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What Fiscal Policy Makers are Saying
From the Transcript of Mnuchin’s Senate Hearing on June 10th
SHAHEEN (D-NH): in New Hampshire we've had 22,000 businesses that have received over $2.5 billion… I want to follow up on
Senator Scott's question about a second round of help, because we're hearing from a lot of small businesses in New Hampshire
who got the original PPP (Paycheck Protection Program) loans, who are about to run out of money this week or next week. They
did everything that was prescribed in the program. You know, they hired back their people. They have been waiting to start up
their businesses, many in the hospitality and tourism industry, which are the last open up, and in New Hampshire that's
a significant part of our economy. And now they're about to run out of money, about to be in the position of having to lay off
those employees again, and are worried about whether they're going to go under in the next couple of weeks…
Senator Cardin talked about the legislation that he and Chris Coons and I have been working on to try and look at a second round
while we've got $140 billion still remaining in the PPP program, I would hope that we could all agree that this is an opportunity that
we should take advantage of for those businesses that need continued help. I know the jobs numbers were better than expected
last week, but 13 percent unemployment is still not acceptable, and we don't want another whole round of layoffs because we
have small businesses who got help and now can't get additional help when they need it. So I hope you will be open to
that… You've talked, Secretary Mnuchin, about needing some more time to look at that, but for some of these small businesses,
they don't have extra time.
MNUCHIN: Well, again, let me just emphasize, we are a hundred percent committed to making sure that people that have
lost their jobs get back to work, and people that have their jobs can keep their jobs. That's an absolute priority of ours. As you've
said, the unemployment rate is still way too high -- no fault of their own. And there's no question that small businesses in
many industries are going to need more help. So we look forward to working with the committee and the rest of the Senate on
a bipartisan basis to include incentives. And whether it's through the PPP or others, or tax credits, we're open-minded, but we
absolutely believe small business, and by the way many big businesses in certain industries, are absolutely going to need more
help.
-Senate Hearing (6/10/2020)
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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: Trailing earnings continue to decline. And earnings estimates continue to fall (but at a much slower rate): according to FactSet, analysts
are projecting an earnings decline of 21% for calendar year 2020 (little changed relative to last month’s report (-20%)). Fwiw, Factset’s 2021
earnings growth forecast is +29%, which (if accurate) would mean 2021 earnings would be comparable to 2019 earnings. 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. This may
be more of a coincident or confirmatory indicator.
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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 fell again in April. Chart Framework: I’d get incrementally positive on the outlook for the
S&P if the LEI Index ticked back up, which may happen soon as this may be a short (albeit deep) recession. OECD’s leading indicator for May is
already out and shows an uptick. Consensus expectations are looking for an LEI MoM uptick of +2.4% when the data comes out on Thursday
(6/18/20).
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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 mixed over the past month. China remains above 50. 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 have loosened over the past month—and are supportive of equities. The big reversal in early April was likely in
large part due to Fed programs. Financial conditions have generally been moving in line with the equity market. Chart Framework: I’d get
incrementally negative on the outlook for the S&P if financial conditions tightened while the equity market remained flat to higher.
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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: It’s important to not leave policy makers out of your analysis. For their part, central banks have worked to backstop the financial system.
Over the medium/longer term, increased QE is likely supportive of equity markets. Chart Framework: I’d get negative if the YoY rate of change
went negative.
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Market Breadth
S&P 500 percent of members above their 50-day Moving Average (grey) and S&P 500 (black)

Source: © Merk Investments, Bloomberg

Analysis: Participation in the recent advance reached 98%, a multi-decade high. The second highest reading occurred in June 2003, in the early
stages of the mid-2000s bull market (at 95%). The third highest reading was in March 2016 (at 94%), the early part of a multi-year advance.
While this may indicate a near-term overbought market, historically this has been a positive sign for the medium-term outlook.
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Market Sentiment
Percent that are Bullish (bulls / bulls+bears) and S&P 500

Source: © Merk Investments, Bloomberg

Analysis: Sentiment has risen to 47% bullish. This chart should be looked at from a contrarian perspective, particularly at extremes. Given that
bullish sentiment is relatively neutral, my interpretation of this chart is neutral for the market. Chart Framework: I’d get incrementally negative with
sentiment near or above 70, and positive 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: Margin debt ticked up. 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 the recent 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.
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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 has stabilized near recent highs. And realized volatility has further risen somewhat. In my view this chart should be looked
at from a contrarian perspective, and currently suggests a 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

Lower Uncertainty

Higher Uncertainty

Source: © Merk Investments, Bloomberg

Analysis: Uncertainty has declined notably after the wall-of-worry was rapidly heightened in March. But uncertainty remains extremely high
historically. Counterintuitively, I would argue that uncertainty is generally a positive for the market on a forward-looking basis as it provides more
room to decline. As the expression goes: if you wait for an all clear signal you’ll buy at the top. This chart also reminds us that markets don’t
bottom on good news. 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 1-month futures implied VIX) and S&P 500

Source: © Merk Investments, Bloomberg

Analysis: The VIX curve had been positive for weeks until last Thursday morning, which turned out to be a big down day. The VIX curve is still
negative as of writing. A negative VIX curve means three-month future expected VIX is lower than one-month future expected 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 may be 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: Last week’s market drop appears to have found support near the 200-day moving average. The 50-day moving average remains below
the 200-day moving average, but is trending up. My current interpretation of this picture is positive. Chart Framework: I’d get negative if the S&P
500 appears to be making lower highs and lower lows and if the 50d MA reversed into a downtrend. As a side note, if the 50-day moving average
crosses above the 200-day moving average (a so-called “golden cross”), that would strongly indicate a sustainable bull market is underway.
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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 in the low single digits over the 10-year
period starting 3/31/2020. 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. While it declined, a 39.5% equity allocation is still relatively high (as of 3/31/2020). 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 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 6/12/2020 the S&P 500 is down about 6% 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

Negative

Business Cycle

Short/Medium Term

Negative**

Global growth

Short/Medium Term

Negative

Financial Conditions

Short/Medium Term

Positive

Central Bank Support

Medium Term

Positive

Market Breadth

Medium/Longer Term

Positive

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

Positive

S&P 500 50d v 200d MA

Medium Term

Negative

Valuation

Medium/Longer Term

Negative

Time Horizon

Overall Characterization

Short Term (<6 months)

Neutral with high uncertainty

Medium/Longer Term (6m-5years)

Neutral/Positive with high uncertainty

© Merk Investments LLC
*contrarian indicators
** I expect this to be Positive next month based on data that has already come out
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Conclusion/Thoughts
Relentless strength in the face of continued skepticism is often a go-with move. Said differently, a market that doesn't go down as
much as it ”should” on bad news may indicate a persistent underlying dominant force.
As noted in last month’s report, markets tend to bottom before recessions end. And we’re probably coming out of this recession
very soon. While I think it’s likely we’ll see some downside volatility over the coming months, my base-case view is that we’re in an
ongoing secular bull market that was interrupted by an exogenous shock crash and contraction. The market advance is
theoretically due for a correction. And supporting a cautious near-term view are some retail sentiment indicators, which indicate
overconfidence. I don’t think retail trading is driving the market but as a short term sentiment indicator it’s a red flag.
The Covid19 shutdown was an unnatural end to a bull market and expansion, so historical analogs may be immaterial. But for
what it’s worth, the market so far is tracking nearly identically to the move off the 2009 lows in terms of degree and duration of the
advance. 2009 was the start of a bull market that was disbelieved for months, and eventually years. On a somewhat related note,
investing greats (namely Jones and Druckenmiller) were doom-and-gloom on the market and economic outlook in the late 80s
(post crash) and early 90s, forecasting a long depression. The 90s turned out to be a boom decade.
In addition to the tragic death toll, the Covid19 pandemic/shutdown has created a painful economic reset. But one that potentially
sets the stage for another long economic expansion. The output gap has been reset, meaning the economy is currently operating
well below potential. And the road back to full potential may mean a long expansion ahead. In the near term, as noted in past
weeks, we may see a slow and uneven reopening with fits and starts, with patchwork ongoing mitigation measures, and with
inevitable risks of virus resurgence. Spikes in new cases will likely be handled at the state or county level. Covid data remains key,
as well as progress on therapeutics and a vaccine.
On the market front, the “wall-of-worry” got a lot higher in March. And uncertainty remains extremely elevated, which suggests the
market still has a wall-of-worry to climb medium-term. Trailing correlations and volatility remain high, which provides room for
improvement. And the broad participation in the recent advance has historically been indicative of medium to longer term strength.
But even if the secular bull market hypothesis is borne out, we still may see somewhat limited upside over the coming couple of
years—perhaps analogous to the 1992-1994 period, in which earnings rose faster than the market (bringing the P/E ratio down).
It’s important to keep an open mind and consider a wide range of possible outcomes. I try to run multiple competing macro
hypotheses in parallel, with associated probabilities—and to be a Bayesian, quickly updating probabilities as new information
either supports or falsifies any given hypothesis. The outlook requires constant reassessment. And everyone needs to put
probability and reward-to-risk assessments into the context of their strategy, process, and time horizon.
-Nick Reece, CFA

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)
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S&P 500 Fibonacci Levels
S&P 500 2020 Drawdown and Fibonacci Levels

Source: © Merk Investments, Bloomberg

Analysis: At last week’s highs, the rally had shown about an 80% retracement of the drawdown from the Feb 19th high to the March 23rd low. As
of close on 6/12/2020, the market was trading around the 70% retracement level.
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2009 Analog
2009 market (grey) vs current market (black) (indexes the March 9th, 2009 low to to March 23rd, 2020 low)

Source: © Merk Investments, Bloomberg

Analysis: This chart indexes the March 9, 2009 low to match the March 23, 2020 low. The grey line is the 2009 analog. As of last Friday’s close,
the market is currently where the market was in the 2009 analog. In other words, the degree and duration of the advance are identical so far.
New bull markets are usually disbelieved by many for months, and eventually years. If the analog plays out, the market will trade sideways to
lower over the next couple of months.
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Intermarket Analysis
AUD.JPY Exchange Rate (grey) and S&P 500 (black)

Source: © Merk Investments, Bloomberg

Analysis: AUD.JPY is often a good proxy for global growth prospects. The exchange rate bottomed before the market bottomed and has since
made new highs for the year. The recent pullback also coincides with the recent market pullback.
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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 6/12/2020 is about 10%. 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%. The Covid19 shutdown is shaping up to be something
like the ‘87 crash combined with the 1990 recession.
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Sectors relative to S&P 500 Index
GICS Level 1 Sectors / S&P 500 Index

Source: © Merk Investments, Bloomberg

Analysis: A quick look at sector performance relative to the S&P 500 shows that Information Technology, Healthcare, and Consumer
Discretionary are the “secular growth” areas. Btw, Consumer Discretionary is heavily weighted towards Amazon.
Macro to micro: 11 Sectors, 24 Industry Groups, 69 Industries, 158 Subindustries, 505 tickers. PDF here:
https://www.dropbox.com/s/gim8ptu7no3c653/2020-05-23%20GICS%20S%26P%20500.xlsx.pdf?dl=0
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S&P 500 P/E Ratio on 2019 Earnings
S&P 500 Index Price/Earnings Ratio on the Realized 2019 S&P 500 Earnings

Source: © Merk Investments, Bloomberg

Analysis: This chart looks at the market’s P/E ratio to 2019 realized earnings. As of writing, the market is trading at 20x 2019 earnings. It would
be reasonable to expect 2021 earnings to be comparable to 2019 earnings, or maybe a little bit better. In my view, trading at 20x next year’s
earnings is not unreasonable given how low risk free rates are.
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S&P 500 Trailing and Forward 12-month P/E Ratios
S&P 500 Index Trailing 12-month Price/Earnings Ratio (black) and S&P 500 Index Forward estimated 12-month Price/Earnings Ratio (grey)

Source: © Merk Investments, Bloomberg

Analysis: P/E ratios (both forward and trailing) tend to spike coming out of recessions. Forward P/E spikes as forward 12-month earnings
estimates drop and the market prices in a recovery further out. And trailing ratios spike as realized trailing earnings drop. After the post recession
spikes, P/E ratios tend to come down as earnings grow faster than the market rises, lowering the multiple. This happened dramatically between
1992-1994: earnings increased by 92% and the market rose by only 12% (dividends excluded). Over that period, the trailing multiple (black)
declined from 25x to 15x in a rising market.
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S&P 500 Price/Earnings Ratio vs U.S. 10yr Yield
U.S. Treasury 10yr Yield (inverted) and S&P 500 Price/Earnings Ratio

Source: © Merk Investments, Bloomberg

Analysis: The lower U.S. 10yr yield might justify a higher P/E ratio in the equity market.
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Earnings Recoveries Historically
S&P 500 Earnings and underwater chart (lower panel)

Source: © Merk Investments, Bloomberg

Analysis: “V” shaped earnings recoveries are historically common, even in the absence of “V” shaped economic recoveries. EPS peaked in Q2 2007,
bottomed in Q3 2009, and gained new highs in Q3 2011. Meanwhile, few would describe the post Great Recession period as a ”V” shaped economic
recovery. This might in part be due to shifting market cap weightings, the market will give weighting to areas were earnings growth is likely to
materialize. And recessions likely lower costs and increase margins for certain businesses. Of course the market itself moves quite independently of
earnings. There was a substantial earnings recession in the early 1990s with no bear market.
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Stock Market and Earnings
S&P 500 Index (black) and S&P 500 12m Trailing Earnings (grey) w/ 3yr Rolling Correlation (lower panel)

Source: © Merk Investments, Bloomberg

Analysis: Logically and empirically there’s a relationship between stock prices and underlying earnings. Over the long term, earnings and the
market rise together. But it’s interesting to note that there’s actually very little correlation between concurrent earnings results and the stock
market. The market can be down with earnings up and vice versa. In 2018, the market was down with earnings up, and in 2019 the market was
up with earnings down. Part of the explanation is likely that the market is forward looking and trying to price-in earnings ahead of the actual
results. But it’s hard to know how far out the market is looking and exactly what has already been priced-in. Of note, there was a massive
earnings recession in the first half of the 1990s with no bear market.
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Secular Bull and Bear Markets
S&P 500 Index (black) with shaded gray areas for secular bear markets

Source: © Merk Investments, Bloomberg

Analysis: Are we still in a secular bull market? It seems more and more likely that we are. From 11/29/1968-8/18/1982 the S&P traded sideways
at 108. Similarly, from 3/24/2000-3/4/2013 the S&P 500 traded sideways at 1527. Both are considered secular bear markets. Both periods
represent 10+ year periods where the S&P went nowhere (dividends excluded). Subsequent periods were/are considered secular bull markets.
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State Bond Spreads
New York and California 10yr Municipals bond Spread (above 10yr U.S. Treasury yield)

Source: © Merk Investments, Bloomberg

Analysis: The Covid19 shock raises many questions. One question is how states will do financially with reduced revenues and increased costs.
There is a debate about how much assistance the Federal government will provide to states. Note that sometimes the spread is negative due to
the favorable investor tax treatment of municipal bonds.
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Hong Kong Dollar Stress
USD.HKD 25 Delta Call Option Implied Volatility for 6-month options (black) and 18-month options (grey)

Source: © Merk Investments, Bloomberg

Analysis: As Hong Kong/China tensions are rising again, I thought it would be worth showing the USD.HKD stress. This chart shows options
based implied call volatility on USD.HKD (i.e., the cost of betting that the Hong Kong Dollar peg breaks to the weak side). It shows the 6-month
and 18-month outlook priced by the market. Currently, the stress isn’t as high as it was last summer during the Hong Kong riots.
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Hong Kong Dollar
USD.HKD Spot Exchange Rate

Source: © Merk Investments, Bloomberg

Analysis: And the Hong Kong dollar is actually currently trading at the strong end of the peg. The quote convention is USD.HKD, so lower means
a stronger Hong Kong dollar. The peg is actually a band (between 7.85 and 7.75). USD.HKD is trading right at the strong end of the band as of
writing.
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Hong Kong Dollar
USD.HKD Spot Exchange Rate (black) and 12-month forward rate (grey)

Source: © Merk Investments, Bloomberg

Analysis: The 12-month forward rate (grey) is trading near the middle of the band.
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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. The Covid crash wasn’t 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, although that’s looking less likely as time moves on. As a side note, the big five now
make up about 45% of the Nasdaq 100 weighting (Microsoft, Apple, Amazon, Google, and Facebook). For now, the old winners are the new
winners.
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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 has reached new highs since the March lows.
(Merk may own securities mentioned. Past performance is no guarantee of future results. Not investment advice.)
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Industrial Commodities
Industrial Commodities Index and 52-week moving average

Source: © Merk Investments, Bloomberg

Analysis: The CRB Raw Industrial Commodities Index looks like it might be trying to bottom. In my view this index generally relates to economic
growth. Notably, this index does not include energy. The Raw Industrials Index is comprised of: burlap, copper scrap, cotton, hides, lead scrap,
print cloth, rosin, rubber, steel scrap, tallow, tin, wool tops, and zinc.
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Equities vs. Fixed Income
U.S. Treasury 10yr Yield (black) and S&P 500 Index Current Earnings Yield (grey)

Source: © Merk Investments, Bloomberg

Analysis: Stocks appear cheap compared to bonds. According to the so-called “Fed Model,” which compares the earnings yield on stocks to the
yield on a 10yr Treasury note, stocks appear to be relatively cheap as they offer a substantially higher yield. One could even argue that stocks
are egregiously cheap compared to Treasuries, and Treasuries are egregiously cheap compared to Bunds and JGBs.
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Equities vs. Fixed Income
U.S. Treasury 10yr Yield (grey) and S&P 500 Index Dividend Yield (black)

Source: © Merk Investments, Bloomberg

Analysis: The trailing 12-month dividend yield on the S&P 500 is over 3x higher than the US 10yr Treasury bond yield. Even with some expected
dividend cuts over the near term, stocks offer better cash flow to investors than Treasury bonds.
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S&P 500 and CSI 300
S&P 500 Index (black) and China’s CSI 300 Index (grey)

Source: © Merk Investments, Bloomberg

Analysis: China’s broad equity market index, the CSI 300, has been generally trending higher (making higher highs and higher lows) off its March
lows. Strength in the Chinese equity market is likely important for continued strength in the U.S. equity market.
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U.S. vs International Stocks
S&P 500 Index vs the MSCI All World Ex-US Index (Normalized to 100 on January 26th, 2018)

Source: © Merk Investments, Bloomberg

Analysis: The above chart normalizes the S&P 500 and the MSCI All World Excluding U.S. Index to 100 on January 26th, 2018, when both
indexes made new highs. I’m watching the international markets (grey) to gauge how sustainable the S&P 500 (black) uptrend is. We are
currently seeing higher highs and higher lows in the international market, a positive for the U.S. market.
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S&P 500 and the U.S. High Yield Index
S&P 500 Index (black) and the U.S. High Yield Bond Index (grey)

Source: © Merk Investments, Bloomberg

Analysis: It’s often thought that the credit market leads the equity market. The U.S. high yield bond index has been trading closely in
line with the equity market in past few months. I’m keeping an eye out for any meaningful divergence. For now, it seems the two are
mostly trading in lock-step.
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Prior Bubbles
Relative Performance of Subsectors: Tech and Homebuilders vs Equally Weighted S&P 500

Tech Bubble

Housing Bubble

Source: © Merk Investments, Bloomberg

Analysis: Are we in the early stages of another tech bubble…?

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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Twitter Poll
Second-level thinking

Source: Nick Reece, Twitter

Analysis: Inspired by the 2/3rds game, this was the best way I could think of to format something similar for Twitter. (When taking a Twitter poll
you don’t see the results until after you’ve voted). The idea with this poll is to think one iteration beyond others. Like in markets, what other
people think impacts the eventual outcome. It requires second-level thinking.
2 x 45% = 0.90 and 3 x 55% = 1.65
So the 2s won. One potential takeaway is that when you think you're in the contrarian minority you're probably in the consensus majority.
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