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The economy & markets

- In the global economy, 2022 was about inflation. In 2023, the question is whether
economic growth can keep up. In some countries like the United States, consumers
received considerable policy support in recent years. Now, though, households are
feeling the crunch. In many countries, incomes have not kept up with the cost of living
for over a year. It is an open question whether consumers will continue to show resilience
in 2023.

- The Chinese Communist Party’s decision to remove its zero-Covid policy is a major
change for the global economy. In the near term, we expect continued economic
slowdown as health concerns spread. Leading indicators of services and manufacturing
activity have already begun to fall. In the medium term, though, reopening should lead
to stronger economic activity. While this is good news for exporters, including in Japan,
this global tailwind could also contribute to stronger energy demand and persistent
inflation in 2023.

- Despite the Bank of Japan (BoJ)’s surprise move in December, Japan’s monetary policy
is still diverging from its developed market peers. This divergence may create an
opportunity for equity investors. We believe Japanese equities as measured in local
currencies should remain in moderately low-volatility territory and decorrelated from
global assets.

Japan focus

- In December, the Bank of Japan decided to widen its band on 10-year Japanese
government bonds (JGBs) from 25bps to 50bps, effectively allowing interest rates to
move higher. This move was a shock to investors, but so far the impact to global bond
markets has settled without any crisis. The global yield adjustment means that the
change in yield with the appreciation of the yen are not likely to result in meaningful
repatriation of capital back to JGBs.

- Meanwhile, the appreciated yen makes imported goods relatively less expensive, which
should be more sustainable for Japanese consumers.

- It is important to note that expectations around future inflation have stabilized, meaning
Japanese consumers expect inflation to persist around current levels. If higher inflation
is accompanied by modest wage growth, then this would be a positive development for



the Bank of Japan. Moderate inflation around 2% is widely understood to be
commensurate with a healthy economy.

- If inflation persists and the Japanese economy looks healthy, then the Bank of Japan
could take further steps to reduce its highly accommodative monetary policy, whether by
widening its yield curve control bands further, or, in my view more likely, reducing the
tenor of its focus from 10-year bonds to 5-year bonds. However, | would be surprised if
the Bank of Japan took further action before Governor Kuroda’s transition in April. |
believe more surprise policy change would make investors skeptical of the Bank of
Japan’s control and credibility, which could prompt an unexpected spike in bond yields.

- We recently conducted research on the risks that could upset investment consensus in
2023, and found that pockets of the Japanese market may be unprepared for a sudden
rise in interest rates if the BOJ were to move further. The pension sector in Japan
appears eerily similar to that of the UK before its pension crisis in 2022. For years, due
to the challenge low interest rates pose for meeting future liabilities, asset-liability
matching investors in Japan have used derivatives to hedge interest rate risk. Japan’s
shrinking population has increased the need for future payouts, likely amplifying the use
of risky yield-generation strategies and further increasing the fragility of the market. And,
Japan’s bond market is five times bigger than the UK'’s gilt market. While a pension crisis
is far from our base case perspective, this is where we see a potential risk unfolding if
bond yields were to increase meaningfully and for a prolonged period of time.

High conviction investment idea: higher rates make credit attractive

- We see challenges for global equity markets ahead. While interest rate pressures may
be nearing their peak, they are unlikely to unwind any time soon. And, as economic
growth slows, we expect further equity market weakness as multiple compression yields
to earnings compression.

- However, being chronically underweight global equities can be a losing strategy, for at
least two reasons. First, we expect strong melt-up days as central banks near their
pausing points. Second, resilience to inflation is still key. The last cycle’s low-volatility
asset classes, such as cash and core bonds, can create drag on total return when
inflation is still high.

- As a result, investors have to consider a new recession playbook, focused on
defensiveness, quality and income. We like asset classes that may provide inflation
resilience via higher yield, but that have also leveraged the post-pandemic environment
to build higher quality and therefore potentially lower risk of default as economic risk rises.
We are focused on strategies such as value equity, infrastructure, commodities, high
yield bonds and municipal bonds that may deliver these factors.
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About New York Life Investments

With over $700 billion in assets under management as of December 31, 2021, New York
Life Investments (www.newyorklifeinvestments.com) is comprised of the affiliated global
asset management businesses of its parent company, New York Life Insurance
Company (New York Life), and offers clients access to specialized, independent
investment teams through its family of affiliated boutiques. New York Life Investment
Management Asia Limited is based in Tokyo (www.newyorklifeinvestments.jp) and
serves as a contact point for Japanese institutional investors in Japan.
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Connect with Us

Disclosures:

This material represents an assessment of the market environment as of a specific date; is subject to change; and is not
intended to be a forecast of future events or a guarantee of future results. This information should not be relied upon by
the reader as research or investment advice regarding the funds or any particular issuer/security. The strategies discussed
are strictly for illustrative and educational purposes and are not a recommendation, offer or solicitation to buy or sell any
securities or to adopt any investment strategy. There is no guarantee that any strategies discussed will be effective.

This material contains general information only and does not take into account an individual’s financial circumstances.
This information should not be relied upon as a primary basis for an investment decision. Rather, an assessment should
be made as to whether the information is appropriate in individual circumstances and consideration should be given to
talking to a financial professional before making an investment decision.
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