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On June 18, the Bank of Japan (BOJ) announced holdings of more than ¥201 trillion ($1.97

trillion), making it the largest single holder of Japanese government bonds (JGBs) in

the world. Accounting for 20.1% of total debt outstanding, the BOJ overtook the

country’s insurance industry in the top spot for the first time in history.1 Although

central banks often use their holdings of government debt to affect monetary policy, the

meteoric rise in the expansion of the BOJ’s balance sheet is unprecedented. Since June

2012, the BOJ has nearly doubled its holdings of JGBs, rising from 10.2% over the

period.2 With the BOJ continuing to signal its willingness to aggressively stimulate the

economy, we highlight below what we believe are the most significant implications of

these policies.   Japanese Government Bond (JGB) Holders, as of 3/31/2014      

 1. Warehousing of Japanese Interest   

Rate Risk With 10-year JGB yields hovering at just over 0.58%3, the BOJ is willing to

accept 0.06% per unit of interest rate risk. By comparison, at a ratio of 0.39 we

currently view the Barclay's U.S. Aggregate Bond as a poor risk/reward trade-off.4 With

risks so heavily skewed in the Japanese market, the BOJ is willing to assume the other

side of the Ministry of Finance’s interest rate risk. In buying longer-maturity bonds,

the BOJ is hoping to stimulate bank lending by lowering costs for borrowers, but also

attempting to reduce uncertainty for banks. Whereas investors buy bonds for income or

asset & liability matching, the BOJ’s objectives are purely to stimulate the economy

through lower borrowing costs and greater liquidity. As such, the central bank is much

less sensitive to fluctuations in interest rates if it intends to hold the bonds until

maturity. In this regard, we believe that this will have the impact of continuing to

push traditional buyers of JGBs into riskier assets such as foreign bonds or equities.

Additionally, in order to increase its holdings of JGBs, the BOJ has recently come to

dominate the new issuance market. Since April 2013, the central bank has purchased over
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70% of the government’s debt issuance.5 With potential gaps in liquidity forming in the

market, we believe this will have the effect of increasing volatility as well.   2.

Catalyst for a Shift in Investor Behavior       As we highlighted above, by forcing

traditional JGB investors into riskier assets, we believe that volatility in Japanese

interest rates may begin to increase. As investor preferences gradually change, the mix

of JGB holders becomes more concentrated. With fewer natural buyers or holders of

longer-term Japanese debt, it will increasingly be up to the BOJ to keep rates

constrained. At the same time, it has also been reported that the two largest pension

funds are poised to dramatically reduce their exposure to JGBs. This fall, the

Government Pension Investment Fund (GPIF) 6 is expected to reduce JGB exposure from 60%

to 40% and increase exposure to Japanese equities from 12% to 20%.7 While we believe this

will serve as a positive catalyst for the Japanese equity market, it could also cause

JGB yields to rise, absent an increase in demand from elsewhere in the market. As the

BOJ continues to increase its holdings, it does so at the expense of other market

participants. So far, we have seen the most significant drop in the holdings of Japanese

banks and overseas investors. Should this trend continue, we believe that rates would

also begin to rise as a consequence of this shift in buyer preferences. Compared to

quantitative easing in the U.S., where the Federal Reserve held approximately 14% of the

government’s debt outstanding, the Japanese central bank has shown a strong willingness

to hold significant portions of the Japanese government bond market. With Japanese bond

yields still near all-time lows, we continue to believe that a sea change in interest

rates could be just around the corner. With the evolution of government policy

continuing to skew risks in favor of rising rates, we believe that the WisdomTree Japan

Interest Rate Strategy Fund (JGBB) could provide an attractive means of betting on the

ultimate success of Abenomics.         1Source: Bank of Japan, 6/18/14. 2Source: Bank of

Japan, 6/18/14. 3Source: Source: Bloomberg, as of 5/31/14. 4Source: Source: Barclays, as

of 5/31/14. 5Source: Bank of Japan, as of 6/18/14. 6Source: The Government Pension

Investment Fund (GPIF) is the pension fund for Japanese government employees. 7Source:

J.P. Morgan, “Japan: New Growth Strategy Focus on Corporate Governance,” 6/20/14.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. Derivative investments can be volatile, and these

investments may be less liquid than other securities, and more sensitive to the effects

of varied economic conditions. The Fund focuses its investments in Japan, thereby

increasing the impact of events and developments in Japan, which can adversely affect

performance. Investments in currency involve additional special risks, such as credit

risk and interest rate fluctuations. As this Fund can have a high concentration in some

issuers, the Fund can be adversely impacted by changes affecting such issuers. This may

result in greater share price volatility. Interest rate risk with respect to the Fund is

the risk that fixed income securities will decline in value because of decreases in

interest rates in Japan. Fixed income investments are also subject to credit risk, the

risk that the issuer of a bond will fail to pay interest and principal in a timely

manner or that negative perceptions of the issuer’s ability to make such payments will

cause the price of that bond to decline. Please read the Fund’s prospectus for specific

details regarding the Fund’s risk profile.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook
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View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)
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 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Monetary policy   : Actions of a central bank or other regulatory committee that

determine the size and rate of growth of the money supply, which in turn affects

interest rates.

Interest rate risk    : The risk that an investment’s value will decline due to an

increase in interest rates.

Barclays U.S. Aggregate Bond Index, 1-3 Year       : This index is the 1-3 Yr component

of the U.S. Aggregate index.

Liquidity  : The degree to which an asset or security can be bought or sold in the

market without affecting the asset’s price. Liquidity is characterized by a high level

of trading activity. Assets that can be easily bought or sold are known as liquid asset.

Volatility : A measure of the dispersion of actual returns around a particular average

level.&nbsp.

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Abenomics  : Series of policies enacted after the election of Japanese Prime Minister

Shinzo Abe on December 16, 2012 aimed at stimulating Japan’s economic growth.
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