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The world’s financial community is conditioned to watch the US Federal Reserve. But should it get used to tracking the 
Bank of Japan? 

The question arises because much money is now riding on what is known as the “yen carry trade” – borrowing money 
in yen, where the BoJ’s base rates are still only 0.25 per cent, and placing it in a much higher yielding currency, such 
as the New Zealand and Australian dollars. 

You lose money only if the yen suddenly appreciates. That could quickly wipe out all your gains. But the weight of 
money making this bet has helped to keep the yen relatively cheap. Volatility, which hurts the carry trade, has also 
been remarkably low. It may also have contributed to excess liquidity – or a “bubble” to some – elsewhere in world 
markets, by providing a source of cheap money. 

Tim Lee of pi Economics says carry trades are “at the heart” of the “current bizarre economic cycle”, and that “carry 
trade mania is a key factor in the weak yen”. Stephen Jen of Morgan Stanley argues that the evidence does not 
support this, and points out that of all global cross-border loans, only 5 per cent are yen-denominated. 

But there is circumstantial evidence that the yen carry trade matters a lot. During the sharp world equity market 
correction in May this year, traders complained of a liquidity crunch. That correction coincided directly with a sharp 
appreciation of the yen, which moved in days from Y118 to Y110 to the dollar. This temporarily removed the carry 
trade. Liquidity has returned, and equities rallied once more, as the yen has slipped back towards Y120. This is 
consistent with the belief that the yen carry trade is the source of a global liquidity bubble. 

The BoJ has reason to dislike carry trade activity. If next week’s Japanese GDP figures are as bad as some expect, 
then it may be difficult for the BoJ to raise rates straight away. But it is well to pay a lot of attention: little or no risk of a 
tightening by the end of the year is priced into the market. Judging by May’s experience, a surprise from the BoJ could 
knock over a lot of dominoes. 
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