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Outlook: How All Markets Act the Same-- Until They Don’t. USD Revisited.

“Men, it has been well said, think in herds; it will be seen that they go mad in herds, while they
only recover their senses slowly, and one by one.” Extraordinary Popular Delusions and the
Madness of Crowds, Charles Mackay

Similar markets, like herd animals, have a tendency to move together, which in statistics-speak
is known as correlation. In the current Covid crisis, investors may be the ultimate non-social-
distancers, as they buy and sell all together much more than usual. The reason we talk about
correlation is that investors benefit from avoiding it. The best way to cut investment risk is to
own some assets that zig while others zag. The global Frontier equity markets, which we focus
on at Kyklos, cut risk significantly in this way. They are resistant, but not immune, however, to
joining the herd in these scary times.

Exhibit one: Frontier markets, which together offer the lowest correlation of returns of any
major equity class to the US market, at just above 30% on average (see graph below), have
recently seen spiking correlations to above 50%-- still offering good bang-for-buck in terms of
risk reduction for a US-focused investor, but a lot less than usual.

Exhibit two: Kyklos, as an active manager, is designed to offer added risk reduction benefits
versus the simple passive market indexes such as the MSCI Frontier 100 Index. And indeed, its
average correlation to the MSCI Frontier 100 ETF is about 50%. For an owner of the S&P 500
Index, a fund that only correlates at 50% to its asset class, which itself only correlates at 30%,
offers huge diversification benefits. In today’s feverish Covid markets, however, Kyklos’s 120-
day returns correlate with the Frontier ETF at 100%. All stocks are marching to the same
drummer.

As all investors know, however, when you buy a stock, you get the future, not the past. Since
this is about making predictions, here is a bold one: The spike in correlations shall reverse, both
for Frontier markets with the US, and for Kyklos with the broad Frontier markets. Frontier’s past
correlation with the S&P 500 maxed out near current levels in 2019, 2018, and 2017. Kyklos’s
correlation with Frontier peaked in each of those years as well as in 2015 and 2016. As for
possible catalysts that could get markets moving in different directions again, several would do
the trick: a Covid vaccine, better pandemic control discipline, economic visibility following US
elections, or maybe a Chinese GDP recovery. Covid remains wildly unpredictable, but fear--

which.isiwhat.drives markets-- has probably peaked.
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Is This Peak Correlation? Frontier's Correlation with the
S&P Maxes Out...
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... And So Does Kyklos's Correlation With Frontier
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What’s Up With the US Dollar?

Back in June we noted, along with a lot of other commentators, that the US dollar looked ripe
for some weakening, which would typically be good news for Frontier markets (see Kyklos’ June
investors letter section entitled, “So Frontier is cheap. What can turn it around?”). An investor
who shorted the US Dollar Index (DXY) and bought the MSCI Frontier Markets Index (MXFM) on
June 30 would have bagged over 5% on each leg of his trade. The chart below highlights that,
fundamentally at least, the dollar is looking less stretched, but not especially discounted. As a
driver for Kyklos’s returns, some of our expected dollar weakness is in prices, and country and
stock selection will again be critical.
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The US Dollar Rally Cools Off. Is It Enough?
3
2.5
’ N LN/ N N
15 \/ \ LT N / \
' NJ|J 7 NV
1
0.5
0
wn n (o] (e} [(e} [(e} ~ ~ ™~ ~ 0 [ee] [ee] o0 (o] (o)} ()] ()] o o
i — — — i i — — i — — — i — i i i — o o
W > O > > 6 > 6 > 4 > w > O > w > a6 >
=) o Q (C = [e] Q © S5 (o] Q © = (o] Q © = (o] Q (T
I Z L S I Z L S I Z LS Iz LS Iz oS
=== JS Dollar REER valuation, Z-score

Charlie Gushee
August 31, 2020

1350 Avenue of the Americas
2nd Floor

New York, NY 10019

t: 646.738.8078
cgushee@kykloscapital.com




Kyklos Capital

s

4

]

IMPORTANT DISCLOSURE INFORMATION This information is intended solely for the addressee, for
informational purposes only, is confidential, is not intended for public use or distribution, and may not be
reproduced or distributed without the express written consent of Kyklos Capital LLC (“Kyklos Capital”) or
Charles Gushee. In addition, the positions discussed in this letter are being provided only for illustrative
purposes in order to provide examples of the idea generation, research, and investment process of
Charles Gushee. The issuers discussed in this letter do not represent all of the positions selected by
Charles Gushee in the Fund. No representation is made as to whether or if the investment ideas
represented in the positions discussed in this letter have been or will be profitable. It should not be
assumed that Kyklos Capital will be able to identify similar investment opportunities in the future or that
any such opportunities will be profitable. The information in this letter is current only as of the date
indicated, and may be superseded by subsequent market events or for other reasons. Statements
concerning financial market trends are based on current market conditions, which will fluctuate. This
information does not constitute an offering of any security, product, service or fund, including interests in
the Fund. An offer or solicitation of an investment in the Fund will only be made pursuant to a
confidential private offering memorandum (the “Private Offering Memorandum”) and other documents
of the Fund (the “Fund Documents”) in jurisdictions where permitted by law, and only the information in
the Fund Documents should be relied upon when making a decision to invest. The purchase of interests in
the Fund is speculative and suitable only for sophisticated investors for whom an investment in the Fund
does not constitute a complete investment program and who fully understand and are willing to assume
the risks involved in the Fund’s investment program. The Fund will employ certain trading techniques,
such as short selling and the use of leverage, which may increase the risk of investment loss. As a result,
the Fund’s performance may be volatile, and an investor could lose all or a substantial amount of his or
her investment. Further, the Fund has substantial limitations on an investor’s ability to redeem or transfer
its interests, and there is no secondary market for interests in the Fund and none is expected to develop.
All of these risks, and other important risks, are described in detail in the Fund’s Private Offering
Memorandum. Prospective investors are strongly urged to review the Private Offering Memorandum
carefully and consult with their own financial, legal and tax advisors before investing. This information is
not for distribution in isolation and must be viewed in conjunction with the Fund Documents as it is not
intended to be a complete description of the risks of an investment in the Fund or its investment
strategies. To the extent there is any inconsistency between this information and any of the Fund
Documents, the Fund Documents govern in all respects. Although the information contained herein is
believed to be accurate as of the letter date, Kyklos Capital and Charles Gushee do not make any warranty
regarding its accuracy or completeness, and will not accept responsibility for any errors in the
information, and undertake no obligation to update any information set forth herein. Any projections,
market outlooks, or estimates in this document are forward-looking statements based upon certain
assumptions, and should not be construed to be indicative of the actual events that will occur. Any
information regarding portfolio composition or investment restrictions are intended as examples or
guidelines which may be modified or changed by Kyklos Capital at its discretion and without notice to you.
Further, as noted in the document, all positions discussed are positions that were held in the Account,
which is intended to serve as the development account for the Fund, and such positions do not

necessarily represent the positions that will be held by the Fund.
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