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January 17, 2023

FX Insight

Where Do We See The JPY
Heading To?

In December, the Bank of Japan (BOJ) gave us a surprise by deciding
to widen the YCC band from +/-0.25% to +/-0.50%. Almost
immediately, we saw the USDJPY make a sharp move downwards.
Since then, speculation remains rife about whether the BOJ is now
embarking on a tightening cycle. In this piece, we look to explain
our views regarding this and its impact on the JPY.

Are We Expecting a Shift in the Direction of the BOJ?

There are a whole host of complex factors that have to be
examined when determining whether the G7’s most dovish central
bank is about to make a shift in its policy path:

The inflation trajectory: Both headline and core CPI have been
picking up strongly in Japan in 2022 with the numbers having
exceeded the BOJ’s 2.00% target for much of the year. Whilst the
numbers on the outset look encouraging and there has been some
broadening in inflation, the majority of categories still fall below
the 2.00% level (see chart 1). Supply side pressures also appear to
predominantly drive inflation and such pressure is likely to diminish
with time. Meanwhile, there is no clear sign that demand factors
would contribute more given wage growth is not showing a pick-up
(see chart 2). Hence, from an economic perspective, there isn’t a
strong case for a BOJ pivot.

Side-effects of the YCC policy: There appears to be increasing
speculation about the sustainability of the YCC after the recent
Yomiuri report that the BOJ is looking to review the side-effects
of its easy monetary policy. As it stands, there are a number of
concerning side-effects.

The first is that the bond market is becoming increasingly illiquid
(see chart 3) and more so in January as the central bank continues
to aggressively buy the JGBs in order to keep the 10 y yield below
the cap. The cap has in fact been breached on multiple occasions
since Dec and this only serves to raise the question if the BOJ’s
actions is even able to meet its objectives. The BOJ’s continued
actions in effect is wiping out any outside appetite for the JGB 10

Y.

The other side-effect from the BOJ’s YCC policy is that it can risk
distorting the JGB yield curve. The risks are rising that the yield on
the longer tenures could end being much lower than maturities
shorter than it. A yield curve of this sort as we know would have
its impact on loans tied to the short term rates and also make long
term lending challenging.

Stance of new governor: The stance of the three front runner
candidates - Masayoshi Amamiya, Hiroshi Nakaso and Hirohide
Yamaguchi all differ to quite a degree. Current deputy governor
Amamiya is seen as more of the dove whilst former deputy
governor Nakaso is less of one. Meanwhile, former deputy governor
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Chart 1: Number of CPl Categories Above And Below Chart 2: Average Monthly Cash Earnings, % YoY
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Source: Bloomberg, Maybank FX Research & Strategy

Taking these factors together, the economics is not supportive of a
tightening but the bond market is coming under intense pressure as the
YCC turns the JGB 10 y market increasingly illiquid and risk distorting the
yield curve. Under such circumstances, it becomes challenging for the BOJ
to keep clinging on to YCC. We don’t believe though that they would just
abruptly abolish YCC given that it is highly uncertain how yields would
immediately behave. Instead, we see them taking a more incremental
approach to exit YCC to avoid any shocks from a quick move.

Hence, our expectation is that the BOJ may make incremental tweaks
to its policy in 2023 which could involve widening the YCC band by
another 25bps in both directions to +/- 75bps. We are cognizant that
bond market pressure may remain even after such a move but it is still a

form of relief and the pressure should reduce overtime as Fed rates peak
and UST yields fall.

Aside dealing with the YCC, we would like to note that the BOJ can also
consider an exit from the negative interest rate policy (NIRP). Whilst we
don’t rule this as an option, the economic conditions may make this a less
favourable option for now. As mentioned, further actions on the YCC is
likely to be driven by bond market functionality issues rather than
economic issues. The other actions they can look at undertaking include
changing the forward guidance for interest rates to be more data-
dependent of which there is a possibility this may be done. Raising the 10
y yield target is another action which could be considered this year too
but they are more likely to focus on adjusting the band.
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Chart 3: Bloomberg JGB Securities Liquidity Index Chart 4: USDJPY and UST5Y - JGB 5 Y Yield Spread
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Source: Bloomberg, Maybank FX Research & Strategy

So Where is the JPY Heading To?

In this section, we would be explaining how the USDJPY would perform
under various scenarios. These scenarios are status quo, widen the band
by another 25bps to +/-75bps and full abolishment of the YCC. We believe
there is usefulness in explaining the outcome in all three scenarios given
we can’t rule out any possible action by the BOJ. As mentioned in the
previous section though, widening the band by another 25bps to +/- 75bps
is our base case.

Status Quo (10% probability)

We see this as an unlikely scenario given the stress that the bond market
is already facing. Based on a Bloomberg survey that ran from 6 Jan to 11
Jan, 58% of respondents believed that the BOJ would change its main
policy settings this year. Regardless, we can’t rule out the possibility that
the BOJ may keep to status quo if they feel that the Dec move suffices and
continue to heavily focus on achieving their inflation objectives. In this
scenario, the BOJ would have to make clear that the Dec move is a one
and only. This could involve appointing a new dovish governor in addition
to jawboning that further actions would not be undertaken. This would
then take the speculative element off the JPY and keep the currency very
closely correlated to the UST - JGB rate differentials. At the same time,
this should also stabilize the JGB yield curve. A downward trend for the
pair though would still be intact throughout 2023 given our house views
that UST yields would end the year lower. Under such circumstances, the
USDJPY would likely trade at 136.00, 132.00, 128.00and 126.00 for 1Q 2023,
2Q 2023, 3Q 2023 and 4Q 2023.
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Widen the band by another 25bps to +/-75bps (60% probability - base
case)

This is our base case scenario as per our explanation in the previous section.

However, incremental adjustments such as this by the BOJ to the YCC
though isn’t likely to bring about a major downward shift to the USDJPY.
As a whole, as long as the BOJ chooses to continue to cap JGB 10 year
yields at a fixed level, appetite for the JPY would still heavily be
determined by the UST yields movements. However, at the same time, the
JPY could receive an additional boost from market speculation given that
the move could be perceived by investors as another step in the direction
of normalization. Taking all these factors into account, our forecast for
this scenario would therefore stand at 132.00, 128.00, 125.00 and 122.00
for 1Q 2023, 2Q 2023, 3Q 2023 and 4Q 2023.

Full Abolishment of The YCC (30% probability)

As mentioned, whilst we are not ruling it out, we think this scenario is
less likely to happen given the uncertainty in how JGB yields would behave
across the curve if the YCC was abruptly abolished. It is though also this
point that makes it extremely difficult to determine how the USDJPY
would perform in this scenario given it is hard to see where the fair value
for JGB yields would be at. However, one way to determine the fair values
would be to examine how prices behaved pre - Abenomics. This would be
a reasonable way to look at it given that the abolishment of YCC may get
interpreted by the market as a discrediting of Abenomics. By analysing this
period therefore, we estimate the fair value for the JGB 10Y yield to stand
at 1.37%, 1.28%, 1.20% and 1.15% for 1Q 2023, 2Q, 2023, 3Q 2023 and 4Q
2023. Consequently, we forecast the USDJPY to be at 110.00, 106.00,
103.00 and 101.00 for 1Q 2023, 2Q 2023, 3Q 2023 and 4Q 2023. We do warn
that this is a very hypothetical scenario and that estimations here are more
of a guideline.

Forecast Update:

Following an adjustment in our view in this piece, we are providing an
update to our USDJPY forecast.

Forecast 1Q 2023 2Q 2023 3Q 2023 4Q 2023
USDJPY 132 128 125 122
(135) (130) (125) (122)

Previous Forecasts in Parentheses

Overall, we suggest going short USDJPY for 2023 given our forecasts and
the high downside risk to the pair. At this point, the probability is more
skewed towards the BOJ undertaking further action rather than the Fed u-
turning on its downshift.

Jan 17, 2023
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Summary Table

Maybank

Scenario Likelihood (% | USDJPY Comments Bloomberg Survey 6 Jan - 11
probability in Forecast Jan:
brackets)
Status Quo | Unlikely (10%) | 1Q 2023: e BOJ to undertake | 58% believe the BOJ will change its
136.00 no further actions | main policy setting this year, 20%
and to signal very | believe they will do it in 2024
2Q 2023: clearly of this whilst 21% think it will happen
132.00 intention to beyond 2024
markets
3Q 2023:
128.00
4Q 2023:
126.00
Tweak to More Likely, 1Q 2023: e BOJ to undertake | 22 out of 147 responses think the
YCC - Widen | (60%) (Our Base | 132.00 another widening | BOJ would further widen the yield-
Band to +/- | Case Scenario) of the YCC band target range as its first additional
75bps 2Q 2023: by 25bps both action to adjust policy in the
128.00 directions future
e Market
3Q 2023: speculation to
125.00 boost JPY given
the move could
4Q 2023: be perceived by
122.00 investors as
another step
putting the
central bank on a
tightening path
Full Less Likely 1Q 2023: e Could be perceived | 37% believe it is very likely or
Abolishment | (30%) 110.00 as an exit our of likely that the BOJ would abruptly
of YCC Abenomics abandon YCC, 44% think it is
2Q 2023: ¢ Hypothetical unlikely or very unlikely and 19%
106.00 scenario and think it is hard to tell
estimations are
3Q 2023: only a guideline
103.00
4Q 2023:
101.00
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This report is for information purposes only and under no circumstances is it to be considered or intended as an offer to sell or a solicitation of an offer to
buy the securities or financial instruments referred to herein, or an offer or solicitation to any person to enter into any transaction or adopt any investment
strategy. Investors should note that income from such securities or financial instruments, if any, may fluctuate and that each security’s or financial
instrument’s price or value may rise or fall. Accordingly, investors may receive back less than originally invested. Past performance is not necessarily a
guide to future performance. This report is not intended to provide personal investment advice and does not take into account the specific investment
objectives, the financial situation and the particular needs of persons who may receive or read this report. Investors should therefore seek financial, legal
and other advice regarding the appropriateness of investing in any securities and/or financial instruments or the investment strategies discussed or
recommended in this report.

The information contained herein has been obtained from sources believed to be reliable but such sources have not been independently verified by
Malayan Banking Berhad and/or its affiliates and related corporations (collectively, “Maybank”) and consequently no representation is made as to the
accuracy or completeness of this report by Maybank and it should not be relied upon as such. Accordingly, no liability can be accepted for any direct,
indirect or consequential losses or damages that may arise from the use or reliance of this report. Maybank and its officers, directors, associates,
connected parties and/or employees may from time to time have positions or be materially interested in the securities and/or financial instruments referred
to herein and may further act as market maker or have assumed an underwriting commitment or deal with such securities and/or financial instruments
and may also perform or seek to perform investment banking, advisory and other services for or relating to those companies whose securities are
mentioned in this report. Any information or opinions or recommendations contained herein are subject to change at any time, without prior notice.

This report may contain forward looking statements which are often but not always identified by the use of words such as “anticipate”, “believe”, “estimate”,
“intend”, “plan”, “expect”, “forecast”, “predict” and “project” and statements that an event or result “may”, “will”, “can”, “should”, “could” or “might” occur or
be achieved and other similar expressions. Such forward looking statements are based on assumptions made and information currently available to us
and are subject to certain risks and uncertainties that could cause the actual results to differ materially from those expressed in any forward looking
statements. Readers are cautioned not to place undue relevance on these forward looking statements. Maybank expressly disclaims any obligation to
update or revise any such forward looking statements to reflect new information, events or circumstances after the date of this publication or to reflect the

occurrence of unanticipated events.

This report is prepared for the use of Maybank’s clients and may not be reproduced, altered in any way, transmitted to, copied or distributed to any other
party in whole or in part in any form or manner without the prior express written consent of Maybank. Maybank accepts no liability whatsoever for the
actions of third parties in this respect. This report is not directed to or intended for distribution to or use by any person or entity who is a citizen or resident
of or located in any locality, state, country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation.
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