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What is yield curve control (YCC)? While the Federal Reserve has studied it closely — although
appears to have lost any enthusiasm recently - this is a good time to ask what this policy tool
Is, and what its strengths and weaknesses might be. In this issue of Infocus, Stefan Gerlach

looks at these and related questions.

What is YCC?

YCC is a policy through which the central bank seeks to
influence the shape of the yield curve by promising to buy
longer-term securities at preannounced prices/yields. For
instance, it may announce that it will buy bonds with a
maturity of 10 years so that the yield to maturity does not
rise above some ceiling, such as 0% or 0.25%. Alternatively, it
could introduce yield targets, such as promising to keep 10-
year yields close to 0% or 0.25%.

What central banks have used YCC?

The Bank of Japan has employed YCC since 2016 and the
Reserve Bank of Australia adopted it earlier this year. The
Federal Reserve sought to prevent long bonds yields from
rising above 2.5% between 1942 and 1951. (See the Appendix
for more information.)

Why is there a need for YCC?

Historically, central banks cut interest rates to stimulate the
economy. But with short term interest rates now so close to
zero, central banks cannot cut the standard policy rate by
enough to be sure that long interest rates fall sufficiently

to stimulate the economy. (Of course, they could cut short
rates below zero, but there seems to be increasing scepticism
about negative interest rates among central banks.) YCC
offers a way for central banks to influence long interest rates
directly as a complement to traditional monetary policy.

What is required for YCC to work well?

Itis crucial that the public believes that the central bank

is fully committed to carry out its promises, that is, to buy
bonds, potentially to an unlimited extent, if interest rates
start to rise above the promised ceiling. If its commitment is
credible, the central bank may be able to control long interest
rates without buying any bonds - its promise to do so is all
that is needed.

How does that work?

The reason YCC allows a central bank to control bond yields
without purchasing bonds is that credibility engenders
stabilising expectations. To see this, suppose that the bond
yield rises to just below the announced ceiling. If the central
bank is credible, it will not allow the yield to rise much

further; the yield will either remain at about that level or
decline Market participants thus expect the yield to fall and
buy the bond to benefit from the expected capital gain. This
is what prevents the interest rate from reaching the ceiling in
the first instance and what obviates the need for the central
bank to purchase the bond.

In practice, of course, a central bank is never perfectly credible
and will have to remind the market from time-to-time of

its commitment by buying bonds even if the interest rate
ceiling has not been reached. But if the central bank is highly
credible, it may need to do so only rarely. Thus, YCC allows a
credible central bank to reduce the amount of bond purchases
it has to conduct to prevent bond yields from rising.

What problems might arise?

One problem that might arise is that the central bank’s
credibility evaporates. To return to the earlier case, suppose
that the relevant bond yield is just below the ceiling
announced by the central bank and that bond holders for
some reason start to doubt that the central bank will buy
bonds if the yield continues to rise. Market participants will
then no longer expect a capital gain if they buy the bond and
will therefore be less inclined to hold it.

The demand for the bond and its price will therefore fall,
leading to a rise in its yield. While the central bank can wait
to purchase bonds until the yield has risen to the ceiling, in
practice it will step in to buy the bond before the limit has
been reached. In brief, poor credibility can force the central
bank to engage in potentially very large bond purchases.

A similar problem arises if the economy recovers strongly
and the central bank decides to abandon YCC. Without the
existence of stabilising expectations, bond yields will rise
and bond holders will experience a capital loss. With a large
amount of government bonds being held by the financial
system, such losses may trigger risks to the solvency and
stability of financial intermediaries.

Given these problems, market participants may expect the
central bank to abandon the policy “early”, that is, before

' But not rise further since the central bank will then step in to prevent that from happening.
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doing so will lead to such large capital losses among bond
holders as to raise financial stability risk. But that means that
the policy will lack credibility from the outset.

To limit this problem, the central bank may prefer to focus
on bonds of short to intermediate maturity, say one to

three years. It could for instance commit to maintaining a
ceiling on the yields on two-year bonds that mature before a
specific date, say 1January 2022. This would let longer bond

APPENDIX

yields move freely in response to investors’ expectations of
the future path of monetary policy, at the potential cost of
reducing the stimulatory effect of YCC.

How does YCC differ from QE?

Under QE, the central bank decides how many bonds it will buy
and lets the yield be determined by market forces. Under YCC,
it sets a ceiling or target for the yield and market dynamics
decide how many bonds it has to buy to reach that target.

Experiences with YCC

The Bank of Japan introduced YCC in 2016 and the Reserve Bank of Australia in 2020. The Federal Reserve also sought to control

US long bond yields between 1942 and 1951.

Bank of Japan

The Bank of Japan expanded its set of monetary policy
tools by adopting YCC in September 2016.2 At that time,

it reaffirmed that asset purchases would continue until
inflation had risen above 2% but also set a target for
10-year JGB yields of “around” 0%. Apparently, market
participants interpreted this as a band of +0.1%. The
band was widened to +0.2% in June 2018. As Figure 1
shows, the Bank of Japan has been successful in keeping
long bond yields close to zero and has managed to do so
while reducing bond purchases.

The Reserve Bank of Australia

The RBA introduced YCC in March 2020 as part of a
package of policy measures that were designed to
prevent long-term yields from rising.> Thus, the RBA
cut the cash rate target to 0.25%, stated that it would
not raise interest rates “until progress is being made
towards full employment and it is confident that inflation
will be sustainably within the 2-3 per cent target band,”
and introduced “a target for three-year Australian
Government bonds of around 0.25%."” Three-year yields
have stayed very close to the target since then.
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? See Japan's Experience with Yield Curve Control, by Matthew Higgins and Thomas Klitgaard at
https://libertystreeteconomics.newyorkfed.org/2020/06/japans-experience-with-yield-curve-control.html

3 See Statement by Philip Lowe, Monetary policy issues, 19 March 2020 at
https:/ /www.rba.gov.au/media-releases/2020/mr-20-08.html
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Appendix (cont)

3. T-bill and long bond yields in the US
The Federal Reserve

Much attention has recently focused on the Fed'’s ]
attempt to target the yield curve between 1942 and 1951.4 >
However, the objective of that policy was to allow the US 909
Treasury to finance wartime spending at a low interest 25+
rate and not to provide macroeconomic stimulus. % 2.0
1.5
Thus, in March 1942, the Fed and the US Treasury 104
agreed to introduce a ceiling on long-term Treasury 05
yields of 2.5% and set a 3/8% interest rate on short- L~
term T-bills. The 2.5% target was apparently not R A S S S S e R e S S A
announced, implying that the expectations based —— T-bill yield Long-bond yield
stabilizing mechanism discussed above was not Source: Federal Reserve Bank of St. Louis (FRED). Data as at 7 September 2020,

necessarily effective.

While interest rates were kept at the agreed levels until
the end of the war, as inflation started to rise in 1947
the Fed and the Treasury agreed to raise the T-bill rate.
As Figure 3 shows, the T-bill rate started an upward
trend that only ended in 1953. With short term rates
rising, market participants deemed the 2.5% yield on
long bonds as too low, forcing the Fed to purchase large
quantities of bonds to enforce the ceiling.

The 2.5% ceiling on long yields was abandoned in March
1951 as rising inflation pressures associated with the
outbreak of the Korean war made it clear that the ceiling
on bond yields prevented the Fed from achieving its
mandate.®

While proponents of YCC may argue that the 1942-51
episode of interest rate pegging in the US demonstrates
that fixing yields at too low a level does generate
inflation, the US economy experienced huge fluctuations
in government spending resulting from the start and end
of World War 2 and the start of the Korean War. As the
yield curve control in this period is best seen as a fiscal
tool to facilitate the financing of the quickly growing
public debt, the episode may contain few lessons about
the effectiveness of YCC relevant to the modern era.®

=

For an excellent discussion of this episode, see Targeting the Yield Curve: The Experience of the Federal Reserve, 1942-51, by Radha Chaurushiya and Ken
Kuttner at https://www.federalreserve.gov/monetarypolicy/files/FOMC20030618memo01.pdf

5 Thus, inflation rose from -3.0% in August 1949 to a peak of 9.5% in February 1951.

® That said, quickly rising public debts as a consequence of the Covid-19 slowdown may raise the attractiveness of YCC to some policymakers.
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Important Information

The value of investments and the income derived from them
can fall as well as rise, and past performance is no indicator
of future performance. Investment products may be subject
to investment risks involving, but not limited to, possible loss
of all or part of the principal invested.

This document does not constitute and shall not be construed as a prospectus,
advertisement, public offering or placement of, nor a recommendation to buy,

sell, hold or solicit, any investment, security, other financial instrument or other
product or service. It is not intended to be a final representation of the terms and
conditions of any investment, security, other financial instrument or other product
or service. This document is for general information only and is not intended as
investment advice or any other specific recommendation as to any particular
course of action or inaction. The information in this document does not take into
account the specific investment objectives, financial situation or particular needs
of the recipient. You should seek your own professional advice suitable to your
particular circumstances prior to making any investment or if you are in doubt as to
the information in this document.

Although information in this document has been obtained from sources believed
to be reliable, no member of the EFG group represents or warrants its accuracy, and
such information may be incomplete or condensed. Any opinions in this document
are subject to change without notice. This document may contain personal opin-
ions which do not necessarily reflect the position of any member of the EFG group.
To the fullest extent permissible by law, no member of the EFG group shall be re-
sponsible for the consequences of any errors or omissions herein, or reliance upon
any opinion or statement contained herein, and each member of the EFG group
expressly disclaims any liability, including (without limitation) liability for incidental
or consequential damages, arising from the same or resulting from any action or
inaction on the part of the recipient in reliance on this document.

The availability of this document in any jurisdiction or country may be contrary to
local law or regulation and persons who come into possession of this document
should inform themselves of and observe any restrictions. This document may not
be reproduced, disclosed or distributed (in whole or in part) to any other person
without prior written permission from an authorised member of the EFG group.
This document has been produced by EFG Asset Management (UK) Limited for

use by the EFG group and the worldwide subsidiaries and affiliates within the EFG
group. EFG Asset Management (UK) Limited is authorised and regulated by the UK
Financial Conduct Authority, registered no. 7389746. Registered address: EFG Asset
Management (UK) Limited, Leconfield House, Curzon Street, London W1J 5/B, United
Kingdom, telephone +44 (0)20 7491 9111.

If you have received this document from any affiliate or branch referred to below,
please note the following:

Bahamas: EFG Bank & Trust (Bahamas) Ltd. is licensed by the Securities Commission

of The Bahamas pursuant to the Securities Industry Act, 2011 and Securities Industry
Regulations, 2012 and is authorised to conduct securities business in and from The
Bahamas including dealing in securities, arranging deals in securities, managing securities
and advising on securities. EFG Bank & Trust (Bahamas) Ltd. is also licensed by the Central
Bank of The Bahamas pursuant to the Banks and Trust Companies Regulation Act, 2000 as
a Bank and Trust company.

Bahrain: EFG AG Bahrain Branch is regulated by the Central Bank of Bahrain with registered
office at Bahrain Financial Harbour, West Tower - 14th Floor, Kingdom of Bahrain.
Bermuda: EFG Wealth Management (Bermuda) Ltd. is an exempted company incorporated
in Bermuda with limited liability. Registered address: Thistle House, 2nd Floor, 4 Burnaby
Street, Hamilton HM 11, Bermuda.

Cayman Islands: EFG Bank is licensed by the Cayman Islands Monetary Authority for

the conduct of banking business pursuant to the Banks and Trust Companies Law of

the Cayman Islands. EFG Wealth Management (Cayman) Ltd. is licensed by the Cayman
Islands Monetary Authority for the conduct of trust business pursuant to the Banks and
Trust Companies Law of the Cayman Islands, and for the conduct of securities investment
business pursuant to the Securities Investment Business Law of the Cayman Islands.
Chile: EFG Corredores de Bolsa SpA is licensed by the Superintendencia de Valores y
Seguros (“SVS”, Chilean securities regulator) as a stock broker authorised to conduct
securities brokerage transactions in Chile and ancillary regulated activities including
discretionary securities portfolio management, arranging deals in securities and
investment advice. Registration No: 215. Registered address: Avenida Isidora Goyenechea
2800 Of. 2901, Las Condes, Santiago.

Dubai: EFG (Middle East) Limited is regulated by the Dubai Financial Services Authority
with a registered address of level 15, Gate Building, Dubai International Financial Centre,
Dubai, UAE.

Guernsey: EFG Private Bank (Channel Islands) Limited is licensed by the Guernsey
Financial Services Commission.

r

Hong Kong: EFG Bank AG is authorised as a licensed bank by the Hong Kong Monetary
Authority pursuant to the Banking Ordinance (Cap. 155, Laws of Hong Kong) and is
authorised to carry out Type 1 (dealing in securities), Type & (advising on securities) and
Type 9 (asset management) regulated activity in Hong Kong.

Jersey: EFG Wealth Solutions (Jersey) Limited is regulated by the Jersey Financial Services
Commission in the conduct of investment business under the Financial Services (Jersey)
Law 1998.

Liechtenstein: EFG Bank von Ernst AG is regulated by the Financial Market Authority
Liechtenstein, Landstrasse 109, PO. Box 279, 9490 Vaduz, Liechtenstein.

Luxembourg: EFG Bank (Luxembourg) SA. is listed on the official list of banks established
in Luxembourg in accordance with the Luxembourg law of 5 April 1993 on the financial
sector (as amended) (the “Law of 1993"), held by the Luxembourg supervisory authority
(Commission de Surveillance du Secteur Financier), as a public limited company under
Luxembourg law (société anonyme) authorised to carry on its activities pursuant to
Article 2 of the Law of 1993. Luxembourg residents should exclusively contact EFG Bank
(Luxembourg) SA, 56 Grand Rue, Luxembourg 2013 Luxembourg, telephone +352 264541,
for any information regarding the services of EFG Bank (Luxembourg) SA.

Monaco: EFG Bank (Monaco) SAM is a Monegasque Public Limited Company with a
company registration no. 90 S 02647 (Registre du Commerce et de lIndustrie de la
Principauté de Monaco). EFG Bank (Monaco) SAM is a bank with financial activities
authorised and regulated by the French Prudential Supervision and Resolution Authority
and by the Monegasque Commission for the Control of Financial Activities. Registered
address: EFG Bank (Monaco) SAM, Villa les Aigles, 15, avenue d'Ostende - BP 37 — 98001
Monaco (Principauté de Monaco), telephone: +377 93 15 11 11. The recipient of this
document is perfectly fluent in English and waives the possibility to obtain a French
version of this publication.

People’s Republic of China (“PRC"): EFG Bank AG Shanghai Representative Office is
approved by China Banking Regulatory Commission and registered with the Shanghai
Administration for Industry and Commerce in accordance with the Regulations of the
People’s Republic of China for the Administration of Foreign-invested Banks and the
related implementing rules. Registration No: 310000500424509. Registered address: Room
65T10, 65 F, Shanghai World Financial Center, No. 100, Century Avenue, Pudong New Area,
Shanghai. The business scope of EFG Bank AG Shanghai Representative Office is limited to
non-profit making activities only including liaison, market research and consultancy.
Portugal: The Portugal branch of EFG Bank (Luxembourg) SA. is registered with the
Portuguese Securities Market Commission under registration number 393 and with the
Bank of Portugal under registration number 280. Taxpayer and commercial registration
number: 980649439. Registered address: Av. da Liberdade, No 131, 60 Dto - 1250-140 Lisbon,
Portugal.

Singapore: The Singapore branch of EFG Bank AG (UEN No. TO3FC6371)) is licensed by the
Monetary Authority of Singapore as a wholesale bank to conduct banking business and is
an Exempt Financial Adviser as defined in the Financial Advisers Act and Exempt Capital
Markets Services Licensee as defined in the Securities and Futures Act.

Switzerland: EFG Bank AG, Zurich, including its Geneva and Lugano branches, is authorised
and regulated by the Swiss Financial Market Supervisory Authority (FINMA). Registered
address: EFG Bank AG, Bleicherweg 8, 8001 Zurich, Switzerland. Swiss Branches: EFG Bank
SA, 24 quai du Seujet, 1211 Geneva 2 and EFG Bank SA, Via Magatti 2 6900 Lugano.

United Kingdom: EFG Private Bank Limited is authorised by the Prudential Regulation
Authority and regulated by the Financial Conduct Authority and the Prudential Regulation
Authority, registered no. 144036. EFG Private Bank Limited is a member of the London
Stock Exchange. Registered company no. 2321802. Registered address: EFG Private Bank
Limited, Leconfield House, Curzon Street, London W1) 5/B, United Kingdom, telephone +44
(0)20 7491 9111. In relation to EFG Asset Management (UK) Limited please note the status
disclosure appearing above.

United States: EFG Asset Management (UK) Limited is an affiliate of EFG Capital, a U.S.
Securities and Exchange Commission (“SEC”) registered broker-dealer and member of the
Financial Industry Regulatory Authority (“FINRA”) and the Securities Investor Protection
Corporation (“SIPC"). None of the SEC, FINRA or SIPC, have endorsed this document or the
services and products provided by EFG Capital or its US. based affiliate, EFGAM Americas.
EFGAM Americas is registered with the SEC as an investment adviser. Securities products
and brokerage services are provided by EFG Capital, and asset management services

are provided by EFGAM Americas. EFG Capital and EFGAM Americas are affiliated by
common ownership and may maintain mutually associated personnel. This document

is not intended for distribution to U.S. persons or for the accounts of U.S. persons except
to persons who are “qualified purchasers” (as defined in the United States Investment
Company Act of 1940, as amended (the “Investment Company Act”)) and “accredited
investors” (as defined in Rule 501(a) under the Securities Act). Any securities referred to
in this document will not be registered under the Securities Act or qualified under any
applicable state securities statutes. Any funds referred to in this document will not be
registered as investment companies under the Investment Company Act. Analysts located
outside of the United States are employed by non-US affiliates that are not subject to
FINRA regulations.



