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No Free Lunch

Dear Readers,

Last month most stock markets rallied. We predicted this in the last issue as the
strongest probability for a rally is normally during the months of November and
December. After the rally, most markets are still well down on the year. It is
conforming to a classic bear market rally.

We are concerned that even after the equity market sell off this year, valuations
are still very high and housing affordability remains very poor. This pumping up
of asset values has been going on since Alan Greenspan gave his famous
“irrational exuberance” speech. What started in the USA but has been copied all
over and is now a Global phenomenon. Inflation was bound to happen.

Whilst some components of US inflation have cooled down — especially in
goods prices — the same is not true of services. The Fed will be looking at these
very closely as they try and build a better picture of the inflation outlook. They
will very likely keep hiking rates until it is clear that inflation in services has
topped out; there are no signs of this yet. The probability of a recession next
year is very high indeed. After the rally, the holdings we have are primarily equity
based. This rally could last a while longer, but we only want to rent it and not
own it. Use it to get level and de-risk the portfolio. Good Luck.

Best Wishes,

by €

Robin Griffiths

/]
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Dear Readers,

The title of our newsletter this month is a reminder that the economic and market
conditions we are experiencing are largely the result of central banks profligate
policies enacted since the Great Financial Crisis. There was bound to be payback
and we are slowly realizing the consequences of these policies.

In the United States, ever since the Baby Boomers entered their key working
years and began to accumulate assets, the Fed has resorted to cutting interest to
prevent severe economic downturns and asset price deflation. By doing so, they
managed to prop up household networth so that households would continue to
feel wealthy, have a higher propensity to spend and keep “prosperity” on track.
The only problem is that these policies have benefitted asset owners much more
than salaried workers — evidenced by the growth rate of asset prices far
outstripping the growth rate of the US economy.

After the crash in 2008, US Household networth began to fall rapidly and
appeared to be catching up with economic reality. It seemed like the game had
tinally come to and end. Sadly, that was not to be. Before long, the Fed had short-
circuited the decline using ZIRP and Quantitative Easing, rebuilding US
household networth and relaunching its stratospheric climb. This strategy was
enacted at every juncture until the coronavirus pandemic changed the game. It
caused a surge in global inflation and forced the Fed’s — and other central
bankers — hand. When it became clear just how woefully behind the curve they
were, they had no option but to aggressively and deliberately start hiking interest
rates to play catch-up on inflation.

Now, we find ourselves in a world where central banks are struggling to hold
down inflation, income inequality runs rampant and asset prices are at risk of a
giant correction. If you were to rate central banks for the job they have done,
what rating would you give them?

Over the last month, US headline inflation has fallen to 7.8% from the June peak
of 9.1%. This has raised hopes amongst investors that US inflation has peaked,
and the Fed may not need to tighten as aggressively as before. The truth is a little
more nuanced. Whilst the figures are encouraging, services inflation is yet to peak
and this matters to the Fed. The bottom line is that the Fed will not stop hiking
interest rates until this is under control. Whilst they may eventually end up
crushing inflation, they will also break the economy in the process.
Unfortunately, there is no free lunch — especially in economics.

For now, markets have been rallying on the back of the good (inflation) news.
But it’s only a rally in the context of a bear market. We are only seven months
into the rate hiking cycle and more pain lies ahead. Use the rally as a chance to
get level and reduce portfolio risk. Essentially, rent the rally don’t own it.

If you have any questions or comments, please write in to aaa@bytetree.com. In
future we will be hanging out at https://bytetree.com/research/aaa. If you have
friends or family who you believe can benefit from our service, please spread the
word.

Thank you again for your support over the years and good luck with your
investments.

Best Wishes,

Rashpal Sohan

1 BY TE TREE PREMIUM

Page 2

An investment report from ByteTree | https://bytetree.com/research/aaa
This report is only intended for the recipient. PLEASE DO NOT FORWARD.



30™ November 2022 The AAA Report Issue No.6

AAA Model Ranking
GBP Portfolio

Model Ranking Date: 29" November 2022

IMPORTANT: Please Read the Addendum below before buying or selling any Assets.

ADDENDUM

The model was first run-on 25™ November 2022 this month. At this time, the strongest ranked assets were India
Equities, World Low Volatility Equities, US Equities and World Equities. The model was rerun on the 29" of
November 2022 and the strongest assets remain the same. Buy or Hold these.

¥V For an explanation of what this portfolio is and how to use it,
please see the “Model Guide” we’ve compiled at the end of

this issue.

5 e US Equities

= ¢ World Equities

. e India Equities

= e World Low Volatility Equities
= e Inverse UK Equities

e e Agriculture Commodities

o Stock markets have rallied over the last month. This is a seasonal rally within the context of

a bear market.

e The rally should continue through December but in the New Year the bear phase will likely
resume.

e Market valuations are still very expensive and house prices are ridiculously high. A major

correction is due.

e The probability of a global recession next year is highly elevated. This has not yet been fully
discounted.

e Use the rally as a chance to get level and reduce portfolio risk. Rent the rally don’t own it.
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“T'here 1s something seriously wrong with the prevailing
ideas of monetary policy, when central banks protect their
credibility by driving economies into recession”

— Sanna Marin, Prime Minister of Finland

Most World stock markets rallied last month. This has deceived many into believing that the worst is over and
a soft landing for the economy and a new bull market will follow soon. We think this view is incorrect and will lead to
massive losses.

The rally was a bear market rally. We predicted in our last issue that this would happen. If you had to choose two
months when rallies occur, then they would be November and December. It is normal for there to be a seasonal low in
October and from that depressed state a rally occurs. It should continue through December on low Christmas volume.
Then early in the New Year the bear will resume its path. This is a high probability bet based on historical data.

Next year, there will be a global recession and unemployment will rise. Stock markets will fall back and make new
lows in this cycle. The message for now is to rent the rally and not own it. Use it to reduce risk and get liquid again,
ready for a better buying chance late next year.

One of the most significant long-term drivers of the economy and the stock market is demographics. This force
plays out over multiple years but is very powerful. We mention this because the demographic position has completely
reversed in the West. Just after World War II, there was an enormous “Baby Boom” in the West which caused the
population to grow significantly. For years there were a few old and young people — both economically dependent groups.
Over this period, population dynamics were dominated by the huge “Boomers”. As these set of people reached working
age they drove a huge consumer boom, but this demand did not cause runaway inflation. It would have done so
if all the manufacturing had been done at home. Instead, China and Eastern Europe both offered to do the work much
more cheaply. These two areas were exporting deflation, benefitting the baby boomers.

They were extremely cosseted. Their parents fought the war and had to rebuild their economies, but the boomers
walked in peaceful times supplied by an endless barrage of cheap products. As they began to accumulate assets
— real estate, businesses, cash, art, stocks in their pensions and other investments — their networth began to soar. At
first, it grew at roughly the same pace as the economy (Figure 1). Whenever there was a large economic setback or the
risk of a bubble popping, the then-Fed-Governor Alan Greenspan forcefully lowered interest rates to prop up the
economy and financial markets. With every “Greenspan put”, as it was referred to at the time, the growth rate of
household networth began to decouple aggressively from the growth rate of the economy (Figure 1). It didn’t
matter for the Fed that this was unsustainable in the long run. What mattered was preventing a significant decline in

household networth. It was fully understood that as long as households continued to see their networth increasing, the
propensity to consume would remain high and keep “prosperity” on track.

There were some losers over this period, and they were the wage earners in the rich western countries. Their jobs
were taken by the cheaper Asian and European workers. If you owned assets you got to be rich, but if you worked for a
salary, you missed out in the West. The inequality gap between the rich and poor became very large. When the housing
bubble burst in 2008, it seemed like the game was finally drawing to a close. Household networth began to fall
rapidly and appeared to be catching up with economic reality. But before long, the Fed had short-circuited the

decline using ZIRP and Quantitative Easing, rebuilding US household networth and relaunching its stratospheric
climb.

The coronavirus pandemic, however, was the game changer. It caused a surge in global inflation and forced the
Fed’s — and other central bankers — hand. Having initially denied inflation was a problem, it became abundantly clear
how woefully behind the curve they were, coercing them to start tightening monetary policy. Now, they are aggressively
and deliberately hiking interest rates to play catch-up on inflation. Whilst they may eventually end up crushing
inflation, they will also break the economy in the process. Unfortunately, there is no free lunch — especially in economics.
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» Figure 1: The economic policies of the Federal Resetve have caused US Household Networth
to outstrip the growth rate of the economy benefitting asset owners over salaried workers
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This scenario has driven stock markets for the last four decades — essentially, a working lifetime. Now, the baby
boomers have gotten old, no longer work much and have become dependent. Across the total population there
are now many old-age dependents, some very young ones, and only a small group in the middle working to pay for it all.
It is also true that the great China boom is over. They have prospered and get paid well. The same applies to the Eastern
Europeans. They cannot export deflation anymore.

If we now want work done in the western world, then the number of working-age population available to do it is a small
number. Their wages, which have not risen in real terms for decades, will now rise. This brings in a new era when
wages will grow, and this is inflationary. This trend cannot be cancelled by a new player to stand in where China once
stood. Aside from China, the only giant populations are in India and Africa - both with around 1.3 billion people. India
is already doing great and is the strongest equity market in the AAA ranking table, but it is not going to take over
from China in manufacturing. Africa is nearly the same population as India, but it is divided between 54 countries
spread over an area that is ten times the size of India. It is far too early to make a difference.

There has been a Great Reversal in Demographics. This is set out in a book by Charles Goodheart and Moraj
Pradhan. They believe that this new trend to structural inflation will last for years — thirty to forty years on the way

up. So our future, for now, is on the way down. It is, however, a very slow-moving trend. Many western workers want
higher wages now, but for a time they will be told they cannot be afforded. We are at the turning point now but the fight
to hold inflation down will last a while. There is a giant correction period to go through now.
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Over the last decade, one of the assets that has been the largest beneficiaries of central banks profligate policies

is the global housing market. The boom has been one of the strongest on record aided by ultra-low interest rates,

stimulus cash and mania buying. Now that interest rates are rising and households face mounting financial pressures, the

tide has turned. A broad-based slowdown is underway with house prices having already fallen in more than half of

the advanced economies, and many more likely to join next year. According to calculations by the OECD, housing

affordability across the OECD countries is the worst it’s been in over two decades (Figure 2 - line chart). This measure

is calculated by dividing the nominal house price index by the nominal disposable income-per-head.

Across the OECD as a whole, housing affordability is 12% worse now than during the housing bubble peak in

2007 (Figure 2 — line chart) according to this metric. The picture across individual OECD countries is very similar. The

heatmap shown below tabulates the same affordability metric for the OECD counttries, colour-coded so that red denotes

worsening affordability and green means the converse. As can be seen, save for a few countries, the situation across

the World is pretty much the same: house prices have become very unaffordable, making a reset necessary. Simply

put, if wages don’t rise then house prices will have to fall.

» Figure 2: Across the OECD, house price affordability is worse now than it was during the

bubble peak in 2007
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Romania 179 174 159 147 138 123 125 116 114 110 109 104 103 98 99 94 90 87 86 84 78 76|78 73 82 82 77 76
Russia 169 190 192 191 199 190 185 177 172 ## 218 213 ## ## 195 172 165 148 123 120 117 114 114 109 105 103 102 98 100 97 98 98 99 102 96 100
Slovak Republic 102 105 107 113 118 136 137 129 120 111 109 107 108 103 101 99 101 100 100 100 100 101 102 105 103 104 104 103 104 110|115 115 114 124 127 131
Slovenia 131 133 133 127 120 120 121 117 121 19 115 112 111 107 103 101 101 98 98 100 101 104 104 106 106 106|106 105 106 116 118 118
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Stock markets have fallen a lot this year and are in a bear market. Whilst they are not as expensive as they had
been at the top of the market, in aggregate they are also not cheap. The chart below (Figure 3) plots the Global
Market Cap to GDP Ratio — a simple but very useful method of valuing the global stock market. This valuation metric,
also referred to as the “Buffett Indicator” after famed investor Warren Buffett lauded it nearly two decades ago, tells us
that global stocks are still not cheap when compared with global economic output. The indicator stands at 80% compared
with the long run average of 60% (Figure 3). In other words, global equities still have a long way to fall before they

are considered “cheap” again.

1 BY TE TREE PREMIUM

Page 6

An investment report from ByteTree | https://bytetree.com/research/aaa
This report is only intended for the recipient. PLEASE DO NOT FORWARD.


https://archive.fortune.com/magazines/fortune/fortune_archive/2001/12/10/314691/index.htm

30™ November 2022 The AAA Report Issue No.6

» Figure 3: According to the Buffett Indicator, the Global Stock Market is cheaper than during
the pandemic bubble peak but still has a long way to fall before it can be considered cheap again

Global Market Cap to GDP Ratio*
*DS-Total World Market Cap, World GDP estimate by Oxford Economics
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That is the long-term outlook, however in the short-term global stock markets have been rallying as is normal for
this time of the year. When we compare the performance of global stock markets year-to-date and since mid-October
(Figure 4b), it is clear that markets are rallying in the context of a downtrend. Whilst neatly every single stock market is
in the black over the last month, after the rally nearly all markets are still in the red. In other words, it is a seasonal rally
in a bear trend. However, what comes as a surprise is that following the rally nearly 70% of equity markets are now
trading above their respective 200-day moving averages (Figure 4a). This is significant and begs the question: are
we at the start of a new bull market? We do not think so and will explain why shortly.

Page 7

= An investment report from ByteTree | https://bytetree.com/research/aaa
MBI TETIREE P y P Y
i PREMIUM This report is only intended for the recipient. PLEASE DO NOT FORWARD.



30™ November 2022 The AAA Report Issue No.6

» Figure 4: Global stock markets have rallied strongly since mid-October with 70% of markets
trading above their respective 200-day moving averages but nearly all still in the red year-to-date
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One of the main catalysts for the rally was the October reading of US Consumer prices being better than
expected; headline US inflation fell from 9.1% in June to 7.8% in October (Figure 5a). The encouraging figures have
raised hopes amongst investors that inflation has peaked, and the Fed may not need to tighten as aggressively as before.
Whilst the figures are reassuring, the truth is a little more nuanced. When gauging the outlook for US inflation, the Fed
prefers to use the PCE Price Index as it more accurately reflects consumers' spending habits. It switched over to this
index a decade ago from the CPI. The PCE Price index is comprised of both goods and services prices. Whilst the
goods component has topped out, services have not (Figure 5b) — and this matters to the Fed.
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» Figure 5: Whilst the fall in October’s reading of US Headline Consumer Prices is encouraging,
service inflation continues to rise making it unlikely the Fed will stop hiking interest rates

(2) (b)

US Headline Inflation* US Personal Consumption Expenditure (PCE) Inflation
Annual % Change broken down into goods and services inflation
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Source: Byte'Tree, Refinitiv Datastream

Services such as housing, healthcare, recreation etc. represent a much larger part of the US economy than
goods, accounting for nearly 67% of the economy. Prices for services remain persistently high and will take longer
to come down (Figure 6). Inflation in services generally reflects rising wages which are in turn passed on to consumers
in the form of higher prices. This makes it a key concern amongst Fed officials who are worried about the stickiness of
inflation. The bottom line is that the Fed will not stop hiking interest rates until services inflation is under control.

P Figure 6: Service-related costs are likely to keep rising at an accelerated pace and keep inflation
at elevated levels into next year
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Whilst cooler inflation data helps the stock market to rally in the short-term, what is really needed to turn the
fortunes of the market around is improving economic growth momentum. The chart below shows global stock
market performance since the turn of the century, overlaid with an oft-used proxy for Global Economic growth
momentum. As can be seen, the two series have been tied-to-the-hip over this period, sharing a statistically significant
80% correlation (Figure 7). This is by no means a surprise as global stock markets are discounting mechanisms of future
economic growth prospects over the long term. The vital message here then is that until global economic growth
momentum picks up, we cannot count on a decisive reversal in the market trend.

» Figure 7: Whilst cooler inflation data has been a catalyst for a short-term market rally, a more
significant driver of the market’s longer-term performance is economic growth momentum
making a stock market reversal unlikely until economic growth momentum picks up
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There are some indicators which have a good track record of predicting where this trend is headed in the near
term. One such indicator is the diffusion of OECD Leading indicators. It is calculated as the proportion of
indicators which are increasing in any given month and has historically served as a reliable gauge for the direction of
global economic growth momentum over the next quarter (Figure 8). The message from this measure is that in the
coming months risks to economic growth are to the downside. Unfortunately, equity markets have not fully
priced in the risks and are vulnerable to falling significantly in the year ahead.
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» Figure 8: Indicators which have historically had a good track record at predicting the direction
of economic growth momentum suggest more economic pain lies ahead

Global PMI Manufacturing and Global OECD
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Ned Davis Research has gone a step further. Using the same set of OECD Composite Leading Indicators (CLIs)
used to calculate the diffusion indicator referenced earlier, they have quantified the probability of a global recession by
incorporating both the CLI level and trend from each of the 35 countries. According to the output of their model, a
score above 70% indicates a high recession risk whilst a score below 30% suggests the opposite. The current reading is
98% (Figure 9). To put that number into perspective, consider that the last two times we had this signal was in 2020
and 2008 to 2009. The signal does not get worse than this. Markets have priced in the risk of a moderate slowdown
but remain oblivious to the threat of a severe global recession.
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» Figure 9: The Ned Davis Research Global Recession Probability Model predicts a 98% chance
of a global recession in the coming months

NDRG Global Recession Probability Model vs. MSCI ACWI Monthly Data 1987-12-31 to 2022-10-31
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One of the reasons why we strongly believe there is more pain to come is because we are only 7 months into
the rate hiking cycle. As we have discussed in the past, monetary policy works with a lag of around 15 months. This
means, the full impact of the rate hikes witnessed this year will not take a toll on the economy until next year. However,
some interest rate sensitive sectors of the economy have already started to crack and the US housing market is one of

them. According to the Bank of International Settlements, residential investment has “consistently anticipated
economic downturns” despite only being a small part of the economy. The extent of the decline in this series shows
the Fed is piloting the economy to a hard landing next year (Figure 10).
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» Figure 10: The extent of the decline of US residential investment suggests that the Federal
reserve is piloting the US economy towards a relatively hard landing in the year ahead
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The state of the US labour market is one of the most important signals of a recession and has so far remained
fairly robust. Despite the Fed’s best efforts to cool down the “overheated” labour market, US job growth rose at an
unexpectedly rapid pace in October defying expectations for a larger slowdown. However, there are signs which suggest
that job seekers are likely to face tougher times in the year ahead. Taking into account the historical relationship between
the US Housing and the US Labour Market, the deterioration of the former suggests that the US Unemployment rate
could spike to over 5% by the end of next year from its current 3.5% level (Figure 11).
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» Figure 11: Whilst the US Labour market has remained fairly robust so far, the deterioration in
the US Housing market suggests US unemployment could spike to 5% by the end of next year
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A reader asked us to evaluate if running the AAA model twice a month outperforms running it only monthly —
as we currently do. There have been times when market volatility picks up significantly and some readers feel that dealing
more frequently may be a better strategy. The back test has now been done leaving us to conclude that we are
better off as we are. The test shows that the two systems were neck-and-neck with each other between the period A to
A (Figure 12). They then departed on the way to B. Over this period the more active strategy did better. After some time,
they converged again.

So, the simple answer is that the more active dealing does marginally better but not all the time. The performance
of the two systems tends to converge in the long run. Secondly, the amount of extra return is very small indeed for
the effort and dealing costs. One averages at 12.6%, the other at 13.1%. The volatility of the two systems is almost
identical. The maximum drawdown is 12% vs 11.8%. The real difference is the number of trades which ramps up from
300 to 500. When you allow for dealing expenses this would decimate your advantage. Our solution is to keep running
the model once a month. Most of the time we will only need to deal once a month. We will keep expenses down
this way and will not lose out. However, if in future there is an event of great volatility like the 1987 crash, then we
can run the model again and reveal any new changes. These events would, by definition, be rare.
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» Figure 12: Comparing the performance difference of running the AAA Model once a month
and twice a month

AAA Strongest Ranked Assets Performance
Trading Once vs Twice a Month
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The bottom line is that we are having an expected seasonal rally, within a bear market. The bear market will
resume next year and a recession has a high chance of following. We want to use the rally as a chance to reduce
risk and get liquid again. We notice that India is the strongest equity market. Stock markets are often described by
a quick mnemonic. Jim O’Neil came up with “BRIC” to describe the key markets of Brazil, Russia, India and China.
Once he had retired to the House of Lords, the initials were changed to “Bloody Ridiculous Investment Concept”.
However, the idea stuck and we moved on to “FAANG”. These high-tech stocks then performed well. Their time is
now over, and we are moving on again. The new label is called FAANG mark-two. This time the letters stand for Fuel,
Agriculture, Artificial Intelligence, Nuclear, and Gold. It is certain we will find more marketing along these lines in future.
The list fits tolerably well with some of the themes thrown up by the AAA model. Stick with the model it is working
well.
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» Model Guide: What is the AAA model and how to use it?

e The AAA model is a technical model which ranks a list of important assets using our proprietary Business Cycle
Adaptive Trend ranking algorithm.

e As different assets outperform at different stages of the business cycle*, the AAA model aims to identify which
are the strongest and weakest trending assets at each phase of the business cycle.

e The model is run monthly and outputs the complete list of ranked assets divided into 5 distinct groups based on
their trend-strength: Strongest, Strong, Neutral, Weak and Weakest.

e Whilst we will show the complete list of ranked assets as a table in the Appendix (Figure B), the assets to buy each
month are the ones labelled as “STRONGEST”.

e The chart below (Figure A) shows the difference in performance between buying the assets labelled as Strongest
each month compared to buying the others [Strong, Neutral, Weak and Weakest]. The main point to take away
from this chart is that the Strongest trending assets significantly outperform the other groups over the long term
hence are the ones to buy. Of course, investors also need to bear in mind that past performance is never a
guarantee of future results.

e The rankings are done in GBP, updated monthly and any changes to the rankings need to be mirrored in your
portfolio [buy any assets that are promoted to the Strongest asset group each month and sell any that have left the
group]. These trends do not change as rapidly as those for individual shares and typically means holding four assets
each month.

e The strongest assets can be purchased using Exchange Traded Funds (ETFs) or Managed Funds. A representative
sample of the former is shown in the Appendix for illustration purposes however this list should not be considered
recommendations.

* Greed assets [risk assets| generally do better in times of economic expansion and investor risk-adoration. Conversely, Fear assets
[defensive assets] generally do better in times of economic contraction and investor risk-aversion.

» Figure A: Buying the Strongest ranked assets » Figure B: The AAA Model ranks a list of
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Appendix
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with representative ETF Tickers
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* Distributing units pay out dividends and income whilst .Accumulating units reinvest it. Please select the ones that suit you. In some cases only one option is

available.

51 BYTE TREE PREMIUM

Page 17

An investment report from ByteTree | https://bytetree.com/research/aaa
This report is only intended for the recipient. PLEASE DO NOT FORWARD.



30™ November 2022 The AAA Report Issue No.6

Disclaimer

The Adaptive Asset Allocation report is published by ByteTree and is intended for private investors. It is for educational
purposes and is not intended as advice. The views in this report are based upon information from sources, which the
authors believe to be reliable at the time of publication. The opinions, estimates and projections in this report constitute
the current judgement of the authors as of the date of this report. Past performance is not a reliable indicator of future
results and should not therefore form the basis of a decision whether or not to invest in any market or financial instrument
mentioned herein. Your capital is at risk when you invest. You can lose some or all of your money, so never risk more
than you can afford to lose. Fund performance relies on the performance of the underlying investments, and there is
counterparty default risk which could result in a loss not represented by the underlying investment. The markets or
financial instruments discussed in this report may not be suitable for all investors and investors must make their own
investment decisions using their own independent advisors as they believe necessary and based upon their own specific
financial situations and investment objectives. Always seek personal advice if you are unsure about the suitability of any
investment. Commissions, fees and other charges can reduce returns from investments. Profits from investments are a
form of income and subject to taxation. Tax treatment depends on individual circumstances and may be subject to change
in the future. This document may not be reproduced, redistributed or copied in whole or in part for any purpose without

ptior permission from the authors at aaa(@bytetree.com

Copyright © 2022 ByteTree
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