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Resear ch on trendsin the Japanese gover nment bond mar ket

Summary

1. This research explores trends in the Japanese government bond market under the issue
of large volumes of Japanese government bonds, analyzes and consolidates the
problems of liquidity and the market system for government bonds, measures to
increase liquidity in the market and future challenges.

2. The recent trends in the Japanese government bond market are:

(@ Government bonds account for a high proportion of all public and corporate bonds
in terms of outstanding amount, issue amount and trading amount. Japanese
government bond account for some 90% of trading amount, which is an extremely
high proportion.

(b) In terms of the ratio of issue maturities for Japanese government bonds, the
proportion of outstanding amount and issue amount occupied by long-term interest-
bearing government bonds, which make up the core, is decreasing, and the
proportion of trading amount is basicaly flat. By contrast, the proportion of
outstanding amount, issue amount and trading amount occupied by medium-term
interest-bearing government bonds is increasing.

3. Regarding Japanese government bond holdings by each sector:
(& Financia institutions hold nearly 90% of government bonds.

(b) On atime series basis, there has been a marked increase in the proportion held by
insurance companies and pension funds.

() The institutions with a high level of contribution to the increase in government
bond holdings are depositary corporations, insurance and pension funds, other
financial intermediaries and central banks.

(d) The holding ratio of government bonds at domestically licensed banks and private
life insurance companies has increased in recent years as a percentage of all
financial assets.




4. In the trading of all public and corporate bonds, which concerns largely government
bonds:

(@) Bond dealers are the primary traders, but their share has decreased on a time series
basis, with that of city banks increasing.

(b) The recent general trend is that city banks and bond dedlers are sellers while trust
banks, agriculture/forestry-related financial ingtitutions, life/non-life insurance
companies, investment trusts and overseas investors are buyers.

5. With regard to the trading turnover ratio for Japanese government bonds:
(@ Thetrading turnover ratio has generally declined on atime-series basis.

(b) Bond categories with a high trading turnover ratio include short-term discount
government bonds, long-term interest-bearing government bonds and medium-term
interest-bearing government bonds, in that order.

6. The results of Bank for International Settlements (BIS) studies show that, compared to
the leading European countries and the United States:

(@ The degree of market liquidity in Japanese government market is low because the
trading turnover ratio islow and the bid-ask spread islarge.

(b) The development of Japan's government bond market is lagging behind
significantly in respect of the characteristics of government bonds as investment
instruments, issue methods, tax system, and settlement.

7. Japan is approaching an era of large volume bond issue, and has implemented reforms
to the government bond market system in recent years. This includes reform of the bid
system, tax system amendments, diversification of maturities of government bonds,
creation of benchmark issues for government bonds, adoption of Real Time Gross
Settlement (RTGS) for settlement of government bonds, implementation of the
reopening of government bond issues and a review of the syndicate underwriting
system.

8. "Proposals to increase liquidity in the secondary market" (Item 14) have been presented
by the Meeting on the Japanese Government Bond Market, a forum for dialogue among
government bond issuing authorities, market insiders and experts that has been held
since September 2000 and is promoting systemic reform of the government bond
market.




9. Japan's government bond market is lagging behind significantly compared to marketsin
other developed countries. Upon a further detailing of proposals, there is anticipation of
efforts aimed at rapid implementation from the perspectives of improving the
characteristics of government bonds as investment instruments and improving the
infrastructure. In addition, substantial hopes are resting on reform measures to be
promoted by market participants as well as the Ministry of Finance and the Bank of
Japan, including electronic dealing in government bonds.
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