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Goldilocks Threatened
Between Pivot Cheer & (Fed) Fumble Fears

August 2024Photo Credits: Shutterstock, FT

“I find your lack of faith 

disturbing”
- Darth Vader, Star Wars

“A man that flies from his 

fear may find that he has only 

taken a short cut to meet it.” 

- J.R.R Tolkien 
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This Time It is Different? Euphoria

1. Fed’s “Type-2” Miscalculation Risk

a. Cooling Inflation Accentuate Exceptionally Tight Conditions

b. Especially Risky Given Stress from Tightening US Consumer Cashflows

c. & Risk of Lagging Jobs Deterioration that May Soon Demand Sharper Pivot

d. Risk View to Stoic Fed: Deeper Cuts by H1 2025!

e. Sahm Rule’s Recession Gauge Reveals Fragile “Goldilocks”Assumptions

2. Spillover Risks … via Unintended JPY Shocks

a. Hyper-sensitivity to US Recession Risks & Attendant FOMC Bets

b. Between Goldilocks Pivot & Recession Fears is “Risk Off” & Volatility

c. Box Item: JPY Carry Unwind Risks

d. USD/JPY a Conduit for Risk Retrenchment

3. Challenging Received Wisdom on Bearish Pivot USD

a. Bearish USD on Peak Fed is Common, But Not Without Exception

b. USD Retains Some Relative Policy Advantage …

c. Not to Confuse Peak USD for Bearish USD

4. Why AXJ Reversion is Not Guaranteed?

a. AXJ Relative Under-performance On a Conspiracy of Eroding Advantages

b. Specific Structural Factors

c. Carry Unwind Risks on JPY Upside Volatility

5. Especially in the Context of CNH Risks

a. China & Attendant CNH Risks Loom Large

b. Exceptional CNY Pressures Amplifies Policy Conundrum ...

c. CNY Carry Unwind is a Distraction …. Sympathetic Drag is the Bigger AXJ Threat
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1a. Conditions are Exceptionally Tight – Taylor Rule Does Not Require Such Restriction
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1b. Especially as Consumer Cash-flow Constraints Intensify, Threatening Demand Resilience

Chart from Bloomberg, San Francisco Fed, 
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1c. Alongside Cooling Jobs/Wages, Type 2 Error May Abruptly Shift Fed Response

US Consumer - Tightening Cash-flows

• Drawdown of savings, increased credit (and
attendant servicing burden) and softening wage
gains translate into tighter consumer cash-flows.

• In turn the hit on demand will have negative
multiplier effects at the margin, which
significantly dampen growth outcomes; even if an
outright recession is averted.

• For a Fed that is decidedly not setting out to break
something, this will be a jolt out of the Type 2
error resulting from the earlier Type-1 error.

“Type-1” Error: Wrongly rejecting null hypothesis of inflation risks.

“Type-2 Error: Wrongly failing to reject null hypothesis of persistent inflation risks
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1d. Fed’s “Type-2” Error Risks – Flipping “Higher for Longer” to “Too High for too Long”

“Too High for Too Long” Risks Defer but Don’t Diminish Fed Rate Cuts
• The quirks of post-pandemic durability in demand defer Fed rate cuts vis-à-vis past Fed cycles.
• But ‘Type-2’ error (from overcompensating for “transitory”) of “too high, for too long” are accentuated now
• Which accentuates the risks of having to catch-down more hurriedly with belated rate cuts.
“2024 Runway Curtailed, but 2-3 Cuts Likely …
• Barring a crisis (not our base case), rate cut run-way for 2024 is constrained by data-watching and elections.
• July FOMC virtually ruled out. September, November and December are “live”.
• 50-75 bps of rate cuts still on the table, with 50bp being most likely.
Rate Cuts to Gather Pace in H1 2025
• Sharper demand softening alongside rapid slowdown set to diminish wage-price spiral risks.
• Consequently, Fed rate cuts will gather pace in H1 2025 so as to alleviate acute policy restriction.
• Up to 200bp of rate cuts by mid-2025 is not as outlandish. Fact is, 3.25-3.50% is likely still restrictive.
Consumer Slowdown, Not Crisis
• Brisker cuts are premised on sharper consumption slowdown amid tightening cash-flows Not so soft landing
• And not a crisis from a balance sheet shock – for which far deeper and larger rate slashing will be required.



7 |   Private and confidential

1e. US Economy: ‘Sahm’ Fears About Flawed Soft Landing Assumptions?

US recession 

fears triggered 

suggests fragility 

of “Goldilocks” 

assumptions.
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2a. Hyper Sensitivity to US Recession Risks & Fed Response
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US Jobs – Teetering on US Recession Fears & Attendant Risk Off
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2c. THAT JPY Squeeze – Time-line & Thoughts

BoJ Hikes

Hawkish Talk

US Jobs Report 

Recession Fears

BoJ Dovish

Augmentation
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2c. & Corresponding Nikkei Plunge

BoJ Hikes

Hawkish Talk

US Jobs Report 

Recession Fears

BoJ Dovish

Augmentation

FOMC
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2c. JPY-Nikkei: The BoJ Blame Game



13 |   Private and confidential

2c. JPY Carry Unwind Risks – Main Take-Aways

1. JPY Carry Unwind Risks are NOT Exclusively BoJ-Driven.

2. So, although BoJ’s dovish caveat (no hikes if markets are unstable) only partially mitigates JPY carry unwind.

3. Instead, Fed pivot expectations (this time via softer NFP) are a huge swing factor.

 This is but a manifestation of our long-held view that (earlier) JPY depreciation pressures were a “BoJ problem

with a Fed solution”, with the Fed solution (rate cuts) now posing the other extreme problem of too sharp a

surge/rebound in JPY (and attendant JPY carry unwind).

4. Corresponding sharp shifts in Fed rate cut bets impacts via Fed-BoJ divergence expectations.

5. Which consequently compress UST-JGB spreads and drag USD/JPY sharply lower.

6. In turn, this sudden and sharp JPY surge “squeezes out” concentrated JPY-funded carry trades.

7. Inevitably, JPY-funded “carry unwind” is most detrimental to high-yielding assets. But not just.

8. Negative JPY-Nikkei correlation from acute JPY squeeze may also adversely impact global equities.

9. In all, the threat of global “risk off” involving adverse feedback loop with carry unwind persists.

Policy Implications:

i. BoJ: Dial-back in tightening checks, but doesn’t kill adverse (strong) JPY-Nikkei (plunge) spiral.

ii. Fed: Markets become especially sensitized to sharp swings in pivot bets.

iii. Fed-BoJ: Any accentuation of Fed-Boj divergence will amplify JPY volatility risks.
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2d. Fed-BoJ & JPY Correlations: Fed’s Greater Sway on JPY & “Carry Unwind” Contagion 
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3a. Policy Nuance: Not All Pivots are Created Equal! “Competitive Pivot”/US Exceptionalism
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3a: Corresponding USD Response is Not the Usual “Peak USD ahead of Peak Fed”
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3b: Relative Rate Strength Understate “Competitive Pivot” Inclination Shifts
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3b: Yield Spreads Better Capture Scope for Backstop .. That Shows Up as USD Resiliency



19 |   Private and confidential

3c: Peak USD is Not the Same as a Bearish USD
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4a. Relative AXJ Under-performance is Worth Analyzing … Notable Hysteresis Risks
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4b. Relative AXJ Under-performance: Specific Structural Factors
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4c. JPY Carry Unwind is a Lingering Risk for AXJ
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5a. CNH Depreciation Pressures though the Biggest Threat to AXJ
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5b. China Factor: Disproportionate  Pressures a Reflection of China-specific Risk (Spill-over)
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5c. CNY “Carry” Unwind is a Far Cry from JPY “Carry”
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5c. Mixed CNH Outcomes Speak to Different DNA … CNH Drag is Still the Bigger Risk
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FX: A Bumpy Path for AXJ amid Policy, Elections, Geo-Political & China Risks
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