“l am a genius”
By Stewart Cowley

Newton Global Fixed Income Strategy
Increasing yen position using forwards

On the basis that “Talent borrows; geniuses steal"l, | am
going to declare myself a genius. We had Andy Lees from
UBS round here last week talking about demographics and
its effects going forward. To be fair, this is one of our
themes at Newton and has been for some time. But Andy
has come to some interesting conclusions, one of which
should impact your and our thinking about the yen.
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To cut a long story short, about seven million people will
leave the workforce in Japan in the next couple of years and
since the savings rate is cripplingly low (see first illustration)
at around 3% of disposable income, we should expect the
Japanese to stop sending money abroad and even start
bringing it back home. This has consequences for stocks,
bonds and currencies.

It was interesting that Andy’s analysis talked about ‘when’
this starts happening, but if you look at some of the data, it's
clear that it's already begun (see second illustration).
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If you look at the proportion of foreign investment into the
US from Japan, as at May of this year, it went negative i.e.
there were net sales on a year-on-year basis. Amazingly, as
you can see, China has been taking up the slack and the
total proportion coming from the two countries has stayed
pretty much stable at around 15% for the best part of three
years. But we shouldn’t count on this going on forever.

'Oscar Wilde, if you were wondering

@) Welion

Mellon Global Investments

The Chinese have been making threatening noises about
selling their US holdings in response to US tactics over the
currency realignments, for instance. Moreover, as Andy
points out, China’s own dependency ratio starts to rise by
about 1% per annum from next year on so, at the very least,
the rate at which it is exporting capital is set to slow as well.

You would think that the last thing the Bank of Japan (BOJ)
would want to do is exacerbate the situation by increasing
interest rates. But a brief trawl around the money and
corporate costs numbers shows that bank lending is
increasing again (see third illustration). Similarly, ‘corporate
inflation’, in terms of goods and services, is running at 2%-
3% per annum (see fourth illustration). Clearly, the BOJ will
want to get ahead of this and (like the US Federal Reserve
before it) give itself room to cut rates if the economy gets
into trouble going forward, especially if the yen begins to
rise. This explains its apparent desperation to raise interest
rates.

Annual Change of Bank Lending in Japan
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Corporate Costs in Japan
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We've always taken the Orwellian view that if you can
distract the ‘proles’ with irrelevant trivia, you can deflect
them from the real issues of the day. The real issue here is
that while exporting capital from Japan has been officially
sanctioned, it has been easy to keep the momentum of the
carry trade going; any short-term appreciation of the yen
has been seen as just a temporary setback. In some
respects, the US sub-prime farce has only served to mask
what is a fundamental sea change in global capital flows.
Going forward, it's going to become much more difficult for
institutions and individuals to continue to sponsor the carry
trade (either actually or tacitly) which leaves the yen
vulnerable to a very sharp and systematic appreciation. It
shouldn’t take a genius to work out that you will be short the
yen at your peril in the future.
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Important Information

The information provided is for use by professional investors only and does not constitute investment advice. These are
the views of Newton Investment Management Limited and do not necessarily represent the views of the Mellon Global
Investments umbrella organisation. Both Newton Investment Management Limited and Mellon Global Investments Limited
are not responsible for any subsequent investment advice given based on the information supplied. All data is sourced
from Newton unless otherwise stated. Past performance is not a guide to future performance. The views and opinions
contained in this document are those of Newton Investment Management Limited at the time of going to print. This
document is issued and approved in the UK by both Newton Investment Management Limited and Mellon Global Investments
Limited. The registered address for both companies is, Mellon Financial Centre, 160 Queen Victoria Street, London EC4V 4LA
Mellon Global Investments is registered in England No. 1118580. Newton Investment Management Limited is registered in England
No. 01371973. Newton Investment Management Limited and Mellon Global Investments Limited are wholly-owned subsidiaries of
The Bank of New York Mellon Corporation, which is authorised and regulated by the Financial Services Authority.

Mellon Global Investments Limited has a branch office in Dubai, which is regulated by the Dubai Financial Services Authority.

If this document is used or distributed in Germany it is issued by WestLB Mellon Asset Management Kapitalanlagegesellschaft
mbH, which is regulated by the Bundesanstalt fir Finanzdienstleistungsaufsicht. WestLB Mellon Asset Management was formed as
a 50:50 joint venture between The Bank of New York Mellon Corporation and WestLB AG. If WestLB Mellon Asset Management
Kapitalanlagegesellschaft (WMAM KAG) receives any rebates on the management fee of investment funds or other assets, WMAM
KAG undertakes to fully remit such payment to the investor, or the Fund, as the case may be. If WMAM KAG performs services for
an investment product of a third party, WMAM KAG will be compensated by the relevant company. Typical services are investment
management or sales activities for funds established by a different investment management company. Normally, such
compensation is calculated as a percentage of the management fee of the respective fund, calculated on the basis of such
product’s fund volume managed or distributed by WMAM KAG. The amount of the management fee is published in the prospectus
of the respective fund. Any compensation paid to the WMAM KAG does not increase the management fee of the relevant fund. A
direct charge to the investor is prohibited.

If this document is used or distributed in Hong Kong, it is issued by Mellon Global Investments Asia Limited, whose address in Hong
Kong is Suite 2020, Jardine House, 1 Connaught Place, Central, Hong Kong. Mellon Global Investments Asia Limited is regulated
by the Hong Kong Securities and Futures Commission and its registered office is at BNP House, Anley Street, St Helier, Jersey,
Channel Islands JE4 8WJ.

If this document is used or distributed in Australia, it is issued by Mellon Global Investments Australia Limited (ABN 56 102 482 815,
AFS License No. 227865) located at Level 6, 7 Macquarie Place, Sydney, NSW 2000.

If this document is used or distributed in the United States of America, it is issued by MBSC Securities Corporation, located at 200
Park Avenue, New York NY 10166, USA. MBSC Securities Corporation is a member of the National Association of Securities
Dealers.

www.mellonglobalinvestments.com / www.newton.co.uk "

@ Welion NEWTON

Mellon Global Investments The Power of Ideas

270 | am a genius_MGI



