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By Richard Cluver
One of the most regular queries I get from small investors has to do with
property as compared with the share market. So I am indebted to FNB for
figures suggesting that the national average net yield on property is 7.27
percent currently which offers me a useful comparison starting point.
Of course, no investment comparison can ever be complete if it does not also
include the vital ingredient of capital gain, but here I have not been able to find any
national statistics except for those that I have obtained by observation over many
years which suggest a compound annual average rate of of 11.65 percent for
residential property in the Durban area over the past 20 years. Add the two together
and you get a Total Return of 18.92 percent.
By contrast, the collective growth of Blue Chip shares listed on the Johannesburg
Stock Exchange over the past 20 years has been 19.5 percent. According to
Standard Bank the average dividend yield of the JSE All Share Index has been 4.3%
over the past 50 years while blue chips have generally stood at around 2.6 percent
and so, taking the latter figure, we might conclude that the total Return on an
average Blue Chip could be 22.1 percent.
Thus the quick conclusion is that Blue Chips offer a 16 percent better return. To
illustrate that visually I have prepared the graph below which in Red traces out the
mean of the ShareFinder Blue Chip Index over the past 20 years and in Green the
performance of Durban residential property.

Of course the comparison does not end there. Investing in property means by
definition that you are in for the long haul which is why many believe it is by far the
safer investment. But that comparison is a little simplistic. Both investments have
bear and bull phases but the difference is that in a property bear market it is nearly
impossible to find a buyer whereas it is rare that one cannot find a buyer for shares
in a bear market though you might have to take a knock if you opt to sell in a severe
down-turn.
Simplistically, when you buy property, you know what you paid for it and that
generally becomes your selling price minimum whereas, when you buy a share you
can see at a glance each day what it is worth. So it is understandable that
inexperienced share investors who did not anticipate the crash of 1998 when the
Blue Chip Index fell 50 percent between April and September 1998 or the more
recent 2008-2009 bear market when the average Blue Chip fell 30 percent between
mid May 2008 and mid-March 2009, might have panicked along the way and sold at
the bottom promising themselves they would never enter the share market again.
That view, however, ignores the fact that after each major correction the share
market ALWAYS returns to its rising mean as traced out by the red line in my graph.
In sharp contrast to the “Burnt Fingers” experience of many first time investors who
panicked in the bear markets, most of us have generally favourable experiences of
property. You bought it when your family was young and over the years it was your
castle that stood safely as a beacon of value in a fast-changing world. And when the
family had grown up 20 or 30 years later you sold it for a figure many times what you
originally paid. So no wonder it seemed “as safe as houses”.

Well what are the REAL comparisons? If you bought a house back in 1994 and paid
around R500 000 for it the chances are that you might hope to get around R4-million
for it today. Had you, however bought Blue Chips for the same value and simply sat
on them you might expect that today your investment would be worth R20 352 266.
That’s more than five times better.
In the case of the house, of course you would have enjoyed free living in return for
fairly heavy annual maintenance bills whereas the shares would have yielded you a
total dividend of around R13 000 a year back in 1994 which would have grown to a
current R500 000. So one should note here that it would be very east to retire on a
lump sum of R20-million plus but rather more difficult to do so on R4-million.
Of course, had you bought a property as a business proposition to let to tenants, you
would have been able to deduct all your running expenses from the rents you
received but the net 7.27 percent income after expenses would have been subject to
taxation in your hands at your maximum marginal rate which for most folk would
have been close to 40% with the result that your after tax return on your investment
would have fallen to 4.36 percent. By contrast
the dividends you received form a share
portfolio would have been tax-free until recently
and more recently would have been subject to
a flat 15% dividend tax resulting in an actual
2.21 percent return in your pocket.
When you come to sell a property, of course
there are a number of folk standing with their
hands out. The Receiver of Revenue will want
both VAT and capital gains tax, but this applies
equally to shares and property held
commercially so we might exclude these from
our discussion. In addition you will pay for an
entomology report and a wiring clearance
certificate which could easily cost you R20 000
between them. Then the estate agent will claim
8.5% commission and the conveyancer will
collect a FICA Verification charge of R450
which will bring your selling costs to 9% of the
selling price which is nine times what you pay
when you sell a share. When you sell shares
there is a “Basic Charge of R15 plus brokerage
on a sliding scale plus Strate Settlement Costs
of 0.005% and Securities Tax of 0.25% making
a total of just 1 percent on the complete
transaction.
So Blue Chip shares win hands down on every
score and that is even before you bring to mind
the fact that on a national scale only 86 percent
of tenants are in good standing at any one
time. In other words one in six tenants defaults
on the rent and only 58% pay rent on time, not
to mention the tenants from hell who do a “flit”

leaving a filthy disaster behind and, chances are the landlord will also be stuck with
unpaid electricity and water bills etc.
In other words, shares might occasionally give you a few flutters of panic if you do
not do your homework and get caught when the price tanks, but nothing compares
with a well-balanced spread of blue chip shares to offer you superior growth, steady
income and, above all, peace of mind.
Of course you can do away with all the hassles of direct investment by investing in a
property fund which gives you most of the advantages of property ownership without
the practical problem of having to collect rents etc. It does come at a price, however,
because the net yield of a fund like Growthpoint is currently just 6% and, unlike my
comparison of Durban property value growth rates, has delivered a compound
annual growth rate of 14.2% over the past decade or in a cross section of the JSE
property sector which has delivered 10.5% a year over the past decade as illustrated
below.

Finally, of course, like scores of South African investors do, you could subscribe to
my Prospects newsletter service and month by month emulate the occasional share
buys and sells I recommend there in my 2011 Prospects Portfolio which year after
year has beaten practically every managed portfolio in this country. As at the end of
December it had achieved a compound annual average growth rate of 32.7% a year
over its four years of existence as illustrated in the graph below:

The Final Word
By Richard Cluver
Given South Africa’s rising debt levels and struggling balance of payments problems,
it would seem that our long-term economic survival might simplistically depend upon
our following the lead set last week by Europe’s Mario Draghi and Japan’s Shinzo
Abe and entering a Quantative Easing operation of our own. So what has been our
own policy stance? (See the articles below)
The graph below tracks the wildly fluctuating yield of the RSA 186 bond, our most
widely-traded long bond:

Over the past decade the bond has fluctuated from a low of 6.7 percent and a high of
10.2 percent. So at its lowest yield it was 30 times the yield on a Japanese sovereign
bond and, as the red trend line indicates, the trend has been for a marginal decline in
yields at an annual rate of 0.3 percent a year. Compare that with the yields on
leading nation sovereign bonds: United States: 1.80%, Germany: 0.36%, France:
0.54%, Italy: 1.56%, UK: 1.48%, Canada: 1.365%, Australia: 2.63% and Japan:
0.22%
Given that our economy is most often compared with that of Australia since both
nations are heavily dependent upon mineral exports, the fact that our average yield
over the past decade has been 8.45% or about 40 times greater than that offered by
Australian bonds explains just one thing: that is how high we need to go in order to
persuade investors to lend us money. And we need money if we are to finance the
construction of electricity generation installations that are essential to ensure that the

economy is functional in the future. So in the short term we
need to maintain our high rates. But in the longer term we
desperately need to lower those rates in order for our
industry to become competitive in global terms.
This is a space to watch because there are tremendous
capital gains to be made by investing in a high-yielding
bond in a falling interest climate. For example, at the current
yield of the R186 of 7.31 percent, were the rate to fall to half
that; i.e. to 3.65 percent, you would make a 100 percent
capital gain and you would double again if it then fell to 1.8
percent etc etc.

Global rates: What they
mean for SA assets

By Brian Kantor, chief strategist and economist, Investec Wealth & Investment
Whither interest rates: up, down or sideways? The most important feature of global
financial markets in 2014 was the significant decline in long term government bond
yields. On 1 January 2014 the 10 year US Treasury was trading at a 3.03% yield and
the German Bund offered 1.94%. On Friday 16 January 2015 these yields had fallen
to 1.83% and 0.46% respectively. These developments, led by German yields, were
a great surprise to a market that was expecting both rates to increase, judged by the
upward slope of the yield curve a year ago.

The US 30 year Treasury bond offered 3.96% a year ago. It now yields 2.45%, still
above the 10 year rate, thus revealing that the market still expects interest rates to
rise, but by much less and more gradually. The 10 year US Treasury is priced, in the
futures markets, to rise from the current 1.84% to 2.08% in a year and to only 2.86%
in 10 years’ time.
Long term interest rates in SA moved in the same direction and this trend lower
accelerated in January 2015. Not only did long rates fall but the gap between long
and short rates has narrowed sharply. Short term rates in SA have held up and only
very recently has the money market revised its view that short term rates would be
rising in 2015. The market would now appear to have put off any expected increase
in short rates to 2016 and now appears to expect short rates to rise by about 1%t
(100bp) over the next three years.

These unexpected movements in SA interest rates, long and short, have had a
significant influence on the share prices of those companies listed on the JSE whose
performance is known to be very sensitive to interest rates, for example property
companies, banks and credit retailers. Changes in interest rates influence not only
their cost of doing business but also stimulate or restrain demands for their services
and top line growth. Our index of large market cap interest rate-sensitive stocks on
the JSE performed as well in 2014 as the JSE-listed Global Consumer Plays and the
S&P 500 (in common currencies) – well ahead of almost all the major stock markets
in 20141.

Clearly interest rate trends matter a great deal for equity valuation in SA and had a
powerful influence on the JSE in 2014. What does the future hold for interest rates in
SA? In 2014 and to date in 2015, RSA yields moved very closely in line with the
rand/euro exchange rate. As we show below, interest rates in SA fell as the rand
gained value against the euro. This relationship has held up very well this year.

This relationship (which has not always been as strong as this), between the
euro/rand and the RSA yields makes every sense. It is weak growth and the threat of
deflation in Europe that has sent all interest rates lower, including those in SA. It is
these lower rates that have widened the spread between euro and US dollar and
RSA rates even as rates have declined, adding to the case for holding dollars and
rands. The dollar is strong and the rand is stable, so improving the outlook for
inflation in SA in a deflationary (at least in dollars or euros) world.
The direction of economic activity and inflation, and so the exchange value of the
euro, will continue to hold the key to the direction of interest rates in SA. This week
the European Central Bank (ECB) hopes to add quantitative easing (QE) to its
repertoire of instruments designed to avoid deflation and stimulate growth in Europe.
We wait to see how much QE will be undertaken and how it will affect interest rates
in Europe. In and of itself, QE would lower interest rates. However if QE is thought
capable of reviving the Eurozone economy, then this would counter expectations of
slow growth and deflation and might limit the downside to euro interest and
exchange rates. Our sense is that provided the spread between US and euro rates
holds up (currently about 1.4%) a strong or at worst stable US dollar/euro rate should

be expected. Interest rates in SA would then move sideways at worst and possibly
lower, with long rates continuing to lead short rates. If the rand holds up on a trade
weighted basis (weaker against the US dollar and stronger against the euro), then
the chances of inflation in SA surprising on the downside improves. Less inflation
and less inflation expected portend lower (not higher) interest rates in SA.
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The Interest plays are a market (JSE SWIX) weighted average of:

BGA FSR GRT INL INP IPL MSM NED RMH SBK TRU CCO CLS CPI FPT HYP NEP PIK RDF RES TFG WBO
MPC WHL CPF ATT PSG RPL AEG FFA
The SA Industrials Index combines:
BVT IPL SHP TBS VOD BAW AVI LHC SPP NPK
While the Global Consumer Plays consist of a market weighted combination of:
APN BTI CFR MDC MTN NPN SAB SHF NTC ITU

A helping hand from Europe
By Brian Kantor
How European Central Bank (ECB) Quantitative Easing (QE) moved the markets,
including the rand and the RSA Yields: Is this good news for emerging market
economies?
The unexpected scale of the intended QE in Europe announced on Thursday moved
the markets. Most conspicuously it weakened the euro vs the US dollar. Such
weakness must be good for European exporters and thus for growth prospects in
Europe regardless of how much more lending European banks will do with their
pumped up cash reserves. Some stimulus from a weaker euro will add something to
the demand for bank credit, which has been as weak as the supplies of bank credit
from European banks – hence the case for QE.
US dollar strength and euro weakness was an entirely predictable response to what
became a wider interest rate spread in favour of US Treasuries over Bunds.

The rand not only gained against the euro but also strengthened against the US dollar on the QE
facts.

This strength was however not confined to the rand. It was also extended to many of
the other emerging market currencies. The rand lost a little bit of ground against the
Brazilian real and gained against the Turkish lira. It also held its own against the
Mexican peso and Indian rupee as we also show below. Thus euro weakness vs the
US dollar extended to emerging market currencies, including the rand.

The strength of the rand vs the euro was linked with further strength in the RSA bond
market. We have alluded in previous notes to the recently strong relationship
between the rand/euro and RSA long bond yields. This trend of declining RSA yields
associated with rand/euro strength held up strongly over the past few days. It
indicates that the lower euro interest rates and a wider spread in favour of RSA (and
presumably other emerging market) bond yields also attracted flows of funds out of
or away from Europe – enough to move emerging market bond yields lower.

It was not only emerging market bond markets that seemed to benefit from changes
in flows of funds in response to ECB QE. Emerging market equity markets, including
the JSE when measured in US dollars, also outperformed the S&P 500.

Back to top

Week Ahead: SARB to hold repo rate at
5.75%, as domestic and global
inflationary pressures weaken
By Kamilla Kaplan, Investec Group economics
When the SARB MPC meets to decide on interest rates, it will do so against a
backdrop of increasing evidence of softening global inflationary pressures and a
retreat in global interest rate expectations. Since the November MPC, a number of
Central Banks have reduced interest rates, including India, Turkey and Canada. In
addition, the ECB has increased monetary accommodation whilst the US Fed Fund
Futures continue to shift lower, despite the Fed’s communicated intention to raise
interest rates this year.
Domestic interest rate expectations have also been pared back, with a rate hike this
year essentially factored out. Alongside the international inflation and monetary
policy developments, domestic interest rate expectations have been shaped by the
deceleration in CPI inflation to 5.3% y/y in December, from its peak of 6.6% y/y in
June 2014. Declining global commodity price dynamics have weighed on the inflation
rate and are expected to continue shaping the inflation trajectory in 2015. We expect
CPI inflation to average 4.3% in 2015, compared to 6.1% in 2014. The forecast
factors in an absence of any supply-side shocks, in agricultural and oil commodity
markets, that would substantially raise prices and therefore transmit to higher
domestic food and fuel inflation.
We expect the SARB to keep the benchmark repo rate at 5.75% over the next
couple of meetings. There remains the risk of one more lift in the interest rate this
year, if the US Fed begins hiking interest rates. The risk of a rate cut would likely
only arise if CPI inflation were expected to breach, and remain below, the lower end
of the 3-6% target band over the SARB’s forecast horizon.

PPI inflation for December should slow to 6.3% y/y, from 6.5% y/y in November. This
would bring 2014 annual PPI inflation to an average of 7.5% but we expect a
deceleration to, an average of, 4.8% in 2015. The fall in international commodity
prices, notably that of oil, should contribute to lower headline PPI inflation. Lower oil
prices dampen transport cost inflation and that of other fuel-related goods and
services. The processed food category, which comprises over a third of the PPI
basket, should make smaller contributions to headline PPI in the coming months, on
account of disinflation in agricultural food prices and the easing in import parity
pressures. The drop in commodity prices will alleviate some of the operating cost
pressures as producers continue to experience upside pressure from other sources,
such as labour and electricity costs.
Private sector credit growth is likely to have remained relatively steady at 9.2% y/y in
December compared to 9.0% y/y to prior month. Much of the credit growth in 2014
had been underpinned by the corporate sector, whilst the rate of credit uptake by
households moderated over the course of the year. This reflected the effects of
tighter lending criteria towards households, high unemployment and elevated
consumer indebtedness.
In 2014, SA’s trade deficit is likely to have been around 40% higher than in 2013,
owing to relatively weak export growth and comparatively faster import growth. SA’s
export performance was impacted by the platinum sector and the metals and
engineering sector strikes. Imports were boosted by increased fuel imports, partly as
a result of Eskom’s increased dependence on diesel powered open cycle gas
turbines (OCGTs), to ensure continuity of electricity supply. Sizeable trade deficits
are likely to remain a feature in 2015. The delay in synchronising the 1st unit at the
Medupi power station and maintenance backlogs will require ongoing usage of
OCGTs, thereby keeping fuel imports elevated. Export growth will remain inhibited
by the global growth climate. Global growth forecasts were recently revised lower by
both the World Bank and IMF, in line with lower projections of world trade volumes.
At the start of 2014, global trade was forecast to lift by 4.5%, compared to the actual
outcome of 3.1%.

International
Wednesday’s FOMC announcement will hold focus. No press conference or update
to forecasts is due this time. In the December meeting the policy statement was
updated to say that the Committee would be ‘patient’ in raising rates, whilst Yellen
indicated that meant there would be no rate rise for at least the next couple of
meetings (i.e. before April). The key question this time is whether the depth of
decline in oil prices we have seen will leave the Fed in a position where it wants to
see out what is sure to be a soft run of inflation readings, assess implications for
inflation expectations and see evidence on the boost to GDP from lower oil prices,
before it embarks on normalisation. If it does, we may see a pointer next week to
rates remaining lower for longer, sharply lowering expectations of a summer 2015
hike and/or the shallower path of lift-off from that point.

On the wider international front, there is likely to be market caution regarding further
surprise monetary policy announcements, as central banks react to the impact the
sharp fall in oil prices is having on their economies, inflation rates and currencies. To
name a few in the past couple of weeks, we have seen:

- Typically higher inflation countries’ central banks (e.g. the RBI) seeking to gain from
the lower inflation environment, by providing a more growth supportive policy stance
- After the cap was removed, the Swiss introducing a -75bp rate, seeking to limit the
strength of their currency’s safe haven appeal
- The Danish central bank moving rates lower to maintain its peg to the Euro, post
ECB QE
- A Bank of Canada rate cut to limit the hit from the dominance of oil in Canada’s
export mix.
Euro area data releases next week will include the IFO survey which will provide an
important spot check on the health of the German economy at the start of the year.
Flash Eurozone inflation numbers are also due with the early consensus pointing to
the print falling further into the red at -0.5% in January, the second lowest reading in
the Euro Area’s history.
Next week will open to the aftermath of 25 January Greek General Election. Leftist
Syriza leads in the polls, in the run up to the vote, though it remains to be seen
whether they will take enough seats to govern independently. If they do, markets
may open the week nervous about what Syriza’s intentions for bailout renegotiation
might mean for the stability of the Euro area, though we should flag that Syriza’s
policies are more moderate than in 2012 when they were less pro-Euro. If they don’t
win outright, the worry will relate to the prospect that a period of instability follows
from drawn out coalition negotiations or second elections.
International section written in conjunction with Philip Shaw, Victoria Clarke and Ryan Djajasupatra.

All right class, it’s time for an open book test. I’m going to give you a list of yields on various 10year bonds, and I want to you to tell me what it means.

United States: 1.80%
Germany: 0.36%
France: 0.54%
Italy: 1.56%
UK: 1.48%
Canada: 1.365%
Australia: 2.63%
Japan: 0.22%
I see that hand up in the back. Yes, the list does appear to tell us what interest rates
the market is willing to take in order to hold money in a particular country’s currency
for 10 years. It may or may not tell us about the creditworthiness of the country, but it
does tell us something about the expectations that investors have about potential
returns on other possible investments. The more astute among you will notice that
French bonds have dropped from 2.38% exactly one year ago to today’s rather
astonishing low of 0.54%. Likewise, Germany has seen its 10-year Bund rates drop
from 1.66% to a shockingly low 0.36%. What does it mean that European interest
rates simply fell out of bed this week? Has the opportunity set in Europe diminished?
Are the French really that much better a credit risk than the United States is? If not,
what is that number, 0.54%, telling us? What in the wide, wide world of fixed-income
investing is going on?
Quick segue – but hopefully a little fun. One of the pleasures of having children is
that you get to watch the classic movie The Princess Bride over and over. (If you
haven’t appreciated it, go borrow a few kids for the weekend and watch it.) There is a
classic line in the movie that is indelibly imprinted on my mind.
In the middle of the film, a villainous but supposedly genius Sicilian named Vizzini
keeps using the word “inconceivable” to describe certain events. A mysterious ship is
following the group at sea? “Inconceivable!” The ship’s captain starts climbing the
bad guys’ rope up the Cliffs of Insanity and even starts to gain on them?
“Inconceivable!” The villain doesn’t fall from said cliff after Vizzini cuts the rope that
all of them were climbing? “Inconceivable!” Finally, master swordsman – and my
favourite character in the movie – Inigo, famous for this and other awesome
catchphrases, comments on Vizzini’s use of this word inconceivable:
“You keep on using that word. I do not think it means what you think it
means.”

(You can see all the uses of Vizzini’s use of the word inconceivable and hear Inigo’s
classic retort here.)
When it comes to interpreting what current interest rates are telling us about the
markets in various countries, I have to say that I do not think they mean what the
market seems to think they mean. In fact, buried in that list of bond yields is “false
information” – information so distorted and yet so readily misunderstood that it leads
to wrong conclusions and decisions – and to bad investments. In today’s letter we
are going to look at what interest rates actually mean in the modern-day context of
currency wars and interest-rate manipulation by central banks. I think you will come
to agree with me that an interest rate may not mean what the market thinks it means.
Let me begin by briefly summarizing what I want to demonstrate in this letter. First, I
think Japanese interest rates not only contain no information but also that markets
are misreading this non-information as meaningful because they are interpreting the
data as if it were normal market information in a familiar market environment, when
the truth is that we sailed beyond the boundaries of the known economic world some
time ago. The old maps are no longer reliable. Secondly, Europe is making the
decision to go down the same path as the Japanese have done; and contrary to the
expectations of European central bankers, the potential to end up with the same
results as Japan is rather high.
The false information paradox is highlighted by the recent Swiss National Bank
decision. Couple that with the surprise decisions by Canada and Denmark to cut
rates, the complete retracement of the euro against the yen over the past few weeks,
and Bank of Japan Governor Kuroda’s telling the World Economic Forum in Davos
that he is prepared to do more (shades of “whatever it takes”) to create inflation, and
you have the opening salvos of the next skirmish in the ongoing currency wars I
predicted a few years ago in Code Red. All of this means that capital is going to be
misallocated and that the current efforts to create jobs and growth and inflation are
insufficient. Indeed, I think those efforts might very well produce a net negative
effect.
Are We All Turning Japanese?
Japan is an interesting case study. It’s a highly developed nation with a very
sophisticated culture, increasingly productive in dollar terms (although in yen terms
nominal GDP has not moved all that much), and carrying an unbelievable 250%
debt-to-GDP burden, but with a 10-year bond rate of 0.22%, which in theory could
eventually mean that the total interest expenses of Japan would be less than those
of the US on 5-6 times the amount of debt. Japan has an aging population and a
savings rate that has plunged in recent years. The country has been saddled with
either low inflation or deflation for most of the past 25 years. At the same time, it is
an export power, with some of the world’s most competitive companies in
automobiles, electronics, robotics, automation, machine tools, etc. The Japanese
have a large national balance sheet from decades of running trade surpluses. If
nothing else, they have given the world sushi, for which I will always hold them in
high regard.
We talk about Japan’s “lost decades” during which growth has been muted at best.
They are just coming out of a triple-dip recession after a disastrous downturn during
the Great Recession. And through it all, for decades, there is been a widening

government deficit. The chart below shows the yawning gap between Japanese
government expenditures and revenues.

This next chart, from a Societe Generale report, seems to show that the Japanese
are financing 40% of their budget. I say “seems” because there is a quirk in the way
the Japanese do their fiscal accounting. Pay attention, class. This is important to
understand. If you do not grasp this, you will not understand Japanese
budgets and how they deal with their debt.
Under a Japanese law called the “60-year redemption rule,” the government is
required to retire its bonds in cash over a period of 60 years, irrespective of bond
duration. In the case of 10-year bonds, this would mean that one-sixth of all 10-year
bonds would have to be redeemed every 10 years for cash.
In the US and Europe (and to my knowledge everywhere else in the world), we
simply roll those bonds over, and they are not part of the budget. When we adjust
the Japanese budget for this redemption expenditure, we find that the primary
expense (the proportion of the budget that is not interest expense and deficit
financing) is “only” 87.8% for the 2015 budget. Given that the current budget
estimates a 1.8% 10-year bond yield and that the government is rolling over those
bonds at 0.22%, interest-rate expenses are likely to fall over the coming years. That
is especially true when a significant portion of those rollover bonds will show up on
the balance sheet of the Bank of Japan, which will remit the interest charges back to
the government. Nice work if you can get it.

This table is important. The Bank of Japan is now totally financing the government
deficit, but this has not always been the case. Until the last few years, Japanese
government debt was almost totally underwritten by Japanese savers. For many
decades after World War II, the Japanese saved a high percentage of their earnings.
And they tended to put their savings into various funds and pension plans that
utilized high percentages of Japanese government bonds in their portfolios.
However, one of the things we know about savings rates is that they fall as a
country’s population gets older because retirees must draw on their savings. The
problem is compounded when the ratio of workers to retirees begins to fall, which it
is doing rather precipitously in Japan. A few years ago I began writing about Japan
and the consequences of a negative savings rate. This was a new phenomenon at
the time. I pointed out that either the Bank of Japan would have to undertake large
amounts of quantitative easing, or the government would have to run surpluses, or
interest rates would have to rise. But if interest rates were to rise, that would make
the deficit worse and could precipitate a deflationary spiral. On the other hand,
monetizing the debt would cause the currency to devalue. And then, suddenly
running a government surplus could trigger a recession.
Japan had to choose among disastrous scenarios. They chose to monetize and thus
allow their currency to fall – that was the easiest and best of the disastrous choices.
The time for good choices came and went long ago, when they could have decided
not to run such huge deficits.

Japan has had a “triple-dip” recession, partially self-inflicted. The government raised
taxes (a lot) last spring, which immediately plunged the Japanese economy back into
recession.

The recent QE binge did indeed help to raise inflation in Japan, although inflation is
now falling again. The Bank of Japan is projecting close to 2% growth and 1%
inflation for 2015 and hopes to see inflation rise to 2% by 2016. For Abenomics to
work as planned, the Japanese need 4% nominal GDP growth. Four percent nominal
growth can be produced by 2% real productivity growth plus 2% inflation. That
growth, combined with the central bank’s retiring large amounts of government debt,
would help reduce the debt-to-GDP burden – if it happens.

The False Information Conundrum
Now we come to the problem of what information Japanese interest rates really offer.
First, remember that on days when the Bank of Japan withdraws from trading 10year Japanese bonds, there simply is no trading. For all intents and purposes, the
Bank of Japan is the bond market at the longer end.
Given that reality, what information can the market derive from the interest rate on
the ten-year Japanese bond? As it happens, not much at all. If the Bank of Japan is
both the price maker and the price taker – if there is no real two-way market –
then the only thing we know from the yield on the Japanese bond is that it is
what the central bank wants it to be. The yield doesn’t tell us anything about
underlying economic conditions in Japan, which, given their history, are not all that
bad, relatively speaking (as we will see in a moment).
As noted above, the government is required to retire all of its 10-year bonds every 60
years. That stipulation has some very interesting consequences. If long-term bond
rates stay at the level they are today, the Bank of Japan can replace a significant
amount of the long-term bonds in the Japanese portfolio at interest rates between
the current 0% for the 5-year bond and 0.22% for 10-year bond – that is if rates don’t
go even lower because the Bank of Japan pushes them lower. Think about that for a
moment. Today Japan is paying about 1/8 the interest-rate cost that the United
States is paying for a new 10-year bond. That means Japan can have eight times the
amount of debt at the same interest-rate cost. The irony is that, under the current
replacement regime, the interest-rate cost for the government is likely to go down
even as the quantity of bonds goes up – unless interest rates go up. Now then,
precisely what information does this set of dynamics signal to the markets? More on
this question in a few paragraphs.
Japanese pension funds, insurance companies, and other investors are all moving
into Japanese and foreign equities. They are doing so because low interest rates
and massive quantitative easing mean that the yen is likely to fall. The only rational
response is to move into equities and, even better, into equities denominated in a
foreign currency. So, when these investors sell their long-term bonds back to the
Bank of Japan, they are doing so at a considerable profit. (Remember, lower yields
raise the actual physical sales value of bonds.) The Bank of Japan has essentially
engineered profits for not only its government-sponsored pension funds but for all
pension funds and insurance companies that sell those bonds. Another way to look

at the arrangement is that you have to be paid to give up your higher-yielding asset
when anything you roll over on the shorter end is going to pay you almost nothing.
Sidebar: There is a somewhat public rift between the new chief investment officer of
the largest Japanese government pension fund and the Bank of Japan. The CIO
apparently wants to go faster in switching over to non-Japanese bond assets. Since
he is a leading figure in the pension world, his actions have consequences. What
happens if he and a number of his cohorts all decide to “hit the bid” at a much faster
rate than the Bank of Japan is supplying buying power? In a normal world that would
mean either that the Bank of Japan must increase its quantitative easing or that
interest rates would rise, as other buyers must be brought into the market. This little
side tempest has the potential to become rather important. We will be paying
attention.
Now, back to our story. In a rather perverse way, the Bank of Japan has to lower
rates in order to encourage 10-year bonds to come out of the market. Otherwise, a
pension fund just sells its lower-yield debt that is rolling over. (I can find no data on
what bond duration is moving out of pension funds. If someone knows where to find
this, please shoot me a note. I am quite curious. Maybe all this means nothing. Or
maybe it is very important.)
Prime Minister Abe has told us that he intends to balance the budget in about five
years, that is, by 2020. If the Bank of Japan moves a significant chunk of total debt
onto its own books and the rest of that outstanding debt is at de minimus interest
rates – assuming the government actually manages to run a surplus – it can retire
debt and hold interest rates down a great deal longer.
The fly in the ointment, at least from the consumer’s perspective, is that the value of
the yen will continue to fall, which means that the food Japan imports (some 60% of
its supply) will continue to rise in cost. On the other hand, oil at $50 and below is a
huge boost to the Japanese economy. The bear market in iron ore, copper, and
other industrial metals is also softening the impact of a falling yen.
The Halloween Surprise last October, when the Japanese launched their latest
massive round of QE, forced the yen significantly lower against the euro. The
number-one competitor of Japan and most of her industrial products (think machine
tools, etc.) is Germany. The latest campaign by Draghi, et al., at the ECB has
completely erased any gains made by the euro; and in fact the yen was lower than
the euro over the last 12 months. But for those keeping score, the euro has now
fallen 10% against the yen in less than two months. Which is why Kuroda hinted at
further QE in Davos. Yes, I know he was referring to his inflation target, but it would
be naïve to think that he is not also paying attention to exchange rates, given the
chart below (euro-yen in red).

I know that many people seem to feel I am negative on Japan. That is far from the
truth. There is a lot of opportunity in Japan, and the current government is having
some successes in spite of the country’s massive debt problems and demographic
headwinds. So in the interest of being “fair and balanced,” let’s look at the following
note from Peter Tasker (reproduced below), who offers some fascinating, if
sometimes irreverent, commentary on Japanese economics and culture. He is
thoughtful and well-written, which you might expect from a man who has written
more fiction works based on Japanese culture than he has economic books,
although he is essentially a man of the investment world.
He has a different take on the success of Abenomics. The facts on the ground
suggest that Japan is in many ways improving, despite horrible demographics and
lack of reform. (The Japanese are making remarkable strides in creating a hydrogenbased economy, which is something few people outside of Japan, and perhaps even
many in Japan, understand the implications of. The “fire ice” deposits near Japan
could be as big a game changer as shale gas is for the United States. And mining
them is closer to reality than you think.)
Tasker uses a Monty Python skit to give us some insight on Abe’s success:
Much of the media commentary, both domestic and overseas, has been relentlessly
critical, almost as if people have a deep emotional need for Abenomics to fall apart
and the Japanese economy to slide back into the doldrums.
In an attempt to provide some balance, we enlist the help of the Monty Python team.
“What have the Romans ever done for us?” is a comedy routine from the classic Life
of Brian film. In it a resistance leader, played by John Cleese, gives a barnstorming
anti-Roman speech, only to be reminded of the various blessings the occupiers have
brought – aqueducts, sanitation, wine, public order, etc. [You can see the hilarious
skit here.]
A contemporary Japanese version might go something like this:
John Cleese – What has Abenomics ever given us? Absolutely nothing!
Voice from back – How about full employment?
Cleese – What?
Voice – Full employment. With the job-offer-to-applicants ratio at a twenty-two-year
high, everyone who wants a job can get one. Isn’t that pretty remarkable in today’s
world?

Cleese – Alright, alright. I’ll grant you full employment, but apart from that what has
Abenomics done for us? Nothing!
Second voice – Stock prices have doubled in two years. That must be good, no? It
was the collapse in asset prices that set off the balance sheet recession that’s been
going on for ages.
Cleese – Well, obviously stock prices. That goes without saying, doesn’t it? So apart
from doubling stock prices and achieving full employment, what has Abenomics
done for us? Absolutely nothing!
Third voice – And real estate prices. They’re rising all over the country now, even in
regional cities. Homeowners are going to feel better about that.
Cleese – Okay then. Apart from achieving full employment, doubling stock prices
and getting real estate prices moving…
Fourth voice – And corporate profits are through the roof too.
Fifth voice – Female labour force participation is at an all-time high.
Sixth voice – Didn’t you say the bond market was going to collapse and interest
rates would soar? Well, rates have gone down, not up!
Seventh voice – Tourists are flooding into the country
Eighth voice – And exports seem to be taking off at last.
Ninth voice – From next April wages will be rising faster than consumer prices.
Tenth voice – And companies are revising up capital investment plans.
Eleventh voice – The corporate governance reforms are having a visible effect.
60% of companies in the MSCI Index now have two or more outside directors and
share buyback announcements are up 60% year-on-year.
Cleese – Alright, alright. Apart from full employment, higher asset prices, lower
interest rates, record-high profit margins, better corporate governance, a tourism
boom, more working women, exports and capex, what has Abenomics ever given
us?
Twelfth voice – Nominal GDP growth?
Cleese – Growth! Oh, SHUT UP!
(With apologies, love and respect to Monty Python.)
That positive news aside, my biggest personal investment success over the past two
years has been shorting the yen. And I fully intend to maintain that posture. Positive
economic news will not soon remove the necessity of the Bank of Japan monetizing
debt.
The Common Denominator between the Swiss and Japanese Central Banks
As everyone is aware, the Swiss took off their peg to the euro last week, and the
Swiss franc promptly climbed 15%. If you look at the data for the past three years on
the euro-Swiss franc currency cross, there is no information about the value of the
Swiss franc relative to the euro contained in that data. If a central bank decides to

control exchange rates or interest rates, then the information that the market should
be taking from those rates is nullified.
Once the Swiss National Bank removed the peg, the market immediately gleaned
the information that this was a franc worth 15% more. (I bet the Swiss National Bank
was surprised at the violence of the move.) If the Japanese were to remove their
support and involvement in the long-term Japanese bond market, interest rates
would react far more violently than they did in the case of the Swiss franc-euro
currency cross. Who in their right mind would want to buy a Japanese 10-year bond
at 0.22%? Or even 1% (or 2% or 3% or 5%) if they were not convinced that the
central bank would eventually bail them out?
In my opinion, the European Central Bank is getting ready to further remove true
information from the European bond market. Interest rates normally reflect the
market telling bond sellers about the value of their debt. If the ECB drives down
longer-term rates, sundering them from normal market actions, it sends false
information to the various governments about the value of their bonds; and it allows
politicians to avoid making the real reforms that are necessary to get Europe growing
again. Now, in fairness, the ECB is trying to give Eurozone governments time to
make those reforms, but the track record so far suggests that politicians will not
press forward with reforms if they are not faced with the necessity of doing so – and
it typically takes a crisis to provoke them to action.
Draghi addressed the issue of whether the ECB would be removing real information
from the European bond market with its latest QE announcement. He was asked the
question directly:
Question: You said that you’ll keep buying bonds until inflation is back on track. So
basically, you have an open-ended programme. Do you see anything in terms of the
percentage of outstanding debt that you can buy before you start overly influencing
price formation on the secondary market, as the European Court of Justice
suggested that you should avoid?
Draghi: The answer to the first question, yes, we will buy government debt up to the
percentage that will allow a proper market price formation. Therefore, we have two
limits. The first one is an issuer limit, which is 33%, and another one is an issue limit,
which is 25%. In other words, we won’t buy more than 25% of each issue, and not
more than 33% of each issuer’s debt. The 25% limit, by the way, is the one foreseen
in order not to be a blocking minority in the collective action clause assemblies,
basically, bond holders’ assemblies, and it’s the basis for us to be able to say, there
is going to be pari passu.
I’m sure the ECB can produce a stack of academic studies that confirm that limiting
their buying to 33% of the total outstanding government debt of a particular country
will allow proper market price formation. I think this is one of those moments when,
although in theory there is no difference between theory and practice, in practice
there will be. If market participants expect that they can buy a high-yielding
sovereign bond and that the ECB will eventually take them out, given that European
banks have no essential limits on how much sovereign debt they can put on their
balance sheets, the ECB is taking the risk out of holding Portuguese and Italian debt,
both of which pay higher rates. Doing this is going to bring down the yield of lowergrade European sovereign debt far more than it will that of higher-grade bonds.

Greece is its own special case, because it clearly needs some type of debt
forgiveness or additional restructuring.
George Magnus (based in London) offers us this commentary on Europe and the
ECB:
Given the dire state of the Eurozone economy, QE is unlikely to push inflation
markedly higher, especially in the periphery countries such as Greece, Spain, Italy
and Portugal. Under these circumstances, it is inconceivable that others, such as
Germany, would be willing to experience significantly higher inflation to compensate.
In fact, there probably is no successful QE policy that, in addition to longer-term
labour and product market reforms for debtor and creditor nations, does not also rely
on comprehensive debt restructuring and relief, properly recapitalized banks, and
greater fiscal activism by countries and institutions that are able to implement it. If
Europe is to experience a sustainable rise in demand, investment, jobs and
productivity, these policies must accompany QE – but no one expects the prevailing
policy stance to change so much.
This is not to criticize QE as such, but to lament the absence of complementary
policy measures, and point to the risk of a political backlash among creditors and
among voters generally against the single-minded emphasis on the ECB.
Time to Watch Greece Again (Sigh)
This weekend we are greeted with elections in Greece. It now appears that Syriza
will be able to control the new parliament. They want to see a restructuring of Greek
debt, which frankly is the only way possible for Greece to get out of its current longlasting depression. A 175% debt-to-GDP ratio at rates far higher than Japan’s (see
below), without a central bank willing to purchase all that debt, simply does not
qualify as a working business model. In the background is the collapsing Greek
economy, which has shrunk by 25% in the past five years, while youth
unemployment hovers at a staggering 50%. Prescription drug prices have gone up
30%; unemployment benefits end at 12 months; and the long-term unemployed lose
access to state health care. The yield on the 10-year bond has dropped since the
ECB’s QE action, but it is still hovering above 8%. That is a far cry from the 0.22%
Japan enjoys. Already, Greek taxpayers are delaying payments in anticipation of
Syriza’s promised abolition of property taxes.
The populist proposals made by Syriza will not fix any of the underlying structural
problems and will likely make them even worse. There is simply not the money to do
what they want. Undoing economic and labour reforms will put any future growth,
which is the most important need, even further out of reach.

As an aside, if I were the young Mr. Tsipras, who will be the new leader of Greece, I
would argue for a deal similar to what Ireland got for the bank debt they assumed.
Ireland essentially turned their short-term debt into 40-year bonds with very small
payments for the next few decades, and it’s debt that can be rolled over when the
time comes. There are very few politicians who are going to be worried about what
will happen in 40 years. Such a program would buy time, keep Greece in the euro,
and allow them to more or less stay in compliance so that the ECB could purchase
33% of their outstanding debt.
If no agreement is reached (and the deadline is approaching), Greece will face a
cash crunch within months. The spectacle of a high-income economy running out of
money has not been seen since the 1930s. The only way to cover the shortfall would
be for Greece to quit the Eurozone and start printing its own currency again.
I actually think (based on reports today) that the Greek problem will be solved in the
context of a crisis. It would be interesting if the Eurozone could allow Greece to leave
without its having to leave the European Union. Such a formula certainly sparked
both reforms and growth in Asia (hat tip Peter Tasker). Which brings us to the far
more important point that the recent ECB action is likely to defer the day of reckoning
that Europe needs to face, as well as the impetus for reform, further into the future.
This is just another example of Eurozone management significantly lengthening the
road down which the can will be kicked.
The ECB’s QE also means that corporations all over the world are going to be able
to borrow money at lower rates. This is going to mean more share buybacks and
financial engineering, mergers and acquisitions, and private equity and less true
new-business activity.

Abe Seals the Deal
by Peter Tasker
o

Fortune favours the brave. Japanese Prime Minister Shinzo Abe’s political gamble
has come up trumps. His convincing victory in Sunday’s election allows him to
extend his mandate to December 2018. If Mr. Abe does indeed stay in office until
then, he will become Japan’s third longest-serving leader in the post war era.
The low turnout ratio - actually higher than in that model democracy, Switzerland –
shows that the anti-Abe sentiment flagged up by the opinion polls was wide but not
deep. A large portion of the public are anti-nuclear and unenthusiastic about Mr.
Abe’s moves on collective self-defence, but feelings about the issues are not strong
enough to override concerns about daily livelihood and jobs.
More to the point, the scale of the Abe victory reinforces the message that the
remarkable changes which have occurred in Japan over the last two years represent
no mere blip in a trajectory of relative decline, but a major turning point.
Abenomics, the radical reflationary policy package that bears the prime minister’s
name, will be given the time it needs to succeed. Corporate managements, investors
and households will eventually get used to the idea that deflation and an everappreciating currency are no longer part of the economic scenery. Likewise,
neighbouring countries will have to get used to a more self-confident Japan ready to

assert its own interests and unwilling to be guilt-tripped over events that took place
seventy or eighty years ago.
The election was important and necessary precisely because of the policy
inconsistencies and inward-looking inertia of the previous twenty years. Mr. Abe
needed to show the opposition who is boss – the opposition in question being not the
fissiparous political entities he faces off against in the Diet, but the fiscal hawks and
deflationists lurking in the ranks of the Ministry of Finance, the Bank of Japan, the
Keidanren business association and his own Liberal Democratic Party. In this he has
been wholly successful.
The most serious mistake Mr. Abe made in the first two years of his term was to
show too much respect to the austerity merchants by going ahead with a sales tax
hike legislated by his predecessor, the hapless Yoshihiko Noda. The result was a
near-death experience for Abenomics as support for the administration leached
away and the economy rapidly lost momentum.
Fortunately, there are good grounds for believing that the doldrums are temporary
and 2015 will be a much better year for the Japanese economy. Indeed, it is quite
possible that Japan is about to enter a virtuous cycle of growth, rising asset markets
and positive change, led by a resurgent and highly profitable corporate sector. With
the yen at its most competitive level in forty years in real terms, companies should
choose to expand production at home, rather than overseas, thereby creating jobs
and getting the factories humming.
Consumption should recover too. The greatest damage to household purchasing
power occurred in mid-2014 when the combination of the sales tax and high energy
prices delivered a swingeing blow to real household incomes. But by the late spring
of next year, these adverse factors will wash out of the numbers and the rise in the
headline CPI will slide to 0.5% from a peak of 3.7%.
Furthermore there is every reason to expect a gradual acceleration in wage growth,
currently around 0.7%. The key factor is the tightness of the labour market.
Companies have continued to add jobs through the weak patch, but all the new
workers have been part-timers and mostly women. But with the rate of female
participation in the workforce having soared nearly to the US level, it is just a
question of time until Japan runs out of non-working women At that point growth in
full-time jobs will take off and wages too.
As Japan moves into a structural labour shortage, companies are likely to become
more progressive in their employment policies. Promotion of able women will
become vital to competitiveness, likewise the recruitment of foreign talent.
Companies in labour-intensive industries such as construction will lobby for
loosening of restrictions on immigrant workers. All such changes will work to dilute
the corporate monoculture.
Already significant improvements are apparent in corporate governance, thanks in
part to the prodding of Team Abe. Examples are the introduction of a UK-style
Stewardship Code for institutional investors, the eye-catching surge in companies
buying their own stock back from the market – announcements up 60% this year –
and the increase in external directors, of which two or more are now present on the
boards of 60% of major listed companies. Put this together with the introduction of
individual savings accounts and the asset allocation shift at the Godzilla-sized

Government Pension Investment Fund and you have the genesis of a distinctive
Japanese equity culture in which risk-takers will finally be rewarded
Other reforms – to corporate taxes, liberalization of agriculture and the overly rigid
employment laws – are, to put it politely, a work in progress. It is to be hoped that, as
the economy improves, Team Abe will start to focus on such long-term obstacles to
growth.
Mr. Abe has taken a strong lead in Japan’s foreign policy, visiting an extraordinary
fifty countries in his first two years in office. Key achievements have been the forging
of strong relations with India and Australia, which have the potential to develop into
de facto alliances, and reinforcing Japan’s commitment to the nations of South East
Asia.
Relations with China are likely to remain edgy – due not to perceived historical
issues, but to real present-day conflicts of national interests. Even so both parties
are pragmatic enough to understand that there is no upside in any escalation in
tensions. The recent deal in which Japanese trading house Itochu agreed to take a
stake in Citic, a Chinese state-owned enterprise, suggests that behind the scenes
economic relations are on the mend.
Mr. Abe’s emphatic victory signifies that the new assertive Japan is here to stay.
Does it give him enough of a position of strength to embark on the controversial but
necessary process of constitutional reform? Probably not, though he can argue that
the changes he has made to the Japanese security posture – increasing
interoperability with the US military, exchanges with Australia and India – have broad
public assent and should be taken further. At the least he should be able to set the
great constitutional debate into motion.
Regime shifts take time to gain traction, since expectations formed under the
previous, discredited regime continue to drive behaviour long after radical changes in
policy have occurred. Famously, two years after Margaret Thatcher took over from a
disastrous Labour government 364 economists sent a collective letter to The Times
newspaper demanding that the experiment in “Thatcherism”, as it later became
known, be stopped forthwith. She ignored them and stayed in power for another ten
years.
Abenomics is a kind of “reverse Thatcherism.” Instead of breaking an inflationary
psychology, Mr. Abe is trying to banish the ghost of deflation. Instead of quelling
union demands for higher wages, Mr. Abe is encouraging employers to pay workers
more. Instead of attempting to restore long lost faith in government bonds, Mr. Abe is
trying to bring an end to a multi-decade bear market in corporate equities.
It takes more than two years to roll back trends that have been in place for decades,
but clear signs of improvement are already visible – which is why Mr. Abe, like Mrs.
Thatcher through most of her remarkable career, is a proven vote-winner despite the
controversy he generates. In fact the scale of the controversy is a backhanded
compliment to the scale of what is being achieved.
This election has confirmed that Mr. Abe and his Abenomics are not going away any
time soon. Largely due to his initiatives, Japan is back at the centre of global
attention. In such varied areas as corporate strategy, foreign relations, economic
reform and investment, it’s very definitely game on.

