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As the Japanese Yen Goes,
So, Too, Do Stocks -- Usually
By JOANNA SLATER
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To understand whether global investors are feeling fearful -- or 
optimistic -- keep an eye on the Japanese yen.

That's because the yen has become an unexpectedly important 
barometer of investors' appetite for risk world-wide. If investors get 
worried, the yen often strengthens. Conversely, when investors are willing to go out on a limb, the 
yen tends to weaken.

That's what happened yesterday, when U.S. stocks surged amid 
falling oil prices and hopes that the impact from the 
subprime-mortgage crisis on banks will be contained. At the 
same time, the yen weakened against the dollar, with one dollar 
buying 110.89 yen late in New York, up from 109.67 yen on 
Monday.

The movements aren't coincidental. They stem from the unusual 
influence of Japan's super-low interest rates on global markets 
from New York to New Zealand.

They also explain why the yen, itself a perennially weak 
currency, has strengthened 11% against the dollar since the end 
of June. It's not just because investors are discouraged about the 
U.S. economic outlook. It has a lot to do with the fact that they're 
reassessing the degree of peril in the market.

The yen is now "sort of like the canary in the mine," says Jerome 
Abernathy, chief investment officer of Stonebrook Capital 
Management, a New York currency manager. "It's quite sensitive 
to risk aversion."

The currency's unique role is tied directly to Japan's remarkably low rates. Risk-taking investors are 
enticed to borrow cheaply in yen, then invest the borrowed money in other countries where returns 
can be higher. (This maneuver weakens the yen because the borrowers are essentially selling yen to 
buy other currencies.)

But when investors get risk-averse, they tend to undo these bets -- known as "carry trades" -- and pay 
off their borrowing. Because undoing the trade involves buying back yen, it strengthens the Japanese 
currency.

The result is that the yen has become a proxy for a tough-to-measure concept: investors' willingness 
to take chances with their money. "It all boils down to risk," says Jonas Thulin, a currency strategist at 
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Calyon, the investment-banking arm of Crédit Agricole.

Late last week and through Monday, investors reduced their exposure to risk over a broad range of 
assets, driving down investments from stocks to junk bonds to oil, and buying safe-haven assets such 
as U.S. Treasurys.

In the currency markets, the same dynamic played out, and investors reacted by buying yen.

Mr. Abernathy of Stonebrook says his firm exited from its carry-trade positions on the last day of 
October, as signs of risk aversion started to pick up. Before re-entering those trades, he says, he'll be 
looking for fear and volatility to ease from current levels.

One way to understand the yen's role is to look at its movements in correlation with stocks -- even 
those on the other side of the world. For instance, a popular carry trade is to borrow in Japan, where 
the key interest rate is 0.5%, and invest in Australia, where it is 6.75%.

It turns out this kind of trade closely tracks the Standard & Poor's 500-stock index, which is itself a 
key measure of risk appetite. Since the start of 2006, the correlation between the S&P and the number 
of yen that can be purchased with one Australian dollar has been close to perfect: When stocks fall, 
the yen tends to strengthen against the Australian dollar; when stocks rise, it nearly always weakens.

Since the start of October, in particular, there has also been a similarly tight relationship between the 
S&P 500 and the number of yen that can be purchased with one U.S. dollar.

The problem for investors is that these links aren't necessarily predictive. "Of course, they're related, 
but focusing on the correlation between two markets doesn't tell you what to do tomorrow," says Mr. 
Thulin of Calyon.

His approach has been to try to forecast volatility before it actually bursts onto stock markets. Last 
week, that translated into a recommendation to buy yen, something that turned out to be a profitable 
trade.

Back in mid-August, the height of the market turmoil coincided with a sharp unwinding of yen carry 
trades. The yen strengthened more than 5% against the dollar in days, and even more against 
currencies such as the Australian and New Zealand dollars.

The size of the carry trade is difficult to measure, since it encompasses the activities of myriad 
individuals, corporations and speculators -- ranging from mom-and-pop Japanese investors who trade 
currencies from home, to hedge funds, to businesses around the world that borrow in yen as part of 
their overall financial strategies.

Still, there are indications that since the market turbulence of July and August, investors have been 
less keen on such trades than they were before the summer's turmoil, particularly speculators looking 
for a quick profit.

Much will depend on whether markets calm down or continue to seesaw. One gauge of investor 
nervousness, which measures expected volatility, has spiked. The Chicago Board Options Exchange's 
market-volatility index (better known as the VIX) jumped on Monday to finish at 31.09, its highest 
close so far this year. It eased to close at 24.10 yesterday.

Canadian Dollar Regains Some Footing

Canada's dollar, which tumbled Monday on weak world-wide stock markets and concerns over global 
growth, recovered only moderately yesterday on the rebound in U.S. stocks.

The muted recovery in Canada's dollar was largely the result of further declines in oil prices, a top 
Canadian export. The Canadian dollar yesterday finished at US$1.0428, up from US$1.0306 Monday.
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Meanwhile, the dollar yesterday eased on the euro. The euro fetched $1.4602, up from $1.4539 late 
Monday, while the British pound was at $2.0703, up from $2.0550. The dollar was quoted at 1.1274 
Swiss francs, down from 1.1291 francs. The Australian dollar was at US$0.8970, up from US$0.8805.

The euro's rise against the dollar yesterday came despite a ZEW report on sentiment among German 
analysts and institutional investors that notably deteriorated in November.

--Dan Molinski

Write to Joanna Slater at joanna.slater@wsj.com1
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