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“Foreign investors into Japanese equities with
currency hedges are technically not on the
currency seesaw, but they will likely see some
of the greatest pain from reversing Yen flows
as stocks in Japan often fall by more than the
currency rises.”

As a father of young children I have seen some rather pained faces when bigger kids suddenly shift weight on a seesaw. One of the fiercest seesaws
I know of in markets is the Japanese Yen. With millions of small players and some super heavy weights. For the last few years we have seen a
confluence of events stacking the seesaw for Yen weakness. The super heavy weights are now leaping for the other side.
Historically the largest consistent Yen flows in Japan came from what I call the “fundamental” lines in the Balance of Payments, which are those
flows not completely driven by portfolio investment changes. For the last four years the “fundamental” flows were net selling the Yen to fund the
trade deficit with nuclear plant shutdowns and high energy prices. With energy prices now falling by half and nuclear plants to restart, the trade
balance will soon return to positive territory and total “fundamental” flows will return to the usual Yen strengthening bias⁺.
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The black bars above reflect the parts of the balance of payments which are not portfolio investment flow. I have added the most dominant
portfolio investment flow of late below. The Government Pension Investment Fund, which has been selling Yen to buy overseas assets, this will
soon reverse as the GPIF starts selling foreign assets and buying Yen to cover the growing pension shortfall (per my recent note on GPIF selling).
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It is always important to factor in speculator portfolios such as the fabled “Mrs Watanabe” housewives that dominate retail margin trading
(reflected by FFAJ Retail FX Margin Positions) and foreign hedge funds stacked on the Yen short trade (reflected by CFTC Net Yen Non
Commercial & Non Reported Yen positions). These speculators increased net shorts in 2012-13 to near record levels, then recently reduced these
positions by around a third from peak levels. I have added the combined speculator flow to the chart below, March 2016 reflects a scenario
whereby the remaining short positions are closed to neutral. I think it is fair to say that as a group speculative currency investors are heavily
influenced by news. News of GPIF and “fundamental” Yen buying would be highly concerning for their still large short positions.

15.0
12.5
10.0
7.5
5.0
2.5
0.0
-2.5
-5.0
-7.5
-10.0
-12.5
-15.0

Yen Buying

Japan's Yen Flow (Non Investment Portfolio) (¥ Tn)

0
20
40
60
80
100
120

Yen Selling
Mar-2009

Mar-2010

Speculative Flow

140
Mar-2011

Mar-2012

GPIF Flow

Mar-2013

Mar-2014

Mar-2015

Fundemental Flow

Mar-2016

Mar-2017

Mar-2018

Mar-2019

USDJPY (RHS Inverted)

As the chart above shows these flows have a strong relationship with the direction of USDJPY and indicate that we are set for sustained Yen
appreciation. Flows which are not included in this chart largely relate to non-speculative overseas investment. These investors in Japan mainly
consist of pensioners, or those soon to be, with those aged over 60 owning 91% Net Household Assets according to the Ministry of Health Labour
and Welfare. There are too many investment types to summarise in this short note other than to say there has been a resurgent trend for
pensioners to shift money overseas in search of yield to live off in retirement. This has come via increasingly creative and opaque yield
enhancement products. Russell and I have written a few notes on these products, some offer above 30% dividend yield. Essentially the “targeted”
dividends are only sustainable whilst new inflows continue to create capital gain by pushing up the underlying asset prices and currency of
denomination. When the inflow stops and the currency/asset price increases stops then the dividends begin to rapidly consume the capital base,
selling the asset/currency and buying Yen. Japan is the world largest net foreign creditor and much of this flow has gone into smaller high yielding
economies. We see some signs of inflows stopping and many of the favoured carry currencies have declined this year against the Yen (including
the BRL, TRY, MXN, ZAR, AUD and NZD). Investors need to be selling at least ¥4.6tn of Yen a year (and rising) to offset the GPIF and
“fundamental” Yen buying inflow, just to keep Yen flat. As well as potentially offset an additional ¥3.5tn from speculators buying Yen to cover
their shorts. This is difficult to see given pensioners face similar pressures to the GPIF, to sell foreign assets to pay for retirement. I wouldn’t be
surprised if pensioners are catapulted onto the Yen buying side as their overseas pension fund values collapse. The incentive to move into more
developed economy investments is far lower than a year ago when the 10 year US Treasury offered a 2.15% higher yield than 10 year JGBs, it is
now only 1.66% higher. Some European bonds offer less yield than JGB equivalents.
Foreign investors into Japanese equities have increasingly currency hedged their positions. Evidence of this is that the Wisdomtree Japan
Currency Hedged fund has raised the vast majority of its ¥1.8tn ($15.5b) AUM in the last two years. Foreign investors into Japanese equities with
currency hedges are technically not on the currency seesaw, but they will likely see some of the greatest pain from reversing Yen flows as stocks in
Japan often fall by more than the currency rises. We continue to see attractive shorts in carry currencies and Japanese equities.
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⁺ Primary Income & Foreign Direct Investment reflect 50% of the Balance of Payment numbers, as around half of overseas investment income is
traditionally reinvested & half of overseas FDI is financed by foreign earnings. Using 100% of BOP would show even more Yen buying to come.

INFORMATION
Issue Date:

17th March 2015

Source:

Bloomberg, unless otherwise stated

Investor Relations:

Alain Zakeossian, Carol Brown

Email:

info@horsemancapital.com

Telephone:

+44 (0)20 7838 7580

Website:

www.horsemancapital.com

Business and registered address: Horseman Capital Management Limited, 9 Chester Close, London SW1X 7BE, United Kingdom. Registered in
England and Wales - Company number: 04034280

DISCLAIMER
This newsletter has been prepared and issued by Horseman Capital Management Ltd, (the "Firm"), authorised and regulated by the Financial Conduct Authority. This newsletter has
been approved as a financial promotion by the Firm and as such is intended only for professional clients and eligible counterparties in the United Kingdom and it is not available for
retail client use. It is not intended for distribution to any other country where such distribution or use would be contrary to local law or regulation. This newsletter is provided for
information purposes only and should not be regarded as an offer to buy or sell any investments or related services that may be referenced herein. The views expressed in this newsletter
are the views of the portfolio manager at time of publication and may change over time. Nothing in this newsletter constitutes investment, legal tax or other advice nor is it to be relied
upon in making an investment decision. No recommendation is made positive or otherwise regarding individual securities mentioned herein. No guarantee is made as to the accuracy of
the information provided which has been obtained from sources believed to be reliable. Past performance is not indicative of future performance. The price of shares can go up as well
as down and can be affected by changes in the rates of exchange. The information contained in this document is strictly confidential and is intended only for the use of the person who
has been provided the newsletter by the Firm. No part of this newsletter may be divulged to any person, distributed, resold and or reproduced without the prior written permission of
the Firm.

Page | 3

SHANNON McCONAGHY – MARKET VIEWS

