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Bank of Japan delivers a “flexible” YCC tweak

The BoJ voted to maintain the official yield curve control (YCC) settings, but with a
greater degree of flexibility that essentially widens the trading band to +/-1%. We
expect underlying inflation pressures to ease by the end of the year and diminish
the macro need for further YCC adjustments. However, clear communication is
needed to prevent renewed bond market volatility.

Key Takeaways

The BoJ voted eight to one to maintain the official yield
curve control (YCC) settings, but introduced a greater
degree of flexibility that essentially widens the trading
band by 50bps to +/- 1%.

Policy rate was maintained at -0.10% and the target
for 10-year JGB yields was maintained at 0% with an
official +/-0.5% trading band as a guide rather than the
previous rigid limits.

Markets whipsawed in response to an initial media
leak and then to the BoJ statement announcing it
would keep the 0.5% band but apply a 1% cap which
led to some confusion.

During the press conference, Governor Ueda focused
on the JGB market functioning and continued to
express uncertainties over the outlook for wage and
price pressure, emphasizing that this was not a step
towards policy normalisation.

We expect inflation pressures to ease over the course
of H2 2023. Weakening activity in the US and other
trading partners will likely weigh on Japanese growth
and inflation, diminishing the need for further YCC
adjustments.

However, without clear and effective communication,
there is a risk that the BoJ may face further bouts of
market speculation.
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An effective widening of the trading band

The Bank of Japan (BoJ) notionally maintained all major
policy settings, leaving interest rates at -0.1% and the target
for 10-year yields under yield curve control (YCC) at +/-
50bps. However, YCC will now be conducted with a greater
degree of flexibility with regards to the upper and lower
bounds of the range, effectively tightening monetary policy.

The statement now considers the trading band as
“references” as opposed to ‘“rigid limits” in market
operations, with the BoJ only offering to purchase 10-year
JGBs at 1% every business day. This change effectively
widens the trading band by 50bps at a time when market
consensus had completely priced out any policy change.

From the series of documents published alongside the
statement, this seems to be an attempt to signal that this is
not meant to be a step towards policy normalisation. Indeed,
the BoJ has tried to frame this as a response to market
distortions. Strictly capping long-term interest rates was
seen as affecting “the functioning of bond markets, and the
volatility in other financial markets”.

During the press conference Governor Ueda continued to
express uncertainties over the outlook for wage and price
pressures and reiterated the transitory inflation view as
there was not enough evidence that 2% inflation target
could be sustained.

In the quarterly Outlook Report, the BoJ revised up the
inflation outlook for FY2023 to +2.5% from +1.8% in April,
while FY2024 was nudged lower and FY2025 left
unchanged.



The policy tweak was described as a technical change
aimed at preventing market dysfunction.

However, Ueda also described it as a pre-emptive shift
given the upside risks for inflation. This contradiction is
worrying as clear communication is essential to prevent
renewed asset price volatility and distortions in bond
markets.

Figure 1: BoJ Median Economic outlook

July April
Real GDP % y/y
FY 23 13 1.4
FY 24 1.2 1.2
FY 25 1.0 1.0

Core CPI % y/y (Core-core CPI)

FY 23 +2.5(+3.2) +1.8(+2.5)
FY 24 +1.9 (+1.7) +2.0(+1.7)
FY 25 +1.6 (+1.8) +1.6(+1.8)

Source: abrdn, BoJ, April 2023
The BoJ continues to face the challenges of being a
monetary policy outlier

In 2022, the BoJ was a monetary policy outlier. Significant
tightening by major central banks around the world caused
wide vyield differentials between Japanese government
bonds and those elsewhere.

Serious deterioration in market functioning, as reflected in
poor liquidity and price discovery, made for a very difficult
trading environment.

Core inflation measures, in particular labour-intensive
service sector inflation, stand at 30-year highs.
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Domestic wage trends are key to determining the inflation
outlook as pandemic- and war-related pressures unwind.
And Shunto spring wage negotiations were strong
compared to previous years: 3.7% based on the June
release compared to just 2.1% in FY2022.

Much of this increase has come from a very strong push
from the government. But the corporate earnings recovery
has also helped, and firms are more confident in passing on
some input costs to consumers.

That said, it may take time for the Shunto wage hikes to be
reflected in the earnings and wage data, implying that the
BoJ will be watching these closely over the coming months.

Our longstanding view has been that the BoJ had a narrow
window of opportunity to tweak YCC and that July was the
opportune moment to widen the band to at least 75bps.

This policy change means that, even as the official band
remains unchanged, the effective trading band has been
widened by 50bps, 25bps more than what we had thought
was the most likely outcome.

At the time of writing the market reaction has been relatively
stable compared to the surprise policy change delivered in
December. But the lack of clarity in messaging reopens the
risk of speculative attacks despite the flexibility that this
policy change brings.

Longer-term fair value estimates for 10-year JGB yields
range between 80-120bps. Estimation methods vary from
models based on neutral rates plus term premia, to models
that incorporate inflation expectations and US Treasury
yields.

These estimates at least suggest that the BoJ’s new flexible
trading range of up to 1% for 10-year JGBs may keep
market pressures in check if inflation pressures subside as
we expect.

However, clear communication is key for preventing
speculative attacks on what is effectively a new ceiling at
1%.
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