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When Ben Bernanke was Fed Chairman, the Fed decided on a large second round of
quantitative easing (QE2) at the November 2010 FOMC meeting1. We now know that, together
with the QE policy that it called large-scale asset purchases (LSAPs), the Fed was also
seriously considering a policy of targeting interest rates (i.e., yield curve control (YCC)).
A memo written by FOMC staff based on that debate, Strategies for Targeting Interest
Rates Out the Yield Curve, was published in January 2016. This document was prepared
primarily for purposes of comparing YCC with LSAPs, and the Fed wound up choosing QE
(LSAPs) at the time. However, there was a comprehensive discussion of the advantages and
disadvantages of several different types of yield curve targeting, and this is still relevant today.
Choosing the maturity to target is a particularly important element of adopting yield curve
control and the analysis for making that choice is quite interesting.
The Fed is now considering using YCC as a tool for additional easing. Consequently, together
with the documentation put together by the Fed in 2003 to analyze the version of YCC
implemented by the Fed in 1942-1951, the above-noted memo has become an important
document that is likely being referenced closely within the Fed right now. In this report, we
reference this 2010 FOMC staff memo to examine the three approaches to interest-rate
targeting, each targeting a different maturity, and look at their impact on the yield curve 2.
 Three approaches to interest-rate targeting
YCC, a policy of targeting interest rates, has both benefits and risks. The benefits are that both
interest rate levels and volatility are reduced, which in turn stimulates economic activity and
pushes the yield curve toward economic conditions viewed as desirable by policymakers. In
conjunction with clear communication on the interest rate target, interest rates decline based
on signaling effects. This makes it possible to reduce the amount of government bonds that
must be purchased in order to push the interest rate toward the targeted level.
Interest rate targeting brings with it several risks, however. If the target is not frequently and
sufficiently adjusted to accommodate changes in macroeconomic conditions, interest-rate
targeting can create significant volatility in the central bank's government bond holdings and
possibly have destabilizing macroeconomic effects. Because it had a policy of benchmarking
against government bond prices, the Fed confronted this problem following the Second World
War.

1

Over the 8-month period from November 2010 until June 2011, the Fed purchased a total of $600 billion of additional Treasurys, a monthly
purchasing pace of about $75 billion.
2
In the discussion over choosing the target, there was also debate over whether the target should be hard or soft. We explain this in detail in a
separate report.
Important disclosures, including any required research certifications, are provided on the last page(s) of this report.
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Normally, the devil is in the details. The most important factor to consider when selecting an
approach to targeting interest rates is which maturity to target. The choice of that horizon
entails trade-offs with potential risks, including from policy exit. The FOMC staff memo
posited three approaches to choosing this targeting horizon. Specifically, the policy
signaling approach of targeting the short-term to intermediate zones of the yield curve; the
incremental approach, initially targeting the short end of the curve and gradually moving
the target farther along the curve as needed; and the long-term approach.
 Policy signaling approach
The policy signaling approach sets a cap on yields for all government bonds that will reach
maturity during the period over which the Fed expects to hold the policy rate (fed funds rate)
near zero. For example, if the FOMC expects to start raising its target for the fed funds rate
in mid-2024, it will cap the yields of all government bonds that mature by June 2024 at 25bp
and purchase bonds accordingly3.
Under this approach, if economic conditions are as expected, the time horizon over which
the interest rate is targeted will shorten over time until the targeted interest rate winds up
being the same as the Fed funds rate. Over time as the Treasurys on the Fed's balance
sheet reach maturity, those bought under the program are no longer on the balance sheet.
Consequently, even when a large quantity of Treasurys is purchased, if things go as
expected the Fed will not confront any difficulties when it exits from interest-rate targeting.
This approach also makes clear the period over which the policy rate will remain unusually
low, and by working on market expectations it reinforces the commitment. However,
problems may arise if the economy and prices improve faster than expected and the policy
rate is raised earlier than anticipated. In this case, some of the Treasurys bought under the
program would still be on the balance sheet after the policy rate is raised. In that case, raising
the interest on excess reserves (IOER) together with the policy rate would result in negative
spreads.
The policy signaling approach is effective when the economy is weak and there is a need
for a strong policy to change market sentiment. By more accurately indicating the time
horizon over which the Fed expects the short-term rate to remain near zero, it is possible to
provide clear forward guidance in the FOMC statements. In fact, the policy signaling
approach, by virtue of its reinforcing forward guidance, is the approach that currently has the
most support within the FOMC.
◆ Minutes of FOMC meeting on 28-29 Apr 2020 (20 May 2020)
・A few participants also noted that the balance sheet could be used to reinforce the Committee’s forward guidance regarding the path of the
federal funds rate through Federal Reserve purchases of Treasury securities on a scale necessary to keep Treasury yields at short- to mediumterm maturities capped at specified levels for a period of time.

 Incremental approach
The incremental approach starts out by targeting the interest rate at the short end of the
curve and moving out (extending the time horizon) in steps as needed. The objective is the
same as that for the policy signaling approach: to ensure consistency with the future
expected policy-rate by keeping Treasury yields low. Unlike the policy signaling approach,
however, the maturity of the securities targeted is not intended to signal the length of the
"extended period" for the policy rate, at least initially.
It is possible that a central bank, specifically the Fed, is more comfortable setting clear
targets for short-term rates. This may be because central banks have more experience and
expertise in manipulating short-term rates than of doing so with longer-term rates, have a
clearer view of the former, and prefer to cautiously and gradually move the targeted
interest rate farther out the curve to achieve the desired effect on the economy.
In its initial step with the incremental approach, for example, it would set a cap on the
current 2-year Treasury (Treasurys maturing within two years) at 25bp and purchase
Treasurys that mature by then. The 2-year yield would decline, and this would also put
downward pressure on longer-term yields. If the effects on the yield curve were deemed
insufficient, the Fed could start targeting the 3-year yield.
3

Note that the Fed would continue purchasing Treasurys with residual maturities of 4 years when it set the target but would not continue
purchasing 4-year Treasurys as time passed.
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As with the policy signaling approach, under the incremental approach the program
naturally ends over time. Furthermore, because it cautiously moves the targeted interest
rate further out the curve, even when expectations arise of the policy rate path rising earlier
than initially expected, there is unlikely to a problem of unredeemed government bonds
remaining on the balance sheet This is another advantage it shares with the policy
signaling approach. Fed Governor Lael Brainard has long been a proponent of this
approach.
◆ Fed Governor Lael Brainard (8 May 2019)
・Another idea I would like to hear more about involves targeting the yield on specific securities so that once the short-term interest rates we
traditionally target have hit zero, we might turn to targeting slightly longer-term interest rates—initially one-year interest rates, for example, and if
more stimulus is needed, perhaps moving out the curve to two-year rates.

 Long-term approach
The third approach is to target long-term JGB yields. This approach is easy for Japanese
investors to envision because it is what the BOJ has used since September 2016. It is also
the more appropriate approach if the thinking is that targeting a decline in long-term interest
rates is more likely to directly stimulate economic activity than would lowering short-term or
intermediate interest rates.
For example, the FOMC could announce a cap on the 10-year Treasury yield of 100bp and
instruct the Fed operations desk to purchase Treasurys that exceed the cap in various
maturities up to 10 years. Unlike the other two approaches, this form of targeting would not
naturally expire. The Fed could keep the policy in place until economic conditions improve
and it deems economic stimulus no longer necessary. Even here, it would likely have to
adjust the cap sometimes.
A critical advantage of this strategy is that by lowering long-term rates, it is possible to directly
affect the portion of the yield curve that is most likely to stimulate economic activity. When it
is time to raise the policy rate, however, this approach is likely to leave the Fed with a large
amount of unredeemed Treasurys on its balance sheet. Particularly as economic conditions
improve, the Fed would be forced to purchase a large amount of Treasurys unless it
frequently adjusted the yield target. This would expand its balance sheet and make exiting
the policy that much more difficult.
To alleviate this problem, even if only slightly, the pace of purchases could be capped at, for
example, a maximum of $100 billion/month. As long as this combination of LSAPs with
interest-rate targeting is expected to ultimately require a hefty pace of purchases to reach
the target, most of the yield impacts can be achieved when the target is announced. Even
this would not make the ultimate amount purchased certain, however, and the balance sheet
could still ultimately wind up being large.
 Comparing interest-rate targeting approaches based on their yield curve impact
A comparison of the yield curve impacts of the three approaches suggest that the
incremental approach would be the weakest. Although the yield on Treasurys with the
targeted maturities that have exceeded their target can be lowered to some extent, we think
this approach would be less effective in affecting long-term interest rates than the other
approaches.
The policy signaling approach would have a stronger impact on the yield curve than the
incremental approach. But how does this impact compare with that of the long-term
approach? Intuitively, the latter approach of targeting long-term yields would seem to have
a stronger impact, but this is not really clear on an a-priori basis.
This suggests the possibility that although the long-term approach has the most direct impact
on long-term yields, it may not have that much impact on the near-term path of expectations
for the short-term policy rate. The policy signaling approach focuses on bonds maturing over
the short-and medium-term but could lower yields across the yield curve through its
formation of future short-term interest rate expectations. In other words, when merely
announcing a long-term rate target sends a signal to the market that the short-term policy
rate will remain low for a longer period than expected, it could have a greater impact on the
yield curve than the policy signaling approach.

-3-
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We expand on this by using some examples that are more specific. Why has the BOJ's YCC
policy allowed it to strictly control the term structure of interest rates without massively
intervening in the JGB market? It may be that the BOJ was able to hold long-term rates to a
range while tapering its JGB purchases because of the market expected its extremely low
policy rates, including negative interest rates, would last for an extended period (on account
of how difficult it is to achieve the 2% price stability target).
Chart: 10Y JGB Yield and 2Y-forwared OIS
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Source: Bloomberg; compiled by Daiwa Securities.

The same thing happened in the 1940s when the Fed implemented its version of YCC. The
credibility of pegs with the market relies heavily on inflation expectations and the expected
future policy rate. In other words, the actual purchase of Treasurys is only likely to be needed
when the announced long-term rate target is not seen by the market as perfectly matched
with the expected path of short-term rates. At that point, the Fed could purchase Treasurys
to reduce the term premium rather than the "rate expectation" portion to remove duration
from the market and guide the long-term rate toward its target.
As this also makes clear, the duration of Treasurys added to the Fed's balance sheet would
be the shortest under the incremental approach and the longest under the long-term
approach. This is both a benefit and a major risk of the long-term approach. The minutes of
the October 2019 FOMC meeting showed that many members were concerned about a
policy of long-term rate caps using balance sheet tools.
Former Fed Chairman Ben Bernanke, who led this debate as chairman back in 2010, wrote
about this on his blog in 20164: "Targeting very long-term interest rates (say, ten years or
more) is considerably more difficult than pegging a medium-term rate (two years, say). [4]
He added "Concerns about “losing control of the balance sheet” were a factor behind the
Fed’s choice of quantitative easing over rate targets while I was chairman."
◆ Former Fed chair Ben Bernanke (24 Mar 2016)
・The principal limitations of rate pegs are similar to those of forward guidance: Both tools are relatively less effective at affecting interest rates at
longer maturities, and even at shorter horizons both must be consistent with a credible or “time-consistent policy” path for short-term interest rates.
That is, for a rate peg to work, market participants must be confident that the FOMC will keep short-term interest rates on a path consistent with
the target for the longer-term rate.

4

Ben S. Bernanke (2016). “What tools does the Fed have left? Part 2: Targeting longer-term interest rates.”
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Explanatory Document of Unregistered Credit Ratings
In order to ensure the fairness and transparency in the markets, Credit Rating Agencies became subject to the Credit Rating Agencies’ registration system based on the
Financial Instruments and Exchange Act. In accordance with this Act, in soliciting customers, Financial Instruments Business Operators, etc. shall not use the credit
ratings provided by unregistered Credit Rating Agencies without informing customers of the fact that those Credit Rating Agencies are not registered, and shall also
inform customers of the significance and limitations of credit ratings, etc.
■ The Significance of Registration
Registered Credit Rating Agencies are subject to the following regulations:
1) Duty of good faith.
2) Establishment of control systems (fairness of the rating process, and prevention of conflicts of interest, etc.).
3) Prohibition of the ratings in cases where Credit Rating Agencies have a close relationship with the issuers of the financial instruments to be rated, etc.
4) Duty to disclose information (preparation and publication of rating policies, etc. and public disclosure of explanatory documents).
In addition to the above, Registered Credit Rating Agencies are subject to the supervision of the Financial Services Agency (“FSA”), and as such may be ordered to
produce reports, be subject to on-site inspection, and be ordered to improve business operations, whereas unregistered Credit Rating Agencies are free from such
regulations and supervision.
■ Credit Rating Agencies
[Standard & Poor’s]
The Name of the Credit Rating Agencies group, etc
The name of the Credit Rating Agencies group: S&P Global Ratings (“Standard & Poor’s”)
The name and registration number of the Registered Credit Rating Agency in the group: S&P Global Ratings Japan Inc. (FSA commissioner (Rating) No.5)
How to acquire information related to an outline of the rating policies and methods adopted by the person who determines Credit Ratings
The information is posted under “Unregistered Rating Information” (http://www.standardandpoors.co.jp/unregistered) in the “Library and Regulations” section on the
website of S&P Global Ratings Japan Inc. (http://www.standardandpoors.co.jp)
Assumptions, Significance and Limitations of Credit Ratings
Credit ratings assigned by Standard & Poor’s are statements of opinion on the future credit quality of specific issuers or issues as of the date they are expressed and they
are not indexes which show the probability of the occurrence of the failure to pay by the issuer or a specific debt and do not guarantee creditworthiness. Credit ratings are
not a recommendation to purchase, sell or hold any securities, or a statement of market liquidity or prices in the secondary market of any issues.
Credit ratings may change depending on various factors, including issuers’ performance, changes in external environment, performance of underlying assets,
creditworthiness of counterparties and others. Standard & Poor’s conducts rating analysis based on information it believes to be provided by the reliable source and
assigns credit ratings only when it believes there is enough information in terms of quality and quantity to make a conclusion. However, Standard & Poor’s does not
perform an audit, due diligence or independent verification of any information it receives from the issuer or a third party, or guarantee its accuracy, completeness or
timeliness of the results by using the information. Moreover, it needs to be noted that it may incur a potential risk due to the limitation of the historical data that are
available for use depending on the rating.
This information is based on information Daiwa Securities Co. Ltd. has received from sources it believes to be reliable as of March 7th, 2017, but it does not guarantee
accuracy or completeness of this information. For details, please refer to the website of S&P Global Ratings Japan Inc. (http://www.standardandpoors.co.jp)
[Moody’s]
The Name of the Credit Rating Agencies Group, etc
The name of the Credit Rating Agencies group: Moody’s Investors Service (“MIS”)
The name and registration number of the Registered Credit Rating Agency in the group: Moody’s Japan K.K. (FSA commissioner (Rating) No.2)
How to acquire information related to an outline of the rating policies and methods adopted by the person who determines Credit Ratings
The information is posted under “Unregistered Rating explanation” in the section on “The use of Ratings of Unregistered Agencies” on the website of Moody’s Japan K.K.
(The website can be viewed after clicking on “Credit Rating Business” on the Japanese version of Moody’s website (https://www.moodys.com/pages/default_ja.aspx)
Assumptions, Significance and Limitations of Credit Ratings
Credit ratings are Moody’s Investors Service’s (“MIS”) current opinions of the relative future credit risk of entities, credit commitments, or debt or debt-like securities.
MIS defines credit risk as the risk that an entity may not meet its contractual, financial obligations as they come due and any estimated financial loss in the event of
default. Credit ratings do not address any other risk, including but not limited to: liquidity risk, market value risk, or price volatility. Credit ratings do not constitute
investment or financial advice, and credit ratings are not recommendations to purchase, sell, or hold particular securities. No warranty, express or implied, as to the
accuracy, timeliness, completeness, merchantability or fitness for any particular purpose of any such rating or other opinion or information, is given or made by MIS in
any form or manner whatsoever.
Based on the information received from issuers or from public sources, the credit risks of the issuers or obligations are assessed. MIS adopts all necessary measures so
that the information it uses in assigning a credit rating is of sufficient quality and from sources MIS considers to be reliable. However, MIS is not an auditor and cannot
in every instance independently verify or validate information received in the rating process.
This information is based on information Daiwa Securities Co. Ltd. has received from sources it believes to be reliable as of April 16th, 2018, but it does not guarantee
accuracy or completeness of this information. For details, please refer to the website of Moody’s Japan K.K. (https://www.moodys.com/pages/default_ja.aspx)
[Fitch]
The Name of the Credit Rating Agencies group, etc
The name of the Credit Rating Agencies group: Fitch Ratings (“Fitch”)
The name and registration number of the Registered Credit Rating Agency in the group: Fitch Ratings Japan Limited (FSA commissioner (Rating) No.7)
How to acquire information related to an outline of the rating policies and methods adopted by the person who determines Credit Ratings
The information is posted under “Outline of Rating Policies” in the section of “Regulatory Affairs” on the website of Fitch Ratings Japan Limited
(https://www.fitchratings.com/site/japan)
Assumptions, Significance and Limitations of Credit Ratings
Ratings assigned by Fitch are opinions based on established criteria and methodologies. Ratings are not facts, and therefore cannot be described as being “accurate” or
“inaccurate”. Credit ratings do not directly address any risk other than credit risk. Credit ratings do not comment on the adequacy of market price or market liquidity for
rated instruments. Ratings are relative measures of risk; as a result, the assignment of ratings in the same category to entities and obligations may not fully reflect small
differences in the degrees of risk. Credit ratings, as opinions on relative ranking of vulnerability to default, do not imply or convey a specific statistical probability of
default.
In issuing and maintaining its ratings, Fitch relies on factual information it receives from issuers and underwriters and from other sources Fitch believes to be credible.
Fitch conducts a reasonable investigation of the factual information relied upon by it in accordance with its ratings methodology, and obtains reasonable verification of
that information from independent sources, to the extent such sources are available for a given security or in a given jurisdiction. The assignment of a rating to any issuer
or any security should not be viewed as a guarantee of the accuracy, completeness, or timeliness of the information relied on in connection with the rating or the results
obtained from the use of such information. If any such information should turn out to contain misrepresentations or to be otherwise misleading, the rating associated with
that information may not be appropriate. Despite any verification of current facts, ratings can be affected by future events or conditions that were not anticipated at the
time a rating was issued or affirmed.
For the details of assumption, purpose and restriction of credit ratings, please refer to “Definitions of ratings and other forms of opinion” on the website of Fitch Rating
Japan Limited.
This information is based on information Daiwa Securities Co. Ltd. has received from sources it believes to be reliable as of September 27th, 2019, but it does not
guarantee accuracy or completeness of this information. For details, please refer to the website of Fitch Rating Japan Limited (https://www.fitchratings.com/site/japan)
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