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Japenese Yen against Euro
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The Yen Carry Trade 
 
The yen carry trade is the practice of borrowing at ultra cheap interest rates in Japan 
to invest in other economies with higher yields. And Japan’s equivalent of Australia’s 
official cash rate - the uncollateralized overnight call rate - has not been above 0.5% 
pa since August 1995.  
 
But to park funds borrowed in Japan in other countries, the borrower/investor has to 
purchase the other currency first (and sell yen to buy it), which pushes down the 
value of the yen relative to the other currency. So the long, steady and significant 
depreciation of the yen since the late 1990s reflects the operation of the carry trade. 
 
 

 
 
 
And it is not only borrowed funds. Japanese households have a much higher 
propensity to save than households in English speaking countries in particular (which 
conversely have higher propensities to consume), but very low returns in Japan have 
encouraged households, via savings institutions, to chase higher yields offshore, 
adding to the carry trade’s impetus. 
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Index of Japanese Yen Exchange Rate - 2007,2008
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And whereas the federal funds rate dipped as low as 1.0% pa between June 2003 
and May 2004, and the single euroland cash rate tracked at 2.0% pa between June 
2003 and November 2005, Australia’s cash rate troughed at a much juicier 4.25% pa 
(and even then it only prevailed for five months), while the New Zealand official cash 
rate only went as low as 4.75% pa. So the aussie and kiwi dollars have been the 
biggest beneficiaries of the carry trade in recent years. 
 
The unwinding of the yen carry trade is when funds parked outside Japan are 
divested for repatriation back home to Japan. So just as the $A and $NZ were the 
biggest winners when the carry trade was in full swing, they are also the biggest 
losers when it unwinds. 
 
When the carry trade unwound sharply between mid to late July and the middle of 
August, the Japanese currency rose by 12 per cent against the euro, 13 per cent 
against sterling, 10 per cent against the $US (even though the greenback itself was 
faltering); but a chunky 22 per against the $A and a whopping 29 per cent against the 
$NZ. Put the other way around, the aussie and kiwi fell more sharply against the yen 
when the carry trade was unwinding, which was the payback for their relatively strong 
appreciations when the carry trade was in full swing. The chart below plots indices of 
the yen’s value for selected currencies this year. A downward movement in the 
indices indicate a depreciation of the yen as the carry trade is active, while upward 
movements in the indices represent appreciation of the yen as the carry trade is 
unwound.   
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Big Three Official Cash Rates
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The yen carry trade is just the most visible and obvious example of the great cash 
and carry era of the early part of this decade, as the simple average of the big three 
cash rates dipped to 1.0% pa between June 2003 and May 2004. Funds borrowed at 
historically low rates were invested in all manner of risky assets, including sub-prime 
mortgages and corporate bonds in the US, and commodities. As defaults have piled 
up in the sub-prime and associated markets (including collateralised debt obligations 
intertwined with it), inadequate pricing for risk during the great cash and carry era has 
been replaced by aversion to risk. And one of the biggest risks going around is the 
exposure the yen carry trader has to a depreciation of the currency of the country 
where the funds are parked. So it was no coincidence that when corporate bond 
spreads started to rise sharply, the yen carry trade started to unwind.  
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