
 1 

 

April 7th, 2013 

 

The Land of the 

Setting Sun 

Author:  Benjamin Struck 

                     President 



 2 

 

 

Economic        

Summary 

Tactical Allocation 

Strategic Allocation 

3 

6 

7 



 3 

 

S&P 500 Index 

-15.91   -1.01% 

Dow Jones Industrial Average 

-13.29   -0.09% 

NASDAQ Composite 

-46.94   -1.67% 

Last week the markets closed much lower due to a 

slew of poor economic news.  The biggest piece of 

negative news was the jobs report that showed 

that the U.S. only added 88,000 jobs, much lower 

than even the lowest analyst expectation.  Even 

though the unemployment rate ticked down to 

7.6% from 7.7%, the drop in the unemployment 

rate was because 496,000 people dropped out of 

the workforce.  People can drop out of the work-

force due to retirement or giving up.  The term 

‘baby boomers’ refers to people born after World 

War II from roughly 1946 to 1964.  As baby boom-

ers enter retirement there will be an increase in 

the number of people ‘dropping out’ of the work-

force. 

 The chart below highlights the baby boom-

ers in red.  Also, the arrow shows that these 

boomers are beginning to enter retirement age 

 

which  helps explain the increasing number 

of workers dropping out of the workforce.  

This week however, we will turn our atten-

tion to another country with an even more 

pronounced demographic problem which 

was also in the news this past week.   
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http://en.wikipedia.org/wiki/File:US_Birth_Rates.svg 

Turning 65 in 2013. 
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Japan 

 If you are a regular reader of this 

newsletter you may have noticed the section 

on currency at the very end of the newsletter 

that recommends protecting any exposure to 

the Yen (Japan’s Currency).  Although Fi-

nancial Tailor does not specialize in currency 

trading, we have maintained a consistently 

pessimistic view regarding the value of the 

Yen.  There are quite a few reasons for this 

view but here are the key ingredients:  Aging 

population, enormous debt burden, and ex-

tremely low interest rates. 

Aging population 

 Japan has the highest longevity of 

any country and it has also had a declining 

fertility rate for many years which is creating 

an increasingly elderly population.  The 

chart in the upper right shows the percent-

age of the Japanese population that is older 

than 65.  The Japanese total population is 

expected to decrease by roughly 25% from 

the period of 2005 to 2050.  Not only does 

the declining population directly reduce their 

GDP (gross domestic product), but as these 

lost workers age, it puts further strain on 

government benefit programs.  This is like a 

family having its wages cut and increasing 

its spending at the same time.  In fact, this 

population inversion has been partly respon-

sible for Japan having the highest debt-to-

GDP in the world. 

Debt Burden and Stimulus 

 Many critics of the recent U.S. stimu-

lus measures pointed to Japan as an exam-

ple of their failure.  Beginning in the late 1980s, Ja-

pan lowered interest rates and increased infrastruc-

ture spending in an attempt to counter deflation and 

a slowing economy, but they instead ended up with a 

stagnant economy and what has been coined the 

“lost decade” or more recently “lost decades”.  The 

“lost decades began when the Japanese finance  

 

ministry burst an asset/land bubble by raising 

interest rates in 1989 (see chart).  This led to a 

stock market crash and caused many banks 

and insurance companies to become insolvent.  

As a result, the Japanese Government bailed 

out the largest of these financial institutions,  
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moving their bad debts to the public and 

leading to a consolidation in the banking 

sector.  This should all seem very familiar 

because the bursting of the United States 

housing bubble is almost identical. 

Interest Rates 

 There are two ways that Japan 

can reduce its debt burden.  Although 

very unlikely, it can default on its obliga-

tions which would lead to a collapse in 

their currency and would carry a num-

ber of catastrophic financial implications 

for the country and its citizens.  The 

other option is for Japan to inflate its 

currency.  If Japan reduces the value of 

the Yen they will be paying back their 

future obligations with less valuable 

Yen, thus making their debt more man-

ageable.  However, this will obviously carry 

negative implications for anyone who owns 

Japanese Yen. 

Conclusion 

 Shinzo Abe, the Japanese Prime Min-

ister, has just begun a major push to further 

increase the public debt while maintaining 

low interest rates in the hopes of creating a 

strong economic recovery.  This new policy 

is the beginning of a long term (and so far 

successful) plan to devalue the Yen.  How-

ever, their policy could work much better and 

faster than predicted if the international mar-

kets lose confidence in the Yen.  It is for 

these reasons, that we do not recommend 

holding any Yen if possible.  We also recom-

mend hedging positions in Japanese stocks. 

The Value of US Dollars vs. Japanes Yen 6 

months 
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RISK SCORE 1 2 3 4 5 6 7 8 9 10 

Debt 66 54 48 40 33 27 19 15 8 8 

Short Term 28 21 19 16 14 10 7 5 3 3 

intermediate term 20 21 20 15 13 11 7 5 3 3 

long term 9 7 7 7 4 4 4 4 2 2 

floating 9 5 2 2 2 2 1 1 0 0 

           

Equities 18 27 33 41 47 51 59 64 71 71 

small cap 3 4 8 8 13 14 17 21 27 32 

mid cap 3 5 9 14 14 17 23 24 26 28 

large cap 12 18 16 19 20 20 19 19 18 11 

           

Other 16 19 19 19 20 22 22 21 21 21 

Reits 8 10 10 10 10 11 11 10 9 8 

Commodities 5 6 6 6 7 8 8 8 9 10 

currency 3 3 3 3 3 3 3 3 3 3 

           

total 100 100 100 100 100 100 100 100 100 100 

Strategic Allocation 

Conservative Aggressive 

The Strategic allocation represents what should be the long term average of a portfolio.  That is, the average allocation of the 

portfolio should adhere to these risk allocations.  Different asset classes will outperform during different market conditions.  

This allocation will change slowly as new information comes to light that will affect the long term performance of certain asset 

classes.  We expect that portfolios that are more aggressive will outperform conservative portfolios over a longer period of 

time, but will experience a greater amount of volatility.   
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Overweight short term debt, par ticular ly for  more conservative clients.  This sector  should reduce interest rate r isk as well 

as market risk in the portfolio. 

 

Neutral intermediate term debt, we prefer  higher  quality corporate bonds to replace treasury exposure. 

 

 Neutral Long Term Debt, while we continue to recommend an underweight for  the long ter m we see this recent selloff as an 

opportunity to hedge long stock positions, for options investors we are using VIX calls in place of this asset class.  

 

Overweight on floating rate debt,  we are expecting slow and steady appreciation on floating rate notes. 

 

Neutral Small Capitalization Stocks, we are recommending a neutral holding of smaller  companies with strong balance 

sheets and little need for short term debt financing. 

 

Neutral Mid-Cap Stocks, we apply the same logic to this asset class as to small cap stocks.  

 

Neutral Large Cap Stocks,  We are looking for  companies with strong fundamentals, reasonable valuations and steady divi-

dends in this sector . 

 

Neutral REITs, we will look to add to our  position in REITs dur ing per iods of deflation. 

 

Overweight Commodities, we recommend an overweight holding in commodities to reduce the impacts of pending inflation.  

 

Currency -  We are underweight the Euro.  We continue to recommend protecting any exposure to the yen.  We are currently hold-

ing higher levels of cash. 


