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Earnings Backdrop

S&P 500 Trailing 12-month Earnings per Share and the S&P 500

Source: © Merk Investments, Bloomberg

Analysis: Earnings had been re-accelerating, but earnings estimates are falling fast with the U.S. and global economic shutdown. According to Factset,
analysts are projecting earnings growth of 2% for calendar year 2020 (much lower relative to last month’s report, but that will fall much further). Under the
circumstances this data is basically N/A (not applicable). As a side note, I’d expect a lot of corporate bad news (unrelated to the coronavirus) to get buried in
the next earnings season. Chart Framework: I’d get incrementally positive if the trailing 12-month earnings moved back up over consecutive quarters (QoQ),
i.e., two or more quarters.
U.S. EQUITY MARKET REPORT - MAR 2020

Business Cycle Backdrop

Leading Economic Indicators (LEI) Index and the S&P 500

Source: © Merk Investments, Bloomberg

Analysis: The Leading Economic Indicators (LEIs) Index was up in January and February—it made another new cycle high in February. Given the
rapid economic shutdown, the LEIs are N/A (not applicable). Chart Framework: I’d get incrementally negative on the outlook for the S&P if the
LEI Index began trending down on a YoY basis while the S&P was at or near bull market highs.
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Global Growth Backdrop

Large Economy Manufacturing PMIs (Purchasing Managers Index) and the S&P 500

Source: © Merk Investments, Bloomberg

Analysis: Major economy manufacturing PMIs were mostly lower over the past month. China was a standout as its economy was mostly on
lockdown in February. It seems likely the March readings for the U.S., Germany, and Japan, will look like China’s February reading. Chart
Framework: I’d get positive if all readings were trending higher.
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U.S. Financial Conditions

Chicago Fed National Financial Conditions Index and the S&P 500

Source: © Merk Investments, Bloomberg

Analysis: Financial conditions tightened over the past month, currently at -0.48. Financial conditions rapidly went from being at the loosest
levels of the cycle to going through the warning level (-0.50). Chart Framework: I’d get incrementally positive on the outlook for the S&P if
financial conditions reversed into a loosening trend.
U.S. EQUITY MARKET REPORT - MAR 2020

S&P 500 and G3 Central Bank Assets

S&P 500 Index and G3 (U.S., Eurozone, and Japan) Central Bank Total Assets

Source: © Merk Investments, Bloomberg

Analysis: I expect the balance sheets of the Fed, ECB, and BoJ to expand materially in this crisis. For their part, central banks will work to backstop the
financial system. As they step in as lender of last resort their balance sheets will grow (that’s of course a sign of stress in the system). Unlike in non-crisis
periods, growth in central bank balance sheets isn’t necessarily a positive sign for the market. Gradual removal of crisis-era lending programs would likely be a
sign the worst is over. Framework: I’d get negative if the YoY rate of change went negative.
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Market Breadth Readings at Major Market Tops
Market Breadth at Dow Jones Industrial Average (DJIA) Bull Market Tops

Source: © Merk Investments, Bloomberg

Analysis: The above chart shows the percent of Dow Jones Industrial Average component stocks at or near their respective bull market highs, measured at
major market tops. Historically at major market tops the percent of stocks that are within 2% of their bull market highs is relatively low (between 6% and 30%,
with 17% the average). At the Dow’s last high (2/12/2020), 37% of component companies traded at or near bull market highs (more than twice the average,
and above the highest historical reading (30%) at a major market top). This is one example of the anomalous nature of this market decline. Respected
technical analysis research firm Lowry’s (with an 80-year history) says there were no signs of a major market top in February.
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Market Sentiment

Percent that are Bullish (bulls / bulls+bears) and S&P 500

Source: © Merk Investments, Bloomberg

Analysis: Given the circumstances, 40% still bullish is not bearish enough in my view. This chart should be looked at from a contrarian
perspective, particularly at extremes. Given that bullish sentiment is relatively high under the circumstances, my interpretation of this chart is
neutral/negative for the market. Chart Framework: I’d get incrementally negative with sentiment near or above 70 and incrementally positive
with sentiment near or below 30. The neutral range is between 40 and 60.
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Margin Debt

Margin Debt and S&P 500 (top panel), 12 month change in Ratio of Margin Debt / S&P 500 (bottom panel)

Source: © Merk Investments, Bloomberg

Analysis: In the previous two major market tops for the S&P 500 (2000 and 2007), margin debt rose significantly relative to the equity market,
possibly reflecting the euphoric phase of the bull market, or long positions switching from strong hands (unlevered) to weak hands (levered).
Margin debt didn’t rise relative to the stock market (bottom panel) coming into this crash. Chart Framework: I’d get incrementally negative on
the outlook for the S&P if YoY rate of change of the ratio (bottom panel) moved above 30.
U.S. EQUITY MARKET REPORT - MAR 2020

Correlation and Volatility Framework

On the below diagram Correlation rises along the vertical axis from bottom to top, and Volatility rises on the horizontal axis from left to right

Source: © Merk Investments LLC

Analysis: This is a very simple diagram to help visualize how volatility and correlation relate to the conventional concept of portfolio risk.
Volatility measures how much movement an individual asset has relative to itself, and correlation measures how much movement an individual
asset has relative to other assets in a portfolio. For a given portfolio, the lower the volatility of each individual asset and the lower the correlation
between assets, the “lower risk” the portfolio as measured by portfolio standard deviation—and vice versa for high volatility and high
correlation. Counterintuitively I would argue that longer-term investors might want to think the opposite way—that is, to become cautious when
asset portfolios appear low risk and consider being more aggressive when asset portfolios appear high risk. To paraphrase Warren Buffett: it’s
better to be fearful when others are greedy and greedy when others are fearful.
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S&P 500 Correlation and Volatility

Avg. 2-yr Correlation of GICS* Sector Indexes to the S&P 500 Index and Avg. GICS Sector Index 1-yr realized volatility

Source: © Merk Investments, Bloomberg

Analysis: Correlation and volatility have moved sharply higher. In my view this chart should be looked at from a contrarian perspective, and currently suggests
a somewhat positive outlook medium/longer term as both correlation and volatility are at relatively high levels (particularly correlation). Framework: S&P 500
subsequent medium-term returns are likely to be most attractive when both correlation and volatility are high and have lots of room to decline, like in 2009.
*GICS = Global Industry Classification Standards. The 10 sectors used for this analysis are: Consumer Disc., Consumer Stap., Energy, Financials, Health Care, Industrials, Information Technology, Materials, Telecommunication Services, and Utilities. In 2016 Real
Estate was added as an 11th GICS Sector, which had been part of the Financials sectors. The S&P 500 stocks are each assigned to a sector. The correlation reading (black line) represents the average of all sector correlations to the S&P 500 (i.e., Correlation
between Financials and S&P 500 + Correlation between Energy and S&P 500 etc., divided by 10). The volatility reading (grey line) represents the average the sector volatilities (i.e., Volatility of Financials + Volatility of Energy etc…., divided by 10)
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Uncertainty

U.S. Economic Policy Uncertainty Index and S&P 500 (The “wall-of-worry”)
Lower Uncertainty

Higher Uncertainty

Source: © Merk Investments, Bloomberg

Analysis: There is now a massive “wall-of-worry” to climb. Counterintuitively I would argue that uncertainty is generally a positive for the market
on a forward-looking basis as it gives uncertainty more room to decline going forward. As the expression goes: if you wait for an all clear signal
you’ll buy at the top. Chart Framework: I’d get incrementally negative on the outlook for the S&P around the 50 level on policy uncertainty.
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VIX Curve

(3-month futures implied VIX minus spot VIX) and S&P 500

Source: © Merk Investments, Bloomberg

Analysis: The VIX curve is currently deeply negatively sloped, meaning future expected VIX is lower than the current VIX (VIX represents an
estimate of the 30-day implied volatility of the S&P 500). In my view when the VIX curve is negative a market drawdown phase is likely still
ongoing, when positive it may suggest the drawdown is over for the time being. Chart Framework: In my view this chart is best used for judging
when drawdown periods might be over. If a negatively sloped VIX curve (i.e., grey area below zero) persisted that could be a sign of stress
remaining in the market.
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S&P 500 Technicals

S&P 500 daily open-high-low-close chart with 50-day and 200-day Moving Averages (MA)

Source: © Merk Investments, Bloomberg

Analysis: The market is clearly making lower lows. My current interpretation of this picture is negative. Chart Framework: I’d get positive if the
S&P 500 appeared to be making higher highs and higher lows and if the 50d MA reversed into an uptrend.
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S&P 500 Valuation Indicator

Aggregate Equity Allocation Proxy (From Fed Z.1 Report) and S&P 500 Subsequent 10 year annualized Returns

Source: © Merk Investments, Bloomberg

Analysis: If history is any guide, this chart suggests annualized S&P 500 returns (w/o dividends) might be close to zero over the coming10-year period (from
12/31/2019). The grey dotted line is the market value of US equity divided by the total market value of US equity and debt, which is used as a proxy for
aggregate equity allocation. At 46.2% the equity allocation was relatively high on 12/31/2019. The data comes from the quarterly Federal Reserve Z.1 report,
the series will be updated again next in late June. Chart Framework: I’d likely get positive on the longer-term outlook for the S&P 500 at an allocation below
30%, which would likely only be after a substantial bear market.
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Calendar Year S&P 500 Returns

1928-to-Present Calendar Year Returns (dividends not included)

Source: © Merk Investments, Bloomberg

Analysis: As of 3/20/2020 the S&P 500 is down about 29% year-to-date. Coming into 2020 sell-side forecasts were for a 3% to 8% return this year.
Usually the consensus forecast is wrong (either too high or too low). From 1928 through 2019 the S&P 500 average annual return was 7.7%, (w/o
dividends). The S&P 500 returned between 0-10% in only 16 of those 92 years (17% of the time). In other words, average years are actually rare. 51%
of years had returns above 10%, and 32% of years had negative returns. It may be worth noting that the S&P 500 is up over 10% in most years.
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Checklist
Chart

Time Horizon

Per Framework Characterization

Earnings

Short/Medium Term

Neutral (N/A)**

Business Cycle

Short/Medium Term

Positive (N/A)**

Global growth

Short/Medium Term

Negative

Financial Conditions

Short/Medium Term

Negative

Central Bank Support

Medium Term

Positive

Market Breadth

Medium/Longer Term

Positive (N/A)**

Market Sentiment*

Short/Medium Term

Neutral

Margin Debt*

Medium/Longer Term

Positive

Correlation/Volatility*

Medium/Longer Term

Positive

Uncertainty*

Medium Term

Positive

VIX Curve

Short Term

Negative

S&P 500 50d v 200d MA

Medium Term

Negative

Valuation

Long Term

Negative

Time Horizon

Overall Characterization

Short Term (<6 months)

Neutral/Negative with high uncertainty

Medium/Longer Term (6m-5years)

Neutral/Positive with high uncertainty

© Merk Investments LLC
*contrarian indicators
** the sudden and exogenous nature of this shock renders some indicators currently “N/A” (not applicable)
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Conclusion/Thoughts
This isn’t an economic slowdown, it's an economic shutdown. And a chaotic one at that. The health, economic, and financial situation
has rapidly gone from bad to worse.
Several measures suggest the market is near-term oversold, and a relief rally is likely at some point. But the overall market decline may
continue for a while, with varying potential both in terms of price and time. As a historical reference, recession bear markets are on
average around -45% (for the S&P 500), with a wide range of outcomes higher and lower. If history is any guide, the market may
currently be more than halfway to the bottom in terms of price, but less than halfway in terms of time.
Of course history isn’t necessarily a good guide. The economic and market impact of this is unlike any past pandemic, even the 1918
Spanish flu (which by all accounts was deadlier and more contagious). The Dow traded up through the 1918-1919 Spanish flu
pandemic with a mild “Post World War I” recession (Aug 1918 to Mar 1919)—the encyclopedia entry for that recession makes no
mention of the pandemic, but rather an economy that struggled to reintegrate returning soldiers. Then there was a short so-called
depression in 1920-21 (again no encyclopedic mention of the pandemic) with a 46% drawdown in the Dow.
Recent market behavior is somewhat analogous to October/November of 2008. As in the GFC, financial conditions (e.g., credit
spreads) will be a key indicator to watch over the coming weeks and months. It’s difficult to estimate the depth and duration of the
recession or bear market. In terms of shutdown duration a lot will depend on production and distribution of testing, hospital
equipment (e.g., masks and ventilators), and any potential therapeutics—and if we get some help from the weather. The sooner
businesses/government agencies can ramp up rapid diagnostic testing, manufacture ventilators, and develop and distribute an
effective therapeutic, the quicker the economy can get back to work. But lasting economic damage is being done every week the
shutdown lasts. Job losses are unlikely to soon reverse. And a “V” shaped recovery is probably a long shot. However, bear markets
tend to bottom well before fundamentals start to improve.
In China, cases and fatalities leveled off at extremely low percentages of the overall population. And China is getting back to work. The
same is true in South Korea (with a different mitigation approach). But China and South Korea might not be good analogs for how
things will go in other countries. The situation in Italy is particularly dire, with apparently little relief from lockdown measures.
Economic pain will be particularly acute in the second quarter. But with a ramp up in healthcare capacity and aggressive fiscal and
monetary policy support, a prolonged global recession should be avoidable.
-Nick Reece, CFA
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Additional Charts

Dire Predictions from Two of the Greats

(After a Massive Bull Market, Before Another Massive Bull Market)
Do you have any thoughts about the long-term economic prospects for the country?

In my view, the 1980s were a ridiculous repeat of the 1920s. We had built up the debt-to-GNP ratio to unsustainable levels. I
became more convinced about the seriousness of the problem with all the leveraged buyouts of the late 1980s, which made the
overall debt situation get worse and worse. I have never believed that the current economic downturn was a recession; I have
always viewed it as a depression. It’s not simply a matter of a two-quarter recession. It’s a problem where you build up years of
debt, which will act as a depressant on the economy until it gets worked off over a long period of time. A debt liquidation tends
to last for years.
-Stanley Druckenmiller in Jack Schwager’s The New Market Wizards (interview in 1991)

Do you see any way in which we can solve our current problems before we go into a deep recession, or even depression?

That is what scares me so much. I don’t see any blueprint out of our current dilemma… Perhaps we are simply responding to the
same type of cycles that most advanced civilizations fell prey to, whether it was the Romans, sixteenth-century Spain, eighteenthcentury France, or nineteenth-century Britain. I think that we are going to be in for a period of pain. We are going to relearn what
financial discipline is all about.
-Paul Tudor Jones in Jack Schwager’s Market Wizards (interview in 1988)

Confirmed Coronavirus Cases

Confirmed cases in China, Korea, Italy, and the U.S.

Source: © Merk Investments, Bloomberg

Analysis: In China, cases and fatalities leveled off at extremely low percentages of the overall population. And China is getting its economy back
to work. The same is true in South Korea (with a different mitigation approach). But China and South Korea might not be good analogs for how
things will go in other countries. The situation in Italy is particularly dire, with apparently little relief from lockdown measures. But we are starting
to see some deceleration in Italy. The U.S. is still in the acceleration phase (although hopefully that is mostly the result of increased testing).
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Value vs Growth

S&P 500 Value / S&P 500 Growth

Source: © Merk Investments, Bloomberg

Analysis: Value continues to underperform growth, even in the recent market decline.
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The Value of Value

S&P 500 Valuation Metrics - S&P 500 Growth Valuation Metrics

Source: © Merk Investments, Bloomberg

Analysis: Value is underperforming growth, but not getting cheaper on a relative basis according to traditional valuation metrics (P/E, P/S, and P/B).
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Stock Market Reward/Risk Performance

Dow (black) and Rolling 5yr Grain-to-Pain Ratio (GPR = 5yr sum of all weekly returns / absolute value of sum of all weekly losses) (grey)

Source: © Merk Investments, Bloomberg

Analysis: Big crashes (1929, 1987, 1999) were preceded by equity market performances far superior to the one leading into this crash. So those
who say this is a 1929, or that this was a bubble looking for a pin might be somewhat stretching it. As another reference, the Nikkei 225 5yr GPR
reading was between 0.8 -1.2 before their 1989 crash. (I prefer the GPR over the Sharpe Ratio, but they are conceptually very similar.)

U.S. EQUITY MARKET REPORT - MAR 2020

Bond Yield vs Equity Yield and Past Crashes
10yr Yield / S&P Earnings Yield (grey) and S&P 500 (black)

Source: © Merk Investments, Bloomberg

Analysis: Prior to past crashes, Treasuries had become much more attractive relative to equities.
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Spot the Fake(s)

One Real and Three Fake Return Series

Source: © Merk Investments, R Studio, Bloomberg

Analysis: All four of the above return series have a measured annualized standard deviation between 17% and 17.5%.
One is an actual 30-year period of daily returns for the S&P 500, and three are Monte Carlo simulations: one made with a bell curve normal distribution model,
and two made with a Markov Switching Multifractal model. In real-world markets we observe the presence of fat-tails and volatility clusters (this coronavirus
crisis one of those times). In other words, there are far more high standard deviation moves (outliers) than what is modeled in a normal bell curve, and the
outliers tend to cluster. The multifractal model used above comes from Benoit Mandelbrot’s students Calvet and Fisher.
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Quote

Quotes or book excerpts that I find particularly insightful…
“The seemingly improbable happens all the time in financial markets… risk is bigger than generally acknowledged…
The [orthodox] theory is elegant but flawed… The financial orthodoxy was founded on two critical assumptions in Bachelier’s key
model: Price changes are statistically independent, and they are normally distributed. The facts show otherwise. First, price
changes are not independent of each other…. many financial price series have a “memory,” of sorts. Today does influence
tomorrow. If prices take a big leap up or down now, there is a measurably greater likelihood that they will move just as violently
the next day… Second, contrary to orthodoxy, price changes are very far from following the bell curve… In fact, the bell curve fits
reality very poorly… Extreme price swings are the norm in financial markets—not aberrations that can be ignored. Price
movements do not follow the well-mannered bell curve assumed by modern finance; they follow a more violent curve... trouble
runs in streaks. Market turbulence tends to cluster…
The eye is smarter than we normally give it credit for—especially at perceiving how things change. The worst fake stands out
from the rest…
To be able to imitate reality is a form of understanding, and as such, the multifractal model already offers some immediate
insights into how markets work… The mere knowledge that markets vary wildly is useful. It can be—and increasingly is—used in
computer simulations to “stress-test” a portfolio, to play a wider and darker range of “what-if?” games on paper…”
-Benoit Mandelbrot, in The (Mis)Behavior of Markets

S&P 500 Underwater Chart

S&P 500 Index (upper panel) and drawdowns (lower panel)

Source: © Merk Investments, Bloomberg

Analysis: The drawdown as of 3/20/2020 is about 32%. So far it’s similar to the 87 crash in terms of speed and magnitude, but the 87 crash was
not part of a recession. The dot-com bust was about a 50% S&P decline, and the GFC/Great Recession was about a 55% decline. Recession
bear markets going back to the mid 1920s were (from best to worst): -22%, -27%, -30%, -36%, -48%, -49%, -57%, -60%, -86%.
The mean was -46%, the median was -48%, the central tendency was -27% to -60%.
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World Equity Market Cap

Exchange traded world equity market cap (USD Trillions)

Source: © Merk Investments, Bloomberg

Analysis: World publicly listed equity market cap has fallen by over $25 trillion. The negative wealth effect alone will likely prolong economic
recovery. Once the economic shutdown ends, it’s hard to think consumer spending will snap back to where it was in Jan-Feb 2020.
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Volatility Positioning

CFTC Speculative Positing on VIX Futures

Source: © Merk Investments, Bloomberg

Analysis: It’s remarkable that the speculative short VIX position has not been closed out by now.
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“This Was a Bubble Looking for a Pin”?
Nasdaq 100 / S&P 500 Equally Weighted Index

Source: © Merk Investments, Bloomberg

Analysis: Some say this was a bubble looking for a pin. But market leadership continues (so far at least). Nasdaq 100 (e.g., Apple, Microsoft, and
the FANG names) continue to outperform the broader equally weighted market. This is does not seem to be a valuation led decline. In other
words, we don’t see former market leadership collapsing in the way we saw during the DotCom bust. Some analysts suggest we will see market
leadership underperform before the end of this bear market.
U.S. EQUITY MARKET REPORT - MAR 2020

Emerging Markets vs S&P 500

MSCI Emerging Markets Index (black) and S&P 500 Index (grey)

Source: © Merk Investments, Bloomberg

Analysis: The emerging markets index has not been able to make new highs in over 10 years, i.e., it is still below its 2007 peak. It dramatically
underperformed over the last bull market cycle, which may mean it outperforms in the next bull market.
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U.S./Emerging Markets and U.S. Dollar Valuation

S&P 500/EM Ratio and U.S. Dollar G10 Average Relative Purchasing Power Parity (PPP) Valuation

Source: © Merk Investments, Bloomberg

Analysis: The dollar bull market since 2011 has been a headwind for Emerging Markets. I think we are in the final leg of the dollar bull market, if/when the
dollar turns to a secular bear market it should provide a tailwind to Emerging Markets. Emerging markets have dramatically underperformed and represent
attractive long-term value in my view.

(PPP Framework: Nominal exchange rates tend to gravitate toward their long-run purchasing power parity (PPP) equilibrium values. The foundation for PPP is the so-called “law
of one price,” which suggests that identical goods should trade at the same price across countries when valued in terms of a common currency. Relative PPP extends the law of
one price to a broad range of goods and services and takes into account trade impediments.)
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Income: Equities vs Bonds

Annual $ Income from Dividends (S&P 500 Index) vs Coupons (Barclays Agg US Bond Index) on an initial $10,000 Investment
Initial Inv. on 12/31/89

1990 Income

2019 Income

Ending Portfolio Value

Equities

$10,000

$341

$1,661

$91,419

Bonds

$10,000

$835

$302

$11,706

Source: © Merk Investments, Bloomberg

Analysis: Dividend income from equities has grown on average about 5.5% annually over the past 30 years. Income from bonds has declined on
average about 3.3% annually over the past 30 years. Notably, the equity dividend represents a cashflow yield on the initial investment of 16.6%.
In other words, the dividend has grown over time and is now 16.6% of the initial $10,000 investment ($1,661/$10,000). On an initial investment
of $10,000, the 2019 ending portfolio values respectively (dividends/coupons not reinvested): equities: $91,419, bonds: $11,706.
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S&P 500 Dividend Income

Trailing 12-month $ Income from Dividends (S&P 500 Index) on $10,000 Initial Investment, with Underwater Chart

Source: © Merk Investments, Bloomberg

Analysis: It’s worth noting that during the Great Recession the trailing 12-month dividend income declined by about 25%, roughly half of the
decline in the index price level.
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Asset Classes and Long-Term Returns
Asset Class

Long-term Annualized Total Return

Volatility

U.S. Large Cap Stocks

10%

20%

U.S. Small Cap Stocks

12%

32%

U.S. Small Cap Value Stocks

14%

32%

U.S. Corp Bonds

6%

8%

U.S. Govt. Bonds

5%

6%

Cash

3%

0%

Source: Ibbotson’s SBBI Yearbook 2017. Long term returns from 1926-2016 except for Small Cap Value which is from 1928-2016.
Numbers are rounded. Past performance is no guarantee of future results.

Analysis: Both logically and empirically there is an equity risk premium. Logically in the sense that theory suggests
investors should be compensated for bearing higher risk (often viewed as volatility) with a higher rate of return. And
empirically in the sense that historically equities have tended to earn higher rates of return than other asset classes.
History shows that it’s better to be a “permabull” than a “permabear.”

U.S. EQUITY MARKET REPORT - MAR 2020

About the Author
Nick Reece, CFA: Nick is a Senior Analyst & Portfolio Manager at Merk
Investments. He focuses on macroeconomic research and private wealth
management, regularly publishing reports on the U.S. business cycle and
equity market. Prior to joining Merk in 2012, Nick gained experience working
on capital markets deals with Paul Hastings in Hong Kong, and with Atlantis
Investment Management. Mr. Reece holds a B.A. in Economics from Trinity
College and is a Chartered Financial Analyst (CFA) charterholder. Nick lives in
New York City. Outside of work, he is an avid reader and volunteer high school
math tutor. You can follow Nick on Twitter @nicholastreece.

Disclosure
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