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Dear Investors:

We believe there isnopportunity to capitalize o material downturn in the business cycle based on the
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Macro Model Shows US Stock Market Record Overvalued and Overdue For Bear Market
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US Equity Markets

The downturn could be particularly brutal for US stocks because we are record late in aefaatiogic
expansiorandat historical high valuations relative to underlying fundamenéaloss a broad composite of
eight measures that we follow at Crescat.
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S&P 500 Valuations

Factors Most Recent Value Historical Percentile

Margin-Adjusted P/E (MAPE) 46.0

Median EV to Sales (Ex-Financials) 3.1

US Total Market Cap to GDP 144%

EV to Free Cash Flow Margin-Adjusted (Ex-Financials) 41.1

Median Price to Sales 2.6

Cyclically Adjusted P/E (CAPE) 33.2

Median Price to Book 3.4

Median EV to EBITDA (Ex-Financials) 12.6

Source: Bloomberg, Yale/Robert Shiller, John Hussman *Numbers as of luly of 2019 ©2019 Crescat Capital LLC

We hear twoopposingargumentsfrom bullstoday: 1. P/E ratios are reasonabland2. Valuations remain

FGGNI OGAGS NBfFGAGS (2 AyGdSNBad NraSaoe [SGQa FRRNBaA
Oe Ot S LISI 1 & oS Odingsaf® théirstroiglsh. Fod iksigte, BackNd-tr8a9, prior to the stock

market crash and Great Depression, S&P 500 real earnings per share (on a GAAP standard) had been growing at
a unsustainably high0% yeaiover-year rate almost as high as éfleeting21% growth we just haith 2018

Similarly, profit margins are cyclicdlheytop out atthe peak of an expansiomaking P/Es appeartificially

low. US corporate profit margins in 2018 were the highhst have been since 192B/Es are always a

potential value trap at the peak @fcycle.But today, P/Es are not even that che&oingall the wayback to

1871, todaywe would havepotentiallythe second highest P/E ratieverfor the S&P 50@t a markettop prior

to a recessionworsethan 1929 and the housing bubble

Highest P/E Ratios At All US Market Peaks Prior to Recessions
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Source: Yale/Robert Shiller *GAAP Earnings Used for Calculation © 2019 Crescat Capial LLC
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is just as pronounced. The reality is that stocks have never beendpessive for how low the Qear Treasury
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depressed yields often signal fundamental problems in an econ@ugh issugincludehigh leverage and weak

growth prospects, factors that need to be hiNd.J2 NJ (i S Rdis¢oyhie@ cash flo# Qaduatianodel.

CAPE Ratio vs. 10-Year Yield
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Source: Robert Shiller/Yale ©2019 Crescat Capital LLC

While many US equity ingis havemarginallybrokenout to new highgecently, they have done so the face of
weakeningmarket internalsEquity indices arbeing propped up by a narrowing group of leaders. The
deteriorating breadth is most evident in the NASDAQ Composite, horiie2t R lleddid@ growth stocks. While
the overall index haseached record level]she number of declining stocks has significantly outpaced the
number of advancing stocks sinlest SeptemberThe collapsing internals point to an exhausted bull market.
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Stocks aralsorisingin defiance of extremely low volume. On July 16th, the SPDR S&P 500 ETF (SPY) had its
lowest daily volume in almost 2 years. In adiBly average terms, volume is now as low as it was at the peak of
the housing bubble and prioptthe last two selloffs in 2018. Unusual calmness and breadth deterioration are
not a good set up for record overvalued stocks.



SPY ETF Volume
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Source: Bloomberg © 2019 Crescat Capital LLC

The following chart is yet anothdlustration of how this recent rally in equities is running on emagd again

lacking substance. On July 15tte S&P 500 reached record levels, but only three sect@n® at alltime highs.

Market breadthtoday is &lteringjust asmuch as it did ahead of thedatwo recessiondn 2015 thiswas also
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S&P 500 vs. % of Sectors at ATHs
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Source: Bloomberg

As we previously saithe unemployment rate has been one the most reliable contrarian indicators throughout
history. It reaches a cyclical low prior to every recession since the 1970y€8rever-yearchange, however, is
what tends to confirm the turning points in the economy. Most of the times this rate shifted to positive, a
market downturn followed. In this business tahe YoY change likely bottomed in late 2014 and it has been
flirting with the positive camp since then. However, other labor market indicators are already showing signs of
weakening economic condition$he Conference Board's Jobs Hard to Get Inslere of them. It has recently
spiked ands yet another classic latycle development in the economy.

Ominous Spike in Jobs Hard to Get

Jobs Hard to Get
218y JuawAoidwaun

M Unemployment Rate on 5/31/19 (R1)
M Conference Board Consumer Confidence Jobs Hard to Get SA (L1)

| 1970-1979 1980-1989 | 1990-1999 2000-2009 2010-2019
Source: Bloomberg © 2019 Crescat Capital LLC




Consumer surveys are also critical to identify the stage otlomomys S | NS Ay (2RI &d L{Q&
contrarian indicator as strong consumer @A RSy OS Kl & |y dzy Ol yyeé NBftlFiA2yak
this before, but since the 1960s, every time tGenferenceBoard index surpassed the 135 level, it coincided

with the peak of the economic cycle. The same source also reportsdmponentsof this surveythat
RATFSNBYGAI GS pré&sénssiuation ad@fyfuiedexpSchlibis. As John Hussman originally pointed

out, the spread between these tmaubA Y RA OS&a (SyR&a G2 NBIOK |y SEGNBYS |
caused by condGS NE Q ¥ dzii dzNB S E LIS O (iThdiUnigeysiy ofaMiichigddialsy paiblishegsurvey £ € F
on consumer sentimenfrhatcompared withthe Conference Board indéarms arother important indicator. All

previous declinefrom cyclical highs in the sgpad betweenthese two indice$ed to recessions. This time, the

spread is plunging after reaching record levels.

Consumer Confidence vs. Sentiment Spread
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Spread Calculation: Conference Board Consumer Confidence vs.
Source: Bloomberg University of Michigan Consumer Sentiment ©2019 Crescat Capital LLC
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levels. Over 55% of all 44rspds are now inverted, being just as much as it was at the peak of the tech and

housing bubble. Nevertheless, another important development in credit markets occurred in the first week of

July. As show below, the US3€ar yield dropped below the uppéound of the federal funds rate (FFR) for the
FANBG GAYS aAyOS GKS 3J3t26Ft FAYFIYOALIT ONRaA&aD LGQA
ending macro data. The same warning occurred ahead of the GFC, tech bust, Asiancribi®y &L & =~ | Y R M
double dip recessions. The only false signal was in 1986, but one could argue that it did ultimately lead to the

1987 crash. Above all, as of Jul§, &e had the entire US Treasury curve below the Fed overnightRatbaps

the bond market is trying to tell us something.



US 30-Year Yield vs. Fed Funds Rate
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Cracks in the market are spreading and it could be pointing to a market meltddepper, for instance, is now
diverging from the S&P 500 by over 35% since September of 2017. Last time thisisepagathed similar

extremes was at the September 2018 market pd&xkCopper is reputed to have a Ph.D. in economics because

of its ability tohelp predict turning points in the global economy. Because of coppédsspread applications

T from homes andactories to electronics and power generation and transmissiostrengthening or
weakeningdemand forthe red metal can baleading indicatofor the econony at large The decline of the

industrial metalitselfR2 Say Qi y S0OSaal NRAféra dowrfutnfin thezéconSryicye® Mowezer, O £ f
its deterioration versus other risk assets in combination wititany of macroindicatorsadds conviction to our

overall bearishhesis



S&P 500 vs. Copper
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The US is the only equity market in the world to make hayhs recenthin US dollar termsEvery other @0
index already peaked a long time agotroubling divergencéNe believe the US stock market is likely to be the
one to catch up to the downside.



G-20 Stock Market Peaks Since GFC

Equity Indices High Water Mark Date

Us 7/12/2019
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*Performance Calculated in USD Terms ©2019 Crescat Capital LLC

The US market is fundamentally and technically oveedito an extremeBut, how much should we expedt

to be down in a coming bear market? Just to get to mean historical valuaiiausild bea 50% plungeThe
problem is, &0% decline would equate to the highest ever valuation at the depth of a bedetrand
recession irthe US so it could be a bestase scenariolhat is how ovevalued the US equity market is today!
The downsiden the market today iperhaps easiedb visualize in a logged version of the longest running US
stock indexthe Dow Joes Industrial Average
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Regression to the Mean = Down 53% from 7/19/2019 | ezmsamy
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Conventional wisdom is that the first Fed rate cut is bullish, but this was not true with the last two business

cycles asve clearly shovin the chart below. It will likely not be true in thisie either because we are record

late into the expansion at Hisric high valuationsL G Qa G NHzS GKFd £t StasS Sldza =
bullish for stocks and the economy, whilghtening is bearish. The problem is that central bank policy works

with a lag.The delayed reaction tBed interest rate patiyis why our macro model uséise 24-month trailing
rate-of-change in the federal funds rases one of our factors to forecast teeonomyandthe stock market.

The interest rate hikes and quantitative tighteniofthe last three years, arde substantal bearish macro

drivers that have onlyow started to transmit into economic weakening in the US. Meanwhile, the Fed has also
just acknowledged the deterioration in the overall global economy. \Wink the truth of the economic

weakening matters more thatihe hope from imminent Fed easing. Only at the depths of the recession, when
everyone else is panitlg and dumping stocks that are already down substantialpuld we get excited about
Fed easing transmitting to a new bull market.
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¢ KS CS R ofaeatz®d irkefeSt #ates and quantitative easing since the global financial crisis have created
enormous asset bubbles in stocks and corporate créuiestor€speculative behavids a natural reaction to

cheap moneyandhas played an integrable in inflatingthese bubblesJust asisset prices risen a positive

feedback loop of easy credit, investor speculative behavior, consumer and business spendingdsclihein

the opposite selfeinforcing fashion: credit defaults, credit tightness,astor risk aversion, and business and
consumer retrenchment. Such is the natural ebb and flow of the business cycle.

The property market in the US is also richly valued, in our view, though home prices are not as frothy relative to
income and household di¢ as they were in the housing bubblEhe big housing bubbles in the world today by

these measures are in China, Hong Kong, Canada, and Australia
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other countries to pursue their oweasy money schemesd accumulate record levels of deBicross the

globe these levels are higher on average tlthay were prior toall major credit busts of the last 30 years.
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