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Dear Valued Client, 
 
 
 

 

άWhat ifΧ?έ 
 

One of the biggest mistakes an investor can 

ƳŀƪŜ ƛǎ ǘƻ ŀǎǎǳƳŜ ǘƘŀǘ ǘƘŜ ƳŀǊƪŜǘ ƛǎ ΨŎǊŀȊȅΩ ς or 

the predominant group of participants 

ǎŜŜƳƛƴƎƭȅ ƛƴ ŎƻƴǘǊƻƭ ƻŦ ŀ ƳŀǊƪŜǘ ŀǊŜ ΨƴǳǘǎΩΦ  

 

Why? Because as soon as you assume 

irrationality (even though at a surface level you 

may at times be correct), your sincere and 

earnest enquiries into the underlying reasons 

that a market is pricing in such a manner tend to 

cease. If your enquiries into the underlying 

drivers of a complex phenomenon cease, so too 

does your thinking cease as does your diligence 

ς you are prone to drawing wrong conclusions 

and misunderstanding the broader system that 

ȅƻǳ ǘƘƛƴƪ ȅƻǳΩǊŜ ǎŜŜƪƛƴƎ ǘƻ ǳƴŘŜǊǎǘŀƴŘΦΦΦ ȅƻǳ ŀǊŜ 

prone to losing excessive amounts of money.  

 

wŀǘƘŜǊΣ ƛǘ ƛǎ ōŜǘǘŜǊ ǘƻ ŀǎǎǳƳŜ ŀ ΨŦǳƴŎǘƛƻƴŀƭΩ Ǌŀǘƛƻƴŀƭƛǘȅ ƻŦ ǇŀǊǘƛŎƛǇŀƴǘǎ ŀƴŘ ƳŀǊƪŜǘǎ ŀǘ ŀƭƭ ǘƛƳŜǎ 

ς asking yourself; άǿƘŀǘ ŎƻƴǘŜȄǘΣ ǇǳǊǇƻǎŜǎ ŀƴŘ ǇǊŀŎǘƛŎŀƭ ƛƴǘŜǊǊŜƭŀǘƛƻƴǎƘƛǇǎ ŀǊŜ ǳƴŘŜǊƭȅƛƴƎ ǘƘŜ 

ƳŀƴƛŦŜǎǘŀǘƛƻƴ ƻŦ ǘƘŜǎŜ ǇǊƛŎƛƴƎ ǎǘǊǳŎǘǳǊŜǎ ŀƴŘ ǘǊŜƴŘǎΚέ Sure, groups of participants may 

eventually evƻƭǾŜ ƛƴǘƻ ŀ ΨŦƻƻƭƛǎƘΩ ǎǘŀǘŜΣ ōǳǘ ǳǎǳŀƭƭȅ ǘƘƛǎ ƛǎ ŀƴ ŜǾƻƭǾŜŘ ǇǊƻƎǊŜǎǎƛƻƴ ǎǘŜƳƳƛƴƎ 

from underlying causes in the broader system that may stay intact much longer than you ever 

thought possible ς if your enquiries cease into the underlying drivers of a system or market, 

then you are robbing yourself of great opportunities to surface profitable insights as an 

investor, which ultimately means you are self-sabotaging your potential rewards to your 

investment activities.  

 

Before we expand upon this line of thinking and start to look at some of the major markets 

(through a άǿƘŀǘ ƛŦέ lens), we first need to take a slight detourΧ 

 

u Leading indicatorsΧ 

 

Leading Indicators help us to:  

a) ƎŜǘ ŀ ǎŜƴǎŜ ŦƻǊ ǿƘŀǘ ΨƘƛǎǘƻǊƛŎŀƭ ǇǊŜŎŜŘŜƴǘΩ ƳƛƎƘǘ ǎǳƎƎŜǎǘ ŦƻǊ ǘƘŜ ƛƳƳŜŘƛŀǘŜ ŦǳǘǳǊŜ ƻŦ 

some market, and  

b) challenge our own thinking about the prospects for some market relative to our own 

preconceived ideas.  
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άWhenever we have a large number of actors, 

ŜŀŎƘ ǇǳǊǎǳƛƴƎ ǘƘŜƛǊ ƻǿƴ ƴƻǘƛƻƴ ƻŦ άǎǳŎŎŜǎǎέΣ 

there is a potential for a Complexity. Such 

complex adaptive systems typically show 

emergent behavior, which is neither predictable 

from the actions of individuals, nor is it 

necessarily the intent of the actors. This 

emergent quality means the system has its own 

momentum and integrity. It is often mysterious 

to those involved, even to those trying their 

hardest to modify or "lead" the system.έ  

...Jerry L. Talley (www.problemsolving2.com) 

 

 

άΧǎȅǎǘŜƳǎ ǘƘƛƴƪƛƴƎ ƛǎ ōŀǎŜŘ ƻƴ ǘƘŜ 

fundamental shift of perception from the world 

ŀǎ ŀ ƳŀŎƘƛƴŜ ǘƻ ǘƘŜ ǿƻǊƭŘ ŀǎ ŀ ƭƛǾƛƴƎ ǎȅǎǘŜƳΦέ 

Χ/ŀǇǊŀΣ CΦ όмффсύ ¢ƘŜ ǿŜō ƻŦ ƭƛŦŜ 
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Leading indicators often serve as a catalyst for us to do some more research or digging to 

challenge our own thinkingΧ to ask ourselves sincerely and curiously the άǿƘŀǘ ƛŦέ questions 

that can lead us to the deeper insights we all desire to underpin returnsΧ leading indicators 

are best used to start the research process, not to conclude it.  

 

Characteristics of good leading indicators: 

¶ Anchored in common sense & are somewhat intuitive 

¶ Able to digest a large amount of relevant information into a useable form 

¶ bƻǘ ΨŎǳǊǾŜ ŦƛǘǘŜŘΩ όƛΦŜΦ ƻǇǘƛƳƛǎŜŘ ǘƻ ΨŦƛǊǎǘ ǇǊƛƴŎƛǇƭŜǎΩ ƴƻǘ ŜƴƎƛƴŜŜǊŜŘ ǘƻ ΨŦƛǘ ǘƘŜ ǇŀǎǘΩ) 

¶ Historically robust and consistent 

¶ Utilises data that is readily available and not prone to Government (or agenda-driven) 

manipulation/engineering 

  

The primary limitation of Leading Indicators ŀǊŜ ǘƘŀǘ ǘƘŜȅ ŀǎǎǳƳŜ ŀ ƭƛƴŜŀǊΣ ǊŜǇŜǘƛǘƛǾŜ ǿƻǊƭŘΧ 

ŀǎ ƻǇǇƻǎŜŘ ǘƻ ǘƘŜ ŀŎǘǳŀƭ ŎƻƳǇƭŜȄ ΨŀŘŀǇǘƛǾŜΩ όϧ ŦǊŜǉǳŜƴǘƭȅ ƴƻƴ-linear) world that we live in. 

(In other words, sometimes previously established patterns and relationships break down.) 

 

u Some ά²Ƙŀǘ ƛŦΚέ questions that matter for our portfoliosΧ 

 

ú  What if ǘƘŜ Ƴƻǎǘ ƛƳǇƻǊǘŀƴǘ ΨƳŀŎǊƻ-ǾŀǊƛŀōƭŜΩ ƛƴ ǘƘŜ ǿƻǊƭŘ ƛǎ not the US Dollar, but US Real 

Yields? 

 

Could it be that the broader-movements in the US Dollar are foreshadowed by the liquidity 

conditions and returns that can be obtained within US Asset Markets, as implied by the real 

interest rates (real yields) implicitly imbedded within US Capital Markets? 

 

 

US Dollar Index 

q 
  

Capital Markets US Real Yield u 

(advanced in time by 18 months 

to show leading relationship, 

proprietary directional model) 

    
  

US 10yr Real Yield u 

(advanced in time by 18 months, 

10yr Treasury Inflation Protected Yield,  

shown for comparative purposes) 

    
  

www.prerequisite.com.au 



  

 
 

page 3 
 

www.prerequisite.com.au 

www.prerequisite.com.au 
Copyright © 2018 Prerequisite Capital Pty Ltd, Australia. All rights reserved. Past performance is not indicative of future results.  
Prerequisite Capital Pty Ltd (ABN 42 621 110 736) is an Authorised Representative of First Mutual Australia Pty Ltd (ABN 42 154 012 085), AFSL 423710 

 

ú  What if buying long-duration US Treasury Bonds at circa 3% yields in the face of ballooning 

ŘŜŦƛŎƛǘǎ ŀƴŘ ŜȄǇŜǊƛƳŜƴǘŀƭ ƳƻƴŜǘŀǊȅ ǇƻƭƛŎȅ ǿŀǎƴΩǘ άinsanityέ? 

 

Stated in a somewhat oversimplified manner; IŦ ΨŜǾŜǊȅƻƴŜΩ ƛǎ ǎŜƭƭƛƴƎΣ ǘƘŜƴ ǎƻƳŜƻƴŜ όŀƴŘ 

ǳǎǳŀƭƭȅ ǎƻƳŜ άōƛƎέ ǎƻƳŜƻƴŜΩǎύ Ƴǳǎǘ ōŜ ōǳȅƛƴƎ ǘƻ a similar degree.  

 

Could it be a signal that despite such a Ψlarge & vocalΩ crowd of Treasury Bond sellers over the 

last couple of years, that 30-year yields have been unable to breach the 3.25% level in any 

material manner?  

 

Could it suggest underlying strength in bond prices (weakness in yields) for some reason?  

 

Could it be that a ƎǊƻǳǇ ƻŦ άōƛƎ ǎƻƳŜƻƴŜΩǎέ ŎƭŜŀǊƭȅ Ƙŀǎ ŀ ƘǳƎŜ ŀǇǇŜǘƛǘŜ ǘƻ ōŜ ōǳȅƛƴƎ ǿƘŜƴ 

bonds trade towards those levels? Why would ǘƘƛǎ ƎǊƻǳǇ ƻŦ ΨōƛƎƎŜǊΩ ƳƻǊŜ ΨpatientΩ money 

participants ōŜ ŀŎǘƛƴƎ ƛƴ ǎǳŎƘ ŀ ΨŎǊŀȊȅΩ ƳŀƴƴŜǊΚ 

 

 
 

 

 

 

US 30yr Treasury Yield u 
(shown inverted) 

Patient Money u 

Speculative Money u 

buying 

selling 

Prerequisite óClimactic Buying/Sellingô Activity 
(calibrated using US Treasury Futures Volumes) 

Spread, Speculative vs. Patient Money u 

(see bottom panel) 

>57% in TLT (USD) total return 
>90% in TLT (AUD) total return 

 

 

Global 

Financial 

Crisis 

 

 

Clearly the Patient Money saw 

ñsomething comingò that the 

majority of participants didnôt see 

coming... 

 

 

Peak of Euro-zone 

sovereign risk crisis 

 

 

>94% in TLT (USD) total return 
>66% in TLT (AUD) total return 
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άIf everyone is 

thinking alike, then 

no one is thinkingΦέ  

...Benjamin Franklin 

(1706-1790) 
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ú  What if ǘƘŜ ǘƛƳƛƴƎ ƛǎƴΩǘ quite right for selling-short the Australian Banks ΨƧǳǎǘ ȅŜǘΩΚ 

 

Could it be that this time is different, and that the historic precedent of actual broader credit 

conditions will be proven inaccurate? 

 

Could the pessimism crystallised by the Royal Commission be overdone relative to the 

unfolding of actual conditions? 

 

CƻǳƭŘ ǘƘŜ !ǳǎǘǊŀƭƛŀƴ DƻǾŜǊƴƳŜƴǘ ǘƛƎƘǘŜƴ ǇƻƭƛŎȅ ǘƻ ǎǳŎƘ ŀ ŘŜƎǊŜŜ ǘƘŀǘ ǘƘŜȅΩŘ Ǌƛǎƪ ƪƛƭƭƛƴƎ ǘƘŜƛǊ 

άƎƻƭŘŜƴ ƎƻƻǎŜέ όƛΦŜΦ ǘƘŜ ŎǊŜŘƛǘκǇǊƻǇŜǊǘȅ ŜƴƎƛƴŜύΚ 

 

Could the short-ƛƴǘŜǊŜǎǘ ƛƴ !ǳǎǘǊŀƭƛŀΩǎ ōŀƴƪǎ ōŜ getting setup to be squeezed even before the 

ΨƻōǾƛƻǳǎΩ impending bear market gets underway? 

 
 

 

 
 

 

 

 

Market Capitalisation of Banks, % of GDP 

WBC, NAB, ANZ, & CBA (post 1991) 

q 

Leading Index, Australian Credit Conditions 

(advanced 12 months) 

q 

Loose/ 

Resilient 
 

Tight 
 

Australian Property Prices, %YOY 

q 

% Spread, 6mth BAB vs. RBA OIS 6mth Swap Rate (shown inverted) 

q 
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