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The Bank of Japan (BoJ) forged the path to YCC as a policy tool back in 2016 and participated in this
methodology to circumvent significant rate declines. After moving policy rates into negative territory in
January 2016, the Japanese government bond (JGBSs) yield curve exhibited a downward shift across
the full curve with 10-year JGBs offering -0.12% and 30-year JGBs offering 0.32% on June 2016. This
eventually led to the BoJ introducing YCC as a policy tool incorporating a 0% target yield for 10-year
government bonds and -0.1% in the short end of the yield curve.

As a policy tool, YCC helped lower the yields at which corporates could borrow given that JGB yields were
esstentially anchored at lower levels. While the BoJ has somewhat managed to apply YCC to meet its
target, the size of the Japanese government bond market is significantly smaller than the size of the U.S.
Treasury market making YCC a more challenging tool for the Fed to undertake over an extended period
of time.

Anchoring government bond yields to lower yield levels could lead investors to seek higher yield elsewhere.
There is a risk and reward trade off in fixed income whereby higher yields compensate investors for the
greater risks associated with a given investment. Therefore, one of the unintended consequences of YCC,
or other policy tools aimed at keeping government bond yields lower, could be that investors may allocate
a larger portion of their portfolios to riskier assets in order to meet certain return targets.

Higher demand for credit risk has in the past resulted in credit spreads moving lower and corporations
being able to borrow in the primary markets at lower rates. In 2019, investors demonstrated strong demand
for corporate bond exposures driving the credit spreads for investment grade bonds and high yield bonds
lower which lead to both asset classes providing double digit total returns3.

One of the key consequences that the Fed will likely consider as it navigates discussions around YCC, is
that a cap on yields will impact the valuable information that investors obtain from a free trading bond
market. There has already been strong criticism from investors on the impact that quantitative easing has
had on government bond yields and the shape of the yield curve. While other policy tools currently in use
do influence government bond yields, the bond market is still able to function in a manner that allows the
Fed and investors to obtain useful information about financial conditions. Therefore, any new policy tool
introduced by the Fed will likely at least consider ways to maintain that independence.
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Given the already utilised forward guidance tool, the need to use front-end YCC is very much a topic of
debate. While the debate amongst FOMC members is still on the cards, the tone seems to be leaning
towards the possibility that YCC may not be the most desirable policy tool in the near term.

Data obtained from Bloomberg unless otherwise stated.
1 Meeting took place on 10 June 2020.

2 Source: Federal Reserve Gov website: https://www.federalreserve.gov/newsevents/pressreleases/mon-
etary20200701a.htm

3 Using the iBoxx USD liquid investment grade index and the iBoxx USD liquid US high yield index as a
reference for the asset class.
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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