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STABLE DOLILAR

The Federal Reserve meets on Tuesday and Wednesday this week. With monetary policy currently being the single most
important policy driver for all asset classes, it will be very important to assess what message Powell delivers to markets.
As we noted recently,

“The Fed’s shift in monetary policy over the past few weeks is a big deal. Remember, the recent shock and
credit market panics were all about the Fed being too arrogant about the future path of policy. After the
mini-2008 style panic that ensued from October through December, the Fed seemingly has learned its lesson.
They appear unwilling to make the same mistake of so many FOMCs before them. They are listening to market
“Footprints of Policy” and adjusting their policy course accordingly. 2019 should a binary year for policy and
asset class performance. Either the Fed will stay true to the recent shift towards data driven policy and risk
assets like stocks will perform well, or the Fed will revert to failed Phillips curve arrogance and safe haven assets
like bonds and gold will perform well.”

There is a reason we have been talking about the same monetary policy story for weeks, even months. It is because
monetary policy has become the most important policy driver. Tax policy remains pro-growth. Regulatory policy
remains pro-growth. China trade policy, while still undecided, is not yet anti-growth. But as the October-December
2018 deflation panic proved, monetary policy is on the margin. Investors who are on the correct side of the Fed’s
inflationary or deflationary mismatch will be rewarded.

We lean optimistically that the Powell Fed has received sufficient warning from capital markets to avoid a deflationary
mismatch. Fed funds futures markets are now pricing in an 80% chance that the Federal reserve does not increase
interest in rates in 2019. If the Fed acts consistent with those market expectation, then risk assets like equities should
continue to perform well (the S&P500 has rallied 12% since Christmas Eve.) But the bar in now set quite high for a
deflationary mistake. Even talk about just one more rate hike in 2019 would be a surprise to markets and a signal
investors should shift assets into safe havens like bonds and gold.
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Remember, it’s not crucial to be the first investor to correctly identify if the Fed is making an inflationary or deflationary
mistake. But it is crucial to allocate assets quickly and correctly once the monetary policy trend is in place. As history
proves, Fed policy mismatches can last many years. In fact, the past several years have in some ways been a goldilocks
period of monetary policy. Many forget that in just the past seventeen years there have been massive Dollar inflations
and deflations that dwarf the Dollar moves since 2016.

In an effort to reduce signal noise, the chart below shows the average annual price of gold. From 2002 to 2012 the
average annual Dollar price of gold rose from $290/0z to $1,6900z, a 480% increase and one of the most dramatic weak
Dollar periods in history. During that period owning commodities and commodity linked assets was the best way to
preserve and grow wealth.

From 2013 to 2016 the average annual Dollar price of gold declined from $1690/0z to $1,130/0z, a 33% decrease in just
three years. During that strong Dollar period owning commodities and commodity linked assets was the best way to lose

wealth while pro-growth assets like stocks performed best.
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stable near $1,300/0z. For
all the critique and blame
the Fed rightfully receives
given its historic track
record, over the past two
years the Dollar price of
gold has been remarkably
stable. Intentional or not,
the data are clear.
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ALLOCATOR

Fixed Income

Bonds are an asset class that does well in a deflationary policy environment (Low Growth & Strong Currency)

We have long said the Treasury bond bubble will pop again as it did from May2013-Jan2014 when long term Treasury
bonds fell 18%. With voters choosing Trump’s pro-growth agenda to ignite growth, we believe the this is even more
likely. Treasury bond prices are at risk to fall 30-50%, and we expect any moves higher in bond prices (lower in yields)
to be short-lived. Since most other bonds price off of Treasury yields, fixed income in general is a risky asset class.
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ALLOCATOR

Commodities

A change in the price of gold is a change in the value of the currency. When gold rises, the currency’s value falls and
vice versa. Commodities are an asset class that does well when the currency is weak.

If growth is slowing while the currency weakens, there is stagflation. Own precious metals.

If growth is accelerating while the currency weakens, there is an inflationary expansion. Own agriculture, industrial
and energy commodities.

Commodities suffered heavy losses in the strong US Dollar environment 2012-2015. In 2016 Dollar weakness was
caused by election uncertainty and commodities rallied. That weak Dollar trend was reversed by Election2016. The
demand for transactional and asset based Dollars will rise if Trump’s pro-growth policies are implemented and fall if
his policy agenda fails. Gold’s recent decline back below $1,300/0z is a confirmation of better policy and rising growth
rates. Capital is beginning to leave safe haven asset classes as policy uncertainty diminishes.

Asset ETF Action Date Current Price % Gain/Loss Policy Notes
Red Sell/Green Buy
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ALLOCATOR

Real Estate

Real Estate is an asset class that performs well when growth is accelerating. When rising growth is coupled with a
strong currency, own real estate tied to business activity (like commercial REITS). When rising growth is coupled with
a weak currency, own real estate tied to commodities (farmland).

Commercial RE will be helped by improving real economic growth. RE properties leveraged to businesses & economic
growth are preferred under pro-growth US policies.

Asset ETF Action Date Current % Gain/ Policy Notes
Red Sell/Green Buy Price Loss
Residential REZ 12/21/2016 $61.00 $67.33 10.4% Real estate assets have declined as higher interest rates
- : expectations lower the perceived attractiveness of housing
Mortgage REIT REM 4/1/2016  $35.00 $43.07 23.1%

REIT VNQ 3/7/2016  $75.50 $81.25 7.6%
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ALLOCATOR

US Equity

We have been waiting for a 1980s/90s type of policy driven equity bull market for sixteen years. The 2014 midterm
House/Senate/gubernatorial election shifts put us on the path as pro-growth candidates propelled the GOP to majorities.
It was a repudiation of anti-growth economic policies and a big step toward a Reagan/Clinton type of equity bull
market. Despite the voters’ growth signal, Obama doubled down on his tax/spend/regulatory (EPA) agendas in 2015
causing stocks to be range bound and volatile. As 2016 began, policy uncertainty ahead of November’s elections
became the biggest threat to equities. The ebb and flow of the presidential political season moved markets in both
directions as investors waited to learn which policy theme would prevail in November — growth vs. redistribution.
Voters decisively made their choice in Election2016, and growth won. Trump’s pro-growth policy agenda beat Hillary’s
anti-growth policy agenda in landslide fashion. Republicans retained control of the Senate, House and increased their
control of governorships by three. The policy stage is now set for Trump and Congress to keep delivering pro-growth
tax, regulatory and monetary policies. As they do, a bull market in U.S. equities will ignite to rival the 1980s/90s

US Equity - Cap Size

Asset ETF Action Date Current Price % Gain/Loss Policy Notes
Red Sell/Green Buy
Micro IWC  7/11/2016 $72.00 $89.32 24.1% Most tied to domestic policy / growth
Total Market  IWV ~ 5/19/2016  $117.00 $155.87 33.2%
Large IWB  5/19/2016  $111.00 $146.78 32.2% Large caps should underperform smaller caps as

domestic economic growth accelerates
Small Cap IJR  5/19/2016 $54.00 $75.31 39.5% Most tied to domestic policy / growth
Mid Cap IWR  4/6/2016 $38.57 $50.51 31.0% More tied to domestic policy / growth
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US Equity - Style

US Equity - Sector
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Foreign Equity
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POLICY MAP

Growth decreased versus last week (-.47 to -.57): Despite pro-growth tax and regulatory policy improvements since 2016, growth has tipped

into negative territory over fears of a 2008-style, deflationary monetary policy mistake.

Value of US$ decreased versus last week (-0.4 to -0.33): Dollar had been stable between gold $1,300-$1,375/0z, and recently strengthened to
$1,230/0z. This strong Dollar signal should give the Fed room to pause rate hikes until economic and market data calm down.

Stronger US$
Inflation < avg
(Soft assets)

(Aggressive assets)

Stronger Growth

Real Expansion
Higher growth, strong US$
Own strong Dollar Stocks,Real Estate

Inflationary Expansion
Higher growth, weak US$
Own weak Dollar Stocks,Real
Estate & Commodities

\
\ I
. ‘\ 1 2 -~
- -
413
Jan 2016} 29/19
\\j o
Deflation Stagflation
Lower growth, strong USS Lower growth, weak USS
Own Bonds \ 4 Own Gold

Weaker Growth
(Defensive assets)

Weaker US$
Inflation > avg
(Hard assets)



by Russell Redenbaugh & James Juliano

POLICY BASED INVESTING Monday, January 28, 2019

BOND YIELD COMPONENT ANALYSIS

Nominal Yield: 2.72% (+4%) Inflation Expectation Component: 1.77% (-2%) Real Growth Component: 0.95% (+4%)

Bond market became less pessimistic about pro-growth policy outcome in 2017. After 2017 tax cut bill real growth exited the range
of .30-.70 to the upside. Growth expectations are holding near 1%, while inflation expectations have drifted down over the past five
years and are now below 2%. Rising growth with falling inflation is the perfect recipe for prosperity.
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