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Market Brief - Cycles

“The fall of Empire, gentlemen, is a massive thing, however, and not easily fought. It
is dictated by a rising bureaucracy, a receding initiative, a freezing of caste, a
damming of curiosity—a hundred other factors. It has been going on, as [ have said,
for centuries, and it is too majestic and massive a movement to stop.”

— Isaac Asimov, Foundation

I'm a sci-fi nerd. A good sci-fi book gives me a much needed shot of adrenaline to
my imagination that keeps me open to ideas and sparks my creative thinking — both
of which are critical to becoming a master trader (at least I think so).

One of my favorite sci-fi series is “The Foundation Trilogy” by Isaac Asimov. The
book was first published in 1951 and is a grand “space opera” that takes place in the
distant future. At the heart of the series (and what makes it so interesting) is the
fictional-philosophy of “psychohistory”. Psychohistory is a blend between mass-crowd
psychology and probability theory.

It’s founded on the principle that while it’s impossible to predict actions at the
singular individual level, it’s possible to successfully apply statistical probability
theory at the group level to predict the general flow of future events.
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Asimov discusses how he came up with the idea of psychohistory in the following

interview:

It was, in a sense, the struggle between free will and determinism. On the other hand, I wanted to do a story
on the analogy of The Decline and Fall of the Roman Empire, but on the much larger scale of the galaxy. To
do that, I took over the aura of the Roman Empire and wrote it very large. The social system, then, is very

much like the Roman imperial system, but that was just my skeleton.

At the time I started these stories, I was taking physical chemistry at school, and I knew that because the
individual molecules of a gas move quite erratically and randomly, nobody can predict the direction of motion
of a single molecule at any particular time. The randomness of their motion works out to the point where you
can predict the total behavior of the gas very accurately, using the gas laws. I knew that if you decrease the
volume, the pressure goes up; if you raise the temperature, the pressure goes up, and the volume expands. We

know these things even though we don't know how individual molecules behave.

It seemed to me that if we did have a galactic empire, there would be so many human beings—quintillions of
them—that perhaps you might be able to predict very accurately how societies would behave, even though you
couldn't predict how individuals composing those societies would behave.

So, against the background of the Roman Empire written large, I invented the science of psychohistory.
Throughout the entire trilogy, then, there are the opposing forces of individual desire and that dead hand of
social inevitability.

Asimov was exploring a question we (humans) have been asking for millennia. That
is: Is human history governed by free-will and therefore unpredictable, or is it
immutable like the laws of physics! To put it another way: Are we as a species guided
down a predetermined path by natural forces larger than our comprehension, or
not!

What spawned this question for Asimov was, in turn, another book titled “The
Decline and Fall of the Holy Roman Empire” by Edward Gibbons (this is another
excellent book that I highly recommend). Gibbons takes a broad-sweeping approach
to history in analysing the fall of one of humanity’s greatest civilizations and explores
the idea of “inevitability” throughout the narrative of time. Here’s a great summary
from The Atlantic (emphasis added by me):
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The Decline and Fall instructs that human nature never changes, and that mankind's
predilection for faction, augmented by environmental and cultural differences, is what
determines history. In this Gibbon was influenced by the Baron de Montesquieu, who saw history not as
mere politics and ideas but as a complex of cultural, social, and climatic forces. The brilliance of the Decline
and Fall lies in Gibbon's ability to build a narrative out of individual agency and the surprises of history -
such as the empire's restoration in the third century under the able rule of Claudius, Aurelian, Probus, and
Diocletian ~ even as the sheer accumulation and repetition of events over centuries ultimately robs many an
effective emperor (each with a distinct personality early in the story) of his identity in the reader's mind, and as
the initially successful restoration flows into the larger movement of decline. Only patterns, rather than
individuals, endure at the end of the three volumes.

For Gibbon the real changes were not so much the dramatic, "newsworthy" events as the insidious
transformations: Rome moving from democracy to the trappings of democracy to military rule; Milan in Italy
and Nicomedia in Asia Minor functioning as capital cities decades before the formal division of the empire
into western and eastern halves, and almost two centuries before Rome officially ceased to be an imperial
capital; the fact that the first fifteen "Christian" bishops of Jerusalem were circumcised Jews subscribing to a
not yet formalized religion. It seems that the more gradual and hidden the change, the more
historically important it turned out to be.

[ hope I haven’t lost you yet... I promise I'm not just geeking out on sci-fi and history
here, I will tie this to markets.

You see, I was reminded of all this by an article I read in the Times this past week by
Robert Schiller (Nobel prize winning economist and inventor of the CAPE ratio).
The article was titled “Listen Carefully for Hints of the Next Global Recession” and
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in it, Schiller discusses his view of psychology’s powerful role in economics and,
more specifically, recessions.

Schiller writes that “Economists are good at measuring the past, but inconsistent at
forecasting future events, particularly recessions. That’s because recessions aren’t
caused merely by concrete changes in the markets. Beliefs and stories passed on by
thousands of individuals are important factors, maybe even the main ones, in
determining big shifts in the economy.”

He goes on to say “In fact, it’s instructive to remember that global recessions have

usually begun suddenly and been a real surprise to most people... such events can

largely be ascribed ultimately to contagious stories of wide significance. Basically,

global recessions tend to begin when newly popular narratives reduce individuals’
. . ”

motivation to spend money. Psychology matters a great deal.

So what Schiller is basically saying is that our narratives, psychology, and confidence
play a major role in causing recessions. If only our “animal spirits” wouldn’t cause us
to be so irrational, maybe we wouldn’t have these periods where we spend less.

Okay... I don’t think the idea that human psychology plays a “significant” role in
economics and markets should be of much surprise to anyone. The fact that this is
considered a novel concept, really just tells you a lot about the state of our current
economic thinking — it’s piss poor, buy you probably already knew that.

[ appreciate Schiller adding human psychology to the discussion of economics
though, which has become so removed from, well, reality and humans. But
unfortunately he still gets so much wrong by overestimating the directional play
between people and markets. His view is too unilateral, believing that these random
stories just pop up and congeal within our societal consciousness to the point where
they affect our actions... thus, causing recessions and the like.

[ think the relationship is much more bilateral. People drive markets and markets
drive mass human psychology.

[ have a theory, or I should say a “lens” through which I view economics and history.
In this lens, both economics and history are completely inseparable.

What is economics anyway... really... besides just the study of human interaction.
Economics and markets are, at their most simplified level, built upon the interaction
between two parties. This interaction is predicated on the utilization and exchange
of scarce resources. You add up a lot of these two party interactions and you have a
“market”. Combine a lot of these markets and you have an “economy”.
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History is the study of what groups of humans have done and economics is the study
of how and why humans do the things they do.

Getting back to my theory. My idea is that large economic shifts are the primary
driver of human history. Meaning, that if you pull-out to the 30,000ft view of long-
term economic cycles, you can better understand the grand ebb and flow of human
history — and also more aptly understand what’s unfolding and maybe... predict
what’s to come.

Through this lens, you get a deeper understanding of how Hitler and Nazi Germany
came to power (crippling deflation followed by hyperinflation spawned economic
destitution leading to collective hysteria). The fall of the Roman Empire, both World
Wars, the rise of communism... all are better understood through the long-term lens
of economics.

Events that are unfolding currently; the rise of populist candidates in the U.S.,
extremist parties in Europe like Podemos and New Dawn, the centralizing of power
in China and Russia and the growing sense of “every country for itself”. These are all
being driven by the turning of the secular long-term debt cycle. Stagnating growth is
leading to the slow dissolution of international cooperation, the fraying of the fabric
of our societies, and instilling an underlying collective anxiety in entire groups of
peoples.

These large economic changes happen so slowly and over such large periods of time
that their impact and role in our collective decision making is imperceptible. We
look at individuals and singular events as the driving forces of history but really it’s
the large economic current that ripples through time that drives our important
decisions and events.

And, as said in the Atlantic article, “It seems that the more gradual and hidden the
change, the more historically important it turned out to be.”

The large economic forces are the “dead hand of social inevitability” that oppose
and overrun our forces of individual desire, as said by Asimov. And maybe... just
maybe... it’s possible to develop an understanding of these guiding variables in a
way that is statistically meaningful — create a science of psychohistory of sorts.

Sound crazy! Well 'm not the only one who thinks like this. In fact, Ray Dalio and
Bridgewater use a similar lens to view “The Life Cycles of a Typical Empire”. I was
fortunate enough to meet Ray a couple of years ago and I really wanted to ask him if
he got this framework from reading “Foundation” too, but unfortunately the
opportunity did not arise.
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Here’s a summarized excerpt from “How the Economic Machine Works”:

As explained, economic conditions affect human nature and human nature affects economic
conditions. This typically happens dynamically in a sequence that leads countries to rise and
fall for largely the same reasons that families rise and fall over 3 to 5 generations. I believe
that countries typically evolve through five stages of the cycle:

1) In the first stage countries are poor and think that they are poor. In this stage they have
very low incomes and most people have subsistence lifestyles, they don’t waste money because
they value it a lot, and they don’t have any debt to speak of because savings are short and
nobody wants to lend to them. They are undeveloped.

Some emerge from this stage and others don’t, with culture and location being the biggest
determinants of which emerge and which don’t, as these influence people’s desires and abilities
to compete. For example, in China large percentages of the population are too removed to
compete and are likely to remain so for the foreseeable future, so while it is reasonable to
expect Chinese incomes in the major cities to approach those in other major cities elsewhere in
the world, it is unreasonable to expect the average income of a Chinese person to equal that of
an American, or for that matter someone in Beijing, in the foreseeable future.

Because people in this stage value earning money and building savings more than spending
money, their governments generally prefer their currencies to be undervalued rather than to be
overvalued, and they like to build up their savings/reserves. How fast countries evolve through
this stage primarily depends on their cultures and their abilities. I call these countries early-
stage emerging countries.

2) In the second stage countries are rich but still think they are poor. At this stage they behave
pretty much the same as they did when they were in the prior stage but, because they have
more money and still want to save, the amount of this saving and investment rises rapidly.

Because they are typically the same people who experienced the more deprived conditions in
the first stage, and because people who grew up with financial insecurity typically don’t lose
their financial cautiousness, they still a) work hard, b) have exportled economies, ¢) have
pegged exchange rates, d) save a lot, and e) invest efficiently in their means of production, in
real assets like gold and apartments, and in bonds of the reserve countries.

You can tell countries in this stage from those in the first stage because they are the ones with
gleaming new cities and infrastructures next to old ones, they have high savings rates, they
enjoy rapidly rising incomes, and they typically have rising foreign exchange reserves. While
countries of all sizes can go through this stage, when big countries go through it they are

typically emerging into great world powers. I call these countries late-stage emerging countries.
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3) In the third stage countries are rich and think of themselves as rich. At this stage, their per
capita incomes approach the highest in the world as their prior investments in infrastructure,
capital goods and RE&D are paying off by producing productivity gains.

At the same time, the prevailing psychology changes from a) putting emphasis on working and
saving to protect oneself from the bad times to b) easing up in order to savor the fruits of life.
This change in the prevailing psychology occurs primarily because a new generation of people
who did not experience the bad times replaces those who lived through them.

Countries that are large and in this stage almost always become world economic and military
powers. They typically develop their militaries in order to project and protect their global
interests.

Prior to the mid-20th century, large countries at this stage literally controlled foreign
governments and created empires of them to provide the cheap labor and cheap natural
resources to remain competitive. Since the mid-20th century, when the American Empire ruled
by “speaking softly and carrying a big stick,” American “influence” and international
agreements provided access for developed countries to the emerging countries’ cheap labor and
investment opportunities without requiring direct control of their governments. In this stage
they are on top of the world and they are enjoying it. I call these countries early stage developed
countries.

4) In the fourth stage countries become poorer and still think of themselves as rich. This is the
leveraging up phase—i.e., debts rise relative to incomes until they can’t any more. The
psychological shift behind this leveraging up occurs because the people who lived through the
first two stages have died off or become irrelevant and those whose behavior matters most are
used to living well and not worrying about the pain of not having enough money. Because the
people in these countries earn and spend a lot, they become expensive, and because they are
expensive they experience slower real income growth rates.

Since they are reluctant to constrain their spending in line with their reduced income growth
rates, they lower their savings rates, increase their debts and cut corners. Because their
spending continues to be strong, they continue to appear rich, even though their balance sheets
deteriorate. The reduced level of efficient investments in infrastructure, capital goods and

R&D slow their productivity gains. Their cities and infrastructures become older and less
efficient than those in the two earlier stages. Their balance of payments positions deteriorate,
reflecting their reduced competitiveness.

They increasingly rely on their reputations rather than on their competitiveness to fund their
deficits. They typically spend a lot of money on the military at this stage, sometimes very large

amounts because of wars, in order to protect their global interests. Often, though not always,
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at the advanced stages of this phase, countries run “twin deficits”’—i.e., both balance of
payments and government deficits. In the last few years of this stage, bubbles frequently occur.
By bubbles I mean rapidly increasing debt financed purchases of goods, services and investment
assets.

These bubbles emerge because investors, businessmen, financial intermediaries, individuals and
policy makers tend to assume that the future will be like the past so they bet heavily on the
trends continuing. They mistakenly believe that investments that have gone up a lot are good
rather than expensive so they borrow money to buy them, which drives up their prices more and
reinforces this bubble process.

As their assets go up in value their net worths and spending/income levels rise, which increases
their borrowing capacities, which supports the leveragingup process, and so the spiral goes until
the bubbles burst. Bubbles burst when the income growth and investment returns inevitably
fall short of the levels required to service these debts. More often than not they are triggered by
central bankers who were previously too easy (i.e., that allowed the bubble to develop by
allowing debt growth to increase much faster than income growth) tightening monetary policies
in an attempt to rein them in. The financial losses that result from the bubble bursting
contribute to the country’s economic decline. Whether due to wars or bubbles or both, what
typifies this stage is an accumulation of debt that can’t be paid back in non-depreciated
money, which leads to the next stage. I call these countries late stage developed countries.
While countries of all sizes can go through this stage, when big countries go through it they are
typically approaching their decline as great empires.

5) In the last stage of the cycle they typically go through deleveraging and relative decline,
which they are slow to accept. Germany in World War I and the UK in World War I were
classic examples. After bubbles burst and when deleveragings occur, private debt growth,
private sector spending, asset values and net worths decline in a selfreinforcing negative cycle.
To compensate, government debt growth, government deficits and central bank “printing” of
money typically increase.

In this way, their central banks and central governments cut real interest rates and increase
nominal GDP growth so that it is comfortably above nominal interest rates in order to ease
debt burdens. As a result of these low real interest rates, weak currencies and poor economic
conditions, their debt and equity assets are poor performing and increasingly these countries
have to compete with less expensive countries that are in the earlier stages of development.

Their currencies depreciate and they like it. As an extension of these economic and financial

trends, countries in this stage see their power in the world decline.
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These cycles have occurred for as long as history has been written. While no two cycles are
identical—they vary according to the countries size, cultures and a whole host of other
influences—the fundamentals of the longterm economic cycle have remained essentially the
same over the ages for essentially the same reasons that the fundamentals of life cycles have
remained the same over the ages—i.e., because of how man was built. While no two life cycles
are the same, and today’s typical life cycle is in some ways different from that of thousands of
years ago, the fundamentals remain the same.

For example, while families lived in houses that were different ages ago, the cycle of children
being raised by parents until they are independent, at which point they work and have their
own children which they do until they get old, stop working and die, was essentially the same
thousands of years ago. Similarly, while monetary systems were different ages ago (e.g., gold
coins were once money), the cycle of building up too much debt until it can’t be serviced with
hard money prompting those who manufacture money to make more of it (e.g., reducing the
gold content in the coins) is fundamentally the same. Because these cycles evolve slowly over
long time frames—over at least 100+ years—they are imperceptible to most people.

They are also essentially irrelevant to rulers who typically have time horizons of a couple of
years. As a result, they are not controlled, which is the main reason that they are destined to
occur. If human nature were different so that debt growth didn’t outpace income growth and
income growth didn’t outpace productivity growth, these cycles would be pretty much
eliminated.

Which stage of the cycle would you say America is in... four! Perhaps transitioning
to five! I'm not trying to be a downer and I'm definitely not one of these America
haters who enjoys bashing and railing about its coming decline.

America is still the most dynamic country in the world and it will likely continue to
be so for a long while. But, we most definitely have our share of pressing difficulties,
many of which will become more apparent over the next two decades (of course, so
too will it for much of the rest of the world).

Anyways, | think understanding economics role in how societies act/interact is a
useful mental tool to have. It definitely has helped me understand these larger macro
shifts in sentiment (Trump’s popularity is a lot less surprising when looked at
through this lens).
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Alright... so now that I've argued that our future as a species is predetermined and
America is an empire in decline... let’s talk markets, shall we?

Finally... Markets!

China. Dollar. Oil. This is the current macro trifecta. The most interesting and
important variables in macro land. Properly discern what these three will do and you
can figure out what every major asset class around the world will be doing for the
next two years.

Let’s start then with the Red Dragon.

nde) contro

China, the yuan and
the markets

We've talked about China a lot lately and we’ll continue to talk about them, because
they are so important right now. They are the world’s last hope for stoking
temporary demand growth. And they are trying desperately to accomplish this.

The chart below shows the extreme measures they are taking to prop everything up.
In just the last year alone, the CCP has managed to boost debt spending by an
amount that equates to over 40% of GDP. That is more than the credit they created
in the year following the Great Financial Crisis.

5/2/2016 WWW.Macro-ops.com 10




Macro Ops Hub

Target. Deploy. Profit.

Exhibit 8
The expansion in domestic credit over the last year has been greater than that seen in response to the financial crisis
of 2008/9.
YoY Change in Domestic Creditin China (RMB bn) as % of GOP
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This has kick-started the big ball of credit to get back to rolling around China again;
inflating assets as it careens around without any sense of risk or value. The latest
object of this credit ball’s desire seems to be the Chinese futures market where
volumes have skyrocketed.

Iron Ore Jumps 19% to Highest Since June

B Iron Ore delivered to Qingdao China - 62% Ferrous Content - USD/tonne

Bloomberg @

After getting burned by stocks, Chinese gamblers have turned their attention to
futures, sending many commodity contracts on record breaking runs.

Real estate prices have also surged in tier-1 cities over the last few months spurring
renewed building... even while countless ghost cities sit empty, rusting.
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Why is China throwing everything plus the kitchen sink at slowing growth? Simply
put, fear. The CCP is a fragile regime (as all unelected governments are) because
their continued support from the people relies solely on their ability to keep them
convinced that keeping them in power is in their best interest. The have done this
through economic growth. Now that growth is slowing, this social stability pact is
quickly becoming at risk of unravelling.

Look at the chart below. There is no doubt this has the Chinese government
worried. This is why the CCP is stepping up its “1984” game, in an effort to become
even more Orwellian. They’ve recently started a new initiative to teach young school
children how to spot a foreign spy — playing a game called “catch the spy” — and
what they should do to report them.

Strikes across China have increased in recent months
The instances of reported strikes in January nearly reached the total for 2011
and 2012 combined.

503 strikes in January
500 strikes

»

400

300
567 strikes in

2011 and 2012

200
100 8 strikes in January 2011
0 —
2011 2012 2013 2014 2015
Source: China Labor Bulletin DENISE LU/THE WASHINGTON POST

Xi also put new laws into effect essentially criminalising the work of foreign NGOs
(non-governmental organizations) who they deem to “interfere” with stability. The
slow tides of time are at work in China, as well as the rest of Asia. It will be
interesting to see what flavor nationalism and conflict lady fortune brings this time.

[ don’t know whether China will be successful in kicking the can down the road for
any significant amount of time — there is literally no practical example in history to
compare this too. I must say I'm skeptical though, and I get the sense that this is a
move of desperation. Maybe the economic numbers are actually much worse.

If this is the case... then once this narrative takes hold... expect things to unravel
quickly and violently.
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The supply/demand dynamics still very clearly favor lower oil prices. This does not
mean that oil won’t rise from here. It probably will... at least a bit. This temporary
bullish price action is completely due to the dollar plus some help from China.

Now let’s turn our attention to oil.

Cooperation amongst oil producing states has completely disintegrated. Even the
once strong ties between the US and Saudi Arabia have begun to unravel — Obama
visited Saudi Arabia recently and was greeted at the airport by a low level minister,
not the King (that’s a giant snub in international politics). Saudi Arabia is openly
fighting Iran, Russia, and the US for global market share. Everybody is turning their
taps completely wide open. It’s a race to the bottom and an endurance fight for
survival.

U.S. Crude Supplies Surge
EIA data show U.S. crude stockpiles climb to highest since 1929

B DOE Crude 0il Total Inventory Data (excluding Strategic Petroleum Reserve)

Bloomberg @

US crude stockpiles are at levels not seen since 1929 (an interesting coincidence).
China has maxed out its strategic storage and has been filling up floating storage (oil
container ships) and which are nearly maxed out as well. This is an extreme example
of a supply glut at work.

It is this reality that makes us very cautious in our tactical trading of some of these
energy and other commodity plays to the long side. The price action setups continue
to look enticing but we must remain cognizant that this whole rally in commodities
and EM can reverse... and reverse fast.
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Which brings us to the dollar.

The dollar just squeaked out a breakdown on Friday from it’s year long
consolidation against many of its pairings. We'll have to see if this holds and follows
through into next week (I think it will).

MacroOps published on TradingView.com, May 02, 2016 12:35 EDT
ICEUSA:DX1!, D 93.055 ¥ -0.675 (-0.72%) 0:93.720 H:93.720 L:92.975 C:93.055

U.S. Dollar Index, D, ICEUSA
tozago{ MA (200 close) 102000

100.000 100.000

98.000 95 000

96.000 96.000

94.000

92.000

94.000

92.000

90.000 90.000

88.000 88.000
86.000 86.000

84.000 84.000

82.000 82.000

80.000 80.000

TR TR
Vol (S0, false)

100K

UMWN“MMMMMM WMM%MMMWMMMWMMMMWMMW»MMMMMMWM

2015 Mar May Jul Sep Nov 2016 Mar May Jul Sep

100K

[ think we may finally be seeing a large and dramatic selloff in the dollar over the
coming month. This is something I've been expecting and looking for, for a couple
months now. Currencies, for some reason, often have large and volatile retracements
in the middle of big trends — right before turning around, getting back to the trend.

This may have something to do with positioning, sentiment, or perhaps policy
makers have a tendency to act in the middle of larger trends. I don’t know. But it is
something that happens quite frequently in forex.

So if that is indeed what we’re seeing, then we could easily the dollar fall another 2-
5% over the next month. This would set the dollar up perfectly for a resumption of
trend sometime in June. Which just so happens to be when the BO]J, Fed, and ECB
are expected to introduce policy changes.

And here’s the interesting thing. The further and faster the dollar falls over the next
month, the more incentive there will be for the BOJ and ECB to step in and do
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something dramatic. While also, the Fed will likely feel more secure that the dollar
bull market is over and that it’s safe to raise.

This means that we have to keep a close eye on the dollar over the next two weeks. If
it really starts to fall then oil and commodities should spike up soon and those
beaten down commodity plays we've been hopping in and out of over the last month
could go parabolic.

Which brings us to the broader market.

MacraOps published on TradingView.com, May 02, 2016 12:37 EDT
CME_MINI_DL:ES1!, W 2064.25 & +5.25 (+0.25%) 0:2060.75 H:2068.25 L: 205550 €:2064.25

- T oW By

$&P 500 E-MINI FUTURES, W, CME
A (200, close)
2400.00 2400.00

2300.00 2300.00

2200.00 2200.00
The beginning of weakness?

2100.00 2100.00

2000.00

2000.00

1900.00 1900.00

1300.00 1300.00

1700.00

1700.00

1600.00 1600.00

1500.00 1500.00

o

Vol (50, false)

b bbbl

Jul 2013 Jul 2014 Jul 2015 Jul 2016 Jul 2017 Jul 2018

Equities sold off last week and this rally is looking tired. I think it will be turning
over more aggressively soon but do not want to short just yet. I would like to see a
selloff in high-yield and more declining breadth to convince me that the bear market
is starting — this could very well happen by the end of the week, or not, we’ll have to
wait and see.

Earnings continue to roll over and the gap continues to widen between forward
(expected) earnings versus the price of the broader market. This combined with the
weak 0.5% in QoQ GDP growth — along with a suit of other data — still leads me to
believe that we are in a turning business cycle and will likely be starting a recession
over the next 12 months.
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S&P 500 Change in Forward 12-Month EPS vs. Change in Price: 10 Years
(Source: FactSet)
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Forward 12-Month EPS

Portfolio Update

Our Tactical Portfolio had a lot of activity this week. The portfolio had a nice weekly
gain and is sitting on a lot of unrealized profits now. We plan to add and get active
in the forex market this week.

Macro Ops Tactical Portfolio

NAV $1,019,834.11

Asset Class  Position Size Cost Basis Risk Point Open Risk Target 1 Notional
Equity Ligand (LGND) 400 117.67 111.33 52,536.00 130.4 $47,068
Equity Joy 2500 20.68 18.71 54,925.00 $28.72 $53,250
Commeodity Bean Meal (ZM) 3 281.50 273.4 $2,430.00 296.5 $171,420
Commeodity Platinum (PL) 2 996.50 967.3 $5,840.00 1059 S$200,500
Commeodity Uranium (URA) 5000 14.10 13.15 S54,750.00 17.13 $69,750
Commeodity Gold (GC) 2 1295.80 1267.00 S5,760.00 1381 $259,380
Forex GBTC 205 72.00 59.85 $2,490.75 124.00 514,699
Forex USD/SEK -870,000 8.0323 8.1013 $7,473.58 7.2727 $870,000
Metrics ® Equity /3

Exposure Breakdown Total Open Risk

Equity $7,461.00 | $36,205.33

Commodity $18,780.00 3.55%

Fixed Income $0.00 e

Forex $9,964.33 *Updated 5/1

The Income Portfolio saw modest gains on the week as gains in the short calls offset
the losses in the short puts.
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Macro Ops Income Portfolio

NAV $1,016,400.40

Asset Class Position Size Cost Basis Max Profit
Option SPX June 16 1960 Put -10 10.80 $10,800
Option SPX June 16 2155 Call -10 14.80 $14,800
Option SPX June 16 1520 Put 10 1.00 Hedge

Scenario Analysis/Stress Tests

Worst Case Worst Drawdown
SPX Down 10% -$58,000
SPX Down 20% -$252,861

The Strategic Portfolio continues to sit in cash. We are still waiting for the fat pitch
to set up to take a swing.

Macro Ops Strategic Portfolio

NAV $966,487.94

Asset Class  Position Size Cost Basis Risk Point Open Risk Target 1 Beta (1yr) Notional
Trade Update

All trading occurred in the tactical account.
USDSEK

The cross finally broke out of its long term rectangle consolidation on Friday and we
established a 75 bps position in the tactical account. Our position sizes are starting
to increase from 50 bps as we look to add a little more volatility to our portfolio in
preparation for a swift move in the dollar.
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Soybean Oil And Meal

We rolled all our soybean positions to the next month. Futures contracts expire
every month and the exposure needs to be “rolled” to the next month to maintain
the position. If you are unsure or confused by the rolling process don’t hesitate to

email us questions at alex@macro-ops.com.

After the roll we decided to completely cut our soybean oil due to lack of follow
through. We are still holding strong on soybean meal and that is working out very

well.
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Platinum hit our initial target and we took off half the position to book some

profits. That continues to run well.

Gold also broke out of a 12-week flag so we added to our long metals trade by

buying the breakout.

MacroOps published on TradingView.com, May 02, 2016 13:15 EDT
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We cut INDY for a small loss due to our lack of conviction in equity markets. The
position was established on a break of a diagonal trend line which are much less
reliable than a break of a horizontal level.

INDY and GBTC

We also established a small speculative position in GBTC the new bitcoin ETF.

For portfolio details and trade logs you can see it all here in the hub.

Comm Center Highlights

Long Defense Stocks

In a previous post, Jamie introduced us to the way he identifies different players in
the market. You can review that here.

In his most recent post, Jamie takes this method and applies it to a long defense
stocks thesis.

Overall, there are relatively few sellers in the defense sector. A low 3 month rate of
change suggests not many investors are looking to take profits. And on the technical
side, the stocks have been making higher lows and trending up, suggesting that there
aren’t too many weak hands in the market. Many of the stocks are also near new
highs, which lowers the risk of sellers dumping shares when they break even. On the
fundamental side these stocks offer decent dividend yields while currently
maintaining reasonable valuations. Defense is also a sector that historically shows
strength when the broader market is falling. Many investors flood into the sector as
part of the “flight to safety”.

The list of potential buyers in the defense sector is solid. Part of the fundamental
story that’s propelled the sector higher is the reasoning that the next president will
have a greater focus on defense than Obama. This in turn would lead to more
defense spending and a brighter outlook for all these defense companies. This story
has likely convinced the retail crowd to jump into this trade. And as Jamie
explained, news follows price. So as the price keeps rising, the news coming out will
likely keep justifying the gains. The technical players will see these breakouts to new
highs and use it as a signal to jump in, pushing the price even higher. A lot of smart
money is also playing in the defense sector which we can see from recent 13F filings.
For example, Stanley Druckenmiller is in both Raytheon (RTN) and Northrop
Grumman Corp (NOC).
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In Friday’s commentary we discussed the potential scenario of stagflation hitting the

US.

Stagflation

We believe there’s a chance that the USD continues to weaken further and that
massive inflation takes hold and surprises everyone. The Fed has been waiting for
inflation to hit 2% before making a move, but there’s a chance that it hits that level
and takes off. If it does, the Fed would be forced to hike rates while the economy
was still weak, causing it to crash. We would end up with a high inflation, low
growth environment which is very difficult to deal with.

Right now the market’s price action is telling us that inflation expectations are
rising. You can see it pretty easily with the sustained move higher in gold. We’ll be
keeping a close eye out of this type of scenario going forward.

MacroOps published on TradingView.com, May 02, 2016 14:00 EDT
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Hub Spotlight

You can check out the updated IMINT here. And the updated HIT List can be
found here.

Our indicator dashboard had 3 new updates worth mentioning.
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***Updated 5/2

Overall = Bearish

Indicator Reading Bullish / Bearish
ISM / PSI 50.80 Neutral
Retail Sales 1.70 Bearish
Shiller P/E 26.01 Bearish
Price-to-Sales 1.82 Bearish
Inflation 0.90% Neutral
Unemployment 5.00% Bullish
Market Cap/GVA 1.90 Bearish

Retail sales y/y dropped to 1.70%. That is one point for the bears. Whenever retail
sales drops below 3% there is a much higher chance of a bear market.

ISM rolled back over near 50 again. This is neither bullish or bearish at 50. But if

the next reading prints below 50, the probability of a recession increases.

And finally inflation pulled back to 0.9%. We are watching this number very closely
because we believe the Fed will continue to hold rates low until inflation starts to
aggressively approach their 2% target. At current levels, inflation doesn’t offer much
of a tell in terms of market direction. But this could become a key statistic going
forward in terms of having a large effect on the Fed’s reaction function.

All in all the fundamental indicators are telling us that the long term edge is still
with the bears here. There is not much to get excited about on the upside in the
U.S. stock market. As usual, price action leads.

See you in the hub!
-Alex
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