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Quote

Quotes or book excerpts that I find particularly insightful…
“Volatility – or how much an asset price or a stream of returns fluctuates over time – is easy to quantify. For me, that is volatility’s
greatest advantage. The problem is that, in my opinion and in the eyes of most investors, volatility is not the real risk. Therein lies
the problem: historic volatility can be measured, but for me it isn’t really risk.
Risk, the way I define it – the probability of future loss – is something that can’t be quantified. In general, the probability of a
future event can’t be measured; it’s just a matter of opinion. And although the probability of future loss obviously can’t be
measured, I find it interesting (and somewhat surprising) that the probability of loss can’t be measured even after the fact.
Because of my doubts about the relevance of volatility, the formulas that calculate risk-adjusted return using volatility as the
measure of risk are easy to apply but not completely appropriate...
For me, risk is mainly the probability of losing money. Where does risk come from? As the late investment sage Peter Bernstein
wrote, risk arises from uncertainty... Elroy Dimson of the London Business School put it, “Risk means more things can happen
than will happen.” ...The future isn’t known or knowable. It can only be guessed at, but investors can try to add value by
enumerating the possible outcomes and estimating their probabilities. Thus we have to think about the future in terms of a
probability distribution. What’s most likely to happen? What other outcomes are nearly as likely? And it’s essential to remember
that even if we’re right about the possible outcomes and their respective probabilities, we still don’t know which one is going to
happen. Thus, uncertainty – risk – is generally inescapable.
We can decide on an optimal course of action: one that would be successful under the likely outcomes and not too bad if one of
the less likely outcomes comes to pass. But we can still get one of those less likely negative outcomes for which we’re not ideally
prepared.”
-Howard Marks

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 COVID19 shutdown. According to Factset, analysts
are projecting earnings decline of 9% for calendar year 2020 (much lower relative to last month’s report, and that’s expected to continue to fall). 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 current 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.
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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 COVID19 shutdown, the LEIs are N/A (not applicable). The next reading, out later this week, will likely show a significant decline. 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 showed a snap back from its earlier shutdown.
Chart Framework: I’d get positive if all readings were above 50.
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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 0.07. 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.
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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 continue expand materially. 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. Over the medium/longer term, increased QE probably is supportive of equity markets. Chart 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, 45% bullish (55% bearishness) may not be bearish enough. 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 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.
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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.
U.S. EQUITY MARKET REPORT - APR 2020

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)

U.S. EQUITY MARKET REPORT - APR 2020

Uncertainty

U.S. Economic Policy Uncertainty Index and S&P 500
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 still 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 has had a substantial relief rally. But the 50-day moving average has crossed below the 200-day moving average. 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 coming 10-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 4/9/2020 the S&P 500 is down about 14% 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

Medium/Longer 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 the COVID19 shutdown renders some indicators currently “N/A” (not applicable)
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Conclusion/Thoughts
The recent rally appears consistent with historical bear market rallies. Given the speed and magnitude of the initial
decline, a relief rally was to be expected. One of the debates currently is whether the market will make new lows
(below the March 23rd low). My loosely held base-case scenario is that the market will make new lows, but I remain
open minded. The outlook requires constant reassessment.
Sentiment measures are mixed. Some measures suggest sentiment probably didn’t get bearish enough to have seen
the market lows. Also, the VIX curve remains inverted which suggests stress remains in the market. Conversely, there is
now a high wall-of-worry to climb, which is bullish over the medium/longer term. And correlations have gotten very
close to 1, which provides ample room to decline going forward. Fundamentally, the focus is moving from coronavirus
hospitalization and fatality data to the re-opening timeline and readiness. Also, a big question remains on the number
of undiagnosed/asymptomatic cases that have recovered (the bigger that number turns out to be probably the better
for the economic outlook).
The speed and magnitude of the peak to trough decline so far (about 34% on the S&P 500) is comparable to the 1987
crash. But the late 80s had no economic recession. Recession bear markets tend to be bigger than non-recession bear
markets, and 2020 will include a recession. In hindsight, the COVID19 shutdown may be considered a short
depression (given the depth of contraction in activity). As a reminder, there was a short depression in 1920-21 (with a
46% drawdown in the Dow), which preceded the Roaring 20s.
The middle of October 2008 was a dark time. And yet if you had a crystal ball you would have seen 25% downside
and 120% upside over the coming five years (as turned out to be the case). That probably would have sounded overly
optimistic at the time.
But nobody has a crystal ball. And everybody needs to put probability and reward-to-risk assessments into the context
of their strategy, process, and time horizon.
-Nick Reece, CFA
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Additional Charts

The Outlook from October 2008

S&P 500 Cumulative Total Return from the Middle of October 2008

Source: © Merk Investments, Bloomberg

Analysis: The middle of October 2008 was a dark time. And yet if you had a crystal ball you would have seen 25% downside and 120% upside
over the coming five years. That probably would have sounded overly optimistic at the time.
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S&P 500 Fibonacci Levels

S&P 500 2020 Drawdown and Fibonacci Levels

Source: © Merk Investments, Bloomberg

Analysis: So far, the relief rally has been a 50% retracement of the drawdown from the Feb 19th high to March 23rd low.
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S&P 500 Underwater Chart

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

Source: © Merk Investments, Bloomberg

Analysis: The drawdown as of 4/10/2020 is about 18%. So far, the depth at the low was 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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“This was the Most Expensive Market Ever”?
Top Five Companies by Market Cap in the S&P 500: 1999 vs 2019

Source: © Merk Investments, Bloomberg

Analysis: Some say this was the most overvalued market ever (coming into 2020). The above table compares the top companies in 1999 vs
2019. Also note that the U.S. 10yr Treasury yield was 6.44% on 12/31/1999 and was 1.92% on 12/31/2019. Arguably stocks were still relatively
cheap in 2019 compared to 1999.
(Merk may own securities mentioned. Past performance is no indication of future results. Not investment advice.)
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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.
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FANG Index

Market Capitalization Weighted Index of Facebook, Amazon, Netflix, and Google: the “FANGs”

Source: © Merk Investments, Bloomberg

Analysis: The FANG Index bottomed in March above its 2018 low.
(Merk may own securities mentioned. Past performance is no indication of future results. Not investment advice.)
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Amazon

Amazon indexed to $1 at IPO (log scale)

"We believe that a fundamental measure of our success will be the shareholder value we create over
the long term… Because of our emphasis on the long term, we may make decisions and weigh tradeoffs
differently than some companies… we will continue to focus relentlessly on our customers. We will
continue to make investment decisions in light of long-term considerations rather than short-term
profitability considerations or short-term Wall Street reactions… When forced to choose between
optimizing the appearance of our GAAP accounting and maximizing the present value of future cash
flows, we’ll take the cash flows… We will continue to focus on hiring and retaining versatile and talented
employees, and continue to weight their compensation to stock options rather than cash. We know our
success will be largely affected by our ability to attract and retain a motivated employee base, each of
whom must think like, and therefore must actually be, an owner." Jeff Bezos (1997 Shareholder Letter)

Source: © Merk Investments, Bloomberg

Analysis: Amazon stock has compounded at about 37% per year since its IPO in 1997. Each dollar invested at IPO is worth over $1,300 (as of
4/9/2020). Amazon is a good example of a founder-led company.
(Merk may own securities mentioned. Past performance is no indication of future results. Not investment advice.)
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Dow/Gold Ratio

Dow Jones Industrial Average / Gold with regression line +/- 1 Standard Deviation

Source: © Merk Investments, Bloomberg

Analysis: Some gold bugs say they won’t sell gold and buy stocks until the Dow/Gold ratio is below 1. For example, if gold is $5,000/oz and the
Dow is 5,000. But the ratio has never been below 1. It got close once in the middle of the 1980 gold bubble.
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Debt and Money Printing

Japan’s debt to GDP and central bank assets to GDP (top panel) and Japanese inflation (lower panel)

Source: © Merk Investments, Bloomberg

Analysis: If Japan is any guide, increased deficits and Fed balance sheet might not be inflationary for consumer prices. Increased fiscal deficits
and expanded central bank balance sheet hasn’t led to consumer price inflation in Japan. High inflation hasn’t happened in Japan over the last
20 years, and it hasn’t happened in the U.S. over the last 10.
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U.S. Oil Production

U.S. Oil Production (million barrels per day)

Source: © Merk Investments, Bloomberg

Analysis: Some of the same people that worry about cheap credit from the Fed being inflationary, also say that it’s the same cheap credit that
led to the shale boom in the U.S. The U.S. has doubled oil output since Fed QE started in 2009, and the U.S. now produces more oil than any
other country in the world. One takeaway from this anecdote is that cheap credit might also increase the supply of goods and services.
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StateStreet’s Realtime PriceStats
PriceStats Daily Country Inflation Index for the U.S.

Source: © Merk Investments, StateStreet

Analysis: So far, the COVID19 shutdown has been deflationary.
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Dash for Cash

Money Mark Fund Assets and 12-month Moving Average

Source: © Merk Investments, Bloomberg

Analysis: In times of stress and uncertainty there is more demand to hold cash. A decline in total money market fund assets might be a good
indication that willingness to take risk is coming back into the market.
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Confirmed Coronavirus Cases

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

Source: © Merk Investments, Bloomberg

Analysis: Italy, and now the U.S., are starting to level off. Going forward it will be key to see how economic re-opening goes in some European
countries that are a few weeks ahead of the U.S.
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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 about $20 trillion. The negative wealth effect alone will likely prolong economic
recovery. Once the COVID19 shutdown ends, it’s hard to think consumer spending will snap back to where it was in Jan-Feb 2020.
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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.”
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