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Clear Harbor Flash: Notes From Japan Week 
 
I write from Tokyo, where for the past week I have been meeting with bankers, economists, 
bond traders, and expatriates. I have spoken with observers and analysts of Japan’s auto, bank, 
insurance and real estate industries, as well as people with ears to the ground regarding the 
country’s important technology sector.  
 
As always, such discussions are critical elements in Clear Harbor’s bottom-up investment 
process. But ultimately, movement in Japan’s currency, bond yields, and equities also influence 
asset prices and inflation expectations far beyond the borders of this island nation.  
 
From a top-down standpoint, the uniformity of views here on the central questions of the day is 
striking. Whether the subject is “Abenomics,” forex expectations, inflation, or the sudden 
revival in equities, the consensus is clear: though global speculators may have helped trigger a 
correction in recent weeks as they exited short-term trading positions, domestic confidence in 
Japan’s future is higher than at any time since the 1980s. 
 
As I articulated in a Clear Harbor Flash last month, all signs indeed suggest that the 
administration of Prime Minister Shinzo Abe recognizes the crisis in Japan’s fiscal fundamentals, 
and is willing to undertake bold monetary and fiscal actions to reflate the economy and 
stimulate growth. After several days here, I find that thesis fundamentally intact.  
 
However, such an exceptional consensus carries risks of its own. For investors in Clear Harbor’s 
equity strategy—which stepped into the Japanese equity market for the first time in our history 
less than a year ago, only to be carried higher by our modest allocation there so far—the 
moment is right for a fresh look with a critical eye.  
 
In a few weeks, our Quarterly Outlook will survey the broader investment landscape. For the 
moment, I would like to share several observations to complement our continuing investment 
thesis on Japan, and to elaborate on the risks inherent in what remains a dramatic policy 
experiment in the world’s third-largest economy.  
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Deflation: the personal versus the political. While Japan’s currency and economy have been 
deteriorating for more than two decades now, it is important to note that most Japanese have 
nonetheless achieved real returns on their savings. As a result, wide swaths of Japanese society 
have not experienced deflation anything like what the headline numbers suggest.  
 
This presents a challenge for Mr. Abe’s that is not generally well understood in the West. He 
must convince Japan that sacrifice today will give the entire country a shot at greater economic, 
financial and social sustainability in the long run, despite a status quo that most individuals 
actually find quite manageable in their day-to-day lives.  
 
Abe’s expansionary policies remain a gamble, and opinion could turn rapidly if the road to 
economic improvement proves too bumpy or too long. Yet I remain convinced that if any 
country is culturally and institutionally prepared to walk that road, it is Japan. 
 
Investment habits: overcoming a quarter-century of equity avoidance therapy. Ironically, the 
superior real returns that Japanese citizens have enjoyed have come from the safest assets—
Japanese Government Bonds. This is a fundamentally different experience from U.S. investors, 
who can look back at a quarter-century of equities beating inflation where Treasuries have not.  
 
Should the Bank of Japan succeed in bringing back inflation, rapidly aging investors here will 
face a difficult choice. They might stick with familiar government bonds, even as their value is 
eroded by rising prices. But Abe clearly hopes—as Bernanke does here in the United States—
that these investors will instead change their tune, and support economic growth by investing 
in equities. Such a move will require a newfound respect for inflation—and sustained 
confidence that “Abenomics” can work where past administrations have failed. 
 
The third rail of Japanese politics: labor reform. As in the United States, support for economic 
policies comes more from employment and wage gains than from GDP headlines. Achieving 
such gains is particularly challenging in Japan, where labor protections are so rigid that 
employers hire 35% of workers under temporary arrangements to preserve flexibility. 
 
Despite the clear economic case for labor reform, politics guarantee a stubborn headwind for 
change. Just as proposals to change Social Security tend to electrocute American politicians, 
ideas for reforming Japan’s labor laws reliably claim the careers of officials here. One prominent 
economist in Tokyo has gone so far as to say: “Abenomics does not legitimately include 
structural reform.” But without it, Japan’s full economic potential will go untapped. 
 
The critical role of wage growth in beating deflation. While corporate managers might 
welcome fewer restrictions in labor markets, they may be reluctant to deliver the salary hikes 
necessary to reignite a healthy degree of inflation. In recent memory, pressure for such hikes 
has been nonexistent here: since the death of the "lifetime employment" system in the 1990s, 
labor has accepted a lower share of Japanese corporate income in a national bid to salvage 
profit margins and global competitiveness for the country’s exporters.  
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Wage constraints have thus contributed significantly to deflation in Japan for some time. While 
the ebbing of the global financial crisis has removed one important deflationary pressure, true 
reflation and growth will require broad salary increases. As with investment habits, this will 
require another dramatic reversal in psychology. 
 
The implications of economic success for domestic allocations. Should these hurdles be 
overcome, the implications for asset allocations could be dramatic. Decades of pessimism have 
left some 55% of Japanese wealth held in cash, with less than 10% allocated to equities. If the 
animal spirits awaken at the Japanese household level, we could in fact see a significant shift 
from cash to other asset classes.  
 
Japan’s major institutional investor plays its hand. Individual investors may well follow the 
lead of the Japanese postal system (Japan Post or “Yo-chu”), which holds over $2 trillion in 
household assets and is the largest bondholder in the country after the central bank. Yo-chu is 
also a notoriously conservative investor, with a current allocation to equities of precisely zero 
percent.  
 
That may be changing. In an early signal of increasing risk appetite, Japan Post has recently 
hired a head of equities. Even an incremental allocation from bonds to equities by this 
important player could spark further gains in real asset prices, while sending an electric signal 
to other institutions to reconsider their conservatism and embrace growth. 
 
The promise of coordinated monetary and fiscal policy. While U.S. observers may lament the 
imbalance between monetary and fiscal stimulus, Japan is experiencing the highest level of 
policy coordination in decades. From a policy standpoint, the iron is hot here. This increases 
confidence that the Bank of Japan can reduce JGB volatility and maintain low absolute yields, 
even amidst the most aggressive monetary easing program the world has ever seen.  
 
Equally important: it improves prospects for the sustained decline in the yen that is central to 
every one of Japan’s monetary, fiscal and economic objectives. And it increases confidence that 
the full cocktail of aggressive policy implementation will continue to fill the punchbowl. 
 
The enduring demographic challenge. As I described in the most recent Flash, demographic 
trends in Japan are bad, and trending worse by the year. The one potential silver bullet, 
immigration policy, is barely discussed domestically. Economists often exclude any possibility of 
immigration reform from their projections, and for good reason: it is extremely unpopular. 
 
In fact, one local newspaper polled its readership, and found that a majority would prefer a 
lower quality of life with no immigration to a higher quality of life through economic growth 
with immigration. This political reality provides a challenge to those seeking longer-term 
solutions to Japan's economic woes. The other possible solution—a significant societal shift 
toward higher birth rates—may be equally difficult, particularly as the country slowly begins to 
promote the role of women in the workforce.  
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While these observations would seem to confirm the stereotype of Japan as paralyzed by 
tradition, noteworthy shifts have nonetheless occurred. Indeed, despite a population peak 
overall, the population of Tokyo and other major centers has risen in recent years. The 
productivity gains inherent in dense urban environments could yet spell higher GDP growth at 
the margin, and perhaps foster other social shifts that today seem difficult to envision. 
 
The long-term fate of Abenomics is as uncertain as that of Mr. Abe himself. The attempt to 
elevate wages, print vast quantities of money, devalue the yen, and stimulate risk appetites is a 
high-wire balancing act—particularly against the backdrop of very high public debt. It is a 
politically risky program, and seemingly contrary to two decades of Japanese economic 
experience. And yet, it is the policy prescription Japan has waited for.  
 
Ultimately, the success of Japan’s economy and that of its political leadership are now as 
intertwined as those of any nation or region in the world. For the time being, Mr. Abe appears 
to have inspired the confidence that his bold plan deserves. We will keep our watch as he tries 
to beat the odds suggested by Japan’s recent economic history—and to maintain the political 
support that sustained success will require. 
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