in, line with a stronger Chinese Renminbi
driven by improving business surveys.

The FOMC raised the Fed funds rate by 25 bps to 4.50-
4.75%. The rate hike, in line with market expectations, is
also consistent with the December projections. The plural
used to describe the next rate moves points to two similar
increases in March and May before a status quo until the
end of the year. However, the financial markets doubt the
determination of the Fed, which is taking comfort from the
incipient disinflation. Thus, Jerome Powell does not seem to
be concerned about the easing of financial conditions since
the start of the 4" quarter of 2022. However, rising equity
markets risk spurring demand and delaying the return to
price stability. The publication of US non-farm payrolls
(+517k in January, unemployment at 3.4%), which came in
much stronger than expected, eventually reversed the
bond/equity bullish backdrop. The employment cost index at
5.1%y remains objectively incompatible with inflation
sustainably at 2%.

The ECB raised interest rates by 50 bps and is projecting
another 50-bp hike in March bringing the deposit rate up to
3%. Christine Lagarde did not rule out continuing to raise
interest rates, but other policy instruments (QT, TLTRO
redemptions) will contribute to tighten monetary conditions
further. Core inflation is running at a 5.2% clip in January.
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The resilience of the euro area economy supported by public
transfers, the pricing power of companies and the impact of
China’s reopening on commodity prices represent
inflationary factors for the ECB to watch. The BoE seems to
have regained market confidence and is raising rates in line
with market expectations. The repo rate now stands at 4%
closing in on its terminal level. The Bank has turned more
confident about the disinflation process and has reduced the
magnitude of the expected recession. Persistent wage
pressures will be key to price stability.

The rise in financial markets in 2023 is quite impressive. The
most-shorted stocks are now the best performers. On the
day following the FOMC, the most-shorted stocks gained 7%
in New York trading. Unprecedented volumes of short-dated
equity options are fueling violent market reversals. The low
level of 1-month implied volatilities (VIX, V2X) is a paradox
as it reflects the lower perceived uncertainty on the terminal
policy rates. The US yield curve remains inverted (2-10
years at around -70 bps) and the downward adjustment in
long-term real bond yields is puzzling. Markets act as if
inflation has already disappeared. This decline in market
volatility (and in risk premia) offsets the contraction in
earnings for the S&P500 (-4% year-over-year after around
250 earnings releases).

The slightly positive growth in the euro area (+0.1% in 4Q
2022) validates the optimism glimpsed at the start of the
year, as do the new European investments responding to the
US Inflation Reduction Act. This may further encourage risk
taking...as long as the ECB does not see public spending as
a driver of inflation. Handouts will have to be reduced or risk
a tightening of monetary policy. Bond yields ignored the rise
in rates and fell back below 2.10% on the German 10-year.
The appetite for duration is only justifiable in the event of a
hard-landing recession or an immediate return to price
stability. Fed on the opium of “immaculate disinflation”, the
markets appear to have almost forgotten the strongly
negative carry on long-term bond yields. However, the
speed of the adjustment in 10-year yields caused 10s30s
spreads to widen in the United States and the euro area.

Spreads are tightening across all market segments. Euro
area sovereign spreads are narrowing, by as much as 20
bps in Greece (10-year bonds) over the past week. IG credit
spreads (144 bps vs. Bund) are 23 bps below their annual
close despite fund inflows slowing somewhat lately.
European high yield maintained its outperformance with
spreads down 15 bps over the week. The iTraxx crossover
index is trading 88 bps below the yearly close at 386 bps.

Axel Botte
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e Main market indicators
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be communicated to and/or directed at only financial services providers which hold a license from the Guernsey Financial Services
Commission; in Jersey: this material is intended to be communicated to and/or directed at professional investors only; in the Isle of
Man: this material is intended to be communicated to and/or directed at only financial services providers which hold a license from the
Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008.

In the DIFC: Provided in and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is
regulated by the DFSA. Related financial products or services are only available to persons who have sufficient financial experience
and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients or Market Counterparties as
defined by the DFSA. No other Person should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place,
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DIFC, PO Box 506752, Dubai, United Arab Emirates
In Japan: Provided by Natixis Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial
Bureau (kinsho) No. 425. Content of Business: The Company conducts discretionary asset management business and investment
advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi, Minato-ku, Tokyo.
In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment
Consulting Enterprise regulated by the Financial Supervisory Commission of the R.O.C. Registered address: 34F., No. 68, Sec. 5,
Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789 2788.
In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D) to distributors and
institutional investors for informational purposes only.

In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only.

In Australia: Provided by Natixis Investment Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended
for the general information of financial advisers and wholesale clients only .

In New Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute
financial advice. This is not a regulated offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available
to New Zealand investors who have certified that they meet the requirements in the FMCA for wholesale investors. Natixis Investment
Managers Australia Pty Limited is not a registered financial service provider in New Zealand.

In Latin America: Provided by Natixis Investment Managers S.A.

In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and supervised
by the Central Bank of Uruguay. Office: San Lucar 1491, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund
qualifies as a private placement pursuant to section 2 of Uruguayan law 18,627.

In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacién (Colombia) to professional clients for
informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are
rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than
100 specifically identified investors.

In Mexico Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary,
or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de Valores) and is not registered
with the Comisién Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or
investments referred to herein that require authorization or license are rendered exclusively outside of Mexico. While shares
of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public
offering of securities in Mexico, and therefore the accuracy of this information has not been confirmed by the CNBV. Natixis
Investment Managers is an entity organized under the laws of France and is not authorized by or registered with the CNBV
or any other Mexican authority. Any reference contained herein to “Investment Managers” is made to Natixis Investment
Managers and/or any of its investment management subsidiaries, which are also not authorized by or registered with the
CNBV or any other Mexican authority.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-
up of specialised investment management and distribution entities worldwide. The investment management subsidiaries of Natixis
Investment Managers conduct any regulated activities only in and from the jurisdictions in which they are licensed or authorized. Their
services and the products they manage are not available to all investors in all jurisdictions. It is the responsibility of each investment
service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the
relevant national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute
investment advice, or a recommendation or an offer to buy or to sell any security, or an offer of any regulated financial activity. Investors
should consider the investment objectives, risks and expenses of any investment carefully before investing. The analyses, opinions,
and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as of the date
indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that
developments will transpire as may be forecasted in this material. Past performance information presented is not indicative of future
performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party
sources, it does not guarantee the accuracy, adequacy, or completeness of such information. This material may not be distributed,
published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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