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Flash Comment

Japan: Bank of Japan preview

m  With signs that the economy is stabilising and financial stress easing, we do not expect
BoJ to announce new quantitative easing measures in connection with the close of its
monetary meeting tomorrow.

m BoJs view of the economy is expected to be marginally more positive. However, a
substantial change in itsview of the economy is more likely to happen at the July meeting.

B We expect BoJ to start tightening in Q3 10. However, a ‘technical’ rate hike to improve
the functionality of the money market before Q3 10 cannot be completely ruled out.

Assessment

The Bank of Japan (BoJ) today starts its two-day monetary meeting. The bank is expected to
announce its decision at around 06:00 CET tomorrow morning. We expect BoJ to leave its
leading O/N target rate unchanged at 0.1%. Anything else will be a big surprise. All 23
economists surveyed by Bloomberg expect BoJto leave its leading interest rate unchanged.

In addition, we do not expect BoJ to announce any new non-conventional monetary easing
initiatives. At the moment, it appears that BoJ's recent initiatives including purchase of
commercial paper and short-term corporate bonds have worked as intended as both
commercial paper and corporate bond yields have declined substantially from their peaks in
early 2009 (see chart). We do not expect BoJ to step up its purchases further. While
government bond yields have increased recently in line with the global trend, the increase in
government bond yields in Japan so far has been modest compared with the US.

Finally there are signs that the economy has started to stabilise and in the past week there has
been some speculation that BoJ will upgrade its view of the economy further. At its previous
meeting in May, BoJ upgraded its view of the economy by saying that it believed that the
economy is ‘bottoming out’. We only expect BoJ to be marginally more positive about the
Japanese economy tomorrow. It is still too early for BoJ to make the big jump and say that the
economy is ‘expanding’. A major change in BoJs view of the economy is more likely to
happen at its next meeting on 14-15 July, when BoJ will provide new board member forecasts
for the Japanese economy.

With signs that financial stress is subsiding and the global economy stabilising, central bank
focus globally will increasingly turn to how to unwind the massive quantitative easing.
However, compared with other countries, this will be a minor issue in Japan as the size of
quantitative easing (measured by the increase in central bank’s assets) in Japan has been
modest compared with other countries (see chart).

Outlook

While we believe Japanese growth will outperform in H2 09, we do not expect BoJ to be
among the first major central banks to tighten monetary policy. The output gap remains
substantial and headline and core inflation will remain negative well into 2010. We currently
expect BoJ to start tightening monetary policy in Q3 10. That said, the discussion about ultra-
low-interest-rate policy and its dysfunctional impact on money markets has rekindled in recent
weeks in Japan. Hence, a ‘technical’ interest hike before Q3 10 to improve the functionality of
the money market cannot be completely ruled out.

One-year forward O/N call rate is currently trading at 0.13% (mid-price), suggesting the
markets see very little likelihood of a rate hike within the next year. 18-month forward O/N
cal istrading at 0.16%.

15June 2009

Expected outcome

DB Con Previous
O/N Target 0.1% 0.1% 0.1%
Treasury purch.* 1.8trn  na 1.8trn

*Target for monthly purchase of treasury bonds

Source: Bloomberg, Danske Bank
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Benchmark 10-year treasury bond yields
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CPlinflation will remain negative for most of 2009
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Disclosure

This report has been prepared by Danske Research, which is part of Danske Markets, a division of Danske Bank.
Danske Bank is under supervision by the Danish Financia Supervisory Authority. The author of this report is
Flemming J. Nielsen, Senior Analyst.

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high
quality research based on research objectivity and independence. These procedures are documented in the Danske
Bank Research Policy. Employees within the Danske Bank Research Departments have been instructed that any
request that might impair the objectivity and independence of research shall be referred to Research Management
and to the Compliance Officer. Danske Bank Research departments are organised independently from and do not
report to other Danske Bank business areas. Research analysts are remunerated in part based on the over-all
profitability of Danske Bank, which includes investment banking revenues, but do not receive bonuses or other
remuneration linked to specific corporate finance or dept capital transactions.

Danske Bank research reports are prepared in accordance with the Danish Society of Investment Professionals
Ethical rules and the Recommendations of the Danish Securities Dealers Association.

Financial models and/or methodology used in this report
Calculations and presentations in this report are based on standard econometric tools and methodology.
Documentation can be obtained from the above named authors upon request.

Risk warning
Major risks connected with recommendations or opinions in this report, including a sensitivity analysis of
relevant assumptions, are stated throughout the text.

First date of publication
Please see the front page of this research report.
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instrument. Whilst reasonable care has been taken to ensure that its contents are not untrue or misleading, no
representation is made as to its accuracy or completeness and no liability is accepted for any loss arising from
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