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We have liftoff at the B0OJ!

Ok... maybe it’s not that exciting. Markets hit the snooze button
in response to the first Bank of Japan (BoJ) rate hike since 2007.
Policy rates have gone from -0.1% to a guided range between O and
+0.1%. Yield curve control has also been abandoned although the
purchase of Japanese Government Bonds (JGBs) will continue at a
similar pace (currently 6 trillion yen per month) and can be scaled
up to cap yields when needed. Whilst the headline changes have
been miniscule, it’s the rumblings in the real economy that deserve
a deeper look. To quote the BoJ as they describe what prompted
the policy changes:

‘the Policy Board assessed the virtuous cycle between wages and
prices, and judged it came in sight that the price stability target of
2% would be achieved in a sustainable and stable manner’.

You’ve probably never read the words virtuous cycle in the context
of one describing dynamics in the Japanese economy. The
consensus view on Japan has for a while been that a rapidly ageing
population condemns it to a deflationary secular stagnation world
trapped under the weight of its enormous debt burden. We partly
agree on the growth side. Barring a productivity miracle, growing
their way out of the debt trap seems farfetched. Real GDP growth
is once again reverting to its ~1% trend experienced over the last
40 years. Nominal GDP however is growing at its fastest clip in 30
years (6.7% and 5.4% in Q3 and Q4 2023). Contrary to what most
believe, we've argued in previous notes of the inflationary impact
of ageing demographics which have exacerbated labour shortages
around the world and contributed to rising nominal wages.
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Japan - employment conditions index
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The latest spring wage negotiations confirm this phenomenon
is finally taking root in Japan. The Japanese Trade Union
Confederation, which represents large corporations, achieved an
average 5.28% wage hike this year for its members, the highest
since 1991. This comes off the back of chronic labour shortages
across every industry (see charts above). Some of the major
companies and their expected wage hikes this year include the likes
of Nippon Steel (+14.2%), Suzuki Motor (10%), Aeon Retail (6.39%)
and Honda Motors (5.6%). Large corporations certainly have the
ability to pay higher wages. Profits since 2000 have tripled whilst
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employee compensation has flatlined. The challenge is securing
higher pay for employees in small and medium sized enterprises
which make up 70% of total employment. Wage talks for SME’s
conclude at the end of March.

Should the virtuous cycle truly take hold, the BoJ may only just be
getting started. What does this all portend for financial markets?
The higher nominal environment has already shown it’s not a terrible
set up for Japanese equities at least in local currency terms. The
big fear across global bond markets is the so-called repatriation of
Japanese capital. Over the last two decades, to escape near zero
yields at home, Japanese investors have sought higher returns
abroad. In the process Japan has accumulated the largest net
international investment position in the world, now slightly above
$3 trillion. They are the largest foreign holders of US Treasuries and
hold a decent chunk of sovereign debt across Europe and Australia
as well. With 10- and 30-Year JGB’s at 0.75% and 1.75% the yield
pickup is still very much on offer across the rest of the world. We
therefore don’t expect any significant repatriation in the immediate
future. But the BoJ has only just got the ball rolling. At the very least
a stable rather than growing international investment position out
of Japan will add another pillar to our new higher for longer world.

As it relates to FX, the recent BoJ hikes remind us of the period
surrounding the GFC. Just as today, the BoJ lagged the US in their
hiking cycle and raised rates twice after the peak in Fed funds had
already been reached in June 2006. The yen however continued to
depreciate until June 2007, a couple months before the Fed would
begin cutting. The subsequent Fed cuts would drive the Yen to
appreciate by 30% against the dollar from June 2007 to November
2009. Once again, today it's the Fed not the BoJ that will drive
moves in the Yen.

The Dollar Cycle

The existence of cycles has been a perplexing empirical observation
recorded throughout financial history. Ray Dalio famously examined
48 ‘big debt cycles’ where he emphasized the role of credit in
creating cyclical movements in incomes and output. Others have
built upon Keynes’ ‘animal spirits’ and adopted a more behavioural
explanation for the existence of business cycles. One of the
more important cycles we observe which ties together almost
every financial variable of note is the dollar cycle. A real effective
exchange rate index of the dollar shows that since breaking off
the Gold Standard in 1971, the dollar has moved in long ~20-
year cycles, with the latest data suggesting it's at an historic high
against most other FX pairs.

The dollar has moved in long cycles
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The link between USD strength/weakness and US equity out/
underperformance has also been striking. The chart above
compares Emerging Market equity performance vs the US as far
back as our data allows which is 1995. Comparing the rest of the
world vs the US would yield similar results. The late 90’s was a
devastating period for EM’s starting with the Mexican Peso Crisis
in 1994 followed by a string of East Asian crises in 1997. Much like
today, US exceptionalism was at full force by the turn of the century.
We now know that was the start of the ‘Golden Age’ for EM as the
dotcom bubble burst and China’s accession to the WTO kicked off
a commodity supercycle which lasted until the GFC.

Since then, more than a decade of one-way traffic into US dollar
assets has left us perched at the top of the dollar cycle with equity
valuations nearing the levels reached back in 2000. It's no secret
we believe better value to be found elsewhere. Certainly, when it
comes to the value of the dollar in the short term, the Fed appears
to have capitulated in the face of stubbornly high inflation whilst the
government continues to spend like there’s no tomorrow. In most
countries that’s a recipe for currency weakness and it's a reality
the US can’t run away from for too long. We must of course mention
the immediate beneficiary to this debasement is Gold which hit an
all-time high of $2,200 this month.

No change in Indonesia?

In mid-February, Prabowo Subianto, the current Defence Minister
and former general, won the 5th presidential election in Indonesia.
His family have been involved in politics since independence with
his grandfather being a key figure in Indonesia’s independence
movement.

Prabowo, 72 years old, is seen as a controversial candidate following
his discharge from the military in 1998 after being accused of
ordering the kidnapping of more than 24 pro-democracy activists
in Jakarta. He is also accused by human rights groups of being
involved in the killing of civilians as a young officer in the 1980s in
East Timor, which was fighting Indonesian occupation. He was also
banned from entering the US for two decades.

Having previously lost the prior two Presidential elections to
Joko Widodo on a strongman persona, Prabowo has rebranded
himself as a cuddly grandfather to appeal to Indonesia’s young
demographic.

Prabowo now has the backing of Widodo, which is key given the
current president’'s 80% approval rating, the highest approval
rating for any leader a major democracy. Joko Widodo’s popularity
is even more impressive considering he has been in power for a
decade. His vice-presidential nominee, Gibran (37), is President
Widodo’s son, who was allowed on the presidential ticket after a
ruling last year to amend the age limit (40) by the constitutional
court, which was led by Widodo’s brother-in-law. The presence of
Gibran has given new hope for young Indonesians. Others view it as
an attempt for Widodo to retain control.

Prabowo canvassed on continuing with many of Widodo’s policies
which should provide stability. President Widodo spent heavily on
infrastructure to connect the archipelago of 17,500 islands and
implemented reforms to make the country more attractive to
foreign direct investment. He was also very successful at taking
advantage of Indonesia’s vast supply of nickel, a key mineral used
in electric vehicle batteries, by enforcing processing of the raw
material domestically rather than allowing the export of the ore.
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The key question is whether the incoming president will continue
with the new capital city in Kalimantan, a key project of President
Jokowi, which some others see as a waste of public money.

Prabowo is fortunate to inherit a sound fiscal position, with inflation
within target and growth steady around 5%. He will need to continue
the pro-business reforms that have increased the attractiveness
of Indonesia for investment especially at a time when companies
look to diversify their manufacturing footprint away from China.
Importantly, the new President will need to maintain cordial
relations with both the US and China which President Widodo has
been very successful at.

Indonesia gross government debt to GDP (%)
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All of Prabowo’s policies point to increased fiscal spending however
there is a cap on the fiscal deficit at 3% which could limit what he
can achieve. The fiscal deficit limit was relaxed during COVID, which
could be increased again to meet his policy goals as there was
no exodus of foreign capital. Given many governments across the
world expanded fiscal spending to stimulate growth during COVID,
Indonesia’s fiscal position was not seen as an outlier. Loosening
fiscal deficit limits could put foreign capital at risk of leaving.

Equity Returns since 2001

One feat of investment research we look forward to each year
is the Global Investment Returns Yearbook by Dimson, Marsh
and Staunton. Released last month for the first time under UBS
(previously published by Credit Suisse), it is to our knowledge the
most comprehensive review of global equity returns and a must-read
for anyone interested in the long-term drivers of overall investment
returns. When analysing the sources of equity returns over the very
long run (since 1900) the contribution from dividends always sticks
out. In the US, dividends make up 4.1% of the total 6.5% real return
per annum from 1900 to 2024. In other words, had you invested
$1 in US equities at the start of 1900 and reinvested all of your
dividend income, your initial investment would have grown by 2443
times in real terms by 2024. Ex-dividends, your real return is only
18.2 times. The other less surprising finding is that countries with
higher earnings growth do tend to have the strongest overall equity
returns over longer periods.

For individuals, the 124-year time horizon can be hard to relate
to. That’s why we’ve constructed our own decomposition of equity
returns from January 2001 to December 2023. The chart below
uses Datastream Total Market Indices for each market to assess
the drivers of total returns in nominal USD terms.

Equity returns decomposition (Jan 2001 to Dec 2023)
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It's an interesting period to cover given that you average out the
superior performance of EMs from 2001 to 2010 with their mediocre
performance from 2011 to today. Overall, had you invested a dollar
into each country on Jan 1st 2001, by the end of 2023 Mexico, India,
Indonesia and Thailand would have given you the highest returns. The
US produced an annual return of 9.1% the highest among developed
economies, whilst China has been the worst performing market driven
by de-rating immediately after 2001 but also in the last two years.

The importance of dividends across this period is significantly less,
ranging from 40% of total return in Australia to 8% in India. But the
importance of earnings per share growth has stood out, ranging from
77% of total return in Mexico to 39% in Spain. The highest returning
countries have for the most part also exhibited the strongest earnings
growth.

Final Word

Since the rate of inflation in the US bottomed in June 2023, the
evidence has been pulling and pushing us either side of the inflation
debate. Indeed, the data reflected that push and pull with inflation
being stuck around 3-3.5% for eight months now. The March meeting
however may well have tilted the signs towards higher inflation in
the coming months with the Fed bowing to market expectations and
reaffirming their stance for 3 rate cuts this year. This came in spite of
the evidence for higher inflation piling up slowly over the course of the
last few months. Firstly, the reversal in energy prices which contributed
a significant chunk of the disinflation last year has now reversed and
contributed to monthly inflation in February. Secondly, there are signs of
the global manufacturing cycle bottoming which should lower the level
of goods deflation. Meanwhile, services inflation has remained sticky.
Chair Powell himself raised his forecasts for growth and inflation this
year.

Finally, we offer our regular reminder of perhaps the most critical and
underappreciated variable currently impacting the real economy and
financial markets. The soaring fiscal deficit in the US which added
another $298 billion in the month of February, a 14% increase over last
year's number, including a 50% increase in net interest payments on
government debt.

Pyrford International
31 March 2024

Contributors:

Faazil Hussain - Economics & Investment Strategy Analyst
Luke Casey - Senior Client Portfolio Manager

Roderick Lewis - Portfolio Manager, Asia-Pacific Team



Pyrford f

Important Information
Pyrford International Ltd is a wholly-owned subsidiary of Columbia Threadneedle Investments UK International Limited, whose direct parent
is Ameriprise Inc., a company incorporated in the United States.

Risk disclosure

This document is a marketing publication and a financial promotion and has not been prepared in accordance with legal requirements
designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead of the dissemination
of investment research.

The investments and investment strategies discussed are not suitable for, or applicable to, every individual. All investments involve
risk, including the possible loss of principal and a positive return is not guaranteed over any period. Past performance does not predict
future returns. Performance data shown in the document may not be in the local currency of the country where an investor is based.
Actual returns may increase or decrease as a result of currency fluctuations. Dividends are not guaranteed and are subject to change or
elimination.

The material contained in this document is for general information only and is not intended to serve as a complete analysis of every material
fact regarding any company, industry or security. The opinions expressed here reflect our judgment at this date and are subject to change,
and may differ from views expressed by other Pyrford associates or affiliates. Actual investments or investment decisions made by Pyrford
and its affiliates, whether for its own account or on behalf of clients, may not necessarily reflect the views expressed. Information has
been obtained from sources we consider to be reliable, but we cannot guarantee the accuracy. The material may contain forward-looking
statements and investors are cautioned not to place undue reliance on such statements, as actual results could differ materially due to
various risks and uncertainties.

This material does not constitute investment advice and is not intended as an endorsement of any specific investment. It does not have
regard to the specific investment objectives, financial situation and the particular needs of any specific person who may receive this
report. Investors should seek advice regarding the appropriateness of investing in any securities or investment strategies discussed or
recommended in this report and should understand that statements regarding future prospects may not realise. Market conditions and
trends will fluctuate. The value of an investment as well as income associated with investments may rise or fall. Accordingly, investors
may receive back less than originally invested. Foreign investing involves special risks due to factors such as increased volatility, currency
fluctuation and political uncertainties.

Regulatory disclosure

Financial promotions are issued for marketing and information purposes; in the United Kingdom by Pyrford International Ltd, which is
authorised and regulated by the Financial Conduct Authority; in Canada Pyrford relies upon the “International Adviser Exemption” in
subsection 8.26 of National Instrument 31-103 Registration Requirements, Exemptions and Ongoing Registrant Obligations to advise
“permitted clients” in Alberta, British Columbia, Manitoba, Ontario and Quebec. In the EEA: Issued by Columbia Threadneedle Netherlands
B.V., which is regulated by the Dutch Authority for the Financial Markets (AFM). In Switzerland: Issued by Columbia Threadneedle Investments
(Swiss) GmbH, acting as representative office of Columbia Threadneedle Management Limited.

In Australia, this document is made available to wholesale clients by Threadneedle Investments Singapore (Pte.) Limited [“TIS”], ARBN
600 027 414. TIS is exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001 (Cth)
and relies on Class Order 03/1102 in respect of the financial services it provides to wholesale clients in Australia. This document should
only be distributed in Australia to ‘wholesale clients’ as defined in Section 761G of the Corporations Act. TIS is regulated in Singapore
(Registration number: 201101559W) by the Monetary Authority of Singapore under the Securities and Futures Act (Chapter 289), which
differ from Australian laws. This document is accordingly directed at and is available only to those persons in Australia who are wholesale
persons (including financial advisers). It must not be passed on or made available to any person who is a retail client for the purposes of
the Corporations Act.

Pyrford International Ltd is authorised and regulated by the Financial Conduct Authority, entered on the Financial Services Register under
number 122137. In Australia Pyrford is exempt from the requirement to hold a financial services license under the Corporations Act in respect
of financial services it provides to wholesale investors in Australia. In Canada, Pyrford relies upon the “International Adviser Exemption”
in subsection 8.26 of National Instrument 31-103 Registration Requirements, Exemptions and Ongoing Registrant Obligations to advise
“permitted clients” in Alberta, British Columbia, Manitoba, Ontario and Quebec.

© 2022-2024 Columbia Management Investment Advisers, LLC. All Rights Reserved.

Ref: PYR6501992.1_ex-US

'ACOLUMBIA
THREADNEEDLE

INVESTMENTS



