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The Monthly Letter covers three topics this month. First, we document how the U.S. appears to be
making the transition from the 1930s to the 1940s. With the government talking about a $2 trillion
rescue package for the economy coupled with the Federal Reserve committing to $750 billion in new
Quantitative Easing, the path forward likely will replicate the economic actions seen during that decade.
Second, we will review next month the status of corporate debt in That Coming Bond Storm: Part I11.
With corporations having piled on debt without saving for a rainy day over the past decade, it appears
the Bill Is Coming Due. And Third, as always, we close with brief comments of interest to our readers.

1940s Again: The Federal Reserve & US Government As One

With a national crisis, due to a virus hurricane that shut the economy producing all the collateral damage
of an economic hurricane or a national sized earthquake, normal economic policy does not exist. It
becomes “All Hands On Deck!” with nothing out of bounds. And the purpose of government morphs
from managing the economy into preserving the economy to enable recovery and growth afterward. In
order to do so, the government must support both the financial system and the ability of the economy to
generate demand. This enables business commerce to continue and consumers to purchase the goods it
can produce. While a microcosm of this appeared during 2008 — 2009, the current drop in the economy
likely will dwarf that by several magnitudes. In fact the last times the economy saw such magnitude
drops in such short periods of time were 1958 and 1938.

To combat such an economic hurricane, the government moves to wartime footing, putting in place
economic policies typically used to fund a major war. For the United States, this means utilizing
policies last seen during World War 1. These policies typically take the form of massive government
spending coupled with money creation in order to preserve the system as a whole. And in order to
manage the debts produced by the government during such crises, the central bank typically buys much
of the debt, controlling interest rates while simultaneously monetizing the burden for the government
and creating inflation to make it go away. Based on recent actions by the Trump Administration and the
Federal Reserve, the government sized up the magnitude of the issue, deciding normal economic policy
could not apply and only typical wartime policies could succeed.

A quick look at these policies use from the 1940s will provide a good guide to how they might be
implemented today. First, the Central Bank, in this case the Federal Reserve, moved to provide massive
amounts of money to the economy to support economic growth. From 1932 — 1936, the Federal Reserve
almost doubled the monetary base, similar to what occurred during 2009 - 2015:
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Then it became worried about inflation. The led the Fed to tighten monetary policy by pulling money
out of the system and raising the bank Required Reserve Requirements. This monetary tightening
coupled with a tax increase led to the 1937 — 1938 Recession, during which GDP dropped 10%,
Industrial Production fell 32%, and Manufacturing Production collapsed 37%. With the economy
hitting the skids and the US beginning to ramp up production of war goods for Europe and itself, the
Federal Reserve reversed course and started to add copious amounts of money to the system:
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This continued until 1946 when World War 11 ended. From 1932 to 1946, the money supply rose more
than 6x. While the today’s Federal Reserve recently reenacted the period from 1932 to 1938, it just
began to adopt an encore performance of monetary policy from 1938 to 1946 as it realized its monetary
tightening stood in error and that the economy needed enormous monetary accommodation.

At the same time as the Federal Reserve let loose massive amounts of money into the system, the
Federal Government’s spending exploded upward. As the following chart shows, Federal Spending
grew exponentially until the end of World War 1I:
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Federal Spending totaled $7.8 billion in 1938, rose to $8.8 billion in 1939, and totaled $14.3 billion in
1941. In just those 3 short years, in increased 83%. It would peak at $73.5 billion in 1945 or almost
9.5x its level in 1938. To fund this massive increase, the Federal budget deficit exploded, hitting almost
27% of GDP in 1943:
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As one would expect, with the massive increase in money and the explosion in government spending,
along with massive budget deficits, Inflation accelerated:

Year Inflation Rate
1940 0.7%
1941 9.9%
1942 9.2%
1943 3.0%
1944 2.3%
1945 2.2%
1946 18.1%
1947 8.8%
1948 3.0%
1949 -2.1%
1950 5.9%

Data From St. Louis Federal Reserve.

And prices cumulatively rose significantly over this time frame:

Year Price Level Rise Inflation CAGR
1940 — 1945 Total 30.2% 4.5%
1946 — 1950 Total 37.2% 6.5%
1940 — 1950 Total 78.6% 5.5%

However, despite the significant rise in inflation, interest rates stayed low as the Federal Reserve
controlled interest rates at the Federal level until after the post-World War 11 recession:
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And, as a result, corporate interest rates stayed low as well:
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In fact, they fell as consumer goods were generally not available, except on the black market, and
savings made their way into corporate debt.

With the Federal Government talking about spending of $1 trillion to fill the hole in the economy,
through actual spending and helicopter money for the average American, Federal spending will likely
rise over 20% in F2020 compared to F2019. And with the government needing to meet its obligations
under Social Security and Medicare and spend trillions of dollars on infrastructure, Federal spending
could continue its rapid rise over the next decade. Furthermore, should the government decide, for
national security reasons, to force companies to move production of certain items back to the US, then
the government likely would provide further economic inducements through either outright subsidies of
these moves or tax breaks. Either way, it would involve government led spending and likely a rising
Deficit to GDP ratio. With the Federal Reserve moving to buy corporate debt on top of both federal
government debt and municipal government debt, it is looking more and more like The 1940s Again
with The Federal Reserve and U.S. Government As One. (Data from Federal Reserve of St. Louis
coupled with Green Drake Advisors analysis.)
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Oh To Be Young, Sooner Than Later, and The Heart of the Matter

Finally, we close with brief comments on Oh To Be Young, Optically Speaking, and The Heart of the
Matter. First, the cannabis industry continues its growth apace. According to industry data, the industry
will reach $25+ billion in revenue in 2020 and will grow 25%. Oh To Be Young. Second, demand for
optical bandwidth continues to grow. According to recent industry comments, while carriers are
deploying 400 gigabyte equipment today, terabyte equipment is just around the corner. And with the
massive increase in bandwidth demand lately, it should be here Sooner Than Later. And Third,
scientists using 3D printing have printed functional heart tissue. This tissue ultimately will be used to
repair damaged hearts and to build new ones. With this development on the way to The Bionic Human,
we see scientists getting to The Heart of the Matter.

In Closing

Should you have any guestions on how the above issues or the items discussed in our accompanying
cover letter impact your family’s financial position or your business’s future as well as the potential
actions you could take in response, please do not hesitate to contact us. We welcome the opportunity to
discuss this with you.

Yours Truly,

Paul L. Sloate Steve Rodia
Chief Executive Officer President

& Senior Advisor & Senior Advisor
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