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on October 18, 2013, the deputy governor of the Bank of Japan (B0OJ), Kikuo Iwata, gave a
speech that went into great detail about the new guantitative and qualitative monetary
easing (“QQE”) program that the BO0J 1introduced in April of this year. This speech
provided some great insight into the B0J’s thinking. The B0J 1is on track to be the most
aggressive central bank in the world in 1its battle against the deflationary forces that
have gripped Japan’s economy for the Tast 15 years. The new QQE program 1is starting to
impact Japan’s economy measured by GDP, interest rates, inflation expectations, currency

value against the uU.S. dollar and equity markets! —and it’s all going in the direction
the BOJ desires. Let’s review key elements from Iwata’s speech: on April 4, the BO3J

decided to embark on its QQE program for “as long as it is necessary”? to attain its 2%
inflation target. The key words are “as long as it 1is necessary.” There is no sense of
potential failure in the Tlanguage coming from the BOJ-it will continue to hold to its
policies to achieve these goals. Iwata answered why it is so 1important to reach
this 2% dinflation goal: .. deflation must be avoided once and for all. It squeezes
corporate profits through price declines of goods and services .. Put differently, the
real value of debts will increase as deflation continues. In 1ight of an increasing real
value of debts, firms become cautious in terms of their attitude toward business
investment that requires fund-raising. As a result, production and labor demands of the
economy as a whole will decline, Jleading to a rise in the unemployment rate and a
decline in wages; hence, people’s 1iving standards will go down as well. on top of this,
an inflation rate of about 1 percent is not necessarily enough as a buffer against the

slightest risk of deflation.? Iwata then went on to describe the two pillars of the QQE
program: 1) A commitment to achieving the 2% inflation target at the earliest possible
time, with a time horizon of about two years 2) A demonstration of concrete actions
toward that commitment As far as concrete actions: « The BOJ aims to take the monetary
base from 138 trillion yen at end of 2012 to 270 trillion yen by year-end 2014—1in
effect nearly doubling it. ¢ The composition of the balance sheet is also changing to
favor riskier assets. o Regarding the purchase of Japanese government bonds (J3GBs): the
BOJ “now purchases JGBs in all maturities including those with super-long maturities of
40 years. As a result of this, the average remaining maturity of the Bank’s JGB
purchases has been more than doubled, extending from slightly less than three years to

about seven years.”* one of the most interesting elements to me is Iwata’s description of
the risky asset purchases: on top of this, the Bank has increased the purchases of

exchange-traded funds (ETFs) and Japan real estate investment trusts (J-REITS) in order

to suppress risk premiums associated with those types of assets.® Those are big
statements. When the BOJ says it is trying to suppress risk premiums, it conversely is
saying it is targeting higher asset prices and wants to bring comfort to the market for
both real estate assets and equities more broadly. we have all heard the phrase “Don’t
fight the Fed”-when central banks are providing monetary policy easing, it can be very
good for asset prices. The BOJ is really taking this to the next level by very directly

wisdomTree.com = 1-866-909-WISE (9473) WISDOMTREF


http://www.boj.or.jp/en/announcements/press/koen_2013/data/ko131018a1.pdf
https://wisdomtree.com/blog/glossary#quantitative-and-qualitative-monetary-easing
https://wisdomtree.com/blog/glossary#deflation
https://wisdomtree.com/blog/glossary#gross-domestic-product
https://wisdomtree.com/blog/glossary#interest-rates
https://wisdomtree.com/blog/glossary#inflation-expectations
https://wisdomtree.com/blog/glossary#monetary-base
https://wisdomtree.com/blog/glossary#riskier-assets
https://wisdomtree.com/blog/glossary#japanese-government-bond
https://wisdomtree.com/etfs/
https://wisdomtree.com/blog/glossary#japan-real-estate-investment-trusts
https://wisdomtree.com/blog/glossary#risk-premium

wWisdomTree BLOG ARTICLE

purchasing risky assets in a goal to suppress risk premiums. Who are we (or more
precisely, who are the Japanese citizens) to fight the B0J, given 1its control of the
printing press to keep extending its purchases? In essence, the B0OJ has unlimited
ammunition with which to fight its battle against low asset price appreciation and Tow
inflation-it may make more sense for Japanese citizens and foreign investors alike to
position their portfolios alongside these actions. The Bank of Japan’s QQE program
provides very important support for risk markets. Iwata stated the reasons quite clearly
when he said: .. 7f people expect prices to go up down the road, the real rates of return
from cash as well as deposits and bonds—for which interest rates are fixed-will decline.
Holding those assets will become Jless attractive than in the past. In 1ight of such
developments, market participants with rising inflation expectations will shift part of
their portfolios from cash, deposits, and bonds including JGBs to equities (including
equity trust funds), real estate and homes (including real estate investment trusts such
as J-REITs) or, alternatively, foreign-denominated assets for which returns are higher
than those derived from yen-denominated assets. As a result of this, expectations would
be for stock prices to rise, the yen to depreciate, and foreign currencies to

apprecfateﬁ Nikkei 225 Index vs. Japanese Yen (12/30/2011-10/18/2013)-Referred

to as “Chart 3” in Iwata’s Speech
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Period: This period was selected to showcase a period in which one can see a change from approximately one year prior to Shinzo Abe's
alection as the Japanese prime minister fo nearly one year after, 50 as to contrast any differences in more recent time frames due fo his

policy prescriptions thus far. Past performance is not indicative of future results. An d that .I S exact'l y
what is happening thus far, as can be seen in Chart 3 from Iwata’s speech. To view the
full speech, go to this B0OJ 1link. In a future blog post, we will explore how inflation
expectations have been shifting thus far and what that may mean for the yen going
forward. we will also explore what the early evidence shows for the shifting of assets
by Japanese households from their huge piles of cash into the riskier assets—as that can
be a major force driving equity markets going forward. lEquity markets: Here refers to
the Nikkei 225 Index. 2Governor Koruda, Bank of Japan Governor, April 2013 as cited by
Bloomberg 3kikuo Iwata, “Purpose and Mechanism of Quantitative and Qualitative Monetary

Easing,” Bank of Japan, October 18, 2013. %Iwata, 2013. >Iwata, 2013. b1wata, 2013.

Important Risks Related to this Article

Investments focused 1in 3Japan are increasing the 1impact of events and developments
associated with the region, which can adversely affect performance. Investments 1in
currency involve additional special risks, such as credit risk and dinterest rate
fluctuations.

For standardized performance and the most recent month-end performance click here NOTE,
this material 1is 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.
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For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. 1dinvestors 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 1investments 1in 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 1its
affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or Tegal
advice. Investors seeking tax or legal advice should consult their tax or Tlegal 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 dinstruments 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 1indication 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 1its 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 Tiability for any direct, 1indirect, special, incidental, punitive,
consequential (including Toss profits) or any other damages (www.msci.com)

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,
Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph
Tenaglia, Jeff weniger, Matt wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,
and Brian Manby are registered representatives of Foreside Fund Services, LLC.

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

Quantitative and qualitative monetary easing (QQE) : A central bank 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 1institutions with capital, in an effort to promote 1increased Tlending and

Tiquidity.

Deflation : The opposite of inflation, characterized by falling price levels.

Gross domestic product (GDP) : The sum total of all goods and services produced
across an economy.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

Inflation expectations : Expectations of inflation based on the pricing of nominal and
inflation-adjusted bonds.

Monetary Base : For a particular economy, the sum total of all cash and bank deposits
in circulation. Increasing this number is one way to stimulate economic growth.

Riskier assets : Assets not backed by the full faith and credit of a government entity.

Japanese Government Bond (JGB) : A bond issued by the government of 3Japan. The
government pays interest on the bond until the maturity date. At the maturity date, the
full price of the bond is returned to the bondholder. Japanese government bonds play a

key role in the financial securities market in Japan.

Japan real estate investment trusts (J-REITs) : Investment structure containing a
basket of different exposures to real estate, be it directly 1in properties or in
mortgages traded on the Tokyo Stock Exchange. Returns predominantly relate to changes in

property values and income from rental payments.

Risk premium : Equity investments are not risk free, but it is thought that investors
buy stocks because the returns they expect are high enough to allow them to take the
risk.

Nikkei 225 stock Average Index : A price-weighted average of 225 top-rated Japanese

companies listed in the First Section of the Tokyo Stock Exchange.
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