
Thursday,  June 30th, 2022

A Market Note: The Game Has Changed…

I was chatting with a good friend and mentor the other day. We were catching up as we hadn’t spoken
in a few weeks. He’s worked with a number of the greats and is now semi-retired and runs his family
office. He’s one of the best traders I know. So, as usual, I was curious to hear his thoughts on markets.

I’m paraphrasing some parts but here’s what he said.

Alex… You know what I think? I think it’s really sunny here in Sveti Stefan. I think the cold beer
I’m sipping while looking out over the Adriatic is absolutely delicious… The big question I’m
wrestling with at the moment is whether I should eat steak or lobster for dinner, but to be
honest, I’m probably just going to do both…

…In all seriousness, here’s my thoughts... I think, like we discussed the other month, that
markets are toast, probably for the rest of the year. At least through summer into Fall… Look,
inflation is a political problem. And it’s a big one with midterms coming up. That’s why Powell
was called to the White House with hat in hand back in May. Inflation is too damn high and the
buck has been passed to the Fed to fix it. And they only have blunt tools to do the job, all of
which are basically hammer demand until something breaks…

And this is what they told us at the last meeting, right? That sealed the deal for me. They
basically said that they intend to push us into recession in order to try and bring inflation down.

And, so, here we are… the delta on inflation has likely peaked. Supply pressures are easing
and demand will continue to soften dramatically. But… the Fed is going to need consecutive
months of lower inflation before they can even begin to signal a slower pace of tightening, let
alone an end. Think about that for a second. Why would anyone in their right mind be buying
aggressively here?

I don’t even necessarily agree with all the recession calls for this year. At least not in the US.
Europe, yes, definitely, they’re toast. And are probably already in one. But while the US may not
enter a technical recession soon, it’s sure going to feel like one.

And if we do enter one, it’ll probably be short-lived and fairly benign. The fiscal imbalances just
aren’t there and quite a bit of air has already been taken out of this market. It’s hard to break
your legs when you’re jumping from just the second story…
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Profit margins are unsustainably high and are about to get squeezed. Earnings are coming
down while estimates are ridiculously elevated, as you pointed out the other day.

And so, I don’t know. It’s a messy and noisy environment. Not a great risk/reward. I’m not sure I
buy into the new secular inflationary regime. This isn’t the 70s. Demographics and debt couldn’t
be more different. But this isn’t the last 30 years either.

The politics have changed dramatically. Politicians have discovered fiscal, so that’s a kind of a
pandora’s box that has been opened and won’t be closed anytime soon — what’s happening in
California right now is a case in point... So who the hell knows. The cone of probabilities has
been blown out wide as you say.

30yr Mortgage rates are over six and quarter! That’s going to freeze the housing market, which
we’re already seeing signs of. US equity allocations are just coming off their all-time highs. If we
are in a long inflationary regime, well that’s going to come down. Probably by a lot.

So that’s where I think we are. Could I be wrong and we hit a cyclical bottom next week?
Absolutely… I’m wrong all the time. And this is one of the more exceptional macro
environments I’ve ever experienced in my 30+ years in markets. So, you know, we gotta be
flexible, of course.

But to me, the rest of summer at the very least will be messy. I just don’t see the light at the end
of the tunnel, yet. Sure, markets are deeply oversold and multiples are a LOT more reasonable
in aggregate. So we’ll probably get some large rallies here and there. But I don’t think the
bottom is in. Far from it. I think we probably have another year of a slow grinding bear. More like
the 2000s than 08’-09’ as I don’t see any systemic liquidity risks this time around.

So in my mind, this is a good time to get out and enjoy life, which is too short. Net out your
book. Put stink bids in for your favorite names and go work on a tan and read some good
books. It’s not often that markets give us a chance to take an extended vacation. So take some
advice from someone who’s spent a lot of time chained to his desk and go live.

Success in this game is about long-term compounding. There’s layers to this truth. Giving
yourself a break and stepping away from the screens, is one of them. It helps to keep the spirit
young, the mind sharp, and the body fresh… My learning to be okay with taking a break. Being
able to step away from the game from time to time. Is one of the reasons why I’m still around
and playing it decently, after all these years… There’ll be a better market to come back to in the
Fall, maybe not. We’ll see…
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This is a good base case and in line with where I sit, though I’m not over-anchoring to anything. The
signaling from the Fed over the last few weeks shifted the distribution of probable outcomes fairly
significantly. They essentially told us they’re willing to engineer a recession in order to throttle demand
and bring inflation to heel.

I don’t know, I still find myself a bit more hopeful than most. I’m uncomfortable being in the recession
camp since it feels like it’s a pretty crowded narrative.

Also, we’re starting to see improvements. 5y,5y forward breakevens are already back below 18’ levels.
Freight costs are plummeting, shipping/delivery times are coming down, commodity prices are falling,
and every retailer over-ordered which means price cuts are coming, etc…

At the same time, just pulling back a bit and looking at this equity holdings chart and the turn in secular
forces we’ve seen over the last few years (debt cycle/MP3, demographics are no longer deflationary,
populist politics, deglobalization, etc…). And we have to at least be open to the idea that we’re in
vastly new terrain going forward. I’ll write more on this soon in a separate note.
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Since sailing around the Mediterranean for the summer is out of the question for most of us (at least
for now!). We can keep our net exposure low and wait for decent pitches to come down the plate. This
is a lot of batting for singles and the occasional double. Being disciplined and ruthlessly managing our
downside. Not exactly exciting trading but it is what it is…

The diminishing returns on information…

The VC firm Lux Capital puts out a pretty good free weekly, which you can check out here. One of their
recent posts was on a favorite topic of mine. The diminishing — and sometimes negative —  returns of
accumulating more information in decision making. The post starts with (emphasis by me):

One of the most important cognitive tradeoffs we make is how to process information, and
perhaps more specifically, the deluge of information that bombards us every day. A study out of
UCSD in 2009 estimated that Americans read or hear more than 100,000 words a day — an
increase of nearly 350% over the prior three decades (and that was before Slack and
Substack!) It would seem logical that more information is always better for decision-making,
both for individuals and for societies. Yet, that’s precisely the tradeoff: humans and civilizations
must balance greater and better information with the limits of their rationalities.

The post gives an overview of Phillip Tetlock’s older book Expert Political Judgement. They discuss his
ideas around Foxes (those who know many small ideas) and Hedgehogs (those who know one big
idea really well) and how the former generally make for better forecasters.

You can read up more on the idea in this older but still very good explainer from Michael Mauboussin
(link here). Also, here’s a summary of Tetlock’s Ten Commandments of Forecasting.

They couple Tetlock’s work with another book titled The Collapse of Complex Societies by Joseph A.
Tainter. Different books, divergent fields, but both “converge around a central thesis: there is a
marginal return to information, and it often reaches zero — or even negative — far earlier than we
might expect.” You can read the piece here. It’s short. And worth reading in full.

This is a topic I’ve been thinking about. I’ve written about it in the past; The Perils of Too Much
Information, Ditch The Predictions and Play The Odds, The Fallacy of Market Prediction, etc…

There’s the Paul Slavic research into the professional horse bettors. Where Slavic found that beyond a
certain minimum amount (in this case 5 pieces of information about either the horses, jockeys, and/or
track), additional information stopped adding to the bettor’s accuracy.
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But, it did add to their confidence in their accuracy. So more information beyond a certain threshold
drove confirmation bias but did not improve predictive accuracy at all. This led to overconfidence.
These findings have been confirmed numerous times in follow-up studies.

Now, I imagine there are few fields where this idea is more pertinent than in trading and investing. Part
of our job is to literally synthesize loads of information in the hopes of creating an information and/or
analytical advantage.

We drink from a firehose of confirming and disconfirming facts and figures. Data points about where
the economy is headed, what the Fed is doing, how the war in Ukraine is impacting Ag prices in South
America, why again is cotton trading like an ARKK holding? What matters to me? What doesn’t?
What’s true? What isn’t? And on and on…

At what point does more information become too much? And what types of information should we
focus on and what types should we not?

I think about all the smart fund managers who made a name for themselves over this past cycle by
leveraging into growth names. Many of them have gone, or are very nearly about to go, belly-up.
They’ve given back all of their excess returns over the last 5-7 years in the span of just 12 months.

And I’m not saying “smart” sarcastically either. Many of these guys are genius-level bright. They knew
their companies inside and out. They modeled the shit out of everything and had researched their
theses to the bone. You talk to any of them on the phone for long enough and listen to them pontificate
about the risk/reward of their favorite holdings and it was nearly impossible to come away and not
want to load the boat with the shares yourself.

These names are now down -70%+.

But hey, maybe a few of these get back to all-time highs in a few years. Most will go nowhere for 5+
years due to Bubble Rotation dynamics. A few will go to zero.

So I can’t help but think that though they had a LOT of information. Quite literally encyclopedic level
deep dives into their positions. They obviously didn’t have all of the important info. And the excess of
non-essential “evidence” maybe gave them overconfidence. It maybe blinded them to incoming
disconfirming evidence. All of which is a deadly mix in this game of markets.
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Another recent example is this Oddlots podcast from back in May. The episode is titled Why Copper
May Be One of the Tightest Markets The World Has Ever Seen. The interview was with Goldman
Sachs metals strategist Nick Snowdon.

Nick is a wicked smart guy. He knows the metals market better than you and I ever will. The interview
is excellent. His argument is persuasive. Give it a listen. You’ll want to buy lots of copper afterward.
Since that episode was released, copper has fallen another 12%, kicking off a new bear trend. It’s
probably going to trade much lower. This game is hard…

And this is a bit of a ramble. I’m just typing aloud here. But I think a pretty good rule of thumb is that
once an investment thesis can be convincingly articulated, it’s too late. It’s in the price.

Once you see the talking heads persuasively opine on why such and such supply is tight and therefore
XYZ asset has one way to go. It’s time to sell.
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And, okay, maybe that’s only partly true. You at least want to weigh it against price. But the ultimate
death knell for any asset is when there are very convincing popular arguments circling and yet the
asset is trading like a two-legged dog.

The converse of this is the “No Sense Algorithm” that Adam Robinson talks about. I’ll share an excerpt
here because it’s just so good (again, emphasis by me).

So, to return to investing, the second problem with trying to understand the world is that it is
simply far too complex to grasp, and the more dogged our attempts to understand the world,
the more we earnestly want to “explain” events and trends in it, the more we become attached
to our resulting beliefs—which are always more or less mistaken—blinding us to the financial
trends that are actually unfolding.

Worse, we think we understand the world, giving investors a false sense of confidence,
when in fact we always more or less misunderstand it. You hear it all the time from even the
most seasoned investors and financial “experts” that this trend or that “doesn’t make sense.” “It
doesn’t make sense that the dollar keeps going lower” or “it makes no sense that stocks keep
going higher.”

But what’s really going on when investors say that something makes no sense is that they have
a dozen or whatever reasons why the trend should be moving in the opposite direction . . . yet it
keeps moving in the current direction. So they believe the trend makes no sense. But what
makes no sense is their model of the world. That’s what doesn’t make sense. The world
always makes sense.

In fact, because financial trends involve human behavior and human beliefs on a global scale,
the most powerful trends won’t make sense until it becomes too late to profit from them.
By the time investors formulate an understanding that gives them the confidence to invest, the
investment opportunity has already passed.

And, sure. There’s also a timing component to all this.

I actually think Nick from Goldman is right. The copper supply issues are real. CAPEX has been
entirely too low for the last decade. Especially if you think we’re going to get anywhere close to hitting
these “green” energy targets. Lots of copper is needed to electrify everything. And copper mines take
years to come online from their project start.

But that’s a looong lead time kinda thing. It’s Chinese housing, Fed tightening, and increasing
recession risk — and a host of other variables we’re unaware of — driving demand in the interim. The
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oil market was supposed to be tight since 17’. It took nearly 5-years and negative prices to get us
there. So, yeah. Some food for thought.

The time to buy copper will be when no one wants to. When there’s some really persuasive narratives
about why copper is stuck in a glut and ain’t going nowhere.

This is where I think a lot of players get lost. They just can’t seem to quite grok the metagame. The
fact that there often is no truth, truth. Or at least not on the timeframe most are operating on. You
know, Graham’s voting versus weighing machines and all that jazz.

So, yeah sure that company is dirt cheap. It can become much more so.

What’s your uncle point? What’s your honest-to-God holding period? Can you, or do you, have the
stomach to endure the volatility to ride it out to see if you are in fact right?

The answers will be different for most. But it’s an important one for each of us to know.

Anywho, these are just things I’ve been wrestling with.

One of the reasons why is because I can make a convincing argument for being pretty bullish the
market over the next 12 months. I can make a convincing argument for the bear side, as well. I can
pull up data, leading indicators, expert forecasts on relevant figures, and so forth. All of which support
whichever side I feel like arguing.

It’s not always like this. I often develop conviction on where the general trends are headed. That
conviction is typically backed by just a few key inputs of information. The problem with these
arguments... Is that I have to use a LOT of points to make them compelling. It’s too much. Which is
why they’re weak arguments.

This brings us back to our original issue of the diminishing and sometimes negative returns of more
information.

Most people unconsciously develop a bias and then consciously look to confirm it. Maybe they hear a
persuasive narrative somewhere that gets that ball rolling downhill for them. Or maybe they’re down a
lot and could really benefit personally, from a large rally so they can get out of their names at cost…
Well, since we live in a world inundated with data and opinions, it’s never been easier to confirm that
bias and support that narrative.

This is a central driver behind our Panta Rhei, Extremus idea right?
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More information means more competing and compelling narratives, which means more uncertainty
and ultimately, more distrust, which leads to increasing variance within the social order.

I guess there are a few things we can takeaway from this.

1. When noise vs signal is high and the cone of probabilities is wide. We’d do better by limiting our
intake of information to what we know is true, to what we know works. For us, these are the few
macro variables that are central to our process, technicals, and respecting the tape. Tracking
sentiment, positioning, and the development of narratives.

2. Embrace our fallibility and understand that overconfidence fosters the type of
get-taken-out-of-the-game-for-good risks, that we really want to avoid.

3. Follow a tested process, with tested inputs, that inform us when we deserve to have conviction
and when we don’t.

I think this line from Bennett Goodspeed sums it all up pretty well. He wrote:

Why do investment professionals get such poor marks? The main reason is that they are
victims of their own methodology. By making a science out of an art, they are opting to be
precisely wrong rather than generally correct.

There are other lessons here I’m sure... I’m still noodling and plan to write more on the topic. If you
have thoughts, disagreements, or additions to anything I said. Shoot them my way.

Big Balance Sheet Economics (BBSE)...

A member asked me the other day if I could expand a little bit on how I think about the stock and bond
relationship. And how we should read the movement in yields and their impact on equities.

Now, this is a big topic. That’s really preferably explored in a long paper or small book. We’re not going
to get that into the weeds here. Instead, I’m gonna give you a high-level and hopefully practical
overview of how to think about the relationship.

If you’d like to read further on the topic I suggest going through past posts The Global Shortage of
Safe Assets, Spread Thin: How The Fed Manipulates Risk Premia, The Debt Cycle Explained, and
this great paper from The Jerome Levy Forecasting Institute titled Value of Treasury Bonds in a
Portfolio Has Increased Despite Low Yields, which I’ll pull from a bit here.
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At their core, markets are a game of relativity. Most investors want to maximize potential returns while
capping their downside risk. I say most because there’s also price blind buyers who, for regulatory or
structural reasons, need to hold certain assets, such as treasuries.

But the rest attempt to meet these goals by investing across a universe of assets that run from the
safest, least volatile, lowest expected returns to the riskier, more volatile, higher returning assets. From
cash to sovereign bonds to credit to equities to crypto NFTs of rocks and dressed-up apes.

From a practical perspective, stocks and bonds compete for capital.  Higher yields attract flows which
then puts the pinch on stocks. Stocks sell off, bonds get bid, yields fall, and capital eventually flows
back to stocks until bonds sell off to the point where bonds once again become more attractive on a
relative basis, and the process repeats, ad Infinium.

Over the last 20 years, bonds have provided increasing amounts of negative downside capture. The
table below from Levy Center illustrates this. The more negative the “downside capture” the more
bonds returned while stocks fell. This is why risk parity funds have performed so well over the last few
decades. They’ve used copious amounts of leverage to exploit this relationship.

And for a long time, it’s been a dependable one to exploit. This is because of the leverage in our
financial and economic system. It creates what the Levy Center refers to as Big Balance Sheet
Economics or BBSE for short. Here’s more from them on why that is (emphasis mine):

COPYRIGHT 2021 MACRO OPS — ALL RIGHTS RESERVED // DO NOT DISTRIBUTE Chop wood, carry water… 10



Thursday, June 30th, 2022

These changes in the relationship between bonds and stocks over time are closely tied to the
evolution of private sector balance sheets. When balance sheets are small relative to GDP, their
influence on the economy through wealth effects and refinancing of debt is subdued. However,
when private sector balance sheets are bloated, they heavily influence the business cycle.

One implication of the BBSE is that stock market declines have a greater potential to trigger
recessions and destabilizing debt dynamics. Consequently, Treasury bonds tend to rally sharply
when equities turn down. Unsurprisingly, the downside capture ratio has been most negative in
the 1920s and the 2010s, both periods during which private sector balance sheets were large
relative to incomes.

… Another reason for the change in the stock-bond relationship during the BSE era is the
impact of balance sheets on inflation dynamics. The chronic overcapacity that accompanies
large private sector balance sheets exerts secular deflationary pressures.

The interplay between inflation and the stock-bond relationship can be seen in Chart 3. When
deflationary pressures are absent — as was the case for much of the time from 1934 to 2000 —
the stock market and bond yields are negatively correlated. Essentially, when inflationary
pressures would rise, bond yields would rise, and actual and potential Fed rate hikes
would cause stocks to decline. However, when deflationary pressures are dominant — as
has been the case since 2000 — rising inflation tends to reflect an improving economy but is
not met with aggressive Fed rate hikes. As a result, stocks can continue to rally when bond
yields rise because the markets perceive the Fed to be constrained in hiking rates.
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This paper was written in 2019. A lot has changed since then.

High inflation is why bonds have not been providing the negative downside capture that they have in
selloffs past.

Time will tell whether this is a transitory development and BBSE dynamics drive inflation back down to
trend, or if we’re truly in a new secular regime.

To get more practical though. When looking at yields as an input in our process for assessing the
general risk-on/off environment. We’re concerned with the trend and RoC. Not so much the levels.

For instance, our liquidity page from the weekly Trifecta shows that liquidity is poor. This has been a
liquidity-driven bear market to date. The RoC on yields is historically high. That’s not good for risk
assets. We need the delta on yields to fall in order for us to turn more constructive.

So looking at things like the above gives us a general sense of how much risk we want to carry. And
how we want to position around dips and rips in the market.
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I then like to track the daily moves in bond yields relative to those in the stock market. I know this is
super basic stuff. But often it's these basic things done well that pay us.

We can see in the chart below that shows 10yr bonds (white line) and the SPX (orange line). After a
number of failed rallies, which we discussed in the last note (link here). We’re finally seeing both
stocks and bonds catching a bit of a bid together. We’ll have to wait and see if it can stick this time.

My bias is that 10-year yields are at an intermediate peak. And we should see them trade sideways to
lower for the time being. If so, that’ll help put a floor under the market and give the relief needed to
spur a decent rally.

We’ll see… Lots going on with quarter-end window dressing this past week and funds dumping names
they don’t want their LPs to know they owned. So there may be some good opportunities to play some
high short interest dogs for a fast reversion play.

Stalking a short USDJPY setup…

This is a low conviction low win rate but potentially big reward setup I’m looking at.

The yen is incredibly oversold against the dollar. On both a technical and fundamental basis. With that
said, 80% of the time trends continue to trend. So anytime you’re fading the primary trend, you’re by
nature taking a lower win rate setup.
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However, there’s a few things I like about this setup outside of the fact that it's cheap and grossly
oversold (USDJPY overbought).

One, since Japan is still practicing YCC the pair mostly tracks the UST 10-year yield (red line). We
think bonds could be bottoming (yields topping). We’re starting to see the two diverge.

We have a 3-wave wedge push top pattern in place. This gives us a good technical go/no-go inflection
point in which to nest in a tight stop and get some size on with little risk. If USDJPY breaks above the
wedge, we get out for a small loss. If it reverses trend, we make hay.

We’ll be putting this one on either tomorrow or Monday.

That’s it for now. I’ve got a report coming out this weekend outlining the reasons for my increasing
conviction in the long precious metals trade over the next few years.

Until then, keep your head on a swivel and stay frosty…

Your Macro Operator,

Alexander
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