
 
 

 

Visit our web site: www.ClearHarborAM.com or call us at +1 (212) 867-7310 

 

        Clear Harbor Asset Management, LLC | 420 Lexington Avenue, Suite 2006, New York 10170 

 

 

 

 
May 23, 2013 

Aaron J. Kennon                    
Chief Executive Officer 

Clear Harbor Flash: A Generational Turnaround in Japan? 
 
While the march of the Dow higher has been impressive, the most noteworthy market breakout 
of recent quarters has undoubtedly been that of Japan. Since September of 2012, the yen has 
depreciated 31% versus the U.S. dollar while the Nikkei has risen 64%, outpacing the S&P 500 
by 40%.  
 
These moves are not a random burst of regional outperformance: they reflect nothing less than 
the widespread perception of suddenly renewed promise for a major economy after one “lost 
decade” after another amid policy failure. Specifically, they are the result of an aggressive 
campaign of quantitative easing and monetary weakening by the Bank of Japan at the urging of 
Prime Minister Shinzo Abe.  
 
As with similar “QE” policies in the United States, Abe’s hope is to stimulate export demand, 
raise domestic profits, and elevate wages while suppressing government bond yields and 
borrowing costs—in short, to inflate the country’s way out of persistent economic weakness. If 
successful, this will be a significant accomplishment for a nation where the greater threat in 
recent memory has been the specter of stubborn deflation, rather than the inflation fears that 
preoccupy most Western economists. 
 
It is hard to adequately convey the sea change that this represents in Japanese confidence and 
outlook. In the early 2000s, I spent two years trading dollar-denominated bonds in Japan. On a 
visit to our offices, Larry Lindsay, former Federal Reserve Governor and economic advisor to 
President George W. Bush, shared his thoughts on the ills that were already well-entrenched in 
the Japanese economy. His message was clear: "Japan must reflate...Japan must reflate."  
 
As he spoke, the Nikkei traded 75% below the 1989 peak, and JGB yields hovered at 1.1%, 
versus 6.75% during the boom years. Yet the audience of primarily local Japanese employees—
the “salarymen” who had heard this message before from many other outside authorities, 
while the government persisted in half-measures of fiscal stimulus financed by large deficits—
were visibly unmoved. 
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It took another full decade before the political will emerged to support the kind of bold action 
Mr. Abe has initiated. The catalysts included the dramatic increase in debt-to-GDP ratios, from 
an already unhealthy 150% to approximately 220% today, and the growing recognition that 
significant growth will be required to reduce this debt. Indeed, recent economic analysis 
suggests the domestic economy will need to sustain a rate in excess of 6% before meaningful 
reductions can begin. 
 
The impact of an aging population on Japan’s ability to finance its debt has become equally 
undeniable. The savings rates of 15-25% seen in the 1990s have plummeted to just 3% today as 
waves of workers have entered retirement, robbing the Japanese government of its once-
robust source of domestic financing. That source is unlikely to return: the proportion of citizens 
over the age of 65 has risen from 17% in 2003 to 24% today. And while total population in the 
U.S. and elsewhere continues to grow (parts of developed Europe excepted), Japan's peaked 
nearly a decade ago at 127 million. It is expected to decline to 108 million in 25 years and just 
95 million by 2050. 
 
In short: the demographic and financial realities have come home to roost.  Hope is not an 
investment strategy, and faced with such realities, Japanese officials have concluded that it is 
no longer a prudent policy approach, either. Having exhausted the alternatives, they have 
finally embraced a bold “Plan B.” 
 
Sound familiar? Our very own Federal Reserve Bank has acted in a similar fashion over the last 
several years. But the size and scope of the Japanese monetary experiment is even larger—by 
many estimates, some 60% larger than the current scheme of quantitative easing in the U.S. 
relative to the size of the economy. And while the risk of failure is real—indeed, it appears quite 
elevated—the status quo had become far less desirable for the Japanese as well as the global 
economy.  
 
Hence, the first outburst of real optimism in Japan since the Sony Walkman, not California’s 
iPhone, epitomized youthful vitality. It is a welcome development for those—including those of 
us at Clear Harbor—who articulated a constructive thesis on Japan toward the end of 2012. The 
questions now are: can it continue? And, what are the risks, from both a policy and an 
investment standpoint? 
 
Despite the correction witnessed just this past week, I believe the reflationary trade over the 
last several months has significant room to continue. Given Japan’s current monetary strategy, I 
believe the yen can trade at or above 150 within the next few years, and that even 200 is a 
distinct possibility.   
 
With that said, any number of speed bumps could throw the Bank of Japan off its policy course, 
and current favorable economic and financial trends with it. These include: 
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1. Any inability on the part of the Bank of Japan to maintain a relatively low JGB yield relative 
to global developed market economies. This past Wednesday, 10-year JGB yields jumped from 
0.80% to 1.00% before settling back at 0.85%—a very significant intraday move for a major 
sovereign yield, and a big change from 0.50% just a month ago. Should debt-to-GDP surge 
further in an environment of significantly higher rates, the government will no longer be able to 
fund their outstanding debt at reasonable levels—a risk familiar to those who have followed 
the travails in the Eurozone in recent years. We share this concern as it pertains to Japan, but 
we believe the Bank of Japan has ample firepower for the time being to keep JGB yields within 
the context of other large developed nations. 
 
2. The ability for current policy to reawaken the animal economic spirits. Albeit fickle, 
confidence in the current policy initiative is quite high (and correlated with the prime minister's 
70% approval rating).  It must be sustained if a virtuous cycle of greater hiring, wage growth 
and consumption is to return to the domestic economy.   
 
3. The currency of one country is of course a relative value to other currencies. And while 
markets may continue to see Japan print more money over the next few years than in the 
previous decade, economic weakness and monetary action by other nations could mitigate the 
decline in the yen (and along with it, the advantage to Japanese exporters). However, we 
believe that this is less than likely given the size and scope of Japan’s QE program relative to 
those of other nations. 
 
I will be returning to Japan next month to meet with economists, investors, sell-side analysts, 
and corporate leaders there. Despite the success of our Japan strategy year-to-date, my chief 
objective is to discover views and evidence that might challenge or force us to adjust, or even 
reject, Clear Harbor’s current thesis. But as one who came to love that amazing country during 
my time there, I also hope to find reliable signals that the rather sleepy audience that greeted 
Lawrence Lindsay in 2003 has awakened at last to the urgency, and promise, of the moment. 
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