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The yen has just moved back centre stage. Back in September last year, when the yen broke 

below the 15-year trendline around ¥105, we highlighted the dollar/yen chart as the most 

important chart investors should be watching. We followed that up in November just after the 

dollar trade-weighted index (DXY) broke its 30-year downtrend, saying that if the 30-year 

support level for ¥/$ of ¥120-122 also broke, the yen would quickly fall to ¥145/$. The break of 

¥122 took much longer than I expected but it has just occurred and I think yen weakness will 

become a dominant driver of markets and economies. We reiterate the particular vulnerability 

of China to yen weakness – in a replay of the events that led up to the 1997 Thai baht 

devaluation. China has big deflationary problems and cannot tolerate any further rise in the 

renminbi. Indeed, on one key measure, China is already in outright deflation. 

 They say if you are going to make a prediction never attach a date to it, and our 

November 2014 forecast that the yen would fall to ¥145 against the dollar by end-March 

2015 is a good example of the pitfalls. What happened since we made that forecast is the 

yen reached the support level of ¥122 in early December, yawned, and then spent the best 

part of six months consolidating in a tight range to work off a massively oversold position 

(including an extreme net speculative short on CFTC data). 

 We said in November “It seems entirely plausible to me that once we break ¥120 (we 

revised that break-point to ¥122 on advice), we could see a very quick ¥25 move to ¥145, 

forcing commensurate devaluations across the whole Asian region and sending a tidal wave 

of deflation westwards.� Having finally crashed decisively through ¥122 last week (see chart 

below), what has changed since November? Two things - deflation fears in the west have 

ebbed away recently but the economic situation in China has become more precarious. The 

most important thing as the yen sets off another round in the global currency war is 

that China in now in outright deflation and cannot tolerate renminbi appreciation. As 

the yen drags down other regional currencies, and the renminbi is forced to participate in a 

competitive devaluation, deflation fears will surely quickly reignite in the west. 

The yen has now broken the key 30-year support of Y122/$ (rising bars = weaker yen) 

 
Source: Reuters  
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Our prognosis last September as the yen broke ¥105 still stands: “Staring long and hard at the 

yen/$ chart, I think that in the current circumstances the yen/$ will head to 120 pretty quickly – 

perhaps after a short reinvigorating retracement. And if the dollar’s ascent is given extra 

impetus by the DXY also breaking out, a decline in the yen below ¥120 will see an end to its 

30y uptrend – a trend that has relentlessly exported deflation from the west to Japan. Sound 

far fetched? One of the few things I have learnt over 30 years in this industry is that when 

traders decide the ¥/US$ starts to move it can jump by ¥10 or ¥20 very quickly indeed.” 

While the yen has now spent the last six months consolidating in a tight ¥118-122 range, 

investors have decided that major currency swings are being driven either by dollar strength 

(as the Fed teases us with a rate hike), or euro weakness (as the ECB conducts QE). But we 

believe that what Japan is doing in terms of QE is totally off the scale and it is the yen, not the 

dollar or euro, we should be watching. Indeed in a dramatic intervention, the IMF recently 

advised the BoJ to increase its QE stimulative measures still further as the economy failed to 

achieve either a take-off in wage inflation or anything close to its 2% core inflation target - link. 

Yen weakness at this juncture reminds us of events before the 1997 Asian crisis. Back in the 

mid-1990s, a period of undervalued Asian currency pegs to the dollar had stimulated strong 

growth in the region and large balance of payment (BoP) surpluses. Then the whole process 

went into reverse as inflation picked up, real exchange rates soared, competitiveness was lost 

and BoP surpluses turned to deficits. That process has happened again in EM economies in 

general but importantly, also in China. Their real trade-weighted exchange rates continue to 

rise, even as the bilateral dollar rate remains stable (see chart below).  

Despite renminbi stability against the dollar, the real trade-weighted measure is still soaring 
  

 
Source: Datasteam 

I have a confession to make. At the time of Chinese Q1 GDP release I was in Japan and I 
missed the incredibly important fact that China’s GDP deflator had lurched into deep 

deflation, declining 1.2% yoy (see charts below) – my apologies for that.  

China’s Q1 nominal GDP growth has dipped below real....  ...which means that on this key measure China is in deflation 
     

 

 

 
Source: Datastream   
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Why is China�s lurch into deflation on the GDP deflator, but not the CPI measure, so 

important? We have pointed out before (unfortunately we don�t have space for the chart here) 

that in Japan during the 1990s the thing to watch to see the havoc that deflation was wreaking 

on nominal revenues and debt/income loads was not the CPI, but rather the GDP deflator, 

which fell far faster than the CPI. Economic agents produce far more than just consumer 

goods and services and the GDP deflator is a much wider basket of goods and services and 

includes exports and investment goods. Clearly the descent into outright GDP deflation in 

China explains the more aggressive, even slightly panicky, policy easing measures there. 

We also pointed out last week that China�s move into BoP deficit imposes a substantial 

monetary headwind on the economy. China may wish to keep the renminbi stable at this time 

while the IMF is currently considering including it in the SDR currency basket. But the 

economy is simply not in a position to withstand a major yen decline bringing down the 

currencies of its competitors in the region (and the additional deflationary impulse). I remain 

convinced that China must start guiding its currency down against the dollar and it can do that 

easily now it has a BoP deficit by doing absolutely nothing (ie not intervening any longer to 

hold it up)! China will also take the IMF�s recent declaration that the renminbi is no longer 

undervalued as justification for these actions - link.  

Worrisome deflation is already being imported into the US, especially from Japan (see chart 

below). China (blue line) has yet to participate, but a further round of Asian devaluations will 

inevitably see waves of deflation heading westwards � as in 1997/98. Watch this data closely.  

One good measure of deflationary pressure in the US is import prices (yoy%) 

 
Source: Datastream 

Ironically, these developments occur just at a time when deflation fears have receded 

somewhat in both the US and eurozone. Yet, eurozone core CPI inflation remains at only 0.6% 

yoy, and although the core US CPI picked up to 1.8% yoy, if you measure US CPI as in the 

eurozone (by excluding imputed owner occupier rent), US core inflation is at 1%. The US and 

eurozone remain a hair�s breadth from outright deflation. A weak yen could push them over 

the edge into deflation proper as China is forced to finally join the global currency wars. 

Measure US CPI like the eurozone and core CPI is similar (yoy %) 

 
Source: Datastream 
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IMPORTANT DISCLAIMER: The information herein is not intended to be an offer to buy or sell, or a solicitation of an offer to buy or sell, any 
securities and has been obtained from, or is based upon, sources believed to be reliable but is not guaranteed as to accuracy or completeness. 
Material contained in this report satisfies the regulatory provisions concerning independent investment research as defined in MiFID. Information 
concerning conflicts of interest and SG’s management of such conflicts is contained in the SG’s Policies for Managing Conflicts of Interests in 
Connection with Investment Research which is available at https://www.sgresearch.com/Content/Compliance/Compliance.aspx SG does, from 
time to time, deal, trade in, profit from, hold, act as market-makers or advisers, brokers or bankers in relation to the securities, or derivatives 
thereof, of persons, firms or entities mentioned in this document and may be represented on the board of such persons, firms or entities. SG does, 
from time to time, act as a principal trader in equities or debt securities that may be referred to in this report and may hold equity or debt securities 
positions. Employees of SG, or individuals connected to them, may from time to time have a position in or hold any of the investments or related 
investments mentioned in this document.  SG is under no obligation to disclose or take account of this document when advising or dealing with or 
on behalf of customers. The views of SG reflected in this document may change without notice. In addition, SG may issue other reports that are 
inconsistent with, and reach different conclusions from, the information presented in this report and is under no obligation to ensure that such 
other reports are brought to the attention of any recipient of this report.  To the maximum extent possible at law, SG does not accept any liability 
whatsoever arising from the use of the material or information contained herein. This research document is not intended for use by or targeted to 
retail customers. Should a retail customer obtain a copy of this report he/she should not base his/her investment decisions solely on the basis of 
this document and must seek independent financial advice. 
 
The financial instruments discussed in this report may not be suitable for all investors and investors must make their own informed decisions and 
seek their own advice regarding the appropriateness of investing in financial instruments or implementing strategies discussed herein.  The value 
of securities and financial instruments is subject to currency exchange rate fluctuation that may have a positive or negative effect on the price of 
such securities or financial instruments, and investors in securities such as ADRs effectively assume this risk. SG does not provide any tax advice. 
Past performance is not necessarily a guide to future performance.  Estimates of future performance are based on assumptions that may not be 
realized. Investments in general, and derivatives in particular, involve numerous risks, including, among others, market, counterparty default and 
liquidity risk.  Trading in options involves additional risks and is not suitable for all investors. An option may become worthless by its expiration 
date, as it is a depreciating asset. Option ownership could result in significant loss or gain, especially for options of unhedged positions. Prior to 
buying or selling an option, investors must review the "Characteristics and Risks of Standardized Options" at 
http://www.optionsclearing.com/about/publications/character-risks.jsp or from your SG representative. Analysis of option trading strategies does 
not consider the cost of commissions. Supporting documentation for options trading strategies is available upon request.  
Notice to French Investors: This publication is issued in France by or through Société Générale ("SG") which is authorised and supervised by the 
Autorité de Contrôle Prudentiel et de Résolution (ACPR) and regulated by the Autorité des Marchés Financiers (AMF). 
Notice to U.K. Investors: Société Générale is a French credit institution (bank) authorised by the Autorité de Contrôle Prudentiel (the French 
Prudential Control Authority) and the Prudential Regulation Authority and subject to limited regulation by the Financial Conduct Authority and 
Prudential Regulation Authority. Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation 
by the Financial Conduct Authority are available from us on request. 
Notice to Swiss Investors: This document is provided in Switzerland by or through Société Générale Paris, Zürich Branch, and is provided only to 
qualified investors as defined in article 10 of the Swiss Collective Investment Scheme Act (“CISA”) and related provisions of the Collective 
Investment Scheme Ordinance and in strict compliance with applicable Swiss law and regulations. The products mentioned in this document may 
not be suitable for all types of investors. This document is based on the Directives on the Independence of Financial Research issued by the Swiss 
Bankers Association (SBA) in January 2008. 
Notice to Polish Investors: This document has been issued in Poland by Societe Generale S.A. Oddzial w Polsce (“the Branch”) with its 
registered office in Warsaw (Poland) at 111 Marszałkowska St. The Branch is supervised by the Polish Financial Supervision Authority and the 
French ”Autorité de Contrôle Prudentiel”. This report is addressed to financial institutions only, as defined in the Act on trading in financial 
instruments. The Branch certifies that this document has been elaborated with due dilligence and care. 
Notice to U.S. Investors:  For purposes of SEC Rule 15a-6, SG Americas Securities LLC (“SGAS”) takes responsibility for this research report. 
This report is intended for institutional investors only. Any U.S. person wishing to discuss this report or effect transactions in any security 
discussed herein should do so with or through SGAS, a U.S. registered broker-dealer, futures commission merchant (FCM) and swap dealer.   
SGAS is a member of FINRA, NYSE, NFA and SIPC and its registered address is at 245 Park Avenue, New York, NY, 10167. (212)-278-6000. 
Notice to Canadian Investors: This document is for information purposes only and is intended for use by Permitted Clients, as defined under 
National Instrument 31-103, Accredited Investors, as defined under National Instrument 45-106, Accredited Counterparties as defined under the 
Derivatives Act (Québec) and "Qualified Parties" as defined under the ASC, BCSC, SFSC and NBSC Orders  
Notice to Singapore Investors: This document is provided in Singapore by or through Société Générale ("SG"), Singapore Branch and is 
provided only to accredited investors, expert investors and institutional investors, as defined in Section 4A of the Securities and Futures Act, Cap. 
289. Recipients of this document are to contact Société Générale, Singapore Branch in respect of any matters arising from, or in connection with, 
the document. If you are an accredited investor or expert investor, please be informed that in SG's dealings with you, SG is relying on the following 
exemptions to the Financial Advisers Act, Cap. 110 (“FAA”): (1) the exemption in Regulation 33 of the Financial Advisers Regulations (“FAR”), 
which exempts SG from complying with Section 25 of the FAA on disclosure of product information to clients; (2) the exemption set out in 
Regulation 34 of the FAR, which exempts SG from complying with Section 27 of the FAA on recommendations; and (3) the exemption set out in 
Regulation 35 of the FAR, which exempts SG from complying with Section 36 of the FAA on disclosure of certain interests in securities. 
Notice to Hong Kong Investors: This report is distributed in Hong Kong by Société Générale, Hong Kong Branch which is licensed by the 
Securities and Futures Commission of Hong Kong under the Securities and Futures Ordinance (Chapter 571 of the Laws of Hong Kong) ("SFO"). 
This document does not constitute a solicitation or an offer of securities or an invitation to the public within the meaning of the SFO. This report is 
to be circulated only to "professional investors" as defined in the SFO. 
Notice to Japanese Investors: This publication is distributed in Japan by Societe Generale Securities (North Pacific) Ltd., Tokyo Branch, which is 
regulated by the Financial Services Agency of Japan. This document is intended only for the Specified Investors, as defined by the Financial 
Instruments and Exchange Law in Japan and only for those people to whom it is sent directly by Societe Generale Securities (North Pacific) Ltd., 
Tokyo Branch, and under no circumstances should it be forwarded to any third party. The products mentioned in this report may not be eligible for 
sale in Japan and they may not be suitable for all types of investors. 
Notice to Korean Investors: This report is distributed in Korea by SG Securities Korea Co., Ltd which is regulated by the Financial Supervisory 
Service and the Financial Services Commission. 
Notice to Australian Investors: Societe Generale is exempt from the requirement to hold an Australian financial services licence (AFSL) under the 
Corporations Act 2001 (Cth) in respect of financial services, in reliance on ASIC Class Order 03/8240, a copy of which may be obtained at the web 
site of the Australian Securities and Investments Commission, http://www.asic.gov.au. The class order exempts financial services providers with a 
limited connection to Australia from the requirement to hold an AFSL where they provide financial services only to wholesale clients in Australia on 
certain conditions. Financial services provided by Societe Generale may be regulated under foreign laws and regulatory requirements, which are 
different from the laws applying in Australia. 
http://www.sgcib.com. Copyright: The Société Générale Group 2015. All rights reserved. 
This publication may not be reproduced or redistributed in whole in part without the prior consent of SG or its affiliates. 
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