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Ask Cadence: Your Latest Questions Answered

What is the Japanese carry trade and
is it something to worry about?

By Casey Clarke

A carry trade is when you borrow money and use it to
make another investment that you believe will be more
profitable than the costs associated with borrowing. In
the case of the Japanese yen carry trade, participants
with the intention of investing in the U.S. will borrow
money at low interest rates in Japan, convert the local
currency (yen) to U.S. dollars, then invest those dollars
in an asset or assets in the United States they believe
will earn more than the cost of the loan in Japan. As-
suming currency exchange rates are stable, the math is
really quite simple. If interest on a Japanese loan is 2%
and a safe U.S. government bond can get you 4%, that’s
an easy 2% profit on somebody else’s money. The more
you can borrow, the more profit, or in this case free
money, you can make. What makes this transaction
even more profitable is when the currency you’re bor-
rowing depreciates over time relative to the currency

you’re investing with. When this happens, at the end of
the trade when dollars are converted back into yen, you
get far more yen than you originally started with be-
cause of the strong dollar/weak yen relationship.

However, and this is the problem, if that currency rela-
tionship starts moving in the wrong direction, those
easy profits can turn to losses very quickly on money
that isn’t yours. In the case of that easy 2% profitin a
stable currency scenario, an annual yen strengthening
of just 2% relative to the dollar would wipe out that
entire gain from the treasury bond investment. If that
2% currency fluctuation happens over the course of
weeks or months, then losses materialize much more
quickly. An aggressive carry trade investor may try to
hedge some of that currency risk by seeking U.S. invest-
ments with much higher return prospects, such as, let’s
say, Nvidia shares. If the stock continues to rise para-
bolically like it has, then there’s almost no amount of
dollar weakening/yen strengthening that could wipe
out those gains upon trade unwind and conversion
back to yen. This trade in effect, is no different than any



other margin trade. When Nvidia stops going up, and eventually comes back down to earth, losses will be much
greater than in any scenario using a more stable treasury bond investment.

Should we worry about the yen carry trade impacting markets? Not really. We consider the carry trade, which is esti-
mated to be worth more than 4 Trillion dollars, one of many potential factors that could lead to a large valuation
unwind in U.S. markets. If the yen strengthens meaningfully against the dollar, carry traders would likely be motivat-
ed to sell assets, which depending on other factors, could steer market direction. More likely however, is that we see
a confluence of factors dictate market direction (some known, others unknown), and that downward move in mar-
kets would probably lead to many excesses being unwound concurrently, the yen carry trade being one of them. It’s
never just one thing we should be concerned about, but rather the convergence of many. Add this one to the list.

How will current and future geopolitical issues affect the markets?

By Casey Clarke

It’s rational to assume that negative developments like social unrest, violence, and wars would roil the markets, but
that’s not necessarily how things have played out historically. To the degree that investors feel confidence in markets
rising, and the profitability of certain sectors of the market, financial assets can weather more societal turbulence
than we’d think. The real issue for markets, especially from already lofty valuations at the end of a lengthy expansion-
ary cycle, are those two factors just mentioned - confidence and corporate profitability. It’s really not until those two
things are disturbed enough that markets go down and stay down in a meaningful way. What causes the initial frac-
tures in confidence and profitability could be any host of things, a bank failure, a reduction in lending, unemployment
rising, a butterfly flapping its wings in Columbia, most of which are usually associated with a downswing in the broad-
er economy, and if those fractures are large and persistent enough, then the inertia of market losses alone can be
enough to further erode confidence and corporate profitability. Ultimately, it’s this self-sustaining feedback loop
that’s responsible for the majority of bear market damage, much the same way the positive feedback loop is respon-
sible for the majority of stock market gains as valuations are stretched to their limit in “good times”.

It's possible that geopolitical events could provide an initial dent to confidence and profitability (more often the
former, since conflict, unfortunately, can be profitable in the short term), but whether that would be enough to cre-
ate the downward inertia necessary for big market problems, one never knows. What we’re more concerned about
in the short term, as it relates to geopolitical risk specifically, is the potential for supply constraints and the subse-
quent shortages and rising prices that result from a breakdown in global cooperation and order. At the end of the
day, these are the things that are truly important when it comes to sustaining the basic needs of life. A good bit more
important than the level of the S&P 500.

What’s the latest on the economy? Is it growing or shrinking? | hear mixed messages.

By Casey Clarke

The economy, when looked at through a number of activity and production-based data points other than just GDP,
decelerated substantially from its peak in 2021, seems to have troughed last year, and has risen modestly since then.
We can say, in looking at our index of economic activity below, that although overall activity doesn’t seem to be



weakening meaningfully in recent months, it’s anything but robust. Our index puts us right around the flatline, re-
flecting stagnation.
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What’s important to note, however, is that the popular definition for recession is when unemployment rises to
match the underlying economic weakness. On this front, | have two points to make. First, the Bureau of Labor Statis-
tics every year makes one big adjustment to their non-farm payroll numbers that are reported every month - the
numbers that have been oddly resilient over the last year or so. Generally, those adjustments average plus or minus
0.1% of the total number of jobs/employed in the U.S., so roughly 165,000 jobs are either added to or taken away
from the BLS’s best guesses throughout the year. That adjustment tends to happen each March for the prior 12
months. Just last week, the BLS announced - quietly - that it overestimated the number of new jobs in the most re-
cent 12-month period by 818,000 and will thus be making a downward revision next March by that amount, about 5x
greater than the average revision, and the largest since 2008. Make of that what you will, but the implication is that
the jobs market was substantially weaker than most thought. Had those numbers been reported more accurately,
many would have viewed the economic state of the union much less optimistically.

The two charts that follow, which we’ve highlighted in recent months, have gone a long way toward reflecting that
reality. Temporary help and full-time payrolls have been in contraction for months and still are - a circumstance that
historically has closely corresponded to recession and poor financial market performance.
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Whatever’s keeping markets buoyant isn’t the economy, but it could be the misguided perception of a strong econo-
my. This is a fragile construct. Despite how well tech stocks and some other stock categories have performed recent-
ly, this is an environment that generally favors defensive asset classes. Our suspicion is that this time will be no differ-
ent once reality catches up with the masses. Anyone telling you the economy and employment picture is great is
most likely conflicted and incentivized to say such things.

With all of the large forces out there now that affect us yet are out of our control, what
can we do to stay grounded and positive?

By Steve DeBoth

When you hold as many meetings each year as we advisors do, you can gain a perspective at times on the general
mood out there. After years of COVID protocols, inflation, and a seemingly ever worsening political climate, to name
a few, it is understandable if you are one of those feeling a general sense of malaise right now. We’re hearing about
it on a very regular basis these days. Though it may be difficult or impossible to take action that will affect the large
forces that feel like they are moving against you, taking action on things you actually can affect is a better way to
fight off this malaise than waiting for these large forces to finally move in your favor. Nothing | know of makes a
person feel more in control of their life than setting goals and taking action, especially taking action on things we
have been putting off, or on things we know would make us happier or healthier but we just haven’t had the motiva-
tion to start.

The amazing thing about the goal setting and achieving process is it works just as well for those who AREN’T current-
ly feeling any general sense of malaise, because most of us have something we know could be better in our lives yet
we seem unable to take the action on it we know we should take. How is it that something that would make you
even happier, and it’s right there, nearly at your fingertips, is something you aren’t doing? You know what you need
to do to reach it, and you can swear that you want to do what you need to do, and yet. . .

What is that thing for you? Maybe it’s being in better touch with a loved one, maybe it’s cleaning the garage, maybe
it’s being in better health. Just say it out loud. Don’t get discouraged that you’ve maybe known for a while you want
this thing but haven’t had the motivation to do anything about it. Give conviction to this thing by giving voice to it.
Now that you’ve said it, let’s get to work.



Step ONE: Create the Action Plan.

The first step is to define what you want to achieve, which includes by when you would like to achieve it, and the
actions you need to take. You just said what you want to do, this thing you know you should have been doing
already but haven’t been able to muster the energy to actually do. Define it as a quantifiable thing, and then add
the steps you need to take to make it a reality:

What | want to achieve:

By when:

Do What By When

Action Step

Action Step

Action Step

For example, it is difficult to be as happy as possible if you are not as healthy as you would like to be. The world can
be going exactly as you would want it to, but being in poor health can make what’s going on out there pretty trivi-
al. Nothing makes the outside world seem insignificant like a poor diagnosis. Likewise, if the world isn’t going as
you would like it to go, being healthy and feeling healthy can at least make your world seem somewhat controlla-
ble and keep stress at a lower level. There’s a reason the phrase “at least you have your health” exists.

Cardiovascular exercise has many, many health benefits, and walking or running does not require a gym member-
ship nor anything more than a proper pair of shoes, so as far as exercising goes it’s difficult to beat moving out-
doors for having minimal barriers to entry. However, rather than saying, “I want to start running”, which is both
vague and a bit uninspiring, a goal like running a specific distance by a specific date could be a motivational aspira-
tion. Consider this simple action plan to go from doing nothing today to running a 5k race by the end of November
as a model for how to create your own action plan:
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I’m sure there are many people out there who could be running 5 kilometers by the end of September, however
minimizing the possibility of injury is needed to help achieve this goal, so this action plan calls for a stretching plan
as well as a gradual ramp up to get to the distance. Consider your own goal and action plan. Whatever you need to
do as a first step, try to make it as easy and simple as you can. Avoid the temptation to go out too fast, too hard.
Let’s build some momentum around this. Successfully achieving an action item fuels the fire you need inside to
then tackle the next, and the next.

Step TWO: Make It a Habit.

If the thing you wanted to accomplish is something you would want or need to keep doing, then making it a habit is
pretty essential. | believe that the older you get, a saying that rings true is, “you are your habits”. The more good
habits you have, the more potential there is for positive things to happen to you. Eating right, getting enough
sleep, saving and investing for your future, and any number more, will increase the chances of a happy, healthy life.
They won’t guarantee it, of course, but on balance, the more good habits you have the more likely you are to be
healthy and happy. Likewise, the more bad habits you have, well, you know.

The advantage habits have is they take far less energy than behaviors that aren’t habits. It’s like saving automati-
cally into a retirement plan. It takes no effort after you set it up, and what it does for you is crucial to your long-
term financial health. However, if you had to manually push money out of your paycheck each and every time, it’s
more likely you will forget from time to time, or find some other excuse not to make that periodic savings.
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Writing things down or checking things off has a fascinating psychological effect as far as | am concerned. For
years now when | have worked with clients who want to control their budgets better, | have advised writing down
every time you spend money into a little ledger. Writing in the book becomes synonymous with a negative behav-
ior, so many clients start spending less money because they don’t want to write it in the ledger. They like spending
money, but they don’t like writing in the book. Ultimately, they spend less money because they don’t want to write
in the book; not because they no longer enjoy spending money. Honestly, | find it weird our brains can act like that,
but we can use it to our advantage. When you’re working to make something a habit, you know writing a check
mark in the grid is a good thing, and you want to do this good thing. For someone who doesn’t like running, they
can talk themselves out of today’s run, but for some reason they are willing to do the run in order to keep writing
the check marks. Don’t underestimate the power of this low-tech tool. If you want to make something a habit,
print this grid off, or make your own, and use it. It works.

There’s the one-two punch: A simple tool to help codify what you want to accomplish and how to accomplish it,
and a simple grid to check off the days along the way that you will need to be active in an activity to make it a hab-
it. Thereis alot more | could write, of course, about positive self-talk, shrugging off discouragement, and having
someone else hold you accountable to this goal. Those are all valid, but for the purpose of this piece, and to keep
it simple, I’'m just focusing on those two steps.

Nothing helps shrug off the malaise, nor helps keep the forward momentum going like doing something you claim
you’ve always known you should do but just never have. Additionally, it is incredibly empowering to take responsi-
bility over your life and to control what you can. If you’re feeling what a lot of people seem to be feeling these
days, that there are large forces at work that affect you, are not under your control, and do not all seem to be
going your way, then | highly recommend identifying and taking action something in your life that you do have
control over and that you know would make you happier. Don’t let these big forces rob you of motivation to work
on your own personal goals. The difference between the life you have and the life you want is what you do.
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