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The week of August 5, 2024, begins with a major global market sell-off following the Bank of Japan’s
decision to tighten monetary policy for the first time in three decades. As investors brace for the volatility
tsunami impacting a cross-section of risky assets (stocks, credit, commodities), greater investor unease and a
slowing U.S. economy could be enough to prompt the Federal Reserve to adopt a more aggressive schedule
for cutting interest rates and loosening monetary policy. As such, investors may be given a narrow window to
add on market risk if financial contagion doesn’t spread nor does the global economy fall into recession.

Japan’s Stock Market Enters Bear Market Following Bank of Japan Policy Tightening

At the time of this writing, Japan's Topix index fell 24% from its recent high, and the Nikkei 225 had its worst
single day drop in yen terms, signaling a bear market amid collapsing investor confidence. The market plunge
was driven by a strong yen, tighter monetary policy, and a bleak U.S. economic outlook. The yen's surge,
coupled with the Bank of Japan's interest rate hike, caused significant losses for tech companies and banks,
with the Topix suffering its largest three-day drop since 1959.

Nikkei 225 Has Worst One-Day Drop in Yen Terms
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Investors' mass deleveraging and panic selling intensified the market's decline, with all 33 Topix industry
groups falling. Previously popular yen-funded carry trades became unprofitable, exacerbating the sell-off.
Foreign investors significantly reduced their Japanese equity holdings, further pressuring the market.
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Japanese bank and insurer stocks were hit particularly hard, raising concerns that the equity sell-off could
threaten financial stability.! Japan's largest financial group, Mitsubishi UFJ Financial Group (MUFG),
experienced a record 18% drop in share value, leading a dramatic $85 billion loss across Japanese banks.?
The Topix Banks Index plummeted 16%, marking its worst day since 2011.

Japanese Bank Shares Face Brunt of Market Rout
Topix banks index and MUFG have plunged this quarter
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The BOJ's decision to raise interest rates for the first time in years, intended to combat inflation and stabilize
the yen, backfired as it caused the yen to surge. This surge, coupled with the unwinding of yen-funded carry
trades, pressured Japanese banks heavily reliant on low-interest rates. MUFG and other major banks like
Sumitomo Mitsui Financial Group and Mizuho Financial Group saw their shares dive as a result.

Market analysts express uncertainty and caution, noting that the Japanese market faces unprecedented
challenges due to both domestic policy shifts and global economic conditions. The rapid sell-off reflects
broader concerns about global economic health, particularly in the U.S,, and suggests a potential reset in
expectations for Japanese equities for the remainder of the year.

Investor sentiment was further dampened by weak U.S. economic data, including disappointing job growth
figures and an unexpected rise in unemployment, which intensified fears of a global economic slowdown.

1 “Japan’s Bank Stocks Log Worst Day Since 2008 After Rate Hike,” Bloomberg, 8/2/2024
2 “MUFG Drops by Record as Japan Banks Lose $85 Billion in Value,” Bloomberg 8/5/2024



https://www.bloomberg.com/news/articles/2024-08-02/japan-s-bank-stocks-log-worst-day-since-pandemic-after-rate-hike
https://www.bloomberg.com/news/articles/2024-08-05/mufg-shares-plunge-most-ever-as-drop-in-debt-yields-hurts-banks
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Market Sell-Off Another Reminder of Interconnectedness of Global Markets

The interconnectedness of global financial markets means that Japan's financial turmoil could have ripple
effects worldwide and exacerbate tightening financial conditions that would impact the funding sources of
risk-on position-taking. The sell-off is not only impacting global equities, particularly markets with high
yielding currencies funded in the so-called carry trade such as Australia, New Zealand, and Latin America, but
also corporate credit risk and commodities.

First, unlike prior risk-off regimes that saw a flight to the U.S. dollar, investors are seeking the safe havens of
Japanese Yen (YEN), Swiss Franc (CHF), and Hong Kong Dollar (HKD), a proxy for Chinese Yuan (CNY). The
strength of non-U.S. safe haven currencies, suggest that much of the selling pressure is coming from
overseas as financial institutions seek to repatriate capital to home markets.
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The sell-off in Japanese equities is spilling over to other equity markets as well as corporate credit risk and
commodities. The 10-Year U.S. Treasury Yield has dropped to near 3.7%, a 2024 YTD low. The North
American High Yield CDX index, a market proxy for corporate credit risk expressed in spreads to U.S.
Treasury rates, spiked although the index remains well below 400 (or 4% spread to Treasuries) and below
prior post-pandemic spikes.
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Commodities have also felt the selling pressures, even gold prices which had recently rallied over the
prospects of aggressive Fed easing following the weaker-than-expected employment releases. Interesting,
industrial metals (iron ore, steel) most closely associated with Chinese industrial activity are up this morning,
perhaps catching the tailwinds of CNY strength.
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Fed Funds Futures now fully price in two rate cuts (50 bps) at the September FOMC and six rate cuts by the
January 2025 FOMC, a sharp revision of earlier expectations that the Fed would only cut incrementally.

Region: United States » Instrument: Fed Funds Futures »
Target Rate 5.50 Pricing Date 08/05/2024|=]
Effective Rate 5.33 Cur. Imp. O/N Rate 5.256

Meeting #Hikes/Cuts THike/Cut  Imp. Rate A Implied Rate A.R.M.
09/18/2024 -2.179 -217.9% -0.545 4.712
11/07/2024 -3.847 -166.8% -0.962 4.294
12/18/2024 -5.098 -125.1% -1.275 3.982
01/29/2025 -6.055 -95.7% -1.514 3.743

Source: Bloomberg World Interest Rate Probability (WIRP)

Despite the recent pullback and selling pressures, the analyst community remains sanguine over earnings
prospects, not just for U.S. companies, but for global markets as well. Earnings are expected to grow over the
next two years for the major markets (U.S., Japan, Europe, and Emerging Markets) even if that growth
trajectory starts to slow down. Near-term liquidity-driven selling could eventually give way to long-term
earnings growth reality.
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The recent global market sell-off following the Bank of Japan's decision to tighten monetary policy
underscores the interconnectedness of financial markets and the delicate balance of global economic health.
As Japan's stock market entered a bear market, driven by a strong yen and investor panic, the ripple effects
were felt worldwide, impacting equities, corporate credit risk, and commodities. This turmoil serves as a stark
reminder of the importance of staying informed and vigilant in the face of rapid market changes.

At Freedom Investment Management, we emphasize the importance of maintaining a disciplined investment
strategy rather than attempting to time the market. While the recent shifts may require adjustments to keep
allocations in line with one's investment program, even if no immediate action is necessary, understanding
these developments can provide valuable insights. As the Federal Reserve considers its response to the
slowing U.S. economy and potential financial contagion, investors should stay informed and be prepared to
act prudently. Despite the current volatility, the long-term outlook for earnings growth remains positive,
suggesting that short-term market disruptions may eventually give way to sustained growth.

Advisory services are offered through Freedom Investment Management Inc. (“Freedom”), a registered investment adviser. Investment strategies carry
varying degrees of risk, including the total loss of principal. Freedom does not provide tax or legal advice.

While Freedom believes the data to be reliable, no representation is made as to, and no responsibility, warranty or liability is accepted for the accuracy
or completeness of such information. This material reflects the opinions of Freedom and is an assessment of the market environment at a specific time.
This is not intended to be a forecast of future events or a guarantee of future results.

This should not be considered a recommendation to buy or sell individual securities, nor should this information be relied upon as research or
investment advice regarding any security in particular. Diversification does not ensure a profit or protect against loss.

Except as otherwise specifically stated, all information is as of August 5, 2024.
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