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I've been talking about this for almost 2 decades now. I'll post links to more reading below. The data here is
supplementary.

It’s important for investors to track what | call the ‘Yen Carry Incentive’ (“YCI”) (This was defined in ‘The Failure of
Macro’.) The YCl is defined as the difference between the US Fed Funds rate and the BOJ equivalent — the ‘Call Rate’.
This signal drives leveraging and deleveraging of the US markets by impacting the cost of Leverage.

The Yen Carry Trade started in 1994 (after Japan started cutting rates in the late 80s), when Japanese rates went below
US rates. It became the dominant driver of US money supply after 1998, when Japan entered a Liquidity Trap and US
Banks started funding their balance sheets using Samurai bonds. Today, everyone in Japan exports capital through
purchases of US (and global) financial assets, debt, CLOs, FI mutual funds and even equities, which provide leverage to
corporations and markets. It is far more important to track this than what the Fed alone is doing.

- When either the Fed cuts rates, or the BOJ raises rates, YClI declines, leverage is unwound in the US and capital
is repatriated to Japan.

- When the Fed raises rates or the BOJ cuts rates (YCl increases), leverage comes into the US in the form of bond
buying and repo capital available to banks to lend out, increasing money supply.

The result is that when the Fed cuts rates, from a money supply perspective, it’s effectively a tightening, not an easing
as expected by macro textbooks that do not account for multiple countries in the I1S/LM model.

- Primarily, it’s the Fed driving (and destroying) the bus with rate adjustments (Japan’s rates have mostly been
0%). The YCI went positive in 1994, and Japan hit a Liquidity Trap in 1998, which accelerated capital export.

- The Fed tends to cut rates in 25 bps increments, whereas Japan tends to adjust its call rate by a few bps at a
time. BOJ Call Rate adjustments greater than 5bps tend to be significant drivers of capital movements between
the two countries.

Finally, Japan is expected to raise rates, along with the Fed cutting rates — a terrible scenario for US markets.

Since the macro IS/LM models to generate velocity of money through Fed Funds management no longer work (since the
2000s), this has resulted in the US finally resorting to QE (once ZIRP is reached) to create the money supply “easing” it
needs to replace the deleveraging (and lost balance sheet) that occurs when YCl declines. QE is the only strategy that
has arrested asset price declines since 2001.

Declines in YCI are sources of risk to asset prices.

The Impact of Fed Fund Cuts on asset prices

Since 2001, the Fed has cut rates by more than 25 bps 31 times. These result in a decline in YCI. 11 of these were from
1/2001 to 12/2001. 10 more cuts occurred between 9/2007 to 12/2008. 3 were in 2019, 2 in 2020, and 3 in 2024. The
market is expecting the Fed to cut rates again in 2025, by 50bps or more.
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https://www.mbsmantrallc.com/macro.shtml
https://www.mbsmantrallc.com/macro.shtml
https://en.wikipedia.org/wiki/IS%E2%80%93LM_model

2001 - pre 9/11

Not understanding the Yen Carry Trade, Greenspan started cutting Fed Funds in 2001.
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In September 2001, after 9/11, Japan did it’s first QE — by buying UST Treasuries! This was QE to the US — it gave the
US money supply, offsetting the deleveraging, steepening the yield curve, and arrested the decline in US asset prices.
They continued purchasing USTs till 2004.
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Thanks for the QE, BOJ.




2007 — Causing the GFC by cutting rates
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The Fed started using QE in March 2009, leading to the turnaround in asset prices seen in the positive 180+ day
returns of the last 3 lines in the graph above.

S&P 500 and Yen on Fed Cut Dates
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I discussed (and predicted) this scenario in my First Crisis Note of 8/2007 - “This is not a Subprime Crisis”.



https://mbsmantrallc.com/cn-2007-1.shtml
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Fed Cuts — 2019 to 2020

Post 2012, the ECB QE also resulted in injections to US money supply, as most of the capital pumped by the ECB came
to the US to be invested in US stock markets and real estate via wealth managers, hedge funds and even retail
investors. And post-US QE 1,2, and 3, and 2013’s QT taper tantrum, the markets got trained to ‘buy-the-dip’, as the
Fed Put was now set in stone.

Deleveragings are now short-lived, as central banks have been proven to blink and do QE, a Pandora’s box.

The deleveraging from 2019’s rate cuts demonstrated that the market selloffs and Yen Strengthening have now
became more short-lived, lasting 30 days, with the 3™ cut having almost no effect.

S&P 500 Total Returns
Days since FF Rate Cut

20.00%
15.00%
10.00%

5.00%

0.00%
-5.00%

-10.00%
-15.00%
-20.00%

= (08/01/19 - YCI=2.32) 09/19/19 - YCI=2.07) e=—10/31/19 - YCI=1.77)

4



Yen Returns
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2020’s first rate cut was a response to the global deleveraging in markets, with resulting Yen strengthening. The
second cut accompanied QE on 3/15/2020, resulting in the all-asset rally, as QE offset the deleveraging from the cut.
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BOJ Rate Hikes

The BOJ manages a ‘Call Rate’ at which banks can borrow at the BOJ window. US (and global) banks had set up branches
as Japanese banks in the 1990s (due to the regulation changes called the “Big Bang”) and could borrow at the BO)J
window as well, exporting Japanese savings to the rest of the world.

Since 2001, Japan has raised rates by more than 6bps 21 times, most recently in 2024 and 2025. With inflation picking
up in Japan, it is expected that the BOJ will raise rates more. This has been put on temporary hold due to Trump-caused
political turmoil. But it will resume.

The first BOJ hike of 10bps on 4/1/01, when the YCI was 4.88%, resulted in the Yen appreciating 4.4% in 3 weeks. This
was not desired for an export nation, and to keep the Yen weak, the BOJ appears to have resorted to the
aforementioned QE by buying USTs in 9/2001 combined with a rate hike of 7 bps on 10/01/01. This combination
resulted in a 2% Yen decline. So QE using USTs (giving the US QE) became the BOJ’s preferred way to keep the Yen weak
upto 2004, in conjunction with massive unhedged Yen Carry borrowing by US banks.

Starting in 10/2007 however, BOJ rate hikes combined with Fed cuts started resulting in significant declines in US Asset
prices, along with Yen appreciation. YCI was declining from the actions of both central banks during this period. The
BOJ’s call rate went from 36 bps on 2/19/2007 to 0.497 on 10/17/2008, and YCI declined from 4.92% on 8/16/2007 to
1% by 2008.

It usually took 30 days for YCI declines to translate into Yen gains, as presumably Japanese investors delevered after they
got their monthly brokerage statements.

As YCl declined, so did US Asset returns. The GFC was really an S&P and bank deleveraging story.

2007-2008 BOJ Rate Hikes
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https://www.brookings.edu/articles/the-big-bang-an-ambivalent-japan-deregulates-its-financial-markets/
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Recent BOJ Rate Hikes

The 8/2/2024 0.15bp BOJ Rate hike has set the tone for what to expect. There was an immediate 3% 1-day crash in
the S&P, with Yen appreciating 1.6% - the rout was Global. The 0.25bps 1/28/25 rate hike had more durable effects.
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Fed Fund Hikes
The Fed hiked 11 times from 3/2022 to 7/2023, with the Yen declining from 118.73 to a low of 161.7 in July 2024.

The combination of QE and Fiscal Stimulus in 2020 as a result of COVID support has created a significant amount of
cash on the sidelines, including in the hands of retail investors. This has created a significant Buy-The-Dip mentality in
markets. (Heard on Bloomberg TV - retail trading is now 25% of all stock trading vs 12% in the past.)

In addition, since Warren Buffet started buying Japanese equities in 2020, increasing his stake in each subsequent
year, retail and other copy-cat investors have also jumped on this bandwagon. This has made the response of Yen
often work in reverse of the historical relationship, and on most days, it trades as if it too is a risk asset, with positive
correlation to US equities.

It appears that the Yen-Carry Trade is alive and well, in spite of cracks appearing, as Japanese institutions are realizing
currency losses and reducing or even selling US debt assets (google Norinchukin).

However, on days with central bank activity (or jawboning), institutional leveraging and deleveraging of risk using Yen
overwhelms the retail dip buying. Overall, the decay time of any impulse in US equities has shortened, although the
trends of returns in Yen match expectations better on such days.


https://www.reuters.com/markets/asia/norinchukin-bank-books-annual-loss-1263-billion-us-european-bonds-2025-05-22/
https://www.reuters.com/markets/asia/norinchukin-bank-books-annual-loss-1263-billion-us-european-bonds-2025-05-22/
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Yen Returns
Days since Fed Rate Hike
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Will the Fed Cut Rates? The market thinks so:

Region: United States » Instrument: Fed Funds Futures
Target Rate : Pricing Date
Effective Rate 2 Cur. Imp. O/N Rate

Meeting  #Hikes/Cuts %Hike/Cut Imp. Rate A Implied Rate
09/17/2025 -0.930 -93.0% -0.233 4.096
10/29/2025 -1.525 -59.5% -0.381 3.948
12/10/2025 -2.287 -76.2% -0.572 3.757
01/28/2026 -2.725 -43.8% -0.681 3.648
03/18/2026 -3.253 -52.8% -0.813 3.516
04/29/2026 ~3:h25 -27.2% -0.881 3.448
06/17/2026 -4.115 -59.0% -1.029 3.300
07/29/2026 -4.415 -30.0% -1.104 3.225
09/16/2026 -4,768 -35.3% -1.192 3.137
10/28/2026 -4.955 -18.7% -1.239 3.090
12/09/2026 -5.129 -17.4% -1.282 3.046
01/27/2027 -5.235 -10.6% -1.309 3.020
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Data reflecting tariffs and other fundamental problems that are being created is now coming in. US PPI just spiked.
2 Contributions to US Producer Price Index (PPI) Final Demand MoM% SA | ECAN »
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“Producer prices surge, and real wages still aren’t rising fast enough”

Will Japan Raise Rates?

Inflation has become a political issue, stripping the LDP of its majority in both Diet houses for the first time. Rice prices,
combined with rising labor costs are hot topics. Inflation is still above the government’s target. Bloomberg Economics

expects the Bank of Japan to continue to raise rates gradually and projects its next rate hike to come in October.
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https://www.wsj.com/opinion/now-we-know-whos-paying-the-tariffs-081f461d?st
https://www.wsj.com/opinion/now-we-know-whos-paying-the-tariffs-081f461d?st

Bottom line:

The recent Al rally in spite of Tariffs has set up the markets for a greater fall. I'm expecting significant US Asset Price
declines and Yen appreciation if both the Fed Cuts AND the BOJ Hikes.

Only additional QE will arrest market declines caused by deleveraging.

Additional Reading to understand many of the references in this article and to understand the Yen Carry Trade and
the determinants of US Asset Prices:

The Failure of Macro — Carry Trades, Money Flows and The Pricing of Assets

Understanding Beta — Determinants of the US Stock Market

All Roads Start with Paul Volcker

Crisis Note 2.0.1 — The Greatest Risk is Here

Crisis Note 2007-1 — This is NOT a Subprime Problem

Please call with questions.

Regards, Samir

August 15, 2025

Samir Shah

President and CIO

MBS Mantra, LLC (a CT Registered Investment Advisor)
(dba) Alpha Research and Management (“ARAM”)
Alpha Research and Consulting, LLC

"Alpha Through Analysis"®

203-388-8356 P

203-273-0360 C

sshah@mbsmantrallc.com

https://www.linkedin.com/in/samir-shah-6a9096a

Please visit our website https://www.mbsmantrallc.com for important disclosures.

12


https://www.mbsmantrallc.com/macro.shtml
https://www.mbsmantrallc.com/var/m_0/00/003/44984/689019-MBS_Mantra_-_Understanding_Beta_-_Determinants_of_the_US_Stock_Market_-_Sep_20_2016.pdf
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https://static.wpb.tam.us.siteprotect.com/var/m_0/00/003/44984/981730-Crisis_Note_2.0.1_The_Greatest_Risk_is_here-45c48.pdf
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Important Notice - Disclaimer

This overview is being provided to you by MBS Mantra, LLC, d/b/a Alpha Research and Management (“MBS Mantra” or the “Firm”
or the “Adviser” or “ARAM?”), for informational purposes only, on a confidential basis and is intended solely for use by the company
or individual to whom it is being delivered. Potential investors are advised to request and carefully read and review MBS Mantra’s
Firm Brochure (Form ADV Part 2), and other documents, if any, provided by MBS Mantra (the “Documents”).

Under no circumstances should this overview be used or considered as an offer to sell, or a solicitation of any offer to buy, interests in
any securities, funds, other financial products or investment strategies managed by MBS Mantra, nor shall it or its distribution form
the basis of, or be relied upon in connection with, any contract for advisory services or otherwise.

The information contained with this brochure has not been audited and is based upon estimates and assumptions. No reliance should
be placed, for any purpose, on the information or opinions contained in this overview. The information contained in this brochure is
based upon proprietary information of MBS Mantra and public information, but it may not be comprehensive, and it should not be
interpreted as investment advice. No representation, warranty or undertaking, express or implied, is given as to the accuracy or
completeness of the information or opinions contained in this overview by MBS Mantra or by its affiliates and any of their principals,
members, managers, directors, officers, employees, contractors or representatives.

Investors must make their own investment decisions based on their specific investment objectives and financial position. Charts, tables
and graphs contained in this overview or in the Documents are not intended to be used to assist an investor in determining which
securities to buy or sell or when to buy or sell securities. While this overview may contain past performance data, PAST
PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS, WHICH MAY VARY. There can be no assurance that any
investment strategy will achieve its investment objective or avoid substantial or total losses. Except as required by law, MBS Mantra
assumes no responsibility for the accuracy and completeness of any forward-looking statements. Further, MBS Mantra does not
provide legal and tax advice; MBS Mantra recommends that investors consult with their own independent tax and legal advisers.

Any example represents an actual trade made by Samir Shah, MBS Mantra’s principal, and/or MBS Mantra; any hypothetical
represents a possible trade. None of the examples, whether actual or hypothetical, contained in this overview and the Documents
should be viewed as representative of all trades made by MBS Mantra, but only as examples of the types of trades MBS Mantra
expects to complete for its customers. None of the examples provided can in and of themselves be used to determine which securities
to buy or sell, or when to buy or sell them. It should not be assumed that recommendations made in the future will be profitable or will
equal the performance of the securities used as examples in these Documents. To the extent that this document contains statements
about the future, such statements are forward looking and subject to a number of risks and uncertainties, including, but not limited to,
the impact of competitive products, product demand and market risks, fluctuations in operating results and other risks. (A complete list
of trades made by Samir Shah and/or MBS Mantra is available upon request.)

This overview and all Documents provided by MBS Mantra should only be considered current as of the date of publication without
regard to the date on which you may receive or access the information. MBS Mantra maintains the right to delete or modify the
information without prior notice; MBS Mantra undertakes no obligation to update such information, including, but not limited to, any
forward-looking statements, as of a more recent date, except as otherwise required by law.
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