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Beyond prediction: Portfolio resilience in the age of Al - Why over-relying on Al in
investment models can expose portfolios to hidden risks—and what to do instead.

By Craig Racine - Managing Director & CIO, Gyrostat Capital Management

In today's asset management landscape, artificial intelligence (Al) is increasingly used to
forecast market behaviour. While these tools offer undeniable benefits in data processing and
pattern recognition, there is a growing danger of overestimating their power in systems that
remain fundamentally unpredictable.

As Nobel laureate Daniel Kahneman famously observed, much of the world—especially
financial markets—is not just complex, but uncertain. In the later stages of the long-term debt
cycle, this uncertainty is amplified by elevated valuations, suppressed volatility, and systemic
debt accumulation. These conditions, eerily reminiscent of today, expose the limits of
prediction-driven investing.

Why prediction fails when it matters most

Even the most sophisticated Al-enhanced models become fragile when built on overly
simplified assumptions or uncorrelated inputs that break down during stress. Historically,
financial markets have endured repeated episodes of sharp, sudden drawdowns—30% to
50% in just 3-6 months. These are not outliers; they are recurring features of late-cycle
dynamics.

Historical Chart: Market Corrections Since 1920s
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These corrections often strike when volatility is low and investor confidence is high—right
before the fall. Traditional models, including those based on Value at Risk (VaR) or normal
return distributions, underestimate the frequency and magnitude of these events. As
Mandelbrot warned, markets do not behave like coin tosses. The result? Portfolios that pass
historical back tests but fail to protect when it matters most.

This is especially dangerous for retirees and conservative growth mandates, where fragility
isn't just financial—it’s emotional and behavioural. This is sequencing risk, exposing
structurally fragile portfolios to devastating losses.

Using market divergence as a design signal

Instead of betting on prediction, Gyrostat embraces uncertainty and market divergence as a
core design principle. One clear signal of this divergence lies in option market skews, which
reflect perceived tail risk across strikes and maturities. Rather than ignoring these signals, we
incorporate them dynamically:

e Real-time repricing of risk via option markets
e Tactical overlays that adjust with sentiment shifts
e Downside protection that adapts, not just diversifies

This approach doesn't rely on forecasting volatility—it responds to it.

Retirement demands a new framework

The greatest risk for retirees isn’t volatility itself—it's the sequence of returns. The
decumulation phase is uniquely exposed to market fragility. Overconfidence in predictive
tools, even Al, can leave portfolios unprotected at the worst time.

Our solution: a "SMILE" portfolio framework that balances:

e Stable core equity positions for growth
e Market shock absorbers that benefit from volatility spikes
e Integrated risk overlays that actively protect the downside

This ensures that even in extreme environments, total portfolio drawdowns are contained
within a soft (say) 20% limit, with parts of the portfolio designed to rise or offset loss during
stress.
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Conclusion: Embrace uncertainty - design for it.

Financial markets will continue to confound even the most sophisticated models. Rather than
trying to predict the unpredictable, our focus is to design portfolios that survive and
adapt through all market phases—especially the worst ones.

Prediction has a place—but it’s not a shield.

The real resilience lies in accepting uncertainty and designing around it, not againstit. Al is a
powerful tool when used in context—not as a crystal ball, but as part of a broader philosophy
of dynamic portfolio construction, tail-risk management, and humility.

In investing, fragility does not arise from uncertainty itself—but from the illusion that we’ve
mastered it.

This article is general market commentary and not intended as financial product advice. To the extent
any part may be perceived as financial product advice, it is general advice only and has been prepared
without taking into account of the reader’s investment objectives, financial situation or needs. This
article has been prepared solely for Australian residents who are wholesale investors and any person
reading this article should, before deciding to invest in or continue to hold investments, seek
professional advice.



