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First Quarter of 2020, not perfect vision

Unprecedented Modern Pandemic leading to Market and Economic Uncertainty

The first quarter of 2020 was defined by the COVID-19 global pandemic and extreme rates of
change, as central banks around the world moved rapidly to contain the fallout. We believe
echoes of this pandemic will reverberate in our society, economies, and markets for years to
come. Little is known about the virus other than that it is extremely contagious. Symptoms vary
widely along with severity. This, combined with a lack of testing volume and reliability has led to
divergences in how authorities handle the pandemic, creating further uncertainty for when and
how various global and local jurisdictions exit social distancing policies which are needed before
the economy reawakens. Due to the interconnectivity of our global supply chain, we believe the
cadence of the economic restart will be disjointed.

An Economy sheltered in place

The social uncertainties arising from this pandemic have had a devastating effect on the
economy. To illustrate the uncertainty, second quarter GDP growth rates for the US range from
-5% to -35%; typically, these estimates are within basis points of one another. The graph below
illustrates the composition of the likely economic impact on US GDP.

Exhibit 3: A Sudden Stop in 02, Followed by a Gradual Recovery
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* Includes cutbacks to consumption categories requiring face-to-face interaction.
** Includes reduced domestic and foreign demand for goods, supply chain disruptions, and plant shutdowns.
“** Includes cutbacks to structures investment, homebuilding, and home sales.

Source: Goldman Sachs Global Investment Research

04/15/2020



N
BROOKMONT h

CAPITAL MANAGEMENT

Unprecedented Unemployment

I Predicted Unemployment
Higher Than Great Depression In a matter of weeks, unemployment has spiked to
Highest unemployment rates in U.S. history levels we would expect to see over years in a
32.1% typical recessionary environment. While the peak
raer  289% unemployment rate might be the highest ever seen
SR N e (including the Great Depression) it is due to a
- temporary economic freeze rather than a decline
in business conditions. Given the fiscal and
monetary stimulus, combined with coordinated
iRty el B s efforts to forgive delinquent payments, the

economy should avoid a rash of bankruptcies. This

presumes quarantines largely end by early to mid-
@®6 statista%a =, nmer.

Massive Monetary Stimulus
Chart 2: QE4 Treasury purchase in perspective ($bn)

The Fed and other Central Banks have ; fggg :

demonstrated a willingness to do ‘whatever it 1,600 -

takes.” In the US this includes: lowering the Fed :‘;gg

Funds, lending to securities firms through the 1,000 -

primary dealer credit facility, backstopping money 800 1

market funds, backstopping commercial paper and jgg

overnight repo markets, direct lending to banks, 200

relaxing regulatory requirements, direct lending to _203 i

large employers, lending to asset backed securities Wk1  WKk15 WKk29 Wk43 WKS7 WK71  WK8S5
investors, backstopping munis, providing QE{ QE2 QE
international swap lines of credit to foreign banks, QE4 o = QE4 (pPO}.)

and purchasing treasuries through their quantitative Source: BofA Global Research
easing programs. To provide some context on the
level of quantitative easing, the chart to the right
illustrates how today’s QE program surpasses prior
programs both in size and speed.
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Global Wartime Fiscal
Stimulus

Likewise, economic stimulus

programs that existed as little
more than theory at the end of
last year are now being rolled
out en masse. The United

Corporate loans I 454
Small business loans I 349
Household payments I———— 301
Unemployment insurance I 250

Tax deferrals and deadline ext. G — 221 States’ $2 Trillion fiscal
Other IEEEEE—————— 198 stimulus package is the
Aid to states  INEEEG—_—_— 150 largest of G20 countries’
Hospitals and Vets Care IS 117 efforts, which exceed five
Airlines & cargo loans Il 32 trillion in total. These
Airlines & cargo grants |l 29 paCkageS are pl’imarily

Public transit I 25 designed to stimulate

consumption not business
bailouts. This level of federal

Source: Wall St_Journal

spending, similar only to world wars, has previously led to inflation. In an inflationary or
reflationary environment, stocks are typically the best performing asset class.

Anatomy of a Bear Market

Bear markets are generally classified into one of three categories: event driven (like 9/11)
which are short lived (9 days) and quick to recover (15 days), cyclical which have slightly
longer length (27 days) and recovery (50 days), and finally structural which has the longest
length (43 days) and recovery time (111 days). The challenge we face today is that a cyclical
bear market, could result in structural unemployment, particularly in vulnerable sectors such
as hospitality and transportation. The below chart illustrates the depth and length of the
current recession relative to the 2008 financial crisis.
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A market’s reaction to little clarity

Lack of clarity surrounding the lasting economic and social implications have left market
participants in the dark in developing their own estimates and hypotheses. The CBOE Volatility
Index (VIX), known as Wall Street's fear gauge, is the market’s expectation for volatility of the
S&P 500. The VIX traded between 43 and 65 from late March to early April after a record
closing high of 82.69 on March 16. We are monitoring the VIX and believe that the market could
continue to exhibit wild daily fluctuations until the VIX stabilizes below 40. Based on April oth
trading levels the market doesn’t expect the VIX to drop below 40 until the April 22Nd contract
expires. To provide context, the historical average VIX closing price is in the mid-teens.
Additionally, the market doesn’t expect the VIX to trade below 30 (or twice the standard levels)
until the end of the year. This implies further volatility, creating opportunities for the strategic
investor to pick entry points in a disciplined and intentional manner. The upcoming Presidential
election and potential tax and regulatory rollbacks further create market uncertainty and the
business climate.
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Not all Earnings are Created Equal

The current crisis has highlighted to many investors
what we have known (and implemented) for years —
portfolios tilted towards Consumer Staples, Healthcare,
and Technology stocks are built to withstand a variety of
economic scenarios. These are the top three performers
year-to-date, down only 14.5%, 15.9% and 16.1%,
respectively. Much of this outperformance can be
attributed to the consistency of earnings. In the graphic
below, those three sectors — Consumer Staples,
Healthcare, and Information Technology — clearly
standout due to the smooth trajectories of their earnings
per share. In times of uncertainty, investors ‘pay-up’ for
stable and projectable businesses. An additional benefit
of owning such companies is the security of their
dividend, a paramount consideration in our stock
selection process.

Figure 3.
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Quality matters

IS L.l Soaring Downgrades &
"Fallen Angels"

In recent weeks, almost every money management

firm has been running tests on their portfolio US.

. . . L s s 700 |-Total Corporate Debt Issuers Downgraded*® 1 700
companies, identifying those with ‘high quality’ and
‘durable’ balance sheets to ride out this lockdown. 600 1 600

Since the epidemic began there have been six 500
hundred corporate credit downgrades with a record

- 500

amount of $150 billion in notional value. Additionally, 0 40
roughly half of investment grade debt is one notch 300 1380
above junk. However, as dividend-focused investors, 200 - 200
balance sheet strength is a requirement for our 100 1 100
portfolio companies and one of the first factors we -
examine at the beginning of our research. Yet, it would 32.3 Fallen Angels Notional Amount** O 320
be unwise to solely look at balance sheet strength to

determine a company’s ability to withstand an 120 |- 4120

elongated business interruption; it is inefficient drag on
any company to hold more than a few weeks’ worth of
cash on hand. What really matters is the durability of
revenues, earnings and cash flow. Today, many
companies are conserving cash by eliminating share
buybacks, dividends, and discretionary purchases. But
our investors can take solace in the fact that, our
portfolio companies should be able to maintain their

08 10 12 14 16 18 20
© Alpine Macro 2020

Capital allocation pO"CieS |arge|y because of the **Source: Goldman Sachs Global Investment Research

*Source: Bloomberg, and S&P

Note: Shaded region represents U.S. recession

consistency of their revenue and earnings streams.

As an example, take two companies that often fall into our

investment universe, Nordstrom (NYSE: JWN) and Tyson

Foods (NYSE: TSN). Both companies have similar leverage and payout ratios, and both have
a strong history of maintaining dividends through crises, demonstrated by over 25 years of
consecutive dividend payments. However, Nordstrom eliminated its dividend and suspended
share buybacks on March 23 in order to preserve cash. Tyson, on the other hand, announced
over $60mm in bonus payments to frontline employees on March 31, a stark contrast to
Nordstrom’s capital allocation. Tyson’s ability to maintain its dividend, and even increase pay
for their workers during a crisis is a function of their business model and operating consistency
— two critical components that we analyze during our research process. Rest assured, our
focus on dividend safety and downside protection continues to be an indispensable portion of
our philosophy and it is reflected in our portfolios.
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What does the Second Quarter bring

We are prepared for a long bottoming process (a U or L shaped recovery vs a V shaped). It is likely
S&P March lows in the range of 2200 to 2400 will be tested again. We are encouraged by of the slowing
rate of growth in new COVID-19 cases in critical areas like NYC and Italy, however, we are monitoring
data for reinfections and an ensuing policy response related to relaxing lockdown restrictions.
Additionally, for the market to signal a lasting bottom in risk assets we believe the VIX must fall below
40. During the second quarter we will look to continue to deploy cash and reposition the portfolio
opportunistically. We do so through our consistent research process resulting in a portfolio of
companies with durable balance sheets and sustainable earnings.

Try to enjoy the additional time with your loved ones or the opportunity to explore new endeavors and
above all else stay safe. Know that the team at Brookmont is focused on navigating these markets and
are happy to answer any questions or share additional thoughts on the markets and our portfolios.

Disclosures: This letter may contain "forward-looking statements" which are based on Brookmont’s beliefs, as well as on a
number of assumptions concerning future events, based on information currently available to Brookmont. Current and
prospective clients are cautioned not to put undue reliance on such forward-looking statements, which are not a guarantee of
future performance, and are subject to a number of uncertainties and other factors, many of which are outside Brookmont’'s
control, and which could cause actual results to differ materially from such statements. All expressions of opinions are subject to
change without notice. A complete description of Brookmont's performance calculation methodology, including a complete list of
each security that contributed to the performance of this Brookmont portfolio is available upon request. Certain economic and
market information contained herein has been obtained from published sources prepared by other parties, which in certain cases
has not been updated through the date of the distribution of this letter. While such sources are believed to be reliable for the
purposes used herein, Brookmont does not assume any responsibility for the accuracy or completeness of such information.
These individual securities do not represent all of the securities purchased, sold, or recommended for this Brookmont portfolio
and the reader should not assume that investments in the securities identified and discussed were or will be profitable. The firm
maintains a complete list and description of composites, which is available upon request. Results are based on fully discretionary
accounts under management, included those accounts no longer with the firm. Composite policy requires the temporary removal
of any portfolio incurring a client initiated significant cash inflow or outflow of at least 15% of portfolio assets. The temporary
removal of such account occurs at the beginning of the month in which the significant cash flow occurs, and the account re-
enters the composite at the beginning of the month which follows the cash flow by at least 30 days. Additional information
regarding the treatment of significant cash flows is available upon request. Brookmont's returns do not include reinvestment of
dividends and are shown gross-of-fees. All transaction costs are included. The Russell 1000 cumulative return includes
reinvestment of dividends and capital gains. During a rising market, not reinvesting dividend could have a negative effect on
cumulative returns. There is no representation that this index is an appropriate benchmark for such comparison. You cannot
invest directly in an index, which also does not take into account trading commissions and costs. The Volatility of this index may
be materially different from the performance of the Strategy. Gross returns will be reduced by investment advisory fees and other
expenses that may be incurred in the management of the account. Net-of-fees performance was calculated using actual
management fees. Additional information regarding the policies for calculating and reporting returns is available upon request.
Your account returns might vary from the composite's returns if you own securities that are not included in the Strategy or if your
portfolio dollar-cost averaged into the Strategy during the reporting period. Brookmont Capital Management claims compliance
with the Global Investment Performance Standards (GIPS®). To receive a complete list and description of Brookmont's
composites and a presentation that adheres to GIPS standards, please contact Suzie Begando at 214-953-0190 or write
Brookmont Capital Management, 2000 McKinney Avenue, Suite 1230, Dallas, TX 75201. Brookmont Capital does not provide
comprehensive portfolio management services for investors who have not signed and Investment Management Agreement with
our firm. Past performance is not indicative of future results
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