
18/ The Yen as a safe haven play: will it last? 
Yes, it will.
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The yen hit five-month highs 
against the dollar and the 
euro last week as concerns 

over heightened geopolitical 
tensions curbed risk appetite and 
sparked a flight into perceived “safe-
haven” assets. Investors offloaded 
“riskier assets” as concerns piled on 
top on each other over U.S. military 
action against Syria and North Korea, 
along with worries over the French 
presidential election. 

The Yen was recipient of a lot of 
capital inflows to Japan and from 
capital repatriation and hedging 
operations of Japanese investors 
with external exposures. USD/JPY 
hit 108.90 on a closing basis, the 
lowest level since mid-November.

Tension continues to rise amid 
fears that North Korea could 

soon conduct fresh nuclear tests or 
missile launches, even as the U.S. 
president Donald Trump implies that 
North Korea will be held accountable, 
one way or the other. Trump has 
urged China to do more to rein in 
North Korea, but also said the U.S. 
is prepared to take action against 
North Korea, with or without China’s 
help. Chinese President Xi Jinping last 
week called for a peaceful resolution 
of escalating tensions on the Korean 
peninsula during a call with U.S 
President Donald Trump.
The rise of the yen was further 
abetted by a new weakness in the 
euro. The euro fell fresh five-month 
lows against the Japanese currency 
Friday last week, with EUR/JPY falling 
to as low as 114.90 (see chart below). 
Sentiment on the single currency 
was hit after far-left candidate Jean-
Luc Melenchon surged in French 
polls ahead of the May presidential 

election, adding to uncertainty over 
the possible outcomes -- unpalatable 
for some, as the poll leaders have 
narrowed to candidates on the 
extreme left and extreme right. 
The yen is also strengthening in 
the back of a US Dollar stumble 
following sharp declines in US bond 

outperformance in the months 
ahead, and would be factors which 
will support yen, even when the 
safe-haven bid supporting the 
currency now goes away. 
Further support for yen will probably 
come from a re-calibration of the 
extremely bullish sentiment for 

yields on “flight-to-quality” bids on 
US Treasury debt, narrowing the 
interest rate differentials between 
the US currency and its major 
competitors.

Support for yen is also coming 
from industrial exports, after core 
machinery orders jumped 5.6% year 
on year in February, beating a 2.5%  
gain seen, though the month-on-
month figure rose 1.5%, missing the 
3.7% gain expected. Progress is also 
being made on the inflation front -- 
PPI (producer prices) in Japan rose 
1.4% faster than the 1.3% market 
expectations. The fundamentals 
are slowly gelling for further Yen 

the US currency on the way to the 
recent Fed policy tightening, upon 
realization that the growth upcycle 
in the US may be maturing.

Since the US leads the Rest of the 
World (RoW) by circa 2 quarters 

in the growth derby, it may be that a 
RoW catch-up and its further ascent 
will benefit other global currencies, 
at the expense of the US Dollar.

The consensus out of the FOMC 
seems to be for three rate hikes in 
2017, with nine members formally 
reflecting this in their «dots.» This 
suggests that the bar will be rather 
high to any near-term shift mitigating 
the tightening intensity given the 
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strong consensus. So, instead of 
strengthening the currency further, 
there is new market realization that 
the planned tightening regime will 
hasten the peak of the growth cycle. 
That was the primary reason why the 
USD response to a Fed hike has been 
muted, and in fact was negative, and 
those misgivings showed up further 
in the flattening of the US Treasury 
yield curve (3mo/10yr), suggesting 
market expectations of slowdown in 
growth in the near-term. 

Moreover, global central bank 
expectations have started to re-
price. The month of March alone saw 
more hawkish rate hike expectations 
baked into the front end of five other 
G10 countries. This has effectively 
neutralized the impact of a hawkish 
Fed on the dollar and underlines 
the policy-consequence loop that 
the US economy suffers when the 
central bank embarks on a tightening 
cycle: hawkish Fed - stronger dollar 
- weaker growth and lower inflation 
expectations - dovish Fed. The market 
remembers too well the fact that all 
of post WWII recessions have been 
triggered by a Fed policy tightening 
cycle. Lower US growth, or even just 
expectations of US lower growth, 
has triggered episodes of market 
volatility during which the Yen 
outperforms.

There are several primary reasons 
why the Japanese currency 

outperforms during such episodes. 
The first is repatriation of capital 
by Japanese investors who, as an 
investing class, have large exposures 
to global financial assets due to the 
dearth of yield or return possibilities 
from domestic financial assets.

Second is the massive hedging 
activity conducted by Japanese 

investors denominating their 
exposures back to yen during 
periods of market volatility, when 

capital repatriation is not possible or 
desirable. 

This tendency actually explains 
several curious characteristics of 
Japan’s Balance of Payments (BoP) 
ledger. There is this tendency for the 
Capital Account to lead the Current 
Account. This explains the primacy 
of flow of capital in Japan BoP. 
Japan’s capital flows have become 
globalized, and it is swamping the 
signals from the Current Account. 
Even more surprising, both Capital 
and Current Accounts have the same 
signs (positively correlated) – and 
both data are negatively correlated 

with the Japan’s Yen Index, which 
leads by 2 quarters. The conclusion 
– Capital Account strengthens when 
Yen is weak because international 
capital flows into the country (e.g., 
carry trade). 
But the Capital Account weakens 
when the Yen is strong as Japanese 
capital flows out of the county in 
search for higher yields and returns.

Another reason for Yen strength 
during volatile financial markets 

is that global investors, even U.S.-
based ones, have learned a strategy 
mode where US investors repatriate 
a portion of their exposures in US 



Dollars, and hedge the rest in Yen. 
This has given rise to the curious 
phenomenon of the Yen and USD 
strengthening together during volatile 
periods, with the Yen invariably 
stronger than the US dollar. This time, 
we do not expect this phenomenon 
to happen. 

Why? Because the US growth 
will likely be promoter of 

such projected volatility so we simply 
expect the USD to weaken, and 
capital inflows and massive hedging 
operations denominated in Yen will 
be the primary feature of the next 
episode of volatility in the markets. 
As offshoot, we expect to see Yen 
strengthening, US Treasury Bond 
yield fall, as the VIX Index rises (see 
chart below).

Conclusion: 

Fundamentals in Japan have 
improved tremendously over the 

past several quarters, even as macro-
data in the US starts showing classic 
signs of an aging growth cycle.

On future growth differentials, the 
advantage of the US Dollar will soon 
go away. Interest rate differentials 
will not count much into the 
future equation soon because the 
previous run-up in the USD due to 
this advantage has hobbled the US 
economy after a lag. The economic 
stranglehold of that strong Dollar 
is becoming due, and further 
tightening of Fed policy will prolong 
the chokehold, and will continue to 
negatively impact the economy.

As the US growth  cycle peaks,  eco-
nomies that were before in the 
periphery will take over the baton. 

Japan will be one of the beneficiaries 
of that growth rotation. 

The ascension of Mr. Donald Trump 
to power has upended the old order, 
and the creation of a new one will 
necessarily be messy and makes for 
volatile financial markets. Volatility 
will be deadly for other risk assets, 
but it be favorable for the Yen. 

The growth rotation suggests that 
the Rest of the World will likely be 
posting growth rates that will be 
superior to the US – this comparative 
situation has always been a US Dollar 
killer. Based on these generalities, we 
expect the other major currencies, 
specifically the Yen to perform well 
going into next year, as the US Dollar 
depreciates. 
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