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Has the Yen Fallen Too Far?
Carol Lye   |   Katie Klingensmith 

The Japanese yen has fallen dramatically since the beginning of 2021 and has not been this cheap relative to the
U.S. dollar since 2002. From a purchasing power parity (PPP) or real effective exchange rate perspective (REER),
it looks like a bargain, potentially undervalued by approximately 25% relative to the U.S. dollar (see Chart 1).

 

The dollar-yen spot price tends to track the one-year yield differential between the U.S. and Japanese yield
curves. This relationship is evident over the long term (see Chart 2), although certainly many factors also play
into this story.
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Recently, with inflation skyrocketing and markets pricing in 10 hikes by the Federal Reserve (Fed) over the
course of the next year, the dollar has surged. Meanwhile in Japan, inflation has remained stubbornly low, and
the Bank of Japan (BOJ) has continued with highly accommodative monetary policy. The resulting growing yield
spread has moved in lockstep with the USD/JPY (see Chart 3). 

However, anecdotal evidence is mounting that perhaps there are whiffs of price increases in Japan, too,
especially apparent in imported goods, food, and energy. In fact, a recent Reuters Corporate Survey suggests
that 76% of firms report they cannot tolerate yen weakness at current levels. If the Fed disappoints, or the BOJ
must address inflation in Japan, we could see this yield differential—and the USD/JPY—retrace quickly. Even
with only incipient reflation, political pressure in Japan could mount quickly. Carol Lye’s recent blog, “Awakening
Japan’s Sleeping Giant”, mentioned the potential political backlash that could pressure the BOJ’s negative
interest rate policy if imported inflation combines with already rising food and energy prices to produce
generalized price increases, to which Japan’s elderly population is sensitive.
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Low inflation and growth in Japan have resulted in large yield spreads between the Japanese and U.S. yield
curves that are unlikely to evaporate quickly. Therefore, the yen could remain under pressure, and this
uncertainty suggests caution. However, there are other reasons why the yen could find a bottom, and the current
anomaly could revert. If global and U.S. recession fears mount, not only could markets quickly temper their
expectations for Fed rate hikes, Japanese investors also could move assets back onshore—into yen—with
alacrity. Other potential drivers could include a regional/Chinese uptick in economic activity, a prolonged risk
sell-off accompanied by a flight to safety favoring the yen, or a reversal of outsized short positions currently
held by traders.

Groupthink is bad, especially at investment management firms. Brandywine Global therefore takes special care
to ensure our corporate culture and investment processes support the articulation of diverse viewpoints. This
blog is no different. The opinions expressed by our bloggers may sometimes challenge active positioning within
one or more of our strategies. Each blogger represents one market view amongst many expressed at Brandywine
Global. Although individual opinions will differ, our investment process and macro outlook will remain driven by
a team approach. 
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Brandywine Global Investment Management, LLC ("Brandywine Global") is an investment adviser registered with the U.S.
Securities and Exchange Commission ("SEC"). Brandywine Global may use Social Media sites to convey relevant
information regarding portfolio manager insights, corporate information and other content.

Any content published or views expressed by Brandywine Global on any Social Media platform are for informational
purposes only and subject to change based on market and economic conditions as well as other factors. They are not
intended as a complete analysis of every material fact regarding any country, region, market, industry, investment or
strategy. This information should not be considered a solicitation or an offer to provide any Brandywine Global service
in any jurisdiction where it would be unlawful to do so under the laws of that jurisdiction. Additionally, any views
expressed by Brandywine Global or its employees should not be construed as investment advice or a recommendation
for any specific security or sector.

Brandywine Global will monitor its Social Media pages and any third-party content or comments posted on its Social
Media pages. Brandywine Global reserves the right to delete any comment or post that it, in its sole discretion, deems
inappropriate or prevent from posting any person who posts inappropriate or offensive content. Any opinions expressed
by persons submitting comments don't necessarily represent the views of Brandywine Global. Brandywine Global is not
affiliated with any of the Social Media sites it uses and is, therefore, not responsible for the content, terms of use or
privacy or security policies of such sites. You are advised to review such terms and policies.


