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Speculation has been rife for some time now about whether and when the
Bank of Japan (BoJ) would intervene to stabilize or even strengthen the
yen. With Takaichi’s dramatic proposed upheaval of Japanese fiscal policy
still being digested by the market ahead of the election due in February, the
past week has seen a notable move in the exchange rate, which this article
summarizes and puts into context.

The intervention question

Despite the dramaticrise inthe yen seen since 23 January, there is stillalevel
of uncertainty about whether or not any Japanese authorities intervened
to either instigate or support this movement.

On the 23rd, USD/JPY saw a sharp move toward dollar weakness and yen
strength, prompting market speculation about rate checks and possible FX
intervention. This remains unconfirmed, however, especially as both the BoJ
and the Japanese government have been very willing to directly intervene in
theFXmarketinthe past.Inthenearterm,wenowexpectthattheyen’songoing
depreciation trend will pause, although we do not expect this to fully reverse.

The major open question is now precisely what trajectory fiscal policy
will proceed along following the election, and whether the government
that results from this will be able to truly earn the market’s confidence.

A week is a long time in the FX market

January 23 saw the start of a trend for the yen to strengthen, notably
against the dollar. USD/JPY was trading in the low 159s around the time
BoJ Governor Kazuo Ueda’s press conference ended at around 4:30 p.m.
Japan time that day, but over the following period of just under 10 minutes
it rapidly moved about ¥2 in the direction of dollar weakness and yen
strength, even falling to the low 157s. The pace of this movement shocked
many observers, and in response, speculation emerged in the market that
the Bod may have conducted a “rate check.”
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Later, around 11:30 a.m. U.S. Eastern Time on January 23 (1:30
a.m. Japan time on the 24th), reports spread frantically in the
market that the New York Fed may also be conducting a rate
check. This, in turn, triggered intensified dollar selling and yen
buying, and USD/JPY at one point strengthened to the high 155s.

In light of these dramatic moves, some market participants have
suggested that dollar-selling/yen-buying FX intervention by
the government and the BoJ may have taken place, although,
enigmatically, this has been neither confirmed nor denied.

Today (January 29), at the time of writing, the yen sits at around
153, having given back a bit of this surge but potentially having
settled at a markedly higher rate than before this sequence of
events kicked off.

What might an intervention look like?

As shownin Figure 1 below, the general flow of fundsin dollar-selling/
yen-buying FX intervention is as follows.

U.S. dollar funds are transferred from the Ministry of Finance’s
Foreign Exchange Fund Special Account (FEFSA), which
provides the funding for FX interventions carried out by the central
authorities, to a U.S. dollar—denominated account at a domestic
bank, and then onwards from there to a U.S. dollar—denominated
account at a foreign bank.

Meanwhile, yen funds are transferred from a yen-denominated
account at a foreign bank to a yen-denominated account at a
domestic bank, and then to the FEFSA. If this series of transactions
is executed at scale and in a compressed timeframe, the exchange
rate tends to move toward dollar weakness and yen strength.

However, this is, of course, far from an exact science, and the vast
array of other transactions taking place in the market will also have
their say on which way the rate leans.

Figure 1: Settlement of Funds for USD-selling/Yen-buying FX Intervention

Foreign Exchange Fund Special Account (FEFSA)

Dollar-selling Yen-buying

A Yen-denominated Account at a
Domestic Bank

A U.S. Dollar-denominated Account
at a Domestic Bank

Dollar-selling Yen-buying

A U.S. Dollar-denominated Account A Yen-denominated Account at a
at a Foreign Bank Foreign Bank

Note: The generally assumed flow of fund settlement.

Source: Prepared by Sumitomo Mitsui DS Asset
Management based on various materials.
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With respect to settlement of the yen leg of this trade, BoJ
current account balances decline at the point when yen funds
are transferred from a domestic bank’s yen account to the
FEFSA. Because settlement takes place two business days
after the intervention is conducted, if FX intervention had been
carried out on or after January 23, it would appear as a change
in the “Treasury and other factors” item in the BoJ’s “Factors
Affecting Changes in Current Account Balances at the BoJ and
Monetary Control” at some point. This is where BoJ watchers will
be placing all of their attention in the weeks and months ahead
if the yen continues to rally as it has recently.

Likely scenarios looking ahead

If we consider the possibility of FX intervention based on
remarks by senior Ministry of Finance officials, the situation can
be summarized as shown in Figure 2 below. If the yen’s sharp
rise this time was driven by a rate check, the likelihood of FX
intervention going forward would be high; if it was driven by
actual FX intervention, the likelihood is high that intervention
will continue intermittently. In addition, as the market has also
been speculating that the Japanese and U.S. authorities acted
in concert, moves toward yen depreciation are likely to be
restrained for the time being.

Because FX intervention is intended to curb sharp exchange-rate
fluctuations and promote stability, in the current situation it can be
viewed as effective if it halts excessive yen depreciation and the
market stabilizes. That said, the impact of FX intervention often
proves temporary, and for the pullback in depreciation pressure to
be sustained, we believe it will be necessary for the government’s
fiscal policy to gain the market’'s confidence and for the BoJ to
conduct monetary policy appropriately.

Figure 2:
Likelihood of FX intervention as suggested by remarks from key officials

<A phase of closely monitoring market developments>

" Rapid/excessive volatility is undesirable.”, ” We are monitoring
developments with a heightened sense of urgency.”, etc.

-The Ministry of Finance, the Financial Services Agency, and the Bank of
Japan held a trilateral meeting.

<A phase of stepping up vigilance>
Likelihood
of FX - We are watching the situation closely with a high level of alertness.”,
RGN Il “We will respond appropriately without ruling out any options.”, etc.
-" If there are excessive fluctuations driven by speculation or the like, we
will take decisive action.”, etc.

<A phase where FX intervention is coming into focus>
-Hinting at possible intervention in their remarks; “We are always ready to

act.”, “We cannot tolerate abrupt moves.”, etc.
-The BOJ conducted a rate check.

Source: Prepared by Sumitomo Mitsui DS Asset Management.
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General disclosure:
The material is intended for professional and institutional investors only.

This material is intended for information purposes only without regard to any particular user’s investment
objectives or financial situation and should not be construed as an offer, solicitation, recommendation, or
advice to buy or sell securities or pursue any investment strategy in any jurisdiction. Any examples used,
charts, and graphs are generic, hypothetical, and for illustration purposes only. Any forecasts, figures,
opinions, or investment techniques and strategies contained are for information purposes only, and are
based on certain assumptions and current market conditions that are subject to change without prior no-
tice. This material does not contain sufficient information to support an investment decision and it should
not be relied upon by you in evaluating the merits of investing in any securities or products. Nothing in
this material constitutes accounting, legal, regulatory, tax or other advice.

No representation or warranty is made as to the accuracy, completeness, fairness or timeliness of the
statements or any information contained herein. This material is not legally binding and no party shall
have any right of action against Sumitomo Mitsui DS Asset Management (UK) Limited, including our affil-
iates, in relation to the accuracy or completeness of the information contained in it or any other written or
oral information made available in connection with it. The views expressed are those of the author at the
time of the writing. The material is correct to the best of our knowledge at the date of issue and subject
to change without notice.

The intellectual property and all rights of the benchmarks/indices belong to the publisher and the author-
ised entities and individuals. All right, title, and interest in this material and any information contained
herein are the exclusive property of Sumitomo Mitsui DS Asset Management (UK) Limited, except as
otherwise stated.

This material is issued by Sumitomo Mitsui DS Asset Management (UK) Limited. Registered in England
and Wales. Registered office: 100 Liverpool Street, London, EC2M 2AT, United Kingdom; registered
number 01660184. Authorised and regulated by the Financial Conduct Authority.

This material and the information contained may not be copied, redistributed, or reproduced in whole or
in part without the prior written approval of Sumitomo Mitsui DS Asset Management (UK) Limited.

Risk warning: Investment involves risk, including possible loss of the principal amount
invested, and the value of your investment may rise or fall. Past performance is not a reliable
indicator of future performance and may not be repeated. An investment’s value and the income
deriving from it may fall, as well as rise, due to market fluctuations. Investors may not get back
the amount originally invested.



