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STOCK MARKETS AROUND THE WORLD ARE
BEING ROCKED AS INVESTORS TAKE FRIGHT
ABOUT WHETHER AMERICA IS HEADED FOR
RECESSION IN THE COMING MONTHS. YET WHY IS
JAPAN THE EPICENTRE?

The bottom has fallen out of the Japanese stock market as
the yen rocketsin value against the dollar. Overnight the
Nikkeiindex dropped 12% - its single-largest daily drop
since Black Monday 1987. The index is now down more than
aquartersince hittingarecord highin July. That’s erased
all of the Nikkei’simpressive gains since November 2023.
That’sin both yen and sterling terms: in other words, the
gainsin the yen were not enough to offset equity market
losses for UK investors. Banks and exporters were hit
hardest. Like a shockwave, the effects rippled further afield
to other Asian and Pacific markets, and they continued
rolling outwards into European markets and futures for the
US market too.

What'’s caused these sudden, brutal moves? There’s a
large divergence in the policies of central banks around
the world. Most are reducing their interest rates or
preparing to do so: a case in point is the Bank of England
which narrowly voted for a quarter-percentage-point
cutinits benchmark rate to 5.0% last week. However, the
Bank of Japan(BolJ) is lagging behind the major Western
banks because of its years-long battle to escape ‘deflation’
(where prices fall each year, rather than rise slightly).
This has perhaps made Japan a sensitive seismograph for
tremorsinthe US.

We can sometimes forget about the BoJ, but it’s tied with
Chinafor the third-largest central bank by assets behind
the US Federal Reserve (Fed) and the European Central
Bank. It has a lot of firepower and it has been doing a

lot of intervention in virtually all its markets (stocks,
currency, bonds) for years. The BoJ has spent years and
tens of billions of dollars selling its own currency, the yen,
and buying Japanese bonds and stocks while keeping its
benchmarkinterest rate below zero. The aim being to
encourage investment, keep Japanese borrowing costs
low and weaken its currency to jumpstart inflation and
economic growth. That has worked, with inflation staying
above 2% each month since April 2022. Before then, the
last time it got anywhere near 2% was March 2015 (and
that was a rarity going back to the 1990s).
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Sorecently the BoJ has moved to unwind this situation. Last
week it raised its interest rate for the second time, taking it
toaround 0.25% from the previous range of 0% to O.1%. It
also outlined a plan to halve its monthly government bond
purchases by 2026 to just $20 billion (£15.7bn). Initially
the market reaction was relatively contained. The rate hike
came earlier than expected, but it wasn’t a wildcard move.
And the tapering of its asset purchases was in line with
expectations. Japanese government bond yields barely
moved and equity and currency volatility was contained at
first. And, after the yen hit a 38-year low in early July, the
BoJ had already started buyingits currency aggressively to
prop it up. It burned through something like $37bn in that
endeavour. Since Thursday, however, Japanese markets
went haywire (see chart for the currency moves).

AFTER YEARS OF WEAKENING, THE
YEN SOARS AGAINST THE DOLLAR
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Source: FactSet, Rathbones; datainverted to show yen strengthening upward.

That suggests that these moves were as much about
changes in people’s perceptions of the outlook beyond
Japan’s shores than about Japan per se. And influenced by
the unwind of aso-called ‘carry trade’ (borrowing cheaply
inyen to fund leveraged overseas asset purchases). Two
pieces of American economic data added to a picture of
deterioration that has been making some edgy. That led
many to assume that the Fed will reduce rates much faster
than forecast. So, higher-than-expected ratesin Japan and
lower-than-expectedinthe US boosted the divergencein
monetary policy.
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We don't believe anyone can make short-term currency
forecasts with the accuracy required to influence our
tactical asset allocation - the academic literature agrees
with us. But there’s plenty of evidence that, over the long
term, currencies do move with economic fundamentals. By
this we mean they rise and fall in line with how their prices,
productivity, and outlook for savings shift when compared
against other nations’ metrics). The backdrop to all this is
that the yen had fallen extraordinarily far below what the
economic fundamentals would imply versus the dollar,
and had even become cheap versus the long-beleaguered
pound. It’simpossible to use these fundamentals to time
trades, but they act like a set of bellows when the short-
term signals shift.

Is the US economic landscape shifting?
The first tremorin the US last week was the ISM

Manufacturing PMI, which gauges the strength of factories.

It fell 1.7 points to 46.8 for July. It had been expected to
creep slightly higher toward the 50 level that is arough
divide above which industry is believed to be growing

and below which it’s assumed to be shrinking. While
disappointing, the indicator has bounced around this sort
of level for more than a year now without issue. However,
what really spooked investors was a sharp 5.9-point fall
inthe employment sub-measure to 43. That’s historically
consistent with recession.

The second wobble was the estimated number of US
jobsaddedin July comingin much lower than expected,
while the unemployment rate rose from 4.1% to 4.3%.
Rising unemployment is generally consistent with
recession as well, so many investors responded by buying
US government bonds (which tend to hold up well in
adownturn) and selling stocks (which drop during a
slowdown). In particular stocks that are more cyclically
sensitive, i.e. which tend to rise and fall with the ISM survey,
have underperformed markedly. All these moves implied
that investors expected more rate cuts from the Fed than
originally pencilledin. Some commentators started calling
for a half-percentage-point cut in September, more than
double what was broadly expected before the drama.

Now, as highlighted in our video recorded early last
week, while the risk of recession this yearis there, we had
putitat 25% even before last week’s data. Although, we are
now reviewing that estimate to determine whetherit has
changed. It'simportant to breathe and remember that this
is just one month of figures. The ISM Manufacturing PMI

is often more volatile than the wider business cycle, and,
since COVID-19, survey-based measures haven’t been the
brilliant leading indicators of activity that they had been

in prior decades. These measures could well have been
affected by Hurricane Beryl which hit the southern US last
month, causing roughly $32bn of damage and leaving many
temporarily unemployed.
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Some of theincrease in unemploymentis due to surging
labour supply and immigration. Adjusting ‘recession-rule’
indicators to look at only those people who have lost jobs or
ended temporary contracts without finding a new one finds
amber flags rather than red ones. We cut the numbers this
way as they shouldn’t be impacted by labour supply surges
inthe way that the number of unemployed could be.

That being said, we have long flagged that weakening
employment would be a key risk to the US economy and
markets. The number of state unemployment rates that
have triggered ‘recession rule’ indicators has been unusual.
Many of the indicators that have given us confidence of
normalising wage inflation, historically, have also tended to
point to weak employment. Since last year, payrolls

data has been revised down fairly consistently and we've
noted that - excluding the Bureau of Labor Statistics
spurious firm ‘birth/death’ adjustment (a guess at how
many newly created firms aren’t being surveyed) and the
non-cyclical healthcare and education sectors - US payroll
growth has already turned negative. This has beenared
flagin the past.

These concerns about recession meant a tough few weeks
for US stock prices continued even as the companies
themselves actually delivered pretty good profit growth
at the same time. About three-quarters of S&P 500
businesses have reported their second-quarter results,
averaging 11.5% profit growth - the highest since Q4
2021. And the performance was broadly spread across
most industries. However, the exceptions were energy,
industrials and commodity businesses, all of which are
heavily sensitive to the wider economy.

The tech-heavy Nasdag Composite stock market index fell
3% last week and is 10% lower than its most recent high.
The more diversified S&P 500 index was down just 2% last
week and 6% off its most recent high.

With stock valuations higher than normal and companies
and investors cagey about the future, nervousnessisrife.
This caused an earthquake today, but how significant it will
beinthe fullness of time will depend on the number and
severity of the aftershocks. We will keep you posted with
level-headed analysis.

If you have any questions or comments, or if there’s
anything you would like to see covered here, please get in
touch by emailing review@rathbones.com. We’d love to
hear from you.
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The content contained in this document is for information purposes only and does not constitute as a recommendation
to purchase any product or service, you should always take appropriate advice from a professional, who has made an
evaluation at the point of investing. The value of investments and the income from them may go down as well as up and
you may not get back what you originally invested. Tax treatments depend on the individual circumstances of each client
and may be subject to change in the future. Cashflow planningis based on assumptions and can only give an indication as
towhat may happen. They are not guarantees.

Important information. Rathbones Group Plc, through its subsidiaries, is a leading provider of high-quality, personalised investment and wealth management
services for private clients, charities and trustees. Our services include discretionary investment management, fund management, bankingandloan services,
financial planning, unitised portfolio servicesand UK trust, legal, estate and tax advice.

Rathbones and Rathbones Financial Planning are trading names of Rathbones Investment Management Limited, which is authorised by the Prudential Regulation
Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority. Registered office: Port of Liverpool Building, Pier Head,
Liverpool L3TINW. Registeredin England No. 01448919.

Rathbones Asset Management Limited is authorised and regulated by the Financial Conduct Authority andisamember of the Investment Association. Registered
office: 30 Gresham Street, London E2V 7QN. Registeredin England: 02376568.

Rathbones Investment Management International Limited is regulated by the Jersey Financial Services Commission. Registered office: 25-26 Esplanade, St.
Helier, Jersey JE12RB. Company Registration No. 50503.

Rathbones Trust Company Limited is authorised and regulated by the Solicitors Regulation Authority. It should be noted that any services provided by Rathbones
Trust Company, Rathbones Investment Management International and some services from Rathbones Financial Planning are not regulated by either the Financial
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