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That Tingling

Sensation...

THAT TINGLING SENSATION...

Many of us have a tingling sensation on the back of our necks that
something is not quite right with today’s markets and economy.
Unemployment is high, bankruptcies are rising to record levels, debt
and leverage are at WW2 levels, and the government’s fiscal deficit is
too obscene to print here. Yet markets flirt with all-time highs. And we
all have the feeling of certainty that Uncle Fed (the rich uncle who
always helps us out) is always there if things get out of hand.

How do we square this circle, of economic catastrophe accompanied by
rising equity prices? Is it all because of reliance on the Fed’s issuances?
Is there a comparison in history that we can look to for some guidance?
To answer this, let’s look at the sequence of events that built up to the
global financial crisis in 2008, to see whether there are any lessons to
be learned. Without going into too much gory detail, the following
table gives a timeline, showing “The Signals” (that maybe something
was wrong) and “The Fed’s Response” (telling that all is well, and they
will save us).

Continued below...
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THE SIGNALS

Ownit Mortgage Sol'ns files bankruptcy
American Freedom Mtge files bankruptcy

January, 2007

Mortgage Lenders Ntwk files bankruptcy

Feb, 2007

FDIC forces several lenders to stop
subprime lending

Feb/Mar, 2007

————

New Century Fin’l files bankruptcy

April, 2007

ASSET MANAGEMENT

THE FED RESPONSES

May, 2007

“we do not expect significant spillovers
from the subprime market to the rest of
the economy” - Ben Bernanke

I Dow Jones declines by 10%

Jul/Aug, 2007

Aug, 2007

- “we’re seeing ... panic ... markets
seizing up ... credits not being able to be
financed ... downward spiral” - Ben
Bernanke

Note how several months of bankruptcies and value destruction in the mortgage market yielded
apparent complacency in the Fed. However, a mere 10% decline in the Dow led to Bernanke’s
conclusions of “panic”, “markets seizing”, “credits not being able to be financed”, “downward spiral”.
Apparently, business failures are no concern, but market declines trigger an emergency response.
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Ameriquest files bankruptcy I
Netbank files bankruptcy Sept, 2007
Citibank borrows billions from Fed

Fed pumps $31 billion into the markets
L (considered a large amount at the time) I

[S&P continues to climb, peaking Oct 1 Oct, 2007

Countrywide Financial (America’s largest I

mortgage lender) fails, bought by Bank of Jan, 2008

America I
[S&P down 20% Mar 2008

Bear Stearns fails, bought by JPMorgan Mar 2008 Fed guarantees JP Morgan against future

I losses on the Bear Stearns assets

I Markets rally within 6% of all time high May 2008
I IndyMac fails, closed by FDIC July 2008

- Lehman Brothers files bankruptcy | - Fed bails out AIG

- AlG fails Sept 2008 - Fed bails out Goldman & Morgan

= Washington Mutual fails | Stanley

. Sept 15 to Oct

IS&P down 29% in 2 weeks 1,2008

1

Risk happens slowly, then all at once
From May '08 to March 09, markets decline by 54%

This was the “Sinkhole” (see below)
This was the point where the Fed could no longer save us

OTHER SIDE ASSET MANAGEMENT 3Q2020 | 3



@IT1IR SIDE

ASSET MANAGEMENT

Per the USGS (US Geological Survey) a sinkhole is, a depression in the ground where the water has nowhere
to go but down. Beneath the subsurface, the groundwater drains through salt beds, gypsum, limestone or
other soluble carbonate rock, and the underlying rock is dissolved over time, creating underground caverns
and spaces.

So where am | going with this?!

The surface area of the sinkhole is literally the last domino to fall. Water over a period of time washes away
the underlying support system. As the erosion creates larger spaces and caverns beneath the surface, the
underlying support system degrades until a critical point is reached where a very LARGE, SWIFT and
DAMAGING collapse occurs. Nobody notices the problem until the surface collapses.

The metaphor is clear. In the GFC, numerous bankruptcies signaled that the support was eroding beneath
the surface, but the surface (i.e. the stock prices) appeared safe and reliable, until September 2008 when the
market suddenly caved in.

Gentle reader, with 20/20 hindsight, we can raise our eyebrows in astonishment at investors who
maintained their euphoria and bought into markets from Jan ‘07 through May '08. After all, they had 14
months of increasingly alarming signals that something was wrong; that trouble was brewing underneath
the surface ... Hindsight is wonderful, isn’t it?

While it takes work and isn’t a perfect science, sinkholes can often be detected; as with most crises, warning
signs often flash for some time before reality sets in. More important to remember, many linger for MUCH
longer than most people care to acknowledge.

How does the above lesson reflect upon conditions in 20207 How good is your 20/20 hindsight? Have
there been any leading signals this year? Is there a Sinkhole developing today underneath market prices?

Often, the signals are only recognized after the fact, when the market has made dramatic moves and we look
back to say “Oh, yeah, | should have seen that coming”. At some time in the future, are we going to
consider a myriad of datapoints which have been representative of signals?

- HY credit markets freezing for 41 days October 2018 to December 2018

- Fed moving from “watching paint dry” to “Powell Pivot”

- Repo crises beginning September 2019

- "Fallen angels” (IG bonds downgraded to junk) are at a record high of $217 billion YTD, compared to
$150 bln after the GFC and $142 bln after the tech crash in 2000

- Over 65 Million individuals have filed for Unemployment Benefits over 30 weeks

- 25 million continue to receive some form of assistance vs. a peak of 6.5 million during the GFC

- VIX, a measure of nervousness among professional investors, is at a persistently high plateau

- Speculative grade default rate in bonds is up to 9%, the highest since the peak of 15% during the
GFC
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- More bankruptcies to September than any 12-month period

since 2010 (Hertz, JC Penney, Neiman Marcus, Chesapeake Energy, this list is enormous)
- Amount of bankruptcies by assets is already greater than during the GFC
- Bankruptcies of SME (Small to Medium sized Enterprises) are at an unprecedented rate
- 25% of US small business have CLOSED

Shutting Down
The number of U.S. small businesses has dropped almost 25% since January

/ Percentage change
5%

-5

Jan Mar Apr May Jun Jul Aug Sep
2020

Source: Womply via Opportunity Insights
*Note: Reflects the percent change in the number of U.S. small businesses since January 2020

To walk you through the development of our current crisis would be to revisit the previous 4-5 years of my
writing. We don’t have time for a history lesson today. Yet, it is important to not only recognize the parallels
to similar time sets, but more importantly the differences (both subtle and glaring), for they matter.

In March we wrote:

We are now staring at papered over debt cycles, coinciding with the end of a business cycle, while our
economy takes body blows from a global pandemic and structural deficiencies in the system, we've discussed
for over 2 years, are being exposed (the construct of active v passive investing). Adding insult to injury, this is
all colliding with a demographic shift in population (baby boomers retiring)

The core of a healthy economy is its banking sector. For years | spent my life focused on banks; and again,
while not all timeframes are comparable to others, there are many things we can learn from history ... While
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there are countless lessons to be learned from the GFC of 2007-2009, the first thing is that assumptions are
often clouded by personal bias:

Assumptions — Exhibit A, BANs (Bond Anticipation Notes): BANs were manufactured Wall Street products
marketed and SOLD as liquid money market alternatives for those seeking a fractionally higher yield. This
worked well for a while, until holders were frozen from redeeming their assets. The liquidity was an
assumption based upon the stability of the commercial paper market - uh - bad idea when GE decided to
use their AAA rating to borrow hundreds of billions to then buy credit card receivables of sub-prime credit
card borrowers. BAD ASSUMPTION.

Assumptions - Exhibit B, Bank Balance Sheets: Another extremely poor assumption then was the valuation
Wall Street placed on the assets of virtually every bank’s balance sheet; assets were grossly overstated
based upon poor assumptions that housing prices couldn’t fall greater than an arbitrary number and could
never collapse at the same time across the whole country.

What crises have proven time and time again, is that true risk is masked via constant central planning,
artificially inflating asset prices on the balance sheet of these institutions; which is why they require a
constant and LARGER bailout from the Fed with every passing crisis. In 2008/2009, we learned that home
values were actually a mere fraction of what they were assumed to be. This resulted in a collapse of the
banking sector, with bank prices dropping by 75% from September, ‘08 to March, "09.

Today, banks are without question benefiting from the Fed’s QE. Financial institutions, specifically the
larger GSIBs, are the facilitators of the recent MBS purchasing by the Fed, as shown in the following table: .

Factors Affecting Reserve Balances of Depository Institutions and
Condition Statement of Pederal Reserve Banks October 15, 2020

1. Pactors Affecting Reserve Balances of Depository Institutions
Millions of dollars

Reserve Bank credit, related items, and Averages of daily figures Wednesday
reserve balances of depository institutions at Week ended Change from week ended Oct 14, 2020
Federal Reserve Banks Oct 14, 2020 Oct 7, 2020 Oct 16, 2019

Reserve Bank credit 7,045,371 + 25,643 +3,135,700 7,111,490
Securities held outright (1) 6,471,074 + 29,970 +2,878,074 6,534,164
U.S. Treasury securities 4,476,758 + 20,788 +2,355,045 4,484,978
Bills (2) 326,044 0 ¢ 320,042 326,044

Notes and bonds, nominal (2) 3,B19,084 + 18,286 +1,B48,890 3,826,856

Notes and bonds, inflation-indexed (2) 290,816 + 2,056 ¢ 169,823 291,159
Inflation compensation (3) 40,814 + 446 + 16,291 40,919
Federal agency debt securities (2) 2,347 Q 0 2,347
|Mortgage-backed securities (4) 1,991,969 + 9,182 ¢+ 523,029 2,046,839
Unamortized premiums on securities held outright (5) 334,977 + 1,024 ¢ 207,132 337,568
Unamortized discounts on securities held outright (5) -4 ,635 + 78 + 7,903 -4,597
Repurchase agreements (6) 1,000 - 3 - 173,364 1,000
Foreign official 1,000 0 + 1,000 1,000
Others 0 - 8 - 174,364 Q0

Also, the banks are the benefactors of record-breaking level of credit/debt origination. 2020 has seen a
record amount of debt through to October 7 (below), along with capital raises via IPOs, as we’re seeing 4 to
5 new filings per day:
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US high-yield bond issuance
$400B

$350B

s3008 ™ Jan1-0ct7
$250B
$2008
$150B
$100B
il
$0B '

2006 2008 2010 2012 2014 2016 2018 2020

Data through Oct. 7, 2020
Source: LCD, an offering of S&P Global Market Intelligence

Oct 8 -Dec 31

Trading Surge
2020 trading revenues already exceed recent annual tallies

B Combined trading revenue of top five firms
$100B

2010 1 12 13 14 15 16 17 18 19 2020

Source: Company filings
Note: 2020 figure represents just the first three quarters
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Still, financials continue to underperform!

Everyone knows the Fed Funds rate is and will be at 0.00% for quite a while, driving the 30-year mortgage
to near century lows (currently it sits at roughly 2.80%). FHA lending is obnoxiously strong with recent data
showing that Fannie Mae and Freddie Mac are not only WAIVING APPRAISALS through an automated
appraisal waiver, with cash out refinancing representing roughly 90% of refi’s; that’s tens of billions of
dollars again being siphoned from homes (current est. of $50-60 billion annual run rate). Let’s repeat this for
emphasis: cash-out refinancing of homes is 90% of refi’s, with limited appraisals -- because it is safe to assume
that house prices always go up, REMEMBER?! (See “Assumption B”, above.)

What we have been attempting to convey for some time, which is challenged by those searching for value in
financials is that banks can have what appears to be the most pristine of balance sheets, however, if the
banks’ business and CLIENTS are impaired, it is highly likely that the banks’ underlying assets are also
mispriced, making the entire balance sheet riskier than assumed. As pointed out above, 25% of small
businesses have closed over the past few months with an unprecedented number more in the que. Are we
really wondering why C&l lending is down precipitously?!

Financials may look “cheap” from a valuation perspective at the moment, but their clients are quickly
becoming absolute disasters as permanent layoffs accelerate. On October 17, the MBA (Mortgage Bankers
Association) provided details:

"Over 6 Million Renters and Homeowners and 26 Million Student Debt Borrowers Missed September

Payments”

e Around 20% of mortgagors received permission from their lender to delay or reduce their monthly
payment (by week).

e In aggregate, total MISSED mortgage payments were estimated to be as much as $19.4 billion for
the third quarter.

e In aggregate, rental property owners lost as much as $9.2 billion in third-quarter revenue from
missed rent payments.

e In aggregate, total missed student loan payments were estimated to be as much as $29.5 billion for
the third quarter.

e The percentage of borrowers reporting missed payments (by month) was around 40% in the quarter.

The bounce of the financial sector off of March 23™ lows has been much weaker than many other sectors.
We believe that the markets are discounting unsustainable revenue streams and that large loan losses loom
in the near future.

Looking at government policy, the current Democratic stimulus package includes an additional year of rent,
mortgage and eviction moratoriums. But, 50% of landlords are “small businesses” - could you run and
maintain your small business without generating revenue for 2 years, while still having expenses like taxes
to pay? Rents and mortgages will eventually need to be paid - bankruptcies will accelerate. Eventually,
someone will have to pay the piper and while we believe we’re getting closer to this, the election will play a
role.


https://singlefamily.fanniemae.com/media/9456/display
https://singlefamily.fanniemae.com/media/9456/display
https://www.aei.org/research-products/report/prevalence-of-appraisal-waivers-at-the-gses-including-cltv-statistics/
https://www.mba.org/2020-press-releases/october/over-6-million-renters-and-homeowners-and-26-million-student-debt-borrowers-missed-september-payments
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Furthermore, NIM (Net Interest Margin) compression say ... FOREVER is a very real thing as the Fed has said
they aren’t even going to start to think about raising interest rates for ages. ZIRP to NIRP is very real and
here to stay, it has decimated the European banking sector, for a refresher, you can revisit the Chasing
Unicorns section of our September 2019 note. Or, look to the performance of the Japanese bank sector
during their long experiment with ZIRP; their banks have NEVER reattained the stock valuations that they
had 30 years ago. Mizuho (MFG) is down 85%; Mitsubishi (MUFG) is down 75%; these banks were once
titans in the global financial system.

Their policies can only hold the line for only so long, as we saw in 2007/2008.

Powell’s sharp tone when speaking to the National Association for Business Economics Virtual Annual
Meeting on October 6, 2020 should shake every American, investor and saver to the core.

‘there has been a decline in estimates of the potential for longer-run growth rate of the economy and in
the general level of interest rates, presenting challenges for the ability of monetary policy to respond to a
downturn.” (2" to last paragraph)

Think about the parallels of current Fed actions to those described during the GFC. After mildly shrinking
their balance sheet, the Fed is back to buying bonds, but this time they are buying debt issued by Microsoft
and Apple! It’s financial engineering -- Apple doesn’t need this money. The Fed purchase is supportive to
asset prices, but not “stimulative” to economic growth. Instead, this allows Apple to take on absurdly cheap
debt and Apple then turns around and continues buying back its own stock. Equity prices continue to rise on
financial engineering rather than fundamentals. Apple and Microsoft represent nearly 40% of the XLK (tech
ETF) and over 20% of the QQQ’s. The Fed buying these bonds supports the equity price of the most
concentrated positions in major indices, in turn, supporting CONFIDENCE. Doesn’t this confidence game
sound like a familiar page from the Fed’s paybook?

The Fed is doing its best to convince people that things are OK, but the collateral damage is the destruction
of traditional market signals. The Fed is literally begging politicians for more fiscal stimulus, which would
require the Treasury to issue more government bonds, giving Powell the ability to monetize more and more
of that Treasury debt, thus providing a floor under credit markets.

The Fed now owns 22% of all marketable treasury securities, a new record and up from peak of 20% in
2014.


https://othersideam.com/september-2019/#Chasing_Unicorns
https://othersideam.com/september-2019/#Chasing_Unicorns
https://www.federalreserve.gov/newsevents/speech/powell20201006a.htm
https://www.federalreserve.gov/newsevents/speech/powell20201006a.htm
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The Fed's Large Footprint
The central bank now owns a record share of the Treasury market

Ratio of Fed Treasury holdings to total marketable Treasuries

2002 2010

Source: Federal Reserve, U.S. Treasury

We’ve described this in the past as “MISPRICING RISK”. It also contributes to “ASSET PRICE INFLATION”.

As we noted last month, permanently unemployed numbers along with “white collar” job layoffs are already
spiking - recent consumer confidence board data suggests “upper income” earners are leading the decline
in data. Household income of those earning $75-100k was down -11.3 points MoM with those earning
between $100-125k to be down -3.2 points. Bloomberg consumer confidence index household income
above 100k was down 7 points MoM October - these are the “typical recessionary dynamics” Jay Powell spoke
to in his October 6 speech we mentioned earlier:

“a prolonged slowing in the pace of improvement over time could trigger typical recessionary dynamics, as
weakness feeds on weakness. A long period of unnecessarily slow progress could continue to exacerbate
existing disparities in our economy. That would be tragic.”


https://www.federalreserve.gov/newsevents/speech/powell20201006a.htm
https://othersideam.com/september-2020-time-and-patience/
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Markets “Saved” by $7 Trillion in

Monetary and Fiscal Stimulus - yet 20.0%
MORE is needed 6 MONTH LATER?!
How do you think this ends?
10.0%
W 0.0%

LA N

-10.0%
RISK HAPPENS
QUICKLY!!!
Roughly 20% -20.0%
Alpha in 4 wks
-30.0%
-40.0%
Feb May Aug
2020 2020 2020
B MSDD ISHARES TRUST INDEX S&P 500 FUND

We don’t hide who we are ... managing our downside risk is a core principal to our investing thesis. The
above illustration shows the benefit our capital preservation strategies provided earlier this year. They were
the difference between losing roughly $100k on every million vs. over $300k; this over a 4 WEEK time frame
(Feb 19 to March 23).

While many are focused on the right side of the chart (the surface area represented by price) we pay
attention to the data and full cycle investing (the underlying decaying rot beneath the Sinkhole). This
doesn’t mean that we don’t manage for the upside; over the years we’ve without question caught our fair
share. There will again come a time to be increasingly more aggressive, we just don’t believe it to be today
with so much rot under the surface.

We do our absolute best to remove political bias, often lumping politics into the “noise” category, but today
there are ominous political risks on the horizon. There is no question that a huge amount of money (which
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our country doesn’t have) will be spent by either party. With no stimulus prior to the election, those most in
need are likely to see no money until late January, early February 2021; this will cripple many.

But what happens if we continue to be a split House and Senate? Continued gridlock as many individuals
face financial ruin? What happens if the Republican party loses the White House? Were you aware that the
Treasury’s bond buying programs expire December 31 and need to be re-approved by the Treasury to
continue into 2021? Will the Republicans “play politics”, refusing to cooperate with the incoming
administration, forcing the new regime to figure things out on their own?! Were you aware that the
government stares at another shut down during its post-election lame duck session with December 11
being the deadline for politicians to agree on budget details?

A myriad of outcomes now depends on a handful of blowhards in Washington who currently find that
playing politics is more important than crippling the economy and many US citizens.

On one hand we can make a case for outrageously high equity prices moving forward merely in the shift
from actively managed funds to passive investments. In the same breath, we believe a sell-off of epic
proportions could occur given both market structure and outright global economic dysfunction.

Having said that, we remain cautious and nimble.

These notes are not our primary focus -- managing our client’s risk and money is. Having said that, with
this note in final edits, former President of the NY Federal Reserve (2009-2018) William Dudley wrote
and opinion piece for Bloomberg which you can read in its entirety by clicking here. This is the same
William Dudley who provided the below insight to the FOMC while serving as manager of the systems
open market account at the FOMC's August 16, 2007 emergency meeting (mentioned earlier in the
Timeline).

In 2007 Dudley stated:

The market turbulence and the rise in risk aversion have created several areas of vulnerability. First, there is
the risk that money market mutual funds could suffer losses on certain asset-backed commercial paper
programs that have weak backstops. This could conceivably cause some funds to “break the buck.” In the
worst case, this could even result in a run from these funds by investors. Second, worries about the exposure
of the financial guarantors to the mortgage market could cause problems to spread from this area to areas
that have up to now been more sheltered from stress, such as the municipal securities market.

But let’s get to the crux of the matter Mr. Dudley ...

The intense market turbulence has caused investors to become more worried about the downside risk to the
economy.


https://www.bloomberg.com/opinion/articles/2020-10-28/the-federal-reserve-is-really-running-out-of-firepower?sref=JI7IC6TJ

In his most recent Bloomberg opinion, he had the following to say:
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“No central bank wants to admit that it’s out of firepower. Unfortunately, the U.S. Federal Reserve is very near
that point. This means America’s future prosperity depends more than ever on the government’s spending

plans — something the president and Congress must recognize.”

“No doubt, Fed officials should still commit to using all their tools to the fullest. But they should also make it
abundantly clear that monetary policy can provide only limited additional support to the economy. It’s up to
legislators and the White House to give the economy what it needs — and right now, that means considerably

greater fiscal stimulus.”

Again, excluding some minor edits, our note was written before Mr. Dudley’s OpEd ... We don’t carry a PhD
nor teach at Princeton, our goal has always been to provide you with the information we would want, should
our roles be reversed. Isn’t it ironic that it becomes so much easier for (ex)central bankers to be open with

the public when they are no longer beho

As we mentioned in the introduction - Time and Patience are our assets right now ... we're also doing our
best to be Prudent at a time when the Federal Reserve is doing everything, they can to make it as difficult as

possible.

We’'ll continue focus on managing our risk, seeking out asymmetrical risk reward set ups, letting our winners
run while cutting our losers before they become problematic. We remain firm in our process and discipline.

As always, we're happy to discuss our market thoughts along with these strategies and more, never hesitate
to reach out with any questions or concerns. Thank you for your continued trust and support!

Good Investing!

Mitchel C. Krause
Managing Principal & CCO
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phone: 919-249-9650

toll free: 844-300-7344
mitchel.krause@othersideam.com
www.othersideam.com
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** We continue to work on getting our flagship model’s numbers audited from a performance standpoint. In
opening our new firm (OSAM), performance will only be able to be officially audited as far back as the complete
sets of statements we receive from clients. This may remove data points from our official numbers upon audit
completion affecting 2016’s reportable performance number. Numbers reported are gross fees and commissions
as we have a sliding fee scale based upon assets.

Disclosure: The commentary, analysis, references to, and performance information contained herein, except where explicitly
noted, reflects that of Other Side Asset Management, LLC, a registered investment adviser. Opinions expressed are as of the
current date and subject to change without notice. Other Side Asset Management, LLC shall not be responsible for any trading
decisions, damages, or other losses resulting from, or related to, the information, data, analyses or opinions contained herein
or their use, which do not constitute investment advice, are provided as of the date written, are provided solely for
informational purposes and therefore are not an offer to buy or sell a security. This commentary is for informational purposes
only and has not been tailored to suit any individual. References to specific securities or investment options should not be
considered an offer to purchase or sell that specific investment. Other Side Asset Management, LLC does not guarantee the
results of its advice or recommendations, or that the objectives of a strategy will be achieved. Performance shown herein
should in no way be considered indicative of, or a guarantee of the actual or future performance of, or

viewed as a substitute for any portfolio invested in a similar strategy. Performance data shown represents past performance,
which does not guarantee future results. Investments in securities are subject to investment risk, including possible loss of
principal. Prices of securities may fluctuate from time to time and may even become valueless. Securities in this report are
not FDIC-insured, may lose value, and are not guaranteed by a bank or other financial institution. Before making any
investment decision, investors should read and consider all the relevant investment product information. Investors should
seriously consider if the investment is suitable for them by referencing their own financial position, investment objectives,
and risk profile before making any investment decision. There can be no assurance that any financial strategy will be
successful. All data presented is based on the most recent information available to Other Side Asset Management, LLC as of
the date indicated and may not be an accurate reflection of current data. There is no assurance that the data will remain the
same. This commentary contains certain forward-looking statements. Forward-looking statements involve known and
unknown risks, uncertainties and other factors, which may cause the actual results to differ materially, and/or substantially
from any future results, performance or achievements expressed or implied by those projected in the forward-looking
statements for any reason. No graph, chart, or formula in this presentation can be used in and of itself to determine which
securities to buy or sell, when to buy or sell securities, whether to invest using this investment strategy, or whether to engage
Other Side Asset Management’s investment advisory services. In addition to the Other Side Asset Management’s advisory fee,
overall returns may be reduced by expenses that an investor may incur in the management of the investor’s account, such as
for custody or trading services, which will vary by investor and may exceed the trading costs reflected herein





