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Genghis John and Building Snowmobiles

Revelation
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Whereas,

A winner is someone — individual or group — who can build
snowmobiles and employ them in an appropriate fashion,
when facing uncertainty and unpredictable change.

Snowmobiles?
I’ll explain in a minute.

First... Let’s talk about the man who wrote the above words — it's part of a slide deck to a
briefing that he spent much of his adult life working on.

That man is John Boyd. He’s one of the greatest fighter pilots who ever lived and a military
strategist on par with the likes of Sun Tzu, Clausewitz, and Jomini. He perhaps has had more of
an impact in shaping US military strategy than any American in history, and yet few know his
name.

In this month’s MIR we’re going to discuss the immense philosophical contributions of Boyd and
how we can use them to our advantage in markets — we’ll learn how to build snowmobiles and
more. And as we’ll see, this is a timely discussion as markets have entered a period of large
macro divergence and dissidence where coming trends will be affected by the Game Masters
(political and monetary authorities) as much as the fundamentals.

We’'ll use Boyd’s framework to analyze and synthesize current markets to discover what we
think are the greatest opportunities, as well as the greatest risks...

And with that, let’s dive in.
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We have to start with some background of the man to fully appreciate his insights, credibility,
and accomplishments. It also helps that he was an extremely colorful figure whom tops the list
of historical people you'd want to grab a beer with.

Back in the 1950s, Boyd was known as the best fighter pilot in America and perhaps the world.
He flew for the US Airforce and reached the rank of Colonel. His first nickname (of many) was
“40-second Boyd” because while working as a flight instructor at Fighter Weapons School, he
had a long-standing $40 bet with all comers that he could put them on his “six” then
outmaneuver them to reverse positions for a kill in under 40 seconds. Never once did he lose.

Grant Hammond, the author of the original book on Boyd, The Mind of War, describes the
complex man like this:

To one senior Air Force four-star, Boyd was “a 24 karat pain in the ass.” To a Marine
four-star he was “the quintessential soldier-scholar.” While one fellow student called him
“the ‘cussingest’ man | ever met,” another four-start called him “Christ-like.” To those in
the Pentagon whose ire he garnered, he was “that f @*#ing Boyd.”

He was known by various names including “the Mad-major,” “The Ghetto colonel,” and
“Genghis John.” To those who believed in him and his causes, he was more than a hero
he was a virtual saint and they would have followed anywhere and taken on any foe,
regardless of the odds.

How did one man inspire such radically different opinions? Boyd was both brilliant and a
misfit who was his own worst enemy. He did not do things by the book or play by the
rules. He did not care much for shined shoes, immaculate uniforms, or protocol niceties.
On a visit to the Air Force Academy driving with his host, he noticed the superintendent
in the car behind him on base. Boyd rolled down the window in the cold and snow and
started pumping his middle finger in the air at the car behind, in front of several dozen
cadets. His host, appalled by the action, tried to stop him, but Boyd said, “Aw hell, we
were in pilot training together and this is just a fighter pilot greeting.”

Boyd was both vilified and respected by those who knew him. To many, he was not very
likable. He smoked smelly cigars, talked loudly, and got right in your face when he
argued with you, spittle flying. He was pushy, arrogant, and profane in the extreme and
would frequently end run his boss, or his boss’s boss, up to, and including, the secretary
of the Air Force and the secretary of defense. He had the courage to state his
views—and defend them regardless of consequence. His supporters admired and
respected his integrity and willingness to challenge and persevere. He was totally
incorruptible, had little use for money, and refused to cash dozens of TDY
reimbursement checks for speaking engagements after he retired. He inspired
intellectual respect and virtual awe, intense loyalty, and unbounded compassion for
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those who became “the acolytes” of Boyd’s small but intense following on his various
crusades.

Boyd was able to get away with being a “24-karat pain in the ass” and avoid court-martial only
because he was brilliant.

In the late 1950s, he taught himself enough calculus to work out the formulas for describing his
unique view of the maneuver-counter maneuver aerial dogfight. He published his findings in a
secret document titled Aerial Attack Study. The document was so revolutionary it ended up
spreading throughout Western military culture, essentially becoming the bible for air combat.

In the 60s, on his own initiative, he taught himself advanced mathematics and physics and then
stole millions of dollars worth of government computer time using dummy accounts so he could
study the comparative flight performance envelopes at different speeds, altitudes, and G-forces
for every American fighter and plot them against every Soviet fighter.

Boyd did this because he wanted to answer the question as to why the F-105’s 10 to 1 Kkill ratio
versus MiGs in Korea collapsed to 1-1 in Vietnam when US pilots seemed to lose their
air-superiority.

Once the Air Force brass found out about his expensive theft they pushed for a court-martial.
Luckily Boyd had uncovered fundamental truths about aircraft build and aerial warfare which led
to his creation of Energy-Maneuverability theory, EM theory for short, which went on to
completely change aeronautical design and how fighter jets were tested and built — eventually
culminating in the creation of the F15 Eagle and F16 Fighting Falcon, two of the most
successful fighter jets in history.

So instead of a court-martial, the Air Force was forced to give him two commendation awards
instead.

Following his retirement from the Air Force in the mid-70s, Boyd went into self-imposed exile to
study and prepare for the next phase in his evolution.

A former friend and coworker of Boyd, Frank Spinney, shared the following about this period in
Genghis John'’s life, during a speech given at the U.S. Naval Institute.

All this was the stuff of legend in 1973 when | met Boyd, who was living modestly with
Mary the Saint and their five children in a run-down apartment complex in Northern
Virginia. He was well into his third mutation: the Ghetto Colonel. Like Immanuel Kant, he
was an austere man of intense rectitude, whose life had become devoted to the study of
science, philosophy, and the humanities in a small room. Like Kant, Boyd was obsessed
with understanding how the mind creates knowledge, or in modern parlance, how it
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creates theoretical models of the real world — how new observations make existing
theories obsolete, and how the mind replaces old theories with new theories in a
never-ending cycle of destruction and creation.

To this end, he devoured books on physics, mathematics, logic, information theory,
evolutionary biology, genetics, cognitive psychology, cultural anthropology, sociology,
political science, economics. Between 1973 and 1976, he poured his intellectual energy
into producing a 16-page double-spaced, type-written paper describing his theory.
Entitled “Destruction and Creation,” this abstract treatise describes how a dialectical
interplay of analysis and synthesis destroys and creates our mental images of the
external world. It describes what pressures drive this mental process, and how internal
phenomena naturally regulate it in a never-ending dialectic cycle, which takes on the
outward manifestations of disorder turning into order, and order turning into disorder.

At the heart of Boyd’s theory of knowledge was a natural regulation mechanism that he
discovered by unifying for the first time certain aspects of the Incompleteness Theorem
of Mathematics and Logic discovered by Kurt Godel, an Austrian mathematician;
physicist Werner Heisenberg’s Uncertainty Principle; and the Second Law of
Thermodynamics. Typically, he did not even try to publish his paper, although he did vet
it through many distinguished scientists and mathematicians — none of whom was able
to poke any holes in it.

“Destruction and Creation” became the intellectual foundation of his monumental study
of competition and conflict — although at the time, he had no idea where his
philosophical musings might take him.

Looking back at those four years between 1973 and 1976, | now understand that they
were a period of intellectual refueling for the next campaign in Boyd's war against a
bureaucratic establishment that had lost sight of its goal. For unlike Immanuel Kant,
Boyd worked in the Pentagon, a moral sewer dedicated to using other people's money to
feed the predators in the Hobbsean jungle known as the military-industrial-congressional
complex.

Viewed from this perspective, the Ghetto Colonel's lifestyle was much more than an
aesthetic philosopher's quirk. It was a deliberate choice reflecting that bureaucratic
warfare in the Hobbsean jungle had replaced the aerial dogfight as his first love.

Boyd loved a good skunk fight and he played for keeps — instinctively applying
Napoleon's dictum of preparing a circumspect defense before unleashing an audacious
attack. He built up his defenses by eschewing careerism and materialism, which left the
generals and bureaucrats nothing to work on, no opportunity to gain leverage on him, no
bait to tempt him into corruption. The Ghetto Colonel became an impenetrable fortress, a
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bastion of moral power in a way that Mohandas Gandhi would have easily understood.
From the perspective of the bureaucracy's authoritarian mentality, however, the man
was certifiably insane; even worse, he was completely out of control.

| once asked him why he lived this way. He got in my face, the ever-present cigarillo
clenched between his teeth, its hot tip popping up and down a quarter of an inch from
my nose, and amidst a gush of suffocating smoke, he explained: "The most important
thing in life is to be free to do things. There are only two ways to insure that freedom —
you can be rich or you can you reduce your needs to zero. | will never be rich, so | have
chosen to crank down my desires. The bureaucracy cannot take anything from me,
because there is nothing to take."

This statement went to the core of a puritanical ethos. For the Ghetto Colonel, life
revolved around a simple choice: To be or to do? He could be somebody, with all the
shallow accoutrements of power and small achievements — high rank, a big office in the
Pentagon's E-ring, and a big post-retirement job with a defense contractor — or he could
do important things and make a real contribution to society. The Ghetto Colonel was
more interested in doing things than in being somebody, so he cranked down his needs.
His choice really was very simple and logical, if somewhat bizarre and indecipherable to
the inhabitants of Sodom on the Potomac.

There’s so many good bits in there that we could spill gallons of ink and burn through mountains
of paper discussing them. But this is a report on markets, so I'll save the broader philosophical
discussions for another day and get to the meat of what we’re here for today.

Boyd’s decade long study into the nature of reality and how we interact and compete within it
culminated in a 370 slide presentation titled A Discourse on Winning and Losing. The briefing
covers a lot but at its core is an operating framework for how to survive and thrive in our
complex reality.

The operating framework is what I’'m sharing with you today. And underlying this framework is
what Boyd referred to as his scientific trinity of Gddel, Heisenberg, and the Second Law of
Thermodynamics.

Godel proved that it's impossible to embrace mathematics within a single system of logic so that
any consistent system remains incomplete. In Boyd’s words this means that “Gédel’s proof
indirectly shows that in order to determine the consistency of any new system we must construct
or uncover another system beyond it. Over and over this cycle must be repeated to determine
the consistency of more and more elaborate systems.”

Meaning, there is always something beyond our contrived systems. No explanation is fully
self-contained.
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Heisenberg’s Uncertainty Principle states that it's impossible to know both the position and
velocity of subatomic particles with accuracy. We can know either but not both at the same time.
Boyd took this to mean that uncertainty lies at the foundation of our physical universe and
therefore should be embraced by our attempts to understand and interact with it.

And the Second Law of Thermodynamics states that all closed systems increase in entropy
over time (ie, chaos spreads). Boyd explained it like this, “entropy is a concept that represents
the potential for doing work, the capacity for taking action or the degree of confusion and
disorder associated with any physical or informational activity. High entropy implies a low
potential for doing work, a low capacity for taking action or a high degree of confusion and
disorder. Low entropy implies just the opposite.”

This is an oblique way of saying that in order to decrease entropy one must maintain an open
system (open to new information, experiences, patterns etc...).

Hammond wrote in The Mind of War that Boyd’s thinking is:

...based on the synthesis of those three insights. It is cosmic in its sweep and
fundamental in its insight. It is an elegant yet simple proof of how we learn and why one
must be able to destroy before one can create. Boyd proved to himself that logic,
mathematics, and physics all proffered explanations of the same basic notion. Taken
together these three notions support the idea that any inward-oriented and continued
effort to improve the match-up of a concept with observed reality will only increase the
degree of mismatch. Boyd saw Godel, Heisenberg, and the Second Law as keys to how
to think, how to compete successfully, and how to adapt and survive.

Boyd'’s belief was that to compete in an uncertain reality — and all reality is tinged with varying
degrees of randomness — one had to constantly perform destructive deduction and creative
induction with the mental models we use to interpret and interact with reality.

This means that we need to routinely dissect and analyze our beliefs, aims, and strategies
(destructive deduction) where we can take note of, and discard faulty assumptions and biases.
And then follow up with creative induction where we take our disparate analyzed data and
models and then synthesize and combine it into something new, something novel, something
that’s in better alignment with reality.

We need to build a snowmobile.
This was Boyd'’s favorite metaphor for what we’re talking about. A snowmobile is a mismatch of

various components from unrelated devices. It has the rubber treads of a tank, skis from a ski
slope, the outboard motor of a boat, and the handlebars of a bicycle.
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The individual parts of these unconnected objects (models) come together to create an entirely
new creation, one that is better suited for its environment than any of the objects from which its
parts are derived.

Scientist and author of one of my favorite books Consilience: The Unity of Knowledge, E.O
Wilson put it like this:

We are drowning in information, while starving for wisdom. The world henceforth will be
run by synthesizers, people able to put together the right information at the right time,
think critically about it, and make important choices wisely.

Turning back to Boyd'’s friend, Spinney:

Each of us bases our decisions and actions on observations of the the outside world that
are filtered through mental models that orient us to the opportunities and threats posed
by these observations. As Konrad Lorenz and others have shown, these mental models,
which the philosopher of science Thomas Kuhn called paradigms, shape and are
shaped by the evolving relationship between the individual organism and its external
environment.

In conflict, each participant, from the individual soldier, trying to survive to the
commander trying to shape strategy, must make decisions based on his orientation to
reality — his appreciation of the external circumstances which he must act on. Boyd
argued that one's orientation to the external world changes and evolves, because it is
formed by a continuous interaction between his observations of unfolding external
circumstances and his interior orientation processes that make sense of these
circumstances. These interior process take two forms activity: analysis (understanding
the observations in the context of pre-existing patterns of knowledge) and synthesis
(creating new patterns of knowledge when existing patterns do not permit the
understanding needed to cope with novel circumstances).

The synthetic side of the dialectic is crucially important to one orientation because it is
the process by which the individual (or group) evolves a new worldview, if and when one
is needed to cope with novel circumstances. But as Kuhn and others have shown, the
synthetic process can be extremely painful, because its nature is to build a new
paradigm by destroying the existing one.

A big part of our job as speculators is to inch by inch try and pull back the curtain on a
constantly changing complex reality. We do this by ripping apart our beliefs and rebuilding new
ones, creating Munger’s latticework of mental models, from which we can pull from when the
environment calls for it.

macro-ops.com /



(7

\\-MACRO :zNE%LalTG e December 12th, 2018

Some of the models we’ve shared for example are:

Capital Cycle Theory
Bubble Rotation

Kuhn Cycle

Debt Cycle

Play the Player

Liquidity

Core-Periphery

Reality Narrative Lag
Boom/Bust

Possibilities > Probabilities
Transactions Approach
BoP Constrained
Gerschenkron Growth Model

YYYVYVYVYVYVYVYYVYVYVYY

What Boyd gives us, which is so incredibly valuable, is a strategic framework from which to
effectively use these models and operate from.

The framework is called the O-O-D-A Loop which is an abbreviation for Observe, Orient,
Decide, Act.

The OODA Loop is the ultimate compression of Boyd’s philosophy. Hammond writes that for
Boyd, “the OODA Loop is a composite of how we think and learn, the source of who we are, and
the potential we possess. It is a profoundly simple explanation of the nearly infinite variety that is
possible. It is a shorthand for life itself, a model for how we think, and the means by which we
both compete and collaborate.”

Boyd describes the centrality of the OODA Loop as this:

Without our genetic heritage, cultural traditions, and previous experiences, we do not
possess an implicit repertoire of psycho-physical skills shaped by environments and
changes that we have previously experienced.

Without analysis and synthesis across a variety of domains or across a variety of
competing independent channels of information, we cannot evolve a new repertoire to
deal with unfamiliar phenomena or unforeseen change. Without a many-sided implicit
cross referencing process of projection, empathy, correlation, and rejection (across
many different domains or channels of information), we cannot even do analysis and
synthesis.

Without OODA Loops, we can neither sense, hence observe, thereby collect a variety of
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information for the above process, nor decide as well as implement actions in accord
with these processes. Or, put another way, without OODA Loops embracing all the
above and without the Ability to get inside other OODA Loops (or other environments),
we will find it impossible to comprehend, shape, adapt to, and in turn be shaped by an
unfolding, evolving reality that is uncertain, ever-changing, and unpredictable.

The entirety of the OODA Loop process looks like this:
Boyd's OODA Loop

Observation Orientation Decision Action

Imipdicia
Cufture Guidance
Traditions, and Control

Implicit

Guidance
and Control
Quitside
Information

s " Unfolding
i Decision Action i
Observations Feed —ie I— Fred - Fead - interaction with
leNl Forward ipashes Ll L] [re——
Unfaoldimg L
Crcumstances
Unifalding
Ervirpnmental

Interaction

Notice the continuous feedback loops at each step of the process. Ever stage of the OODA
Loop informs the other and so on. The process is more organic than it is mechanical. Never is it
static but rather it's constantly fluid; always updating, reorienting, evolving.

Now how does all of this apply to markets?

For one, prediction is not only futile but completely misses the point of the game. Prediction only
works in linear environments whereas markets are a natural system, and thus are dynamic,
non-linear.

Just like in war you don’t set a strategy, execute, and pray to Mars that you chose wisely. No!
You Observe what’s going on, and then Orient off what you see as key information, then make
your Decision using existing mental models for interpreting reality and finally Act... You then

repeat and repeat over and over... constantly observing and reorienting to not only new
information but new interpretations of that information — ruthlessly trashing your bad
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assumptions — and then hopefully evolving your models of reality, deciding what to do next,
and following through ad infinitum...
If you study the trading greats you find that they did the OODA Loop process instinctively.

Take the Palindrome, George Soros, for example, who’s said:

My approach works not by making valid predictions, but by allowing me to correct false
ones.

The reflexive nature of human relations is so obvious that the question | would like to ask
is, why has reflexivity not been properly recognized? Why, for instance, did economic
theory deliberately ignore it? [And the answer is because] it cannot be reconciled with
the goals of analytical science, which is to provide determinate predictions and
explanations. Reflexivity throws a monkey-wrench into the works by introducing an
element of uncertainty.

As an investor, | find statistical probability of limited value; what matters is what happens
in a particular case. The same applies with even greater force to historic events. |
cannot make reliable predictions about them; all | can do is formulate scenarios. |
can then compare the actual course of events with the hypothetical ones. Such
hypotheses have no scientific validity, but they have considerable practical utility. They
provide a basis for real-life decisions.

Or Bruce Kovner:

One of the jobs of a good trader is to imagine alternative scenarios. | try to form
many different mental pictures of what the world should be like and wait for one of them
to be confirmed. You keep trying them on one at a time. Inevitably, most of these
pictures will turn out to be wrong — that is, only a few elements of the picture may prove
correct. But then, all of a sudden, you will find that in one picture, nine out of ten
elements click. That scenario then becomes your image of the world reality.

These guys can build snowmobiles!
What is strategy? A mental tapestry of changing intentions for harmonizing and focusing
our efforts as a basis for realizing some aim or purpose in an unfolding and often
unforeseen world of many bewildering events and many contending interests...
To discern what is going on we must interact in a variety of ways with our environment.

We must be able to examine the world from a number of different perspectives so that
we can generate mental images or impressions that correspond to that world.
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We can’t just look at our own personal experiences or use the same mental recipes over
and over again; we’ve got to look at other disciplines and activities and relate or connect
them to what we know from our experiences and the strategic world we live in. By an
instinctive see-saw of analysis and synthesis across a variety of domains, or across
competing/independent channels of information, in order to spontaneously generate new

mental images or impressions that match up with an unfolding world of uncertainty and
change. ~John Boyd

Now let's do an OODA Loop of our own.

Observe

We are coming off an unusual year in global markets. For the first time on record, not one of the
17 major asset classes has outperformed inflation for the year. The median of total asset returns
this year is -1.69%, which is the lowest since 1987 (following chart is from NDR).
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This period of volatility and underperformance is being driven by receding global liquidity —
primarily due to a tightening Fed and a slowing China.
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Exhibit 5: Declining money supply trends are another drag on equity valuations
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Since the liquidity cycle leads the economic cycle by an average of 6-months, markets around
the world have sold off in anticipation of a global recession.

Global trend likely to worsen before it improves
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Which they are wise to do as NDR’s Global Recession Probability Model is now over 90%.
Since 1970, when this indicator has given a reading above 70, we’ve ended up in a recession
92.11% of the time.
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Probability of global recession has increased
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And the global earnings momentum impulse that turned positive in 16’ spurred on by massive
injections of Chinese credit has rolled over and dropped significantly into negative territory.

World Earnings Momentum
3m smoothed

10 -

-10 -
2010 201 2012 2013 2014 2015 2016 2017 2018
B MSCI World Index Earnings Revisions Ratio
Source: Thomson Reuters Datastream / Macro Ops WWW.Macro-ops.com
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Unlike the rest of the world, growth in the US remains relatively robust and risk of recession in
the next 6-months is low.

NY Fed Recession Probability
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Though we’ve almost certainly seen peak earnings and growth in the US this cycle. The
collapse in oil prices should lead to lower than consensus earnings growth in the quarters
ahead. This is partly what the market is discounting in the current selloff.

Earnings slowdown is a big risk in 2019
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The US market is in the process of trying to put in a low but though sentiment has turned more
bearish, we’ve yet to see the capitulation washout and accompanying VIX spike that typifies an
intermediate bottom.

Sentiment is not washed out

g0 L = NDR Crowd Sentiment Poll Extreme Optimism (Bearish) | a0
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Orient

Things we know:

R
%

We know credit growth has slowed to a standstill in China and that GDP growth is much
lower (probably negative) than the 6%+ that’s officially stated

We know the Fed is data dependent and will adjust fire on rate increases as the
numbers come in

We know that the Risk Cycle, as in the leveraging, risk taking, margin buying by
investors and participants in the real economy, has matured but is still a ways from the
“over the skis moment” that typifies very late cycle behavior

We know the real issues at the heart of the US-China trade war are intractable and won't
be resolved quickly or easily despite whatever temporarily agreed to discussions and
‘deals’ between the two

R
%

R
%

2
°e
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< The turning of the long-term debt cycle will continue to drive societal unrest and fuel
populist movements throughout the West

Things we don’t know:

“ We can’t predict with high certainty exactly how the Fed will react to slowing global data
ex. US

% We can’t predict iffwhen China will attempt to reflate their economy with another massive
credit injection

% Rising geopolitical tensions bring greater risks and unknowns. We don’t know if the trade

war will escalate significantly (though recent signs indicate it will) or if other events will

conspire (such as a Russian invasion of Ukraine)

Here are some details on what we do know:

Credit growth in China just hit a new all-time low. Headline credit growth last month dropped
to just 9.9% YoY, the slowest growth on record.

The following is from Trivium China:

Growth of RMB bank loans grew by 12.9% y/y — down a bit from the 13% seen in
October, but fully in line with the 12.9% average growth over the previous 10 months.

Most categories of non-bank-loan credit continued to contract on a y/y basis in the
month.

Growth of the money supply (aka M2) matched its all-time low of 8% y/y — the same rate
as in October.

The bottom line: Economic support measures are not leading to credit growth. We have
not reached the bottom of the credit cycle.

Credit growth in China has been slowing now for the last 16-months and there’s currently no
sign of this trend reversing. China’s economy — and much of the world’s, as China is such a
large source of global demand — is closely tied to its credit cycle. So this trend spells trouble.

Here’s Trivium China again:

Based on the current trend, we don’t expect credit growth to bottom out until some time
in Q1 2019. That means the economy will continue to decelerate until late in 2019 —
and that’s not even accounting for potential effects of the trade war, which has yet to
have a meaningful impact on the macro data.
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So 2019 is going to a much tougher year for China’s economy.

Bottom line for investors: China will be a significant drag on global growth on 2019 —
don’t expect macro stimulus to ride to the rescue. If that was going to happen, it would
already be in the works.

Globally, we’re in a period similar to 2015. We should expect heightened volatility, more chop,
and downside in global risk assets in the months ahead. The global slowdown should last until
the second half of next year with markets bottoming sometime before then.

Earlier than expected large-scale stimulus from the Chinese could change this. Keep an eye on
China’s M1 growth for signs.

China M1 Money Supply Growth
Yoy
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Source: Thomson Reuters Datastream / Macro Ops WWW.Macro-ops.com

The US equity indices remain in No Man’s Land. Liquidity has tightened but is still relatively
supportive of stocks. Interest rates and valuations have moved down which is supportive of the
primary trend higher. But the technical picture is inconclusive at the moment and there’s still
plenty of potential for further downside risk.
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Our biggest sticking point is with the lack of capitulation in sentiment (as mentioned above). If
we see another selloff (small-caps moving down to their trendline) then we should get a full
sentiment reset with a bearish/bullish crossover event. We'd view this as a good time to buy
equities. But until then, we’d prefer to keep a light and hedged equity book and seek
opportunities in other spaces.

Investors Intelligence: Advisor Sentiment

Bullish & Bearish
120 -
A bearish crossover of bullish sentiment
has marked the turning points of the three
100 last major bottoms of this bull market

09 10 1 12 13 14 15 16 17 18

Bullish == Bearish S&P 500 COMPOSITE (RH Scale)
Source: Thomson Reuters Datastream / Macro Ops WWW.Macro-ops.com
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Also, a final point of concern. Market liquidity is really weak and the tape over the last few days
just doesn’t seem right. Something’s off... Maybe this resolves with no issues or maybe it
doesn’t. But it seems to certainly raise the risk of a self-perpetuating selloff in US stocks if the
right ‘uncle point’ is hit.

Eroding Liquidity
It's about as bad as it's been outside of the crisis

B30 day average of SPX liquidity index: Ratio of average true range to value traded
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Source: Bloomberg

A final point.

Positioning and sentiment are fairly offsides between the US and EM at the moment (even
though the US is the cleanest dirty shirt of the bunch). This means that there’s good odds we’ll
see rolling bouts of EM outperformance over the coming month(s) as traders rebalance their
books and chase performance. Because these moves won’t be supported by economic
strength, they should be traded and not invested in.

Decide

A slowing China and tighter global liquidity mean that we’ll likely continue to be in a trader’s
market. Capital preservation is priority number one in this type of environment. Reduce
exposure, hedge risks, and play for tactical short-term trades with defined risks.

We will be looking to increase our short exposure and seek opportunities in other markets other
than equities.
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Act

Dollar pairs continue to wind up in tight coils (see EURUSD and USDJPY) suggesting an
explosive move is coming.

Spec long positioning in the dollar is crowded which means there’s a decent probability we’'ll see
a bull trap — thus washing out bullish sentiment — before DXY resumes its next leg higher. And
all indicators currently point to a higher dollar in the quarters ahead.

Euro Fx/U.S. Dollars 1w, FXCM
MA (2 lose) S

sttt o s A,

2015 J 2016 2017 2018 2019

Roughly 60% of the trade-weighted dollar index (DXY) is comprised of the euro. So when
analyzing the dollar we need to first look at the EURUSD cross.

Currencies are mostly priced off speculative flows. Capital flows to where investors believe
they’ll earn the highest risk-adjusted returns. This in turn creates a self-reinforcing process
where higher equity and bond returns lead to a stronger exchange rate and more inflows and so
on...

The total relative stock and bond return between the US and EU point to further upside for the
dollar.
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US Stock + Bond Total Return vs. Europe

Relative asset momentum favors a stronger dollar
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The German/US real rate differential also supports a weaker euro.

EURUSD & Real German/US 10yr Yield
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And finally, the relative performance of bank stocks between the two countries point to a much
lower euro — have you seen Deutsche Bank’s stock lately!?

EURUSD & Relative Financial Stock Performance
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EU vs. US Financials =—— EURUSD
Source: Thomson Reuters Datastream / Macro Ops WWW.Macro-ops.com

Iffwhen EURUSD closes below its 200-week moving average (blue line in the EURUSD chart)
we will look to go long the dollar against EUR and AUD.

A slowing deflationary environment is bullish for the dollar and bearish for gold. Gold is currently
forming what we view to be a 4-month bear flag.
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GOLD FUTURES (CONTINUOUS: CURRENT CONTRACT IN FRONT), 1W, COMEX
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Inflation and interest rates will continue to act as an anchor on gold over the longer-term.

Gold & 5yr TIPs yield (inverted)
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And the divergence between platinum and gold does not bode well for the yellow metal.
Platinum often leads gold at major turning points (platinum is blue line below).
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A near-term headwind for our short gold call is crowded short positioning in the metal. This will
likely keep gold propped up in the short-term. We will wait until gold closes below its 200-week
moving average (blue line in gold chart up top) before entering.

Copper is forming what we believe to be a multi-month bear flag after completing a major head
and shoulder top (chart is a weekly).
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China makes up over 50% of global copper demand. Slowing credit growth should pull copper
prices much lower.

China M1 Money Supply & Industrial Metals

YoY%
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Source: Thomson Reuters Datastream / Macro Ops WWW.Macro-ops.com
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We will enter a small short position upon a break below the current pattern and look to add
iffwhen it breaks below its 200-week moving average (blue line).

We are currently short the German DAX which has completed a large H&S top and is now
trading below its 200-week moving average.

DAX (CONTINUOUS: CURRENT CONTRACT IN FRONT), 1W, EUREX
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The eurozone’s economy is closely linked to that of China’s. The rising populist movement there
will drive greater fiscal spending (as we’re currently seeing in Italy and now France) but this
won’t be enough to meaningfully counteract the slowdown. Much of Europe is likely to soon
enter a recession.
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Euro zone expectations and GDP
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We'll look to continue to add to our DAX short as long as it continues to trade below its
200-week moving average.

We’re considering a short against India’s Nifty 50. The index has completed a parabola and
looks to be forming the right shoulder of a massive H&S top.
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We are long-term secular bulls on India but believe it has peaked for the cycle and we should
see a meaningful correction ahead for the country. The chart below shows the country’s
economy is running hot in expansion mode but this is likely to materially revert and move into a
cyclical downturn in the coming quarters.

India Composite Leading Indicator

In recovery & driving towards expansion
101.5

Downturn Expansion
(CLI decreasing but (CLI above 100 and increasing)
remaining above 100) ® Oct 18
101.0 o [ ]
L]
L]
=] L]
& 1005 .
k-]
£ ]
& []
£
¢ 100.0 o
= ® Oct 12
2 e® Ot °
8 Pk (]
o Jan 09 &
E 995 L] @
S . .
L
. L ]
° ]
99.0 » L]
L]
L] - . . .
Slowdown Recovery
- (CLI below 100 and decreasing) (CLI below 100 but on the @81
=15 -10 5 0 5 10 15 20

Composite Leading Indicator M/M % change

Source: Thomson Reuters Datastream / Macro Ops

That'’s it for this month’s report!
| think a big key for the months ahead is to be patient, trade small, and focus on capital
preservation. If we see a capitulation in US sentiment then get more aggressive but until then,

look for short swing trades and hedging positions.

In the meantime... Let's OODA Loop it and continue to revise, test, update, and evolve our
thinking as reality unfolds.

Thanks for reading and shoot any questions you may have to me at alex@macro-ops.com

Your Macro Operator,

Alex
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