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without reference to your objectives, financial situation or needs. You should consider the information in light of these matters and if
applicable, buying and inspecting the relevant Product Disclosure Statement (Australian products) before making any decision to
invest. Our publications, ratings and products should be viewed as an additional research resource in contemplating
investments and investment strategies, not as your sole source of information. Past performance does not necessarily
indicate a financial productés future performance.

0Some problems are so complex that you

A WorldSet Adrifix have to be highly intelligent and well
| informed just to be undecided about them.
In a world where Government & Central Bank poli X5 NI [ F 6 NBYEI0 t

is trending towardsbecoming more extreme anc
WctivisQ markets and structures can very easily |j thisLetter
become detached from fundamental realities far  Pg.1c The Conceit d¥lacro

longer than would otherwise be anticipated.

Confidence in all of its forms becomes a key metric

1 Pg.8¢ The latest SigndPalladium]

to measure and monitor. Confidence after all is at the centre of ecoa activity and
money creation (as explained RCS 011 Having tools tdbetter measure and
understand confidencwill likely prove essential in the years to come.

Such environments will see many exchange traded securities (such as stootés

and ommodities)
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than the sober realities ofthe underlyingproductive capacity &usefulness of the

enterprise or commodity in questionAnalysing stocks and bonds as if they were
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in the years to come, more so than at any time in histéyalysing currency markets

and capital flowswill also be crucial, as they will be the moderattrat determine
the degree to whiclGovernmentsansuccessfully pursue populist economic policies
or not.
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Before we explain some of the tools and approaches we have developed to measure
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our Portfolios,we need to constantly be appraising and monitoring the conditions
unfoldingin the world.
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picture high-level factors that arelrivingthe broader global economy and financial
markets.Every single decision an investor makes, either knowingly or unknowingly,
involves making assumptions about Macro fact@spendingupon the market in
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6 I Y RMadrdd&ctos typzityéaccauit fonidre thah 66 to

70% ofthe majority of moves & broader trendis markets or securitievith Macro
agnostic factors explaining the rest of a market move)
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many forms of conceit.
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What do we mean by this?
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Have you ever thought about the magnitude of the challenge when it comes to
analysing the macro environment?

When trying to analyse the macro environment, especially as it relates to the
prospects for asset classes and markets, we have the followiny aifrassues
O2yFNRBRYGAY3I dza X

1. IDENTIFICATIODb you even knowll of the variables that matter? Is it possible
to even know that you have identifieall of the variables that matter®o you
knowwhatd NA 6t S& aSSyYy G2 (olvisav&dE odzi | Oldz t @&

2. RELATIONSHIR®: you know the shifting sands of relationships between these
variables?

3. MAGNITUDE®®o0 you know how to properlgssignveightto each variable®o
these weights change over time and in different system structures?

4. SEQUENCINGD you know how to properly sequence first, second and third
order effects?

5. EMERGENT PHENOMENA: you know how to identify and handle the
inevitable developments of emergent behaviours in the system (that will
frequently give rise to paradoxical effect)?

6. NET EFFECT®light of the above, do you know how to accurately interrelate
the combination & sequencing of such a complex array of influences (assuming
you can even identify and understand them) and discount them into a market
price or some conceptiof ¥ A Y KSNByYy i W@ f dzSQK
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No one can do this, not even the most powerhuitjficial intelligencealriven quantum
computer can handle thig; especially when you have multitudes of human
participants at the core of the system being analysed.
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This is largely the whole point of why markets exist.

Hence there is an immense amount of information that markets are telling us if we
would but learn to listenWe must learn to play the game at a meta level as opposed
totheledSt |G 6KAOK gSQNB AyAGAIFfte LINBRA&LIRZASR

alONRB Fylteéeara Aa lftyvyzad Iy AYLRaaraotsS Gl aji:
RSOAaA2ya GKIG KF@S 02yaSljdsSyoSas ¢gSQNB ada
environment nonetheless. Better to do sovaever from a sober & humble starting

point as to the audacity of the task as opposed to naive excitement.
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u Step onein the training of any macro analyst or investor is to o :gsre);t omlncse lonzasmgn Aa
harness their enthusiasm and set them on a wild goose chasq frst exercises his mind with suffering
try to do all of those steps (1 through 6 above) for any given,q his sinews and bones with toil:
market or economic system. Basically to overwhelm them, to It exposes him to poverty

help them morefully come to the end of themselves so they ang confounds all his undertakings.

might be ready to actually start learning which kind of ¢tKSy Al Aa asSSsy
F2NBaKlIR2ga {GSL) (62X Xall aKA28%BRC:
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almost the height of hubris.

u StepthreeisK St LAy 3 GKSY (2 NBFfAasS 0(dKIFIG GKS&2QNB
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u Stepfour is helping them to start from a place of humility, but with the previous
benefitof vainly trying to understand the complex system in detail, @gning to
WEAAGSYQ G2 ¢gKIG GKS aeadSy o@Al AdGa YI NS
Learnirg to shift towards a meta level framework.

i To develop ways to monitor the participants, and to understand the
behaviours of the soci@conomicsystems at play, to ride on the patterns
and trends of change as they are naturally occurring rather than to project

aL¥ | YLy @) your own form of idealism onto the world and markets.
certaintieshe willendin  q To develop ways of deciphering signal from noise.
doubts; butifhe willbe ¢ Tg |earn what things are important, what things are knowable, and what
content to begin with doubis underlying principles underpin the construction and operation of the systems
KS Attt SYR in question. Deeper insight into the present and its origins frequently gives
X{ AN CNI rise to a degree of foresighithich then helps to fuel the strategy required in
Step five...

u Stepfive is figuring out practical processes that help you to flow with that system,
to identify opportunities and minimise unnecessary mistakes, to evolve portfolio
management strategy ab to convert the change the system experiences into
investment returns with minimal risk of capital impairment.

u Stepsix(if you are an investment manager) is to gently guide others through the
above but with particular emphasis on Steps four & five.

G2 KSYS@SNJ 6S KIS I+ tFNBS ydzyoSNI 2F I OG2NAZ
potential for a Complexity. Such complex adaptive systems typically show emergent behavior, whict
neither predictable from the actions widividuals, 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 tha
involved, even to those trying their hardest to modify or "lead" the system.
CKS GLNRIOYB (KS ¢az2ftdziazyé ' NB NBOdzZNAAGSE e f
impacting the other. There are perplexing circular causal chains, often with time lags that mask the t
between cause and effect. As a result, the effects of charigeseéire often unpredictable and even out
of proportion to the effort.
Change efforts cannot be withdrawn. There is no experimentation; any changes alter the system ir
irreversible ways. There is often mysterious resistance to even obviously benedioga.ch
¢tKS aOKIFy3aS |3Syidaé¢ FNB Ay GKS aeaidsSvyszr yz2id 2d
an event which changes the system. Executives who believe they are "in charge" often make decisit
which are ilitimed or capricious, whicbnly sends the system into more dramatic reactions. In reality

they do not run the system; they only ride it.
XWSNNE [ ¢LffSe& 06066

The ultimate dataset is the market itselfimely, accurate and effective balancing all
of the myriad and complex forces acting upon it. Interestingly though, not all of the
forces acting upon the market are sustainable and herein is where opporturétylie
this is the insight that underpins much of our fundamental analy$igt and also a
belief that first principles & common sense are the most powerful things in the world.

www.prerequisite.com.au page 3

Copyright © 2019 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



www.prerequisite.com.au PrereqUiSite
CAPITAL

ASYyOS Aa LRsSNW® t+iGASyOS )\altwyil@unthe;[ghtltlmeacsy'
A by R
]

[atN

at I
FOG = T2MJu S NR3IAKIG LWAYOALISa
XCdzZ G2y Wd1969

S
The key also is to learn to see the behaviours of the participants within that
marketplace. To watch the money that moves into and out ofrttegkets- to watch

what the sophisticated, welhformed and welresourced participants are doing, and

to watch with equal intrigue what the unsophisticated participants are doing... to
even see what value or otherwise the broader economic system isnglan the
market in question (by looking at the money that moves in and out of the market from
the broader economic system the market is a part of, as distinct from the money that
comes from participants that are analysing and transacting in the market fo
speculative, investment or hedging purposes). Examples of how we do this are replete
through our PCS Reports.

LT S adlryR AYy | NR2Y @gAGK FAFOGE 2N I Kdzy R
motives and characteristics, we can fornfidiée ideas as to their probable actions under a given set of
OANDdzyaidll yOSad ¢KA& ¢2dzZ R 0SS AYLIZaaAa
OdPPwWwAOKEFNR 28012FFT W{id

In watching how participants behave, how money moves in or out of a market

cdy adGFrNIL G2 4SS GKS KSFHfGK 2F GKS YIFIN] SO FyR
and by putting the diversity of markets together, we can gain timely insight as to what

Ad KFELIWISYyAy3a Ay (GKS ONBFRSNI deaiS&xX FNBIljdSSyiit
foresight that helps us to more successfully navigate markets.

None of this necessitates the use of economic statistics in the first instanatieer

economic and financial stats help us merely to more accurately glimpse into some of

the deeper mesages the markets and participants are already giving us. In this way

S fSFENYy G2 WEAaAGSYyQ G2 GKS RAFFSNBY(H SYSNHS)
GKS ONRIRSNI a2aidsSys G2 wasSSQ 6KIFG 1S@& LI NIAC
getting distrated by their apparent opinions or views.

2 KIFG 6SQ0S RSAONAROSR 0208 OftSIN¥&@ A& || WRAN
world that is likely to be increasingly set adrift upon a monetary sea of activist policy.

Watching where the money flows and dgleering the behaviour of participants will

be just as important to navigating markets as will be the underlying investment

analysis.

GD22R lFylféeaira 02vySa FNRY 3A22R dzyRSNAEGI yRAY 3
framework thatk Sf LJ&A @2dz 2NHIF yAT S @2dzNJ GKAY1Ay3aIX |
information intelligentlyg to turn the information into knowledge. Concepts and frameworks are only
AYLRNIIFIYyG AF GKS& €SIR G2 Fylfea

...Stephen H. Penman

In seeking to move in these directions, we have found necefisgymother of all

Ay @Sy §tarthg féoix first principles and then exploring many ways in which we
can develop tools to measure and map elements of the system that are important to
navigate it
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Frontrunning & Flowing with Markets: Deciphering Signal from Noise
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feature of market structurethat occurs prior to a significantmarket turn of
consequence.
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is going on with a particular market, we first need to provide a brief overview of a key

Michael J Mauboussin of Blue Mountain Capital Management LLC authored a brilliant

white paper titled;& 2 K 2

L& hy ¢@#&2%h FabR&1S)NA afiditiéhSodry

other great insights, he summarised the work of Blake LeBaron (ihDghael

explainsga LYy YI NJ] Séaz

LINA OS @OSSNB FTNRY O f dzS

thing, or act as if they do. In other words, when investors lose diversity markets lose
S T F A OHe$h¢rotes the Professor directly:

(Blake LeBaron, PhD:# D u r i n g-upttoraerash,papulation diversity fails. Agents begin

to use very similar trading strategies as their common good performance begins-to self

reinforce

shares could have a strong destabilising impact on the market. The economic mechanism here

. This makethe population very brittle, in that a small reduction in the demand for

is clear. Traders have a hard time finding Anyone to sell to in a falling market sing@eeer

el se
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very similar
The popul ation

p—
Exhibit 5: Agent-Based Model of Asset Prices S
Blue Mountain
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Source: Blake LeBaron, “Financial Market Efficiency in a Coevolutionary Environment,” Proceedings of the Workshop

on Simulation of Social Ag

ents: Architectures and Institutions, Argonne National Laboratory and University of

Chicago, October 2000, Argonne 2001, 33-51.
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AfBecause the traders we rdeoppedsandtiey pushed the asseepriae into bubble
territory. At the same time, the marketds fragi/l

AThe model underscores some i mportant | essons al
lose diversity by imitating one another, the initial impact is that they get richer. This is why betting against
bubble is so hard. Positive fagatk pushes price away from value and creates lots of paper gains along the wa

_ fi _| f ever y bBeing wrong in the short term, even if you are correct in the long term, introduces career risk where poor rest
thinking the same thing,p ut a portfoli o manageros job in jeopardy.

then nthbhodkyd

...General George S.
Patton (18851945)

nSecondkethbhe mamction to a-liecéacti &As idmversvet yi f
rises. But the higher asset price obscures the underlying vulnerability. At a critical point, however, &
incremental reduction in diversity leadstoadae dr op i n the asset price. C

ACrowding not only induces mispricing, it also c
rule and the population of sellers using different rules has nothing le#ltatse model reveals that the price
has to drop sharply to clear the market. Thefiopar relationship between diversity and price makes the sharp
decline appear shocking in retrospect. 0

If the aim is to fronrun the major market moves, but not be taarly or too late,

then longeri SNY W{ (G NHzOG dzN> f a2YSyiddzyrQ adGddzRASa 0O2YL
CdzZNYy Ay 3 t2AYy0Q &addzRASEA FNB KAIKE @ dz&aASTFdzZ & {AY
analysis of complex systen#a A Y LJX S Q nd @ith&iitS dhgirs, which is

where risk management comes .in)

{ GNHzOG dzNF £ a2YSyldzY 60o0@8NL @gAGK [AljdARAGE W¢ dzd
in Momentum Structures. We won't always know the news or the catalysts, but we
canidentifhighg@ 6 6 Af A& WONRGAOIf YhippidgPoin®d2y RAGAZ2Y &
are highly probable, especially within the liquidity structure of the trading of a

marketable security.

The Liquidity Turning Points NB S&aaSydAialtfte I WONRGAOIE YI &aa
within two broad groups:
O Minor SignalstollowRA I Y2 Y RA0Y SljdaA @l fSyd G2 | WFFadQ
4 Major SignalsolidRA I Y2y RA0Y Wat26Q Yz2ySeée O2yaSyadzax
Equities // ~1400
MSCI World Equities 1300
-1200
o -1100
MSCI World Equities P> [ aia
s PCS 022, 4" Feb 20186 ] B
fiéat the end of | aso
— 6Liquidity Sliugmadlnsy tPE
- 7002
Q ¢
Q O ¢ ‘ $ & - 600
0.25 - O T T ) . Y B e (R
N o = _ Qi - 500
0.00 - - % " - 400
= - 300
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flares in jungle warfare, when they trigger they most definitely cause us to sit up and
pay attention

By using tools such as these (which can be applied to any exciradge
market security), we need not worry about the myriad complexities macro
analysis, but rather be guided in a timely manner by the information being generated
by the market itself.

In a world where disorientated capital flows and possibly higlgigressive monetary

policy, having a methodology that can take cues ftBm K | hiappénidrather than

whatWa K 2 drfagpenimngdnl likely be invaluable. Furthermowéth ideas like QE

9 aat¢ 3ILAYAYI GNFOGAZ2Y | NRPdzyR GKS ¢2NIRI ¢S
become unmoored from old school fundamentals

Just theweek before(29th Jan 2018&he major diamond was triggerede published
the updatedMoney Flow tooldor World Equitiegsee below) showing a similarly
significant need for caution (a weakjuidity condition combined with excessive
Speculativeinterest and heavyPatient MoneyRA & i NA 6 dzi A 2y k aSf f Ay 30 X

i...focus on the r
most people in the market are looking fc
earnings and conventional measures.
l'toés liquidity tl

¢Stanley Dru Best understoodasthegunder | vi ng méowvemeall

which at the time of the Liquidity Signal triggering was
showing a very weak liquidity condition (unable to make new
highs)despi te the drastic ew hig

o -1400
‘Emergent’ System MSCI World Equities | 4300
1 Money Flows 1200
) v

7] 1100
1000

‘ J - 900 _

=]

] w - 8002

1 l 700~
| 1 600
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] ; - 400
Clearly a Speculatively 300
driven ramg ~ 200

Speculative Money Flow

BUY? v \
"""""""""""""" :‘:-E-I:I:I-Iil-é¥---—- L. e .

3 J
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5 151 Mo AN A . y :
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1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020
We are constantly looking to assess how price behaves relative to flows, whether it
Oy LI &aa | (Sad 2N LINRAINBaa Ayidz2z | oS 1 2 NJ &
toolshelpustose? o Sy St (G K aof krge. & dzNF I OS Q
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Last weeKthe lastweek of Marchgy S F A y I f f &E LiqulidRy Diamépd digBa® NI
trigger in Palladium.

In Januarywe identified this situation building when we wrote:

[January AX@t9élhi gh pr ob abiwithintthe nextf 1-6 anonth& j o r top
Underlying Liquidity reveals an amazingly weak market, and with a Major Liquidity signal
about to trigger in the context of an wuninspiring

In Februarywe then published this chart highlighting the propensity for thgnal to
GNRIIASNI AYy al NOKX

Palladium, although considered a precious metal, is used extensivelgrsrand

St SOGNRYAO 3I22RA | NInuggropsiiekdio apidcdd viixtops & 4 dzOK X
in the global economic cycleand as compared to our leading indicator for global

growth (featured in our previous Quarterly Letteahd also the US PMI, it seems it

might be ringing the bell at the top of the growth cycle presently?

CPB World Trade Volumes

. q
Palladiumu
Global ex.USA Composite Activity Impulse
(scale not shown, see PCS 032 for explanation) USA, PMI
q q
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