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YEN, Volatility and Now VaR Troubles

ABE-NOMICS - A Destabilizing Force

The sugar high of ABE-nomics has quickly warn off and is leaving the

world reeling and noticeably less stable.

The NIKKEI and financial markets surged on the expectations of Shinzo
Abe becoming the new Japanese Prime Minister an ushering in his new
Monetary Policy platform. The markets were no disappointed when
quickly after being elected in December that he replaced the leadership
at the Bank of Japan with those that supported his plan to do whatever
it took to debase the YEN and push inflation rates towards a 2% level

within 2 years.

AN ORCHESTRATED YEN COLLAPSE

EURO:YEN

‘WEEKLY

FINANCIAL CRISIS

RISk o
- Rising EURO
- Falling YEN

= Cany Trada

f Mﬁ‘

H'fl} bt er B

O I e T R

L L L D i TP =L L L =R

Initially the policy was spectacularly successful in
pushing the Euro:Yen up (above left) and the
Dollar:Yen cross (above right) to above 100. This
dramatic action immediately fostered G8 concerns of
a potential Currency and Trade War.

Developing country leaders however were willing to
look the other way because it also re-ignited the
Japanese Carry Trade which was desperately needed
since it had historically, artificially funded the EU
peripherals and the US Bond Market.

But paradise abruptly came to an end in Q2 as the
YEN strengthened, Bond Yields spiked, the NIKKEI
dived and Japanese banks faced solvency issues.

If the problems had just stopped in Japan, then the
fear of the biggest debtor to GDP in the world (220%
Sovereign Debt, 550% Total Debt to GDP) having
horrific problems might have been only marginally
frightened.

However, the shock waves that ABE-nomics created
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JAPANESE MARKET HEADLINES

Tokyo suffers from further volatility

Whipsaw action spreads uncertainty across
markets

= Market bulls run into the sand
« Global Market Overview Wall Street shrugs off Nikkei slide
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Japan Stock Market Crash Leads To Global Sell Off

Japanese Stocks Halted; Plunge 1500 Points To Close Down
7.3% - Biggest Drop In 26 Months

Despite 'Promises’, Japanese Market Chaos Continues
Japan Has Officially Gone Insane

Japanese Bond Market Halted At Open As Bond Selling Purge
Goes Global

Japanese Stocks Open +1.5%; Bonds Half-Way To Limit Down
Bass On Japan's Turbo QE: "It Won't Be Enough"

Richard Koo Warns Of "Beginning Of The End" For Japanese
Economy
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washed ashore around the world and has lead to increasing surges in global financial market volatility.
VOLATILITY

The placid $70 Trillion global bond
market is not something you want to
destabilize!

Like a 'bull in a china shop', any
unexpected movement shatters fragile
financial dependencies and quickly
creates unexpected consequences.

This appears to be what has happened
as Japanese bond and Yen volatility has

Japanese Interest Rate
spread to major outflows of capital from - =
the developing economies as their lmplled VOI (InV)

currencies fall, interest rates rise and

bond markets dry up.

Opposite to Currency War strategies we
now have Rate Wars developing to fight capital flight.

Indonesia has been forced to raise interest rates, India has watched as the Rupee gets crushed, the
Philippines stock market like many emerging markets entered bear market territory and Brazil is trying to
calm 1M demonstrators voicing their discontent with government economic policy.

10-Year Treasury Yield: % From 50-Day Moving Average (1962-Present)
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VaR - VALUE AT RISK
A central problem is:
1. CAPITAL LOSSES: Sovereign Bonds are a dominate holding of banks. When yields surge as they
have, the value of the bond plummets. Like falling stocks this is a capital loss. But banks can't
afford to have their capital fall since it forces them to liquidate and reduce loans to meet regulatory

capital ratios.

A doubling in yields has a profound impact on the underlying bond value.

Yield on 10-year Japanese government bond
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2. TIER I VaR IMPACT: Volatility is like adding gasoline to the fire. Strigent regulatory requirments
force banks to reserve certain levels of capital depending on the type of assets they hold. If those
assets become more volatile they are forced to hold higher levels of assets to offset the perceived
increase in risk. Bond volatility is significantly impacting their VaR measures.

Forced selling brings forced selling.

3. REHYPOTHECATION: If the above wasn't bad enough it must be appreciated that unlike equity,
bonds and debt, collateral gets re-pledged over and over again in the banks ‘game of mirrors'. The
unregulated and unlimited process of rehypothecation is presently running rampant around the
world. As yields increase, bond prices fall and volatility increases, the required collateral value
adjustments must snake their way through the rehypothecation labyrinth.

This has all the attributes of contagion.
BIS WARNS
The Central Bank to the Central Bank, known as the Bank of International Settlements (BIS) in Basel
Switzerland is warning that increasing bond yields alarmingly could saddle sovereigns with an additional $1T
in interest servicing costs.

Japan presently has debt which is 23 times tax revenues.

A 1% increase in interest rates would cost 255% of tax revenues.



~ Gordon T Long

Market Research & Analytics www.GordonTLong.com

How can Japan's stated Monetary Policy target of 2% inflation within 2 years be prudent, since any increase
in inflation expectations would be reflected in increased bond yields to discount it?

Japanese Govt.
debt-to-GDP - 600
Projections
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interest rates:

Investors look at this (and additionally the increased debt levels expectations) and are expectantly "getting
out of Dodge™" while there time!

When large crowds try to get through small exits, it is usually not a pretty picture.

| believe | just hears someone yell FIRE!!!
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Gordon T Long is not a registered advisor and does not give investment advice. His comments are an expression of opinion only and should
not be construed in any manner whatsoever as recommendations to buy or sell a stock, option, future, bond, commaodity or any other
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sources. Of course, he recommends that you consult with a qualified investment advisor, one licensed by appropriate regulatory agencies in
your legal jurisdiction, before making any investment decisions, and barring that you are encouraged to confirm the facts on your own before
making important investment commitments.
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guarantee its accuracy. None of the information, advertisements, website links, or any opinions expressed constitutes a solicitation of the
purchase or sale of any securities or commodities. Please note that Mr. Long may already have invested or may from time to time invest in
securities that are recommended or otherwise covered on this website. Mr. Long does not intend to disclose the extent of any current
holdings or future transactions with respect to any particular security. You should consider this possibility before investing in any security
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