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Dear Clients,

We are mid-way through 2023, and the last six months have produced data and headlines
that seem to defy all logic. Inflation has cooled, but services inflation remains dichotomously
sticky. The labor market appears to be strong, but business owners are pessimistic about
future consumption and reducing inventory volume. The stock market continues to rally
despite global liquidity tightening. The SPX-Reserves spread continues to widen as a
handful of Al stocks drive valuation expansion despite deteriorating earnings, which is highly
unusual in arising interest rate environment.

In light of seemingly contradictory signals, our most recent quarterly outlook report focuses
on what it takes to remain a logical investor during seemingly illogical times. We analyze the
different conclusions that are drawn when one analyzes lagging indicators vs. leading
indicators, and we share our thoughts on whether our outlook on the economy is as rosy as
the media portrays. Lastly, we share why we think taking a contrarian view over the next 6 to
12 months can potentially position investors for success.

Itay Vinik
Chief Investment Officer
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_ogical
nvesting During
llogical Times

Over the past few months, Equi has been
diligently tracking the wide discrepancy
between investor sentiment, pricing of
equities, and economic data.

Tracking discrepancies is especially relevant
for the Equi investment team because our
investment philosophy emphasizes:

1. Trading spreads rather than trading on
pricing
2. Taking advantage of volatility itself

As the discrepancy widens, Equi continues to
position itself to take advantage of upcoming
volatility, market corrections, and a recession
that we believe to be increasingly likely
despite recent media headlines.
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What the

Media is Saying

A soft landing is very possible

A Axios

Soft landing comes into
view for the economy

4 hours ago

(® Bloomberg.com

BofA Survey Shows Rising
Soft Landing Bets, Rush to
Big Tech

8 hours ago

Headlines as of July 18, 2023

& CNBC

Collective embrace of soft
landing economic scenario
extends 2023 rally after...

3 days ago

KITCO

Gold, silver and oil will
skyrocket if U.S. economy

pulls off a soft landing - Ji...

19 hours ago
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Despite the prevalent recent headlines touting the high likelihood of a soft landing, our
investment team has reason to believe that the likelihood of a soft landing is low. Historically, we
have seen the media predict a soft landing ahead of several recessions.

In 2007, former Federal Reserve chair Ben Bernanke was praised extensively in the media for his
ability to navigate the country towards a soft landing. Shortly after, we experienced the Global
Financial Crisis of 2008 which could not be ameliorated even with an emergency $800 billion

bank bailout.

In May 1989, the New York Times reported: “Top business economists predicted today that the
United States economy is headed for a "soft landing" this year.” Five months later, the U.S.
experienced a recession during which unemployment rose from 5.3% in October 1989 to 7.8% by
June 1992. It subsequently took almost 3 years for unemployment rates to recover by February

1995

We witnessed a similar pattern in 1973 just ahead of the 1970s recession, which was exacerbated
significantly by the 1973 oil crisis and the fall of the Bretton Woods system, which aimed to

stabilize currencies.

Thttps://fred.stlouisfed.org/series/fUNRATE
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What the
Data is Saying

A hard landing is nearly inevitable

1.0 1~ — Probability of Recession : 0
Period of Recession r 97.7 /0
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probability of
recession
according to
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Equi proprietary macroeconomic model as of July 18, 2023

Equi's macroeconomic model, which is the foundation for our Dynamic Alpha strategy, predicts a
97.7% probability of recession as of July 18, 2023. We find that our data is corroborated by the NY
Federal Reserve, which is predicting a 67.3% likelihood of recession by June 2024.

Probability of US Recession Predicted by Treasury Spread*

Twelve Months Ahead (month averages)
1 T T T T T T T I T T T T T T T T T T ) T T T T T T T T T T T T

Jun 2024 = 67.3054% 67- 3 %

probability of
recession
according to NY
Federal Reserve

e e e e

*https://www.newyorkfed.org/medialibrary/media/research/capital_markets/Prob_Rec.pdf
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Leaning on
Leading Indicators

How do we know whether these predictions are robust?

First, it's important to keep in mind that those who are predicting a soft landing often refer to
lagging data, such as unemployment data, rather than analyzing leading economic indicators to
determine the likelihood of a recession.

At Equi, we analyze leading indicators, such as U.S. tax receipts, the housing market, and even
the lumber market, to help determine the probability of various macroeconomic scenarios.

Tax Receipts Have Slumped

Tax receipts slumped 9.2% from $461 billion to $418 billion, resulting in a trailing twelve month
(TTM) drop in government receipts of over 7.3%. This is the biggest drop since June 2020 when
the U.S. was reeling from COVID. Tax receipts have not dipped this severely in the past without
being followed by a recession.?

YoY change of monthly tax receipts

100.0% Historically, the U.S.
has failed to avoid a
recession after
experiencing a
50.0% significant drop in
year-over-year (YoY)
monthly tax receipts.

0 0% /_‘—J‘\\ /\/—\\ - A
~/ N\ N \/ <

-50.0%

Annual Change

Jan 2005 Jan 2010 Jan 2015 Jan 2020
Maonth

Source: U.S. Treasury, Equi

2 https://www.fiscal.treasury.gov/reports-statements/mts/current.html
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Tax revenues are collapsing, while our debts are ballooning. The U.S. government is only
bringing in $3.4 trillion in tax revenue, and that revenue is decelerating. Despite the deceleration
in revenue, the government is actually spending more money.

If you view “Net Interest” under “Outlays by Function” in the chart below, you'll see that it's
currently our sixth largest line item at just under $500 billion. However, as more and more loans
and debt get carried into the next market regime, that line item can potentially increase to over
$900 billion or close to $1trillion, making it the largest line item. If this were to happen, about a
third of total tax receipts would go towards paying interest on debt. This is not sustainable.

Given where inflation already is, we believe it is unlikely that the government will be able to spend
its way out of this situation by either fiscal or monetary means. Additionally, the rate of increase
in net interest payments in proportion to tax revenues has outpaced that of the 1970s recession.

Cumulative Receipts, Outlays, and Surplus/Deficit Through FY 2023

Receipts by Source: Qutlays by Function:

Total Receipts Total Outlays
$3,413 Billion $4,805 Billion

FARIOFAETIOLN  Social Security
Individual Income Taxes [ o =l

Social Insurance & Retirement [ 2 =i

$60 Billion

Customs Duties

$59 Billion
Excise Taxes

$673 Billion sEElG
BGRIRE]Ie)) Medicare
CGZERSTIELY  Income Security
Corporation Income Taxes Ele =10 ——
L ON:T N National Defense
Deficit
- pLicay=llIT] Net Interest )
$1,393 Billion
Veterans' Benefits & Services

Education
$28 Billion

Estate and Gift Taxes Transportation

) $22 Billion $253 Billion el T
Miscellaneous —

https://www.fiscal.treasury.gov/files/reports-statements/mts/mts0623.pdf
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The Bond Market is Usually More
Realistic than the Stock Market

Theyield curve is also a great leading indicator of where the economy is heading. Generally, we
find that the bond market tells a more accurate picture of the economy whereas the stock market
tends to be overly frothy and optimistic.

When reviewing the 2-10 yield curve, we notice that short term rates are higher than long term
rates. In general, one should expect to be rewarded with a higher rate of return in exchange for
locking up capital for a longer amount of time. However, when institutional investors have a
higher expectation of recession, they prefer to lock their capital up for a longer period of time at a
higher rate. Thus, we generally see the yield curve invert just before a recession unfolds.

That's exactly what we're seeing in bond markets today with 2-year rates exceeding 10-year
rates. To exacerbate the situation, an inverted yield curve often leads to decreased liquidity in
the overall economy as bankers become more reticent to lend money.

Going back to the 1970s, we have not had an inverted yield curve that did not serve as a leading
indicator for a recession. Generally, a recession starts just as the yield curve begins to disinvert.

FRED M'/J — 10-Year Treasury Constant Maturity Minus 2-Year Treasury Constant Maturity
3

ML)

1980 1990 2000 2010 2020

=

Percent
o

https://fred.stlouisfed.org/series/T10Y2Y
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Businesses are Pessimistic
about the Future

The Conference Board’s Leading Economic Index (LEI) indicated as of June 22, 2023 that LEI had
dropped significantly, driven largely by decreased expectations by business owners.

The negative sentiment of business owners was expressed in the ISM Index of New Orders,
which measures how much inventory business owners expect to hold. In aggregate, businesses
are cutting back on inventory because they are expecting fewer transactions and less overall
spending by consumers.

€€
The US Leading Index has declined in each of the last fourteen months and
continues to point to weaker economic activity ahead. Rising interest rates
paired with persistent inflation will continue to further dampen economic
activity.
The Conference Board
The Conference Board Leading Economic Index® and Component Contributions (Percent)
—
Financial Components il =
Leading Credit Index ™* Smo-Ending Meyr'23 -0.59 =
= May '23
S&P 500® Index of Stock Prices 0.23
Interest Rate Spread, 10-year T-bonds less Fed Funds -0.74
Non-Financial Components 2.7 —
Avg. Consumer Expectations for Business Conditions -1.40 —
ISM® Index of New Orders -1.42 -
Building Permits, Private Housing fa 0.19
Average Weekly Hours, Mfg. -0.06
Manufacturers' New Orders, Nondefense Capital Goods excl. aircraft** 0.01
Manufacturers' New Orders, Consumer Goods & Materials*™* 0.02
Average Weekly Initial Claims, Unemp. Insurance* -0.08
-5 -4 -3 -2 -1 0 1
Source: The Conference Board
* Inverted series; a negative change in this component makes a positive contribution.
** Statistical Imputation
LEIchange might not equal sum of its contributions due to application of trend adjustment factor
https://www.conference-board.org/topics/us-leading-indicators
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We've Exceeded the LEI
Threshold for Recession

Historically, we have experienced a recession shortly after we've dipped below a -4 LEI.
Currently, we are hovering at around -8.

The US LEI continues to signal a recession within the next 12 months

Peak: 01:3 07:12
Trough: 01:11 09:6

16

20:2
20:4

12

Percent

12 May ‘23
——— U.S. LEI 6-month growth rate (%, annualizgd)
Warning signal

== Recession signal

-16
-20

-24

Source: The Conference Board
-28
2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022

https://www.conference-board.org/topics/us-leading-indicators
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The “Return
to Normal”

Economic cycles tend to follow the same pattern as outlined below. Early investors spot potential
in new innovations and technology. Institutional investors follow. As word gets out, the general
public rushes towards the latest hot investment -- tulips in the 1630s, railroads in the 1840s, dot-
coms in the 1990s, crypto in the 2010s, and seemingly Al in the 2020s.

Regardless of the item of investor infatuation, the economic cycle tends to remain the same with
the markets reaching a peak during a period that is often hailed as the “new paradigm.” The “new
paradigm” is often accompanied by claims such as:

* “This time, things are different!”

* “This time, the valuations are justified.”

* “This time, we will make a soft landing.”

When investors begin to realize that things are not in fact different under the “new paradigm,”
they begin to sell assets causing a dip in price. Because the public has been conditioned to
accept prices that prevailed during the “new paradigm,” they perceive the temporary dip to be an
opportunity to buy “low,” which usually causes a temporary increase in asset prices.

However, investors

“New Paradigm" Il shouldn’t be fooled. This
Valuation Where Equi Denial temporary increase
believes we . Delusion |\ Return to “nommal” could simply be the early
are today aad 53 warning signal that the
o [ Butiap | market is about to
Smart Money In.StltUtlonaI Public plunge as it works its
investors S——— way towards inevitable
Capitulation mean reversion.
Media attention
Retum to We are seeing the usual
First Sell off the mean .
o patterns of the economic
—ﬁ—‘;n"“’“" cycle and have strong
reason to believe that we
are on track towards the
Stealth Phase Awareness Phase Mania Phase Blow off Phase “return to normal”

Source: Dr, Jean-Paul Rodrigue Dept. of Global Studies & Geography Hofsira University Time p h ase.
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Al vs. The Fed

We continue to see tightening liquidity conditions around the world. Since the 2007-2008 Great
Financial Crisis (GFC), central banks have been supportive of driving margin and expansion of
markets via increased liquidity.

Quantitative tightening is a significant departure from U.S. monetary policy since the GFC as it
attempts to temper inflation. We believe it is highly unlikely that asset prices will not be
negatively impacted by further quantitative tightening when we've historically seen a 98.4%
correlation between global liquidity and asset prices since January 2009.

Global Liquidity 98 40/
Exhibit 1: Central Banks’ Bal. Sheets — Aggregated . 0

i - + BoE + + B + - + SNB + = vs. SPX (rhs) )
Aggregated ($s billions) COFre|atI0n
$34,500 - ' betwee.n -

global liquidity
and asset
prices (SPX)

Source: Bloomberg
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Why hasn’t the market responded to quantitative tightening yet?

The Al bubble has driven up SPX resulting in a breakdown in correlation between global liquidity
and asset prices. However, when you remove the top drivers of the S&P 500 (‘META', 'AAPL',
'AMZN', "TSLA', 'NVDA', 'GOOG', 'GOOGL', 'MSFT"), the SPX Index drops dramatically. One can
imagine how the spread will further narrow when the Al bubble pops.

SPX vs. Reserves

1.200 A
—— SPX Index

Without Al stocks
11751 Reserves
1.150

L123 Where SPX

|, would be
without top
Al stocks

1.100 4

1.075 1

1.050 A

1.025 4

1.000 +

T T T T T T T
e vl el L "] al y1
'161:5,0 ,.LQ'L%)B ,lg'l:e"o ’10'1‘5'() ’10'1‘5'() ,.LQ'L%)B ,.LQ'L%)B

Source: Equi Proprietary Model
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The Benefits of
Being Contrarian

We believe that asset managers who are positioned defensively in anticipation of a hard landing
will be able to generate returns for investors as the economy deteriorates. As the 2-10 yield curve
disinverts and the spread between Reserves and the S&P 500 narrows, asset managers who
prioritize trading spreads rather than trading pricing will benefit. In other words, funds that
believe the hard landing scenario to be the more likely scenario will be able to capture the upside
as spreads narrow.

One of the most challenging aspects of taking a contrarian stance will be patience. Few investors
will likely have the patience and the discipline to resist chasing higher pricing that may manifest
in the markets short-term. In our opinion, far too many asset managers are currently chasing
higher pricing rather than strategically positioning themselves for the narrowing of spreads.

Based on leading indicator data, it is our hypothesis that asset managers chasing price will
ultimately suffer losses if spreads narrow and prices decline as the economy enters a phase of
mean reversion. Meanwhile, asset managers who take a contrarian view and are capable of
managing risk are likely to be handsomely rewarded for their patience.

Positions in US Equity Futures by Asset Managers

Most asset managers are
currently chasing price.

Positions in US equity futures by Asset Managers Average

Source: JPM
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Towards Equilibrium Inc. (“Equi”) and Equilibrium Ventures Inc. (“EquiV") communications are intended solely for informational
purposes. They should not be construed as investment, legal, tax, or trading advice and are not meant to be a solicitation or
recommendation to buy, sell, or hold any securities including funds mentioned. Any such offer or solicitation can only be made by
means of the delivery of a Confidential Private Placement Memorandum to qualified eligible investors.

EquiV is registered as an investment adviser with the Texas Securities Board Investment Advisers Act of 1940. Registration of an
investment adviser does not imply any specific level of skill or training and does not constitute an endorsement of the entity by
the Securities Exchange Commission.

Past performance is not indicative of future results and an investment in an investment fund involves the risk of loss. The
investment fund is speculative and involves a high degree of risk. The information contained herein is as of the date indicated, not
complete and is subject to, and qualified in its entirety by, the more complete disclosures, risk factors, and other terms and
conditions contained in the respective offering documents of the respective investment funds.

Before investing in the fund, you should thoroughly review the offering documents with your legal, tax and investment advisors to
determine whether an investment is suitable for you in light of your investment objectives and financial situation. An investment
in the fund is not suitable for all investors. Performance results are net of all fund and investor adviser expenses and incentive
fees, and reflect the reinvestment of interest, capital gains and other earnings. Performance results for 2022 and all subsequent
periods are unaudited and are subject to adjustment. The returns shown may vary from the returns for each individual investor
based on the timing of capital contributions and/or different fee arrangements.

A significant portion of a fund’s investments may be invested in assets in illiquid investments and, therefore, will be subject to
less frequent liquidity. The portfolio composition discussed herein is accurate only on the date set forth herein. The portfolio
composition will change, and you should not expect the same or similar portfolio composition to be maintained at any time in the
future. Asset allocation does not guarantee a profit or protection from losses in a declining market. Investments, when sold, may
be worth more or less than the original purchase price.

Illustrative Benchmarks include S&P 500 Index and HFRI Fund Weighted Composite. Equi Dynamic Alpha Strategy does not
mirror that of the lllustrative Benchmarks and returns, volatility, and structure may be materially different. S&P 500 performance
obtained from Bloomberg. References to S&P 500 are included for illustrative purposes only. It is not expected that funds will
make investments in S&P 500 companies. Funds are expected to invest with a strategy that is different from a strategy of making
equity investments across an index. Accordingly, investors should not expect that an investment would provide exposure that is
similar to an index investment in S&P 500 companies or any other specific benchmark. No guarantee is made that the funds will
meet its objectives or reach its target returns.

Estimated performance is unaudited and is anticipated to differ from audited, final performance numbers. Calculation of
estimated performance varies by underlying investment based on the investment and its strategy. For investments made via
external fund vehicles, performance provided by the manager is used for estimated performance or if not available historical
returns and volatility are used to estimate performance. For those investments made through the broker, P&L from the broker is
used.

Performance reflects that of the fund strategy as a whole, rather than that of any individual investor. Performance is calculated
based on a pro-forma, full fee paying investor who invested at inception of the Fund and has not added to their investment or
redeemed capital since. Returns were calculated on a monthly, time-weighted basis. Annual returns were calculated by
geometrically linking monthly returns.



