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Coronavirus Recession
What a truly unprecedented season we’ve been through. What comes next?

First, we have the largest shutdown economically, pretty well in the history of the
modern world, the fastest bear market in US history, and the largest response by the
Federal Reserve and the Federal Government that we’ve literally ever seen. Truly
unprecedented times.

The market started crashing in late February and the speed in which it crashed was
truly amazing, much faster than the beginning of the 2008 crash or even 1929. But by
all measures it would appear that we’ve started a V-shaped recovery for stocks, and
likely an economic recovery starting in the 3" quarter of 2020.
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Last month the unemployment rate
skyrocketed to 14.7% and is still
rising, with total unemployment
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now 22.8%, rivaling the Great De-
pression of the 1930’s. (Source:
Investors Business Daily 5/8/20)
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Yet in spite of all this economic gloom, the stock market is on “happy pills.” Which
is correct, the economic gloom or the stock market? The answer in my opinion is po-
tentially both.

The 2008 Great Financial Crisis (GFC) primarily centered around bad real estate
loans including subprime mortgages, commercial mortgages and a banking system,
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which had become over levered. Consumers had gotten deeply into debt in that cycle.

This time around consumers are in much better shape overall, having paid down their debt since
2008. In fact the US savings rate is not only much higher than it was then, but consumer debt service
oo (Interest payments) is at record lows due to ex-
tremely low interest rates. (Source: Bank Credit
Analyst 4/6/20, see below)

%
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So consumers not involved in one of the 7 target-
ed areas hit most drastically by the Coronavirus
shutdown are in much better shape than they were
entering 2008. The banks are in much better
shape overall with new lending standards and reg-
ulations instituted after the GFC, keeping banks
in a more conservative position.
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So if | were to use an analogy, the 2008 GFC was
similar to a heart attack. The US economy at that
time (and today) is the world’s strongest and our
stock market capitalization greatly exceeds all
other countries. But in 2008 the financial system
which would be like the heart and circulatory sys-
tem, in essence our economic “body” had a cata-
strophic “heart attack”.
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Bankruptcy Institut . . ..
sy e Modern economies are fed by credit, similar to

This chart shows the staggering rise of unemployment
claims which has now shot up to 36.5 million people,
which is literally off the chart!!

how our bodies are fed by our blood supply. If the
source of our blood supply stops, our body dies.
Many of our largest banks were forced into bank-

ruptcy in 2008 and frankly 1’m not sure if any
of the big banks would have survived without
the bailout. Therefore intervention was needed
to keep the body alive.
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You could be the strongest powerlifter in the
world, great strength in body mass, but without
blood supply you’re a dead man. This is similar
to our 2008 GFC financial “heart attack.”
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This 2020 financial attack would be more akin
to a stroke. Having just walked through my
wife’s recent health crisis involving strokes,
provides a lot of insight into this (see personal
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reflections). It’s like the 7 economic sectors we mentioned on page one have had a stroke. While a
heart attack is certainly life threatening and can be debilitating, you can also potentially fully recover
and become as strong as ever.

A stroke is very different. When my wife had her stroke a blood clot lodged in the basal ganglia in her
brain, stopping the nerve function to the right side of her body. Her right arm and right leg would liter-
ally no longer function. Once this occurs, you have to begin a long grueling rehab process to regain use
of the body parts that no longer work. This can take months or years and in many cases stroke victims
never fully recover.

This is the way | feel about the current economic environment, even if we don’t have another wave of
coronavirus or mutation in the next year. Much of the current economy has a potential to recover as if
almost nothing happened. The remaining 20% of the economy, primarily those listed on page one, may
have to completely reinvent themselves and comeback in totally different forms, possibly much small-
er, for the firms to survive.

With a stroke your brain has what is known as neuroplasticity. We used to think the brain was like a
computer, fixed hardwiring. We now know that this is not true. The latest studies show that the brain
can rewire itself. So part of the recovery process of the stroke victim is attempting to the use the body
parts that no longer work properly over and over again, in an attempt to grow new neuropathways to
take over for the ones that were damaged by the stroke.

For our economy, this is truly an unprecedented situation where 20% of the US workforce may have to
completely reprogram their jobs, companies, or industries.

Extensive surveys have shown that it is highly unlikely that the most affected of these industries will
come back quickly.

i ?
Street Journal that it expects1/5 of normal sales WOULD YOU BE COMFORTABLE GOING TO....i
volume at first. Problems include customer re- YES
luctance to return shopping, then those who do A BAROR 0
RESTAURANT 29%
will likely spend less and serving them with
new health requirements will cost more. iﬁ;;’:;\? 15%
(Source: John Mauldin 4/20/20)
_ _ _ _ _ A LARGE EVENT 13%
Until there is a vaccine which can inoculate SOURCE: CBS NEWS, JOHN MAULDIN 4/25/20

millions (which is likely some ways off) and an
effective treatment program, people are not likely to return to “normal behavior” which will affect
these “stroke victim” industries to the greatest degree.

So again, | ask the question, which is right, the stock market or the economic numbers and my conclu-
sion is probably both.




) Certain parts of the economy may
How Long Can Small Businesses take years to recover just like a

Survive Without Revenue? stroke victims painstaking years
of recovery, some parts may nev-
er fully recover in their present
form. Other companies, especial-
ly technology, internet,
healthcare, etc. are experiencing
relative boom times and will like-
ly continue to take market share
from other companies or indus-
tries.

Lessthan 1 month
1-3 months 34%

4-6 months

7-12 months 11%

Longer than 1year 10%

Don't Know
Source: Renmac, 361 Capital, 4/13/20

Economist Joseph Schumpeter
coined a phrase “creative de-
struction” which free market eco-

There are estimated 30.2 million small businesses in the US em-
ploying 59.9 million Americans according to the SBA that means
47.3% of all employees work for a small business. This highlights i
the incredible dilemma authorities face. On the one hand, if they |NOMic systems must go through

open the economy too soon, they risk reinfection. If they don’t | from time to time.
open the economy soon enough, millions of small businesses could

go under. (Source: SBA & Fundera 4/18/20) When Henry Ford invented the

Model T automobile and assem-
bly line, a lot of buggy manufacturers went out of business, as the new technology replaced the old.
Cars replaced horse and wagon.

Internet retail shopping was already growing at 12-14% a year compounded prior to the coronavirus
recession and will likely only escalate from here. Large sports venues may not resume right away.
How will this affect Major League Baseball, the NBA, the NFL, college football, especially if we get a
second wave of infection, when the winter gets here (the coronavirus has a very short half-life in direct
sunlight and heat but can proliferate in cold weather, see page 6).

So large sectors of the US economy will likely justify the V-shaped recovery for stocks while other
sectors of the US economy may never recover in their present forms.

So, for this special report, what | would like to do is drill down and give you specifics on the areas that
we feel have the greatest potential and areas which could face the greatest danger. Keep in mind that
the US governments response both in terms of the size of the government’s fiscal stimulus (PPP loans,
unemployment benefits, etc.) and the Federal Reserve’s “printing press” to add liquidity to the system
have truly been unprecedented in both speed and size, much larger and faster than what we experi-
enced in 2008. This gives me hope that the expected recovery could materialize soon.

But one problem is that other parts of the world have not been as aggressive as the US and there are
many potential danger spots that we will elaborate on in this report. Lets start by taking a look the size
and speed of the stimulus packages in the US.




The Federal Reserve and US Government Response

To the right you see a chart showing the reserves the Federal Reserve has been “printing” as well as
bank loans, both of which are exploding upward. Bank Credit Analyst projects the Fed’s balance sheet
will expand quickly to $11 trillion up from $3.8 trillion just a few months ago, almost tripling in size!

At the risk of sounding repetitive, this is truly an s

unprecedented expansion of monetary reserves, 10:0

which for the time being will not likely cause in-

flation, but probably will down the road. You also

see in the chart the explosion of commercial lend-

ing which is the exact opposite of what happened :'2

in 2008. 4.0
3.5

Remember that in 2008 bank lending and liquidity 5, |

shrank rapidly, sending us into a heavy deflation- ¢

ary spiral. Today, corporations preemptively tap-
ping into their credit lines (just in case we need
the cash) combined with the SBA (Small Business
Administration) loan program has created an
enormous explosion in credit for the US economy.
Much of this added liquidity is pouring into US
financial assets primarily the stock market.
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Thus for those industries not directly shutdown

by the quarantines, you could make the

case

that this could be a solid recovery starting in
the 2" half of this year and going into 2021.

In addition, the bailouts, SBA program

, etc.

will cause the Federal budget deficit to balloon,
possibly hitting as high as 20% of the economy
(GDP) this year, far surpassing the 2008 GFC.

(Source: Bank Credit Analyst 5/5/20)

As | mentioned, | do not believe that either the
Fed’s “printing press” or the Federal govern-
ment’s budget deficits will be inflationary in
the short run, but I believe they will be HIGH-

LY inflationary later in the 2020’s. Mo
that in future newsletters.

re on




Virus
While it certainly appears that the coronavirus
infection into has peaked in America and other COVIL19 Dally New Confimed
. . 32,000 [ 25€S" - 32,000
countries, and | know that our pharmaceutical China
companies, health providers and universities are  ,g 559 | ----- Italy { 28.000
; ; : _ ———- Germany

frantically wor'klng to develop.a vaccine and oth South Korea
er treatments, it may be sometime before these 24,000 |- u.s. - 24,000
are commercially available in adequate quanti-
ties 20,000 -1 20,000
Remember, there are some 330 million people in  16:000 | 1 16000
America alone and over 7 billion in the world.

) ] _ ) 12,000 |- - 12,000
While all of these will not immediately need vac-
cines or treatments, a significant number will, in 8,000 | 1 8,000
order to stop the virus and this involves an enor- AN
mous outflow of treatments and vaccines. 4000 0 A\ e
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mutation. The Spanish Flu of 1918-1919 experi- “All series shown as 3-day moving average ©Alpine Macro 2020
enced 3 distinct and different waves as the VirUS Source: China National Health Commission and WHO
mutated.

In fact, a new report from Las Alamos National Laboratory indicates that they believe that the Corona-
virus has already mutated, into a new “dominate strain spreading across the US, which appears to be
even more contagious.” (Source: CNBC 5/5/20)

It appears that the new strain began spreading across Europe and has become the dominant strain now
affecting the world, which is potentially problematic considering there are more than 100 vaccines be-
ing developed to prevent COVID-19. The new strain appears to be less deadly but more contagious.

While the stock market may be experiencing a V-shaped recovery in many sectors, | have never felt
that the economy would have a VV-shaped recovery but more like a checkmark. Since the coronavirus is
very sensitive to heat, it makes sense that the infection rates for the northern hemisphere as we ap-
proach summer, when combined with social distancing, would greatly decline.

According to Homeland Security’s website “sunlight reduces infectious virus to undetectable levels
after just 3 minutes to exposure to the solar equivalent of midday sun on a sunny day in the middle lati-
tudes of the US. No light produced no decay in the viruses half-life.”

As a matter of fact, one survey from health care providers showed literally zero infections that could be
traced to outdoor behavior. In other words, it appears that 100% of infection occurs indoors from close
quarters (source: 361 Capital 5/5/20).




Personal Reflections
By Ramona Tuma

I love my early morning time spent with God. This has happened since the day after my stroke, some-
times waking me up from a dead sleep.

The first time was the morning after the stroke. 1 felt like the Lord assured me that this would be really
tough, but I would reach the other side. | would never be the same, | would be transformed by it, and
so would my family, and not to fear the process.

| have always dealt with extreme fear, but this process took it away, all fear is gone.

This morning | had almost this exact type of time with God.

The world has had a stroke.

Each person's stroke is different. Some never wake up, others recover quickly. Some recover but are
never the same.

| felt led not to fear the process. There is a
way through the process, the key is obedi-
ence. Some days won't be easy, some days
you will say - na uh! Not going to do it. But
then you will do it because it's necessary.
None of us will be the same, but if we fol-
low in His steps we will be better, as
Melania says “we will be best.”

As | write this | keep seeing the picture of
me sitting at a table, two laundry baskets in
front of me. One was filled with foam squares, the other empty. My task was to transfer the squares
from one basket to another. My emotions were at the highest level of frustration, ever. It was an impos-
sible task; so easy before, now a monumental test.

Everything in me wanted to scream and bash those baskets off the table, but I couldn't even do that.

It was my moment to decide to obey the process. | could rebel and go back to my bed and stay there, or
I could go through the process, little knowing how much more would be required of me. | stayed.

Now | am amazed at what my precious right hand can do, it is not the same. After a long hard day of
therapy | would talk to my hand, thank it, love it, tell it that it was going to make it. It did, it does. But
it's not the same, life is different, but different is richer.

I still get mad, frustrated, | cannot fold anything straight, but then I remember when I couldn't pick an-
ything up.

Why this long illustration? Again, early morning time with God.

The way out will have bumps in the road, there will be days we cry out and wonder, “What the heck!”
But there will be a way out, if we do what the old song says, “trust and obey, for there's no other way,
to be happy in Jesus, but to trust and obey.”

The joy of the LORD is my strength!
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Potential Problem Spots

Europe

Recently ECB president Christine Lagarde stated in a press conference that the magnitude of this shock
demands “ambitious and coordinated fiscal response” as she implored European finance ministers to
adopt a “joint approach” toward those most affected by the crisis. (Source: Bank Credit Analyst

5/1/20) _— T

Central Bank Balance Sheet:

The next chart shows the response of the
Federal Reserve vs the European Central —— Fed
Bank in terms of “money printing” and 6 ----ECB 16
you can see the response since the begin-

ning of this year from the US has been 4-5

times greater than the EBC, with the Fed 5 1°
adding much more liquidity.
The one thing that Lagarde needed to add 4 14
was that the speed of the response is ex-
tremely important and the bureaucrats that
run the Euro area are certainly not known 3 13
for speed.
In fact, the 6 month increase in European

2 42

bank flows amounts to an underwhelming
$70 billion, compared to a record high

$660 billion in the US and $550 billion in
China. (Source: Bank Credit Analyst © Alpine Macro 2020
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The problem is that not only has the Euro

areas fiscal and monetary stimulus been tepid in comparison to the United States, but there are many
areas of the Euro economy which never fully recovered from the previous crash in 2008, especially
Spain and Italy, which have been hit very hard by the Coronavirus.

Indeed, Spanish stocks are at the lowest level in comparison to the rest of the EU since 1996 and their
banks are heavily exposed to Latin American emerging economies. (Source: Bank Credit Analyst
5/5/20)
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Emerqging Markets

Emerging markets (excluding China) appear to have run smack dab into the “perfect storm.” Not only
are they experiencing greatly reduced demand for their exports from both China and the United States
but their currencies have been crashing compared to the US dollar. Countries such as South Africa,
Mexico, Colombia, Russia and Turkey have seen their currencies fall 15-25% compared to the US dol-
lar in the past 2 months. (Source: Bank Credit Analyst 4/23/20)

In addition, with the global panic there have been record financial outflows from these emerging mar-
kets as investors have “run for the hills” with significantly higher outflows from these emerging mar-
kets than what we saw in 2008. (Source: Bank Credit Analyst 4/23/20)

In addition, since many of these countries have weak, still developing financial systems, a high per-
centage of the bank debt in these countries is denominated in US dollars. This means that if their cur-
rency falls in value 20% against the US dollar due to the “flight to quality” induced by the panic, not
only will their interest payments rise by 20% but s, a
their principal on the I.oans will rise as well. De- E;E?;L;"&g‘rjkggzcm ding China®
veloping countries typically have between 50-

100% of their imports invoiced in US dollars. [

(Source: Bank Credit Analyst 4/23/20) s || N
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Lastly, much of the banking system in the 14 | /\4 4 14
emerging markets was already filled with prob- |
lem loans due to the lending boom that occurred 13 | /| [ 413
in the last decade. Due to this fact, the average [
bank loan rate in the emerging markets is 12%. 12 | / V‘» Wz' -1 12
(Source: Bank Credit Analyst 4/23/20)

Keep in mind that these emerging markets are .'I %x ~/
not inconsequential in terms of the overall world 4 | / U"ﬁl || 140
economy. As you can see, excluding China, they . i
make up about 15% of global GDP. al | lg

|
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systems, very high interest rates, plunging cur- 70 75 80 85 90 95 00 05 10 15 20
rencies and weak exports make emerging mar- “Includes Indonesia, India, Malaysia, Philippines, Taiwan,

. . By Thailand, South Korea, Hungary, Poland, Turkey, South Africa,
kets a great candidate to experience very diffi- Brazil. Chile. Colombia. Mexico and Peru

cult times and turmoil over the next 2+/-years.

“Over the next two years, there may well be numerous defaults on Emerging Market (EM) private debt and
perhaps even sovereign (country) debt.

The EM private debt market is limited and dominated by foreigners. These countries don’t have much capacity
to deal with the virus.” (Source: Alpine Macro 4/22/20)




Stocks

As we go to press the stock market has seen a furious rally off the bottom.

Just like the economy, parts of the stock market have been doing great with some stocks actually hit-
ting new highs, especially stocks revolving around the internet, internet retail, telecommunications and
healthcare. NASDAQ is near an all time high.

Other parts of the market are struggling greatly. This would include transportation stocks, restaurants,
etc. In other words areas that have been most affected by the quarantine.

The real question is what comes next. There are several possibilities.
1. This could be a new bull market (unlikely).

2. This could be a continuation of the previous bull market.

3. This could be a market rally prior to having another down leg.

For reference, |1 would recommend you go to our website and read Goldilocks and the Three Bears
which deals with 3 different types of bear markets, baby bears, mama bears and daddy bears. Right
now, | lean toward the 3rd scenario, a rally prior to another down leg.

While obviously none of this can be guaranteed, historically speaking when you have a new bull mar-
kets the leaders of the prior bull market are not leaders in the new bull market. This is presently not the
case, as Facebook, Amazon, Microsoft, Apple and Google remain amongst the top performing stocks
in this market, just as they have been for most of the last decade. So, in my opinion, this is clearly not a
new bull market, but likely a continuation of the previous bull.

On a big picture basis, the market often tends to reflect seasons similar to what we see on the calendar.
In Texas, we need a good hard freeze in the winter to kill the bugs, otherwise they overrun you in the
summer time. Just as winters have a healing effect on nature, the market tends to go through spring,
summer, fall and winter. Historically it takes time to cleanse the excesses from the prior bull market.

Bank of America analysts reported that never before in the US history has a bear market lasted only 2
months when accompanied by a recession. And this recession is turning out to be a doozy, approaching
Great Depression unemployment rates in the near future. (Source: Dow Jones Company 4/7/20)

Excesses of speculation, margin debt, initial public offerings (IPO’s) that are money losers, are all
characteristics of previous market tops, and these all occurred during this cycle in 2018-2020. | person-
ally do not think it’s possible to cleanse the excess of an 11 year bull market in only 2 months.

The most likely scenario in my opinion is that this “continuation” will experience another down leg
before 2022. So | believe that scenario #3 above is the most likely ultimate outcome.

There is no way to predict ahead of time what could cause the 2nd down leg but as you’ve read in this
report so far there are plenty of candidates. Emerging markets, Europe, a virus mutation and/or another
round of infection all could easily effect another down leg.
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In many ways this bull market has most closely resembled the 1990’s bull. That bull market started just
after Saddam invaded Kuwait and set a thousand oil wells on fire, then topped out with the NASDAQ
and Dotcom tech bubble. In total the bull market lasted right at 10 years.

The tech bubble started to burst in late 1999 and early 2000, but the 10 year bull market was not com-
pletely cleansed of the excesses until October 2002. The economy had been slowing in 2001, but the
recession was triggered by 9/11. By early 2002 the economy had already begun a recovery, but the
worst of the bear market was still ahead, with the final down leg occurring between June and October
after the recovery had begun.

What caused this?

Historically, every bull market has its set of bad actors. In June of 2003, MCI/Worldcom and Enron
went bankrupt due to accounting scandals with Enron taking one of the largest accounting firms in the
country, Arthur Anderson, down with it.

As Warren Buffet is fond of saying you never know whao’s been swimming without their clothes on
until the tide goes out.

Well today, the tide has definitely started to go out. The problem is that it’s too early to tell who the
bad actors for this cycle are going to be, but you can almost guarantee that there are likely plenty of
them out there. Where they surface has yet to be seen.

Companies can get away with a lot for a while, living on their reserves, until they can’t anymore. This
is what | expect we will be seeing in the next year or so. This is why | lean towards scenario #3, anoth-
er major down leg, likely with the mama bear we’ve seen so far morphing into a daddy bear. But at the
moment the stock market is living on happy juice.

Our next chart shows the fluctuations of the S&P 500 vs the Fed’s “printing press” where they buy as-
sets like government bonds, mortgage backed securities, and recently high yield securities to prop up
the system and add liquidity.

This practice started in late 2008 prior to the end of the bear market. The Fed started running the
“printing press” months before the bottom in 2009. As you can see there is a strong correlation be-
tween the stock market and the “printing press.”

In each case the Fed started a new program (QE1, QE2, etc.) and each time the stock market rallied as
the Fed added liquidity into the system. As you can see the Fed started taking liquidity out of the sys-
tem in 2018 and 2019, which is part of what caused the mama bear in 2018.
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Now the Fed has essentially declared “open-ended” stimulus from their printing press. Bank Credit
Analyst recently projected the Fed’s balance sheet to balloon to over $11 trillion over the next several
months. So in the short run, the market is living on happy juice.

This reminds me of the famous experiment with Pavlov’s dogs, who were fed every time the bell rang.
Soon the dogs learned the pattern and would begin salivating as soon as they rang the bell, whether
they were fed or not. The market has learned that when the Fed prints money it gets fed.

In the short run, I think it is highly likely that stocks continue to rally for now, but I am not taking this
for granted. What happens when we start the fall election cycle, which will be absolutely brutal, plus
the potential for another Coronavirus mutation next winter. So if I’m guessing, | think we have a rally
that lasts 9 months possibly longer, but I would be prepared for the potential for another major down
leg in 2021.

In fact our favorite economic forecasters, the Beaulieu brothers of ITR, which currently has the highest
success rate in the nation on forecasting the economy, are forecasting economic growth in 2021, fol-
lowed by another economic downturn in 2022.

I simply don’t believe the excesses from an 11 year bull market have been cleansed out of the system.
But for now enjoy the ride, don’t fight the Fed and remember that the trend is your friend. But all of
this could change as soon as this fall or winter.




Bonds

Right now, | have a hard time believing that traditional buy and hold bond accounts are going to serve
as a source of stability/safety for portfolios as they have over the past 30+ years.

In the following table from Bank Credit Analyst you can see the potential

. Total Return of 10-Year
for returns for the 10 year US government bond at various interest rate as- Government Bonds at
sumptions. As the table states, if the yield on 10 year bonds were to drop Different Target Rates
all the way to zero (from 0.64% currently) this would likely produce a pos-

itive 6.1% return from current levels. (Source: LendingTree.com 5/15/20) REWCESsEUE us
If interest rates rise, the 10 year government bond will produce negative 2.0%
returns, which Bank Credit Analyst estimates at a —13.3% if rates on the 15%
10 year government just go back up to 2%. Obviously significantly worse
losses would occur if rates rise more than that, or if the bonds were a long- 1.0%
er duration. 0.5%
- Corporate Debt As A % Of Total Investment * Corporate bonds.could 0.0%
8 | Grade Market Capitalization: 14 also cause some issues as | Source: Bank Credit Analyst
—— BBB Rated well. We are currently 5/1/20
o |~~~ AAA-ARated | ;sitting at the highest level of BBB bonds in US histo-
o ry, and in a weak economy many of these bonds will
51 ramad O\ - 6 likely be downgraded as you can see in the chart.
. &' T N . (Source: Alpine Macro 2020)

The big issue with this is that a lot of large investment
5 firms like insurance companies, banks, and certain
investment funds, by charter cannot invest in bonds
1° below BBB, and many BBB firms are being down-
| 49raded. While the Fed has pledged to backstop the
high yield bond market in terms of issuers being
4 marked down from BBB to BB there’s not a lot of
support below that and many companies will likely
71 3 see their credit rating fall even further depending upon
how severe the recession becomes.

1

D Alpine Macro 2020
| i 1 1 1 | 1 1 1 ! 1 1 1 1 1 1
06 08 10 12 14 16 18 20
Source: BofA Merrill Lynch

This is the reason that we are only recommending tac-
tical (non buy and hold) bond strategies at this time.

Since March high yield bonds have experienced a sharp rally due to the Fed backstopping high yield
ETF’s plus recently downgraded credits, which had fallen from BBB to BB. However, more issues may
be coming as the recession takes a firmer hold.




Gold

Gold has proven to be one of the most stable stores of value during this recession, falling briefly during
the liquidity crunch part of the market crash and then bouncing back strongly after that. To the right
you see the price of gold in various currencies. And while
gold has not yet hit an all time high in comparison with the
US dollar, it is at new highs versus the Euro and the Japa- 1,400
nese Yen.

€/0z €0z
Gold In EUR Terms

- 1.400

1,200 - 1,200

At the end of the day all of this currency debasement

(printing press) is likely to benefit gold dramatically. The 1,000
last time we had high inflation rates was in the 1970’s and

gold was one of the premier investments of that time. The

same could be shaping up for the coming decade. "% | Gold In JPY Terms "o

- 1.000

800 -| 800

180,000 -1 180.000

The next chart shows gold versus excess liquidity. As you

can see there is a strong correlation between the price of 160,000
gold (adjusted for inflation) and the various G7 countries
“printing presses.”

- 160,000

140,000 - 140,000

120,000 - 120,000

I view it as highly unlikely that this liquidity wave will end
any time soon and could push gold into the stratosphere es-

100,000 - 100.000

. . . $/0z $/0z
pecially if it breaks the old US high of $1,900 an ounce. Gald In LISD Tarms
$/0z 1,800 }\ - 1,800
—— Real Gold Price™ (Is)
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© Alpine Macro 2020
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1,250 - 150
“This is a perfect environment for gold to
1,000 take center stage. Fanatical debasement of
J 100 money by all of the world’s central banks,
750 super-low interest rates and gold mine opera-
tion and extraction issues (to a large extent to
500 1 50 the pandemic) should create a fertile ground
for this most basic of all money and stores of
250 value to reach its fair value, which we believe
@ Alpine Macro 2020 g It ” It I f t t A ”
. . . ' . . . ! ) . . is literally multiples of its current price.
70 75 80 85 90 95 00 05 10 15 20 25 . .
“Deflated by U.S. core PCE deflator (Source: 361 Capital, Elliot Letter, 4/16/20)
**Calculated as G7 GDP growth rate minus average of short

term rate and 10-year government bond yield; rebased to
January 1975 = 100
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Qil
Oil has experienced a double whammy  mbd mbd
this year, with the combination of an ill World Oil:
advised price war between Saudi Arabia —— Demand i :
and Russia, creating excess supply, plusa 10 |~~~ SUPPIY* ) ",;: 1 100
gigantic decrease in demand due to the ' i
coronavirus recession, almost simultane- i
.

ously. o5 I. 1 o5
To the right you see a chart showing just :I
how deep the plunge in demand has been, I
with an estimated 25-30 million barrel a 90 190
day drop due to the recession. Best esti-
mates are that approximately 65% of oil
demand comes from a combination of

. . 85 | 485
passenger cars, road freight, buses, mari-
time, and aviation transportation. (Source
Mewbourne Oil Company & Rystad En- © Alpine Macro 2020
ergy March 2020). 201{; I:24::-12I I:2(:114I I:201!5.I I2018I I2(::20I
However, as the old saying in the oil Si?;;”:*gfjg%ﬁ‘;ﬁ %austf’odoin latest OPEC+ agreement
patch goes, “the cure for low oil prices is mmbsd MMb/d
low oil prices.” Combined supply cuts = BCA CURRENT | CTION ESTIMATES:
from Russia, Saudi Arabia and the rest of B A APRIL 2030 1™

o ElA MARCH 2020
OPEC of some 10 million barrels a day,

plus the shutting down of wells in the US
and greatly reduced future drilling, will
likely rapidly return the oil market back
to equilibrium in relatively short order.

To the right you see the latest estimates
from Bank Credit Analyst, which show a
reduction in US crude oil production
from almost 11 million barrels a day
down to under 8 million within the next
12 months or so.

= BCOL Research 2020
| |

2015 2016 2017 2018 2019 2020 2021
" LOWER 48, EXCLUDING GOM.
MOTE: SHADED AREA DEMOTES FORECASTS.
SOURCE: US EIA, BCA RESEARCH.
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QOil Rig Count**
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**Latest data point is April 13, 2020. Source: Baker Hughes

In addition there is a massive decline in offshore
drilling activity (deep water gulf) around the
globe. Remember that offshore oil production
accounts for approximately 50% of global oil
supplies.

The oil rig count which shows new drilling activi-
ty in the US has already fallen 50%, and as you

% can see from the following chart from Bank Credit
o0 Analyst, output in the shale area will likely fall

precipitously, squeezing new supply like never
before.

All this projects to take an enormous excess sup-
ply of oil over the next two quarters and reduce it
to big deficits by the end of this year or early
2021,

“Investors should prepare for new offshore activity
to effectively halt from here as we see the lowest
levels of new capacity additions since 1999, fewer
than 20 new projects, and the ‘backlog’ of produc-

tion under construction - i.e. ‘in progress’ future
supply - falling to levels not seen since 2009.”

(Source: 361 Capital, Bernstein, 4/27/20)
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NOTE: PRICES ARE MODELED AS A

" REFLECTS THE PROBABILITY WEIGHTING SCHEME OF OUR FORECAST.

SHADED AREA DENOTES PROJECTIONS.

“It is highly likely, in our view, OPEC 2.0 will be the direct beneficiary of
the massive fiscal and monetary stimulus of the DM and EM economics—
oil being a derived demand that depends on the income available to firms
and households. This means the odds of seeing $80/bbl Brent is more likely
than not next year.” (Source: Bank Credit Analyst 5/7/20)

2018 2020

FUNCTION OF FUNDAMENTAL VARIABLES.




Conclusion

In all, the Coronavirus recession is obviously taking a huge bite out of our economy. And while I pre-
fer to remain optimistic, especially over the long term, I simply cannot get over concerns about the
specter of the potential relapse and/or mutation of the virus late this year or next winter.

These words of caution are largely reflected by our friends at ITR Economics and it shows the poten-
tial for a relapse, which could short circuit the recovery.

Currently ITR Economics has the #1 economic forecasting record in the country and their base projec-
tion is the recovery starts in the 2nd half of this year and 2021, followed by a relapse to weak econom-
ics in 2022. But as Brian Beaulieu explains, a mutation or significant relapse will ultimately push the
recovery further down the road, probably several calendar quarters. (Source: ITReconomics.com)

“There is the potential for a second wave of the coronavirus that is significant. We have yet to see any report

that assigns it a probability. There is the potential that governments will intervene and close down parts of the
economy again.”

“If there is a second wave of sufficient magnitude to create reasonable consternation (coinciding with a particu-

larly nasty influenza season might qualify), governments may respond by shutting down swathes of the econo-
my again.”

“If the compound risk comes to be reality, the effect on our forecasts will be to push out the timing by one to
two quarters. Instead of beginning to walk away from the recession in 4Q20 as measured by GDP, the fourth
quarter would represent the resumption of decline or at best an extension of the “crawl” built into the 3Q20
outlook. The timing of the other aspects of the economy, from housing , to capital goods new orders, to nonres-
idential construction, would likely be delayed accordingly.” (Source: ITR Economics 5/15/20)

So, as | mentioned in the stock section enjoy the ride while it lasts. Unprecedented amounts of both
financial stimulation (from the US Fed and its global cohorts) and the US federal government are cer-
tainly producing a “sugar high” for the market. Emotionally, sheer terror has given way to cautious op-
timism. And while many remain skeptical, the bottom line is that we’re seeing a strong rally.

But again | have big concerns about the 2nd half of this year and next winter. As | stated before this
election cycle is likely to be the most vicious at least in modern history, which is unlikely to make
stock participants happy given that the stock market hates uncertainty. How likely is it that President
Trump gets reelected given an historic recession and significant job losses in many of the “red states.”

While Biden may not be a formidable candidate, demographically America has been moving further to
the left for over a decade. What happens if Biden appoints Michelle Obama as his running mate. This
might be a tough combination to beat in light of the deep financial uncertainty. And certainly veering
left at this point in the economic cycle is hardly a positive.

In addition, the history of these incredible viruses leaves us with a lot of potential for another big wave,
not just a small resurgence. As Brian Beaulieu mention earlier if there's a large second wave, huge por-
tions of the economy could get shut down again which would absolutely derail the recovery.
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Finally as | mentioned in the stock section it is hard for me to believe that an 11 year bull market run
will be cleansed in less than 2 months. Normally the longer the bull market runs, the longer the bear
market runs to correct the excesses.

So for the short run enjoy the ride, but | recommend you stay on red alert for the 2nd half of this year
and 2021.
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The Cornerstone Report is published by Cornerstone Financial Services, Inc., a Registered Invest-
ment Advisor.

The opinions and statements made within this newsletter should not be construed, directly or indi-
rectly, as an offer to buy or sell any securities mentioned herein. Due to volatility within the mar-
kets mentioned, opinions are subject to change without notice. Statements and opinions are based
upon sources of information believed to be reliable; however, accuracy and completeness cannot
be guaranteed. No assurance can be made that recommendations contained herein will be profita-
ble or will be equal to past results. Past performance is ho guarantee of future results.

This newsletter is designed to provide general economic and market information and
should not be construed to comprise individual or specific counsel concerning invest-
ment, tax or legal considerations. Material discussed herewith is meant for general
illustration and/or informational purposes only, please note that individual situa-
tions can vary. Therefore, the information should be relied upon when coordinated
with individual professional advice. Please consult your financial advisor(s) for spe-
cific advice pertaining to any and all areas of financial planning.

Please remember: Different types of investments involve varying degrees of risk, and there can be
no assurance that the future performance of any specific investment, investment strategy, or prod-
uct made reference to directly or indirectly in this newsletter (including the investments and/or
investment strategies recommended or undertaken by Cornerstone Financial Services) will be
profitable, equal any corresponding indicated historical performance level(s), or be suitable for
your portfolio or individual situation or prove successful. Due to various factors, including chang-
ing market conditions, the content may no longer be reflective of current opinions or positions.

Moreover, you should not assume that any discussion or information contained in this newsletter
serves as the receipt of, or as a substitute for, personalized investment advice from Cornerstone
Financial Services, Inc. To the extent that a reader has any questions regarding the applicability of
any specific issue discussed above to his/her individual situation, he/she is encouraged to consult
with the professional advisor of his/her choosing. A copy of Cornerstone’s current written disclo-
sure statement discussing our advisory services and fees is available for review upon request. A
complete history of Cornerstone’s market calls is available at the Cornerstone office upon request.

All technical analysis and resulting conclusions and observations are based upon historical chart
formations and patterns. Therefore, observations are a function of each analyst’s interpretation of
the charts—and also a function of mathematical probabilities. In effect, technical analysis is a
study in probabilities. What happened x number of times in the past per a particular chart pattern
does not mean it will always recur in the future. It logically follows that historical precedent does
not guarantee future results.

In general, bond market is volatile, bond prices rise when interest rates fall and vice versa. This
effect is usually pronounced for longer-term securities. Any fixed income security sold or redeemed
prior to maturity may be subject to a substantial gain or loss. Fixed income investments are sub-
ject to various risks including changes in interest rates, credit quality, inflation risk, market valua-
tions, prepayments, corporate events, tax ramifications and other factors.
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Debt securities are subject to credit risk, which is the risk that the issuer will fail to make timely

payments of interest and principal. Lower rated debt securities, sometimes called junk bonds, car-
ry increased risks of price volatility, illiquidity, and the possibility of default in the timely payment
of interest and principal. Bonds are also subject to other types of risks such as call, credit, liquidity,

interest rate, and general market risks. Moreover, the specific collateral used to secure a loan may
decline in value and become illiquid, which would adversely affect the loan's value. There is a risk
that a bond issued as tax exempt may be classified by the IRS as taxable, creating taxable rather
than tax exempt income. A portion of the income derived from municipal securities may be subject
to the alternative minimum tax, and state and local taxes may apply. Inverse/Leveraged funds
present different risks than other types of funds. Inverse/Leveraged funds use leverage and may be
riskier than similarly benchmarked exchange-traded funds that do not use leverage. Inverse/
Leveraged funds may not be suitable for all investors and should be used only by knowledgeable
investors who understand the consequences of seeking daily inverse/leveraged investment results,
including the impact of compounding on performance. Investors in Inverse/Leveraged funds
should actively manage and monitor their investments, as frequently as daily. An investor in the
Inverse/Leveraged funds could potentially lose the full principal value of their investment within a
single day.

For investment advice or portfolio review, call (800) 327-4285. There is no charge or obligation
for initial consultation. Jerry Tuma, David McCord, and other representatives of Cornerstone
Financial Services, Inc., (CFS), are registered representatives of and offer securities through In-
dependent Financial Group, LLC., (IFG), a registered broker-dealer, member FINRA/SIPC. Ad-
visory Services offered through Cornerstone Financial Services, Inc. (CFS), a Registered Invest-
ment Advisory firm. CFS and IFG are not affiliated entities.
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