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Recession is coming. We can debate the timing, but the economy will turn decisively downward
at some point. My own analysis, looking at the data available on April 4, says recession isn’t
likely this year but unfortunately looks very probable in 2020.

In addition to when it will happen, there’s also the question of how deep the next recession
will be. A shallow downturn wouldn’t be fun, but compared to the last one might feel relatively
refreshing.

Alas, | don’t think we will be that lucky. | think the opposite: The next recession will be deeper,
longer and far more painful to many more people than your average recession, and could
persist as long as the last one. That is because the next recession in all likelihood will be truly
global. If you sailed through 2007-2009 without your lifestyle changing, | wouldn’t assume it will
happen that way again.
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Ironically, but not surprisingly, it will be the response to the last recession that makes the next
one so much worse. Part of the reason is that investors once again “learned” that if you simply
stay the course, the market will get you back to where you were and more. The massive move
into low-fee index investing instead of active management will make the next recession more
painful.

You must understand that 75% of today’s wealth is in the hands of retirees and pre-retirees.
Most have a significant portion of their money in index funds, and they’re going to see significant
erosion of their retirement assets. I'm thinking especially of those depending on public pensions,
which are heavily weighted to a form of index investing. Public pensions are already significantly
underfunded (in general) and a bear market will make them even more so. It will be painful and

| can assure you it will cause a lot of political angst. Today I'll tell you why | think this. It may be
one of the more important letters I've written in the recent past, so read carefully.

Unwise Investment

Central bankers have a well-worn playbook for handling recessions. Cut interest rates, increase
liquidity, and otherwise make more capital available to the private sector. This helps businesses
hire more workers and raise wages. Then gradually remove all the stimulus as growth recovers.
(Usually, at least. Greenspan waited too long to tighten after the 2001 recession and begin
raising rates, creating the dynamics for the subprime crisis.)

The playbook truly fell apart in 2008. The system had so much debt that adding yet more
of it didn’t have the desired effect. As noted, easy money from the last crisis had created
the situation. Even dropping short-term rates to effectively zero didn’t help because it was
creditworthiness, not interest costs, that kept people and businesses from borrowing.

The Bernanke Fed’s answer was quantitative easing—essentially a way to stimulate lending at
longer maturities. It had an effect but not the intended one. Instead of going to productive use,
the new stimulus helped banks deleverage and public companies leverage up and repurchase
their own shares, or as we will discuss below, simply buy their competition and short-circuit the
“creative destruction” cycle. This pushed asset prices, i.e. the stock market, higher and made
it appear recovery was underway. Unfortunately, the “recovery” was the slowest recovery on
record.

All that cash eventually trickled through the economy, not to people who would spend it on
useful goods and services, but to yield-starved investors. Why were they starving? Because the
Fed was keeping rates low. They had little choice but to take more risk, which is what the Fed
wanted them to do in the first place. So they plunged money into venture capital, private equity,
IPOs, emerging markets, and everything else they could find with potentially decent capital
gains and/or yields.
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The result was a massive wave of investment, some good and some, well, let’s just say

based on hope and little else. And as we know, hope is not a solid investment strategy. Some
businesses that had good stories (the so-called unicorns) found themselves covered with cash
by investors for whom hope sprang eternal. Eager to show they could turn the cash into gold,
the companies sought to emulate the Amazon model, using money to buy growth without profit.
In the hopes of going public at some point and cashing in, they kept the game alive. Think Lyft.
(Note: | like Lyft and wish them nothing but success. But still...) Investors, because they wanted
to believe the story they were investing in was true, watched and waited.

They're still waiting. And here we are.

Zombie Companies

Back in November 2018 (which now seems like about 30 years ago) | wrote about a Bank for
International Settlements study of “zombie” businesses. Looking at the 32,000 publicly-traded
companies in 14 advanced economies, they found 12% were both

* Atleast 10 years old, and
* Had an interest coverage ratio below 1.0 for three consecutive years.

In other words, these companies weren’t making enough revenue to pay back their loans, much
less cover their other expenses and earn a profit.

Note, these were not startup companies. All were at least 10 years old and still in business
despite their inability to make any money. Here was my conclusion at the time.

Faced with a probable loss, lenders always face a temptation to “extend and pretend.”
They convince themselves that another year or another quarter will let it turn into a
sterling borrower who pays in full and on time. And more often than not, the zombie
company has a charismatic CEO or founder who can charm lenders.

Now, there are perfectly understandable, human reasons for this. No one wants to
force people out of their homes or put a company out of business and leave its workers
jobless. But capitalism requires both creation and destruction. Keeping zombies alive
hurts healthy companies. BIS found it actually reduces productivity for the entire
economy.

The other side is that lenders must lose their money, too. Those who make irresponsible
lending decisions have to face market discipline or they will keep doing it, causing further
problems. Unfortunately, we do the opposite. Bailouts and monetary stimulus over the
last decade generated a lot of unwise lending that is not going to end well.

Many (possibly most) of these zombie companies should fail. Or, more accurately, they
will fail either suddenly in a crisis, or in slow motion if their lenders won't bite the bullet.
There really are no other options. And when they do, it will hurt not only their lenders but
their suppliers, workers, and shareholders.
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That, my friends, is how recessions begin. If we're lucky, it will occur gradually and give
us time to adapt. But more likely, given high leverage and interconnected markets, it will
spark another crisis.

Now a Bank of America Merrill Lynch study finds roughly the same thing: 13% of developed-
country public companies can’t even cover their interest payments. They are either borrowing
more cash to pay off previous loans, or issuing equity to hopeful (too hopeful) investors.

While it's easy to say these investors are making poor decisions, they’re not doing it in a
vacuum. They’re trying to earn positive returns in a world where central bankers have made
positive returns an endangered species. This means everyone is operating with distorted
information and incentives. We’'re in a hall of mirrors, so no surprise some people crash into the
glass.

None of this is “natural.” It's not the free market gone wild. It is the result of a manipulated
market. The manipulators are what went wild. Sadly, they’ve only just begun...

Gummed-Up Economy

We have another problem | also described recently: Capitalism Without Competition. A large
and growing part of the economy is effectively “owned” by powerful monopolies or oligopolies
that face little competition. They have no incentive to deliver better products at lower prices or to
get more efficient. They simply rake in cash from people who have no choice but to hand it over.

This would be impossible if we had true capitalism, at least as Adam Smith, et al., envisioned
it. Even if we generously concede that some businesses really are natural monopolies, most
aren’t. The industries we now see dominated by a handful of companies got that way because
the incumbents found some non-capitalistic flaw to exploit.

In theory, this problem should solve itself as technology and consumer preferences change the
conditions that let the monopolies arise. Yet it isn’t happening. Axios outlined the problem in a
recent article on farm bankruptcies.

Across industries, the U.S. has become a country of monopolies.

* Three companies control about 80% of mobile telecoms. Three have 95% of
credit cards. Four have 70% of airline flights within the U.S. Google handles 60%
of search. The list goes on. (h/t The Economist)

* In agriculture, four companies control 66% of U.S. hogs slaughtered in
2015, 85% of the steer, and half the chickens, according to the Department of
Agriculture. (h/t Open Markets Institute)

+ Similarly, just four companies control 85% of U.S. corn seed sales, up
from 60% in 2000, and 75% of soy bean seed, a jump from about half, the
Agriculture Department says. Far larger than anyone — the American companies
DowDuPont and Monsanto.
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As we have reported, some economists say this concentration of market power is
gumming up the economy and is largely to blame for decades of flat wages and weak
productivity growth.

“Gumming up the economy” is a good way to describe it. Competition is an economic lubricant.
The machine works more efficiently when all the parts move freely. We get more output from the
same input, or the same output with less input. Take away competition and it all begins to grind
together. Eventually friction brings it to a halt... sometimes a fiery one.

The normal course of events, when politicians and central banks don’t intervene, is for
companies to grow their profits by delivering better products at lower prices than their
competitors. It is a dynamic process with competitors constantly dropping out and new ones
appearing. Joseph Schumpeter called this “creative destruction,” which sounds harsh but it's
absolutely necessary for economic growth.

With creative destruction now scarce as zombie companies refuse to die and monopolies refuse
to improve, we also struggle to generate even mild economic growth. | think those facts are
connected.

Uncreative Destruction

Some of this happened with good intentions. Creative destruction means companies go out of
business and workers lose their jobs. Maybe a new competitor will hire them eventually, but they
suffer in the meantime. Politicians try to help but finding the right balance is hard.

| assign greater blame to the central bankers, not just the Fed but its peers as well. For
whatever theoretically good reason, they kept short-term stimulus measures like QE, ZIRP,
and in some places NIRP in place far too long. The resulting flood of capital short-circuited the
creative destruction process.

A lot of this happens under the radar. You’ve probably seen stories about the Lyft IPO and
other unicorns that will soon go public. This is news because it's now so unusual. The number
of listed companies is shrinking because a) cheap capital lets them stay private longer and b)
the founders and VCs often “exit” by selling to a larger, cash-flush competitor instead of going
public. An economy in which it is easier and cheaper to buy your competitors rather than out-
innovate them is probably headed toward stagnation.

The Drive for Scale

It is almost a sidebar, but this concept of “scale” is another important point. My usually-bearish
friend Doug Kass wrote this week that Amazon will be at $3,000 within a few years and $5,000
by 2025. If it was anybody but Doug Kass | would have probably ignored such massively bullish
analysis.

| won’t summarize his entire letter here, but the thought it triggered in me was that Amazon now
has scale. How do you compete with that?
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| was in southern Wisconsin on Tuesday, meeting with a group of current and potential investors
in biotech company Galectin Therapeutics (GALT). | have a little skin in that game, so | took a
day between meetings. After dinner | was talking with some of my fellow attendees. | asked one
what he did and he is in the business of trying to merge or buy his competitors. Because the
world now demands that he become bigger and leaner, he has to create “scale” or die. It was in
a business that | didn’t think was naturally demanding scale.

The host for our Wisconsin meeting was Dick Uihlein. If you are in North America, you have
probably bought something from Uline. Shipping boxes, tape, janitorial supplies, you name it.
They have more than a dozen huge warehouses stocked with everything you can imagine. Their
motto is order it today, get it tomorrow. And they make it work. Walking into one warehouse

that is literally a quarter-mile long, that is so clean you could eat off the floor, and watching

small orders literally flow from the 20-foot stacked shelves and rows hundreds of feet long, is
amazing. They are growing at 14% a year and are now $8 billion+. (The fact that Dick and Liz
Uihlein are two of the greatest and most generous humans on the planet does my heart good...)

But literally, how do you compete with companies like Uline and others like them? Technology
and great management create scale that dominates the potential market... and make it difficult
for new competition.

Between technology and ultracheap money we have short-circuited Schumpeter’s creative
destruction. It is like watching the small farmer disappear. Your heart is with them but the market
demands scale. Can small farmers producing locally grown food survive? Absolutely. But it is a
niche market, favoring entrepreneurial farmers, not the average small farmer of yesteryear. That
world is gone.

And as the world demands scale, cheap money helps it go even faster. Understand this:
Cheap money is not going away. Neither is technology and the drive for scale. We can cheer
for the “small farmer,” but the reality is that the world is moving to fewer competitors and larger
businesses. And as | write that, | literally find myself sighing. | hate writing those words. But |
can’t avoid reality. The world is changing and we must deal with it.

Helicopter Governments

You may have heard about “helicopter parents,” hovering over their children to ward off any
and all threats. The problem is they keep the children from gaining independence. Similarly,
helicopter monetary and fiscal policy that seeks to protect the economy can instead accomplish
the opposite.

Access to capital is necessary for economic growth, but free and/or subsidized capital is its
long-term enemy. Managers and entrepreneurs have less incentive to innovate and operate
efficiently when they can always count on another VC funding round or leveraged loan. When
they don’t actually have to compete with more innovative competitors thanks to low-cost capital
and their huge scale, creative destruction gets short-circuited. We no longer live in the world
Schumpeter envisioned.
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That's not a complaint, just reality. | am old enough to have read numerous stories lamenting the
small farmer’s demise. And | sympathetically read them, agreeing it was sad, yet happily buying
lower-priced food. “Scale” in so many businesses really matters.

This doesn’t mean the Fed should keep interest rates extra-high. That would create different
problems. The real barrier is this group of people who sit around a table in Washington and
make decisions affecting the entire economy. That's bad enough, but they do it based on
incomplete data and flawed models.

This is a terrible situation but here’s the worst part: It isn’t going to change.

The Fed will keep manipulating interest rates downward, capital will stay cheap, businesses will
keep wasting it and investors will keep believing this time is different. They’ll be partly right. This
time will be different but not in the happy way they think.

The result will be a US economy that increasingly resembles Japan'’s... stuck in a loop,
dependent on other countries over which it has little influence or control, with an economy going
sideways while a demographic tidal wave strikes.

Where does that lead? For Japan, it's meant 30+ years in a holding pattern. I’'m not sure the US
will be so lucky. But at the very least, we’re going to see a decade of little or no growth and a
whole lot of pain.

We could have avoided this by accepting a little more pain in the last recession. In hindsight,
I’'m not sure QE accomplished anything useful. For capitalism to work, lenders who make poor
decisions must lose their money, not get bailed out. While | reluctantly agreed that QE1 was
sadly necessary (in the words of my friend Paul McCulley, it was “responsibly irresponsible”), |
still believe QE2 and QE3 were overkill. Central bankers gone wild... And not just in the US...

Our incentive structures are now so distorted | don’t see any way out. A much bigger crisis is
coming and it's going to hurt. You can either deny it or prepare for it. | know which I’'m doing.

Cleveland, Chicago, Dallas, and SIC

“You need a root canal soon,” are not words you want to hear. Shane decided | needed to get
my teeth cleaned and set up an appointment with her dental group here in Dallas. And | did
need to get one tooth examined as there was some swelling. That simple cleaning turn into

a 2'2-hour ordeal, and now instead of flying back to Puerto Rico Friday we will stay over the
weekend, get the root canal on Monday, and then fly home Tuesday.

| have one last eye checkup in Cleveland later this month, then | will fly to Chicago for a few
days to join Brian Lockhart, Geoff Eliason, and their Peak Capital Management team for their
annual client conference.
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The Strategic Investment Conference is a little more than one month away. It seems like almost
every day I'm doing at least one phone call with speakers and panels, coordinating what you
will hear to make sure the “flow” of information works. Shannon Staton has been working on
the details of the conference for many months, and she is the reason the conference runs so
smoothly. If you can’t attend in person you really should get the Virtual Pass.

And with that | will hit the send button, as | have an appointment right down the street with

Kyle Bass to catch up with him personally and talk about what he will be presenting at the
conference. It’s a lot more fun when you can do that conference call in person. You have a great
week!

Your thinking about scale analyst,

— 1 Fl
e ! La A
L pug A
s _}J:-""'J/Z ﬁﬁ"rfﬂft/f"_'
1 / i

"

John Mauldin

subscribers@mauldineconomics.com

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial MAULDI [\I
expert, John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com


http://www.mauldineconomics.com/subscribe
http://www.mauldineconomics.com/go/v3bjf2/MEC
mailto:subscribers%40mauldineconomics.com?subject=

THOUGHTS
"t FRONTLINE

http://www.mauldineconomics.com/members

© 2019 Mauldin Economics. All Rights Reserved.

Thoughts from the Frontline is a free weekly economic e-letter by best-selling author and renowned financial expert, John Mauldin. You can learn more
and get your free subscription by visiting www.MauldinEconomics.com.

Any full reproduction of Thoughts from the Frontline is prohibited without express written permission. If you would like to quote brief portions
only, please reference www.MauldinEconomics.com, keep all links within the portion being used fully active and intact, and include a link to www.
mauldineconomics.com/important-disclosures. You can contact affiliates@mauldineconomics.com for more information about our content use policy.

To subscribe to John Mauldin’s Mauldin Economics e-letter, please click here: http://www.mauldineconomics.com/subscribe

To change your email address, please click here: http://www.mauldineconomics.com/change-address

Thoughts From the Frontline and MauldinEconomics.com is not an offering for any investment. It represents only the opinions of John Mauldin and
those that he interviews. Any views expressed are provided for information purposes only and should not be construed in any way as an offer, an
endorsement, or inducement to invest and is not in any way a testimony of, or associated with, Mauldin’s other firms. John Mauldin is the Chairman of
Mauldin Economics, LLC. He also is the President and investment advisory representative of Mauldin Solutions, LLC, which is an investment advisory
firm registered with multiple states, President and registered Principle of Mauldin Securities, LLC, a FINRA and SIPC, registered broker-dealer. Mauldin
Securities LLC is registered with the NFA/CFTC, as an Introducing Broker (IB) and Commodity Trading Advisor (CTA).

This message may contain information that is confidential or privileged and is intended only for the individual or entity named above and does not
constitute an offer for or advice about any alternative investment product. Such advice can only be made when accompanied by a prospectus or similar
offering document. Past performance is not indicative of future performance. Please make sure to review important disclosures at the end of each
article. Mauldin companies may have a marketing relationship with products and services mentioned in this letter for a fee.

PAST RESULTS ARE NOT INDICATIVE OF FUTURE RESULTS. THERE IS RISK OF LOSS AS WELL AS THE OPPORTUNITY FOR GAIN

WHEN INVESTING IN MANAGED FUNDS. WHEN CONSIDERING ALTERNATIVE INVESTMENTS, INCLUDING HEDGE FUNDS, YOU SHOULD
CONSIDER VARIOUS RISKS INCLUDING THE FACT THAT SOME PRODUCTS: OFTEN ENGAGE IN LEVERAGING AND OTHER SPECULATIVE
INVESTMENT PRACTICES THAT MAY INCREASE THE RISK OF INVESTMENT LOSS, CAN BE ILLIQUID, ARE NOT REQUIRED TO PROVIDE
PERIODIC PRICING OR VALUATION INFORMATION TO INVESTORS, MAY INVOLVE COMPLEX TAX STRUCTURES AND DELAYS IN
DISTRIBUTING IMPORTANT TAX INFORMATION, ARE NOT SUBJECT TO THE SAME REGULATORY REQUIREMENTS AS MUTUAL FUNDS,
OFTEN CHARGE HIGH FEES, AND IN MANY CASES THE UNDERLYING INVESTMENTS ARE NOT TRANSPARENT AND ARE KNOWN ONLY
TO THE INVESTMENT MANAGER. Alternative investment performance can be volatile. An investor could lose all or a substantial amount of his or
her investment. Often, alternative investment fund and account managers have total trading authority over their funds or accounts; the use of a single
advisor applying generally similar trading programs could mean lack of diversification and, consequently, higher risk. There is often no secondary
market for an investor’s interest in alternative investments, and none is expected to develop. You are advised to discuss with your financial advisers
your investment options and whether any investment is suitable for your specific needs prior to making any investments.

All material presented herein is believed to be reliable but we cannot attest to its accuracy. Opinions expressed in these reports may change without
prior notice. John Mauldin and/or the staffs may or may not have investments in any funds cited above as well as economic interest. John Mauldin can
be reached at 800-829-7273.

Thoughts from the Frontline is a free weekly economics e-letter by best-selling author and renowned financial MAULDI [\I
expert, John Mauldin. You can learn more and get your free subscription by visiting www.mauldineconomics.com


http://www.mauldineconomics.com/subscribe
http://www.mauldineconomics.com/members
http://www.MauldinEconomics.com
http://www.MauldinEconomics.com
mailto:affiliates%40mauldineconomics.com?subject=
http://www.mauldineconomics.com/subscribe
http://www.mauldineconomics.com/change-address

