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Quote
Quotes or book excerpts that I find particularly insightful…
"Many have been puzzled that the world’s stock markets haven’t collapsed in the face of the COVID-19 pandemic and the economic
downturn it has wrought. But with interest rates low and likely to stay there, equities will continue to look attractive, particularly when
compared to bonds… A measure we call the Excess CAPE Yield (ECY) puts the long-term outlook for the world’s stock markets in
better perspective… the level of interest rates is an increasingly important element to consider when valuing equities. To capture these
effects and compare investments in stocks versus bonds, we developed the ECY, which considers both equity valuation and interestrate levels. To calculate the ECY, we simply invert the CAPE ratio to get a yield and then subtract the ten-year real interest rate… This
measure is somewhat like the equity market premium and is a useful way to consider the interplay of long-term valuations and interest
rates. A higher measure indicates that equities are more attractive. The ECY in the US, for example, is 4%, derived from a CAPE yield
of 3% and then subtracting a ten-year real interest rate of -1.0% (adjusted using the preceding ten years’ average inflation rate of 2%).
We looked back in time for our five world regions – up to 40 years, where the data would allow – and found some striking results. The
ECY is close to its highs across all regions and is at all-time highs for both the UK and Japan. The ECY for the UK is almost 10%, and
around 6% for Europe and Japan… Eventually, down the line, bond yields may just rise, and equity valuations may also have to reset
alongside yields. But, at this point, despite the risks and the high CAPE ratios, stock-market valuations may not be as absurd as some
people think.”
-Robert Shiller (11/30/2020)
https://www.project-syndicate.org/commentary/making-sense-of-soaring-stock-prices-by-robert-j-shiller-et-al-2020-11
“No original members of the Dow remain in the index… the Dow [recently] crossed 30k for the first time ever. One notable characteristic
of the Dow is that, like the S&P 500, it goes through a lot of turnover. In fact, no members of the original 12-component Dow from 1896
remain in the index. General Electric (GE), the last original member, was replaced in 2018. ExxonMobil (XOM), which was a member of
the Dow when it became a 30-component index in 1928, was the oldest member of the Dow when it was eventually replaced in August.
This turnover explains why these market indices keep going up. The committees that manage these indices are regularly replacing
names with those that make them more in tuned with the economy, which also sees outdated business models get replaced by new
ones. “While stock selection is not governed by quantitative rules, a stock typically is added only if the company has an excellent
reputation, demonstrates sustained growth and is of interest to a large number of investors,” S&P Dow Jones explains… They added
Apple to the index in 2015, a stock that’s up an eye-popping 61% year-to-date; the name it replaced, AT&T, is down 21%... Companies
like Apple, which index creator Charles Dow probably wouldn’t have ever imagined, come out of nowhere and become a key driver of
investors’ returns. And so, the Dow is a reminder for investors who consider themselves to be stock pickers that you don’t have to sit on
stocks forever, especially the losers. Even Warren Buffett, who famously said his “favorite holding period is forever,” regularly dumps
stocks.”
- Sam Ro (Yahoo Finance)
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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 may have stopped falling. According to FactSet, analysts are projecting an earnings decline of 14% for calendar year
2020 (a shallower expected decline compared to last month’s report). Factset’s 2021 earnings growth forecast is +22% (same as last month),
which (if accurate) would mean 2021 earnings would be about 5% higher than 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 is more of a coincident or
confirmatory indicator. See additional charts section for earnings expectations momentum chart (a more real-time 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 continued to move up in October. This was also confirmed by the OECD’s U.S. leading index.
But there is slowing momentum in the rise of the leading index. Chart Framework: I’d get incrementally negative on the outlook for the S&P if the LEI
Index trended back down.
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Global Growth Backdrop
Large Economy Manufacturing PMIs (Purchasing Managers Index) and the S&P 500

Source: © Merk Investments, Bloomberg

Analysis: Manufacturing PMIs were mixed over the past month. All are above 50 (i.e., expanding) except Japan. 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 eased over the past month and remain 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: G3 (Fed, ECB, and BoJ) central bank total assets continue to make new highs, currently at 21.6 Trillion. It’s important to include policy
makers in your analysis. For their part, central banks have worked to backstop the financial system. And increased QE is likely supportive of
equity markets. Chart Framework: I’d get negative if the YoY rate of change in G3 central bank assets went negative.
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Market Breadth
Percent of S&P 500 member stocks above their 200d Moving Averages when the S&P 500 Makes a New Bull Market High

Source: © Merk Investments, Bloomberg

Analysis: Breadth at the most recent bull market high (12/8/2020) was at 92%, well above the 65% warning level. There has been a gradual longterm breadth decline apparent in this picture, from 2009 to present, with various resets higher (like we see currently), which is to be expected as
the (secular) bull market ages. Chart Framework: I’d get incrementally negative on the outlook for the S&P if the S&P made new bull market
highs with breadth below 65%.
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Market Sentiment
Percent that are Bullish (bulls / bulls+bears) and S&P 500

Source: © Merk Investments, Bloomberg

Analysis: Sentiment is 64% bullish. This chart should be looked at from a contrarian perspective, particularly at extremes. Given that bullish
sentiment is currently relatively neutral, my interpretation of this chart is neutral for the market. Chart Framework: incrementally negative with
sentiment near or above 70, and positive near or below 30. The neutral range is between 40 and 60.

U.S. EQUITY MARKET REPORT-DEC 2020

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 again but remains well below levels that I would consider to be a warning sign. 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). It may be worth noting that margin debt didn’t rise
relative to the stock market (bottom panel) coming into the recent Covid crash and the market recovered to new all-time highs quickly. 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 multi-year highs. And realized volatility continues to climb. 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: There is still a high wall-of-worry for the market to climb. 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. All of the worrying headlines are fuel for the bull market. 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 is positively sloped. A positive VIX curve means three-month future expected VIX is higher 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. To some extent I think this metric gives an idea of how far out into the future the
market is willing to look.
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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 recently made new all-time highs. 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.
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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 6/30/2020. 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. A 43.2% allocation is relatively high (as of 6/30/2020). The data comes from the quarterly Federal Reserve Z.1
report, the series will be updated again next in late December. Chart Framework: I’d get positive on the longer-term outlook for the S&P 500 at an
allocation below 35%, which would likely only be after a substantial bear market.
This indicator is based on this paper: http://www.philosophicaleconomics.com/2013/12/the-single-greatest-predictor-of-future-stock-market-returns/
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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 12/11/2020 the S&P 500 is up about 13% 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. I wouldn’t be surprised if the market return for 2021 is comparable to 1992, 1993 or 2010, 2011 (+4.5%, +7.1%, +12.8%, and
0.0% respectively). In other words, 2021 might be one of those relatively rare years when the return is close to the long-term average.
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Checklist
Chart

Time Horizon

Per Framework Characterization

Earnings

Short/Medium Term

Neutral (but getting better)

Business Cycle

Short/Medium Term

Positive

Global growth

Short/Medium Term

Neutral/Positive

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

Positive

Valuation

Medium/Longer Term

Negative

Time Horizon

Overall Characterization

Short Term (<6 months)

Neutral/Positive with high uncertainty

Medium/Longer Term (6m-5years)

Positive with high uncertainty

© Merk Investments LLC
*contrarian indicators
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Conclusion/Thoughts
The market again made a new all-time high early last week. Again on strong breadth. That’s consistent with the early stages of a new cyclical bull market. Also
supporting that view, the market continues to closely follow the 2009 analog.
Over the past week the market has been digesting new supply from the high profile Airbnb and DoorDash IPOs, as well as Tesla’s 5 billion capital raise. And
the market is likely due for a pause/correction anyway. But I expect any pullback to remain relatively limited. Investors that bailed out of the market during the
March crash probably got burned and won’t have much appetite for trying it again. That would mean more investors holding onto stock. And from a market
microstructure/order flow perspective, an investor not selling is as good as another one buying. Combine that with large cash holdings in portfolios that still
need to be redeployed and corrections should remain relatively shallow.
Looking to next year, I expect earnings growth (i.e., S&P 500 EPS growth) to be higher than the market return for 2021, which would bring down the valuation
multiple (the P/E ratio). Although I think historically low interest rates and the TINA effect likely warrant relatively high multiples generally. Next year’s earnings
growth is expected to be 22%. That strong rebound has likely been mostly priced-in this year. I wouldn’t be surprised if the market return next year is
comparable to 1992, 1993 or 2010, 2011 (+4.5%, +7.1%, +12.8%, and 0.0% respectively). In other words, flat to modestly higher (perhaps with a decent
correction along the way).
Flattish returns at the broad index level might mask an ongoing rotation under the surface. I loosely expect value to outperform growth next year. The recent
value outperformance may just be a countertrend rally, but it could be one that lasts for another 6-12 months. The largest ever YoY performance gap between
growth and value (reached in August) might take a while to close. And the growth index is probably due to consolidate sideways for a while (potentially weighed
down by regulatory/tax concerns), while value catches up. But I expect large cap growth to eventually reassert market leadership later in the cycle.
I got a question recently on where we might be relative to a potential 1990s analog given some similarities in day trading and IPOs. The first point is that I think
the business cycle and stock market analysis regularly presented in these reports is more relevant than anecdotal comparisons. To summarize that analysis:
the big picture data suggests we are in the early stages of a new economic expansion, with a lot of slack (so it may continue for many years). And at the
beginning of a new cyclical bull market within an ongoing secular bull market.
Nevertheless, some short-term sentiment indicators look stretched. For example, the 1-month moving average of a broad measure of the put/call ratio is not far
from late 90s levels but is also at 2003 and 2010 levels (i.e., consistent with the early stages of a new cyclical bull market). And the elevated levels of the late
90s persisted for many years. No one should be surprised if we get a correction soon but I think we’re still years away from a potential late 90s scenario.
Deep and prolonged bear markets historically only coincide with recessions, and given that we’re almost certainly at the beginning of another (potentially long)
economic expansion, the risk of an imminent and large bear market is minimal in my view.
Some valuation indicators suggest historically high valuations and relatively low expected returns on average over the next ten years. But even Professor
Shiller (founder of the CAPE ratio) says stock-market valuations may not be as absurd as some people think, citing the relatively high earnings yield on stocks
compared to bonds. In any case, valuations are not a good timing indicator.
As always, 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
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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 very close to where the market was in the 2009 analog. The degree and duration of the advance are similar so far. New bull
markets are usually disbelieved by many for months, and eventually years. I began showing this chart in June and this analog has played
incredibly closely for the second half of 2020.
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S&P 500 Index and 1-month MA of Put/Call Ratio
S&P 500 Index (black) and 1-month Moving Average of Put Call Ratio (inverted in grey)

Source: © Merk Investments, Bloomberg

Analysis: Currently there are some short-term sentiment indicators that look near-term stretched. For example, the 1-month moving average of a
broad measure of put/call ratio is not far from late 90s levels but is also at 2003 and 2010 levels (i.e., consistent with the early stages of a new
cyclical bull market). And the elevated levels of the late 90s persisted for many years.
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S&P 500 and Earnings Momentum
S&P 500 Index and Rate of Change of S&P 500 Earnings

Source: © Merk Investments, Bloomberg

Analysis: Right now there’s a little bit of disconnect growing between the market and the underlying forward earnings momentum- something to
keep an eye on if earnings expectations don’t catch up with the market in the coming weeks. Framework: the market is forward looking and tends
to move based on the marginal rate of change in underlying future earnings expectations. Sometimes the market moves ahead of, and
sometimes behind, fundamental changes. In March, the market rallied “early” relative to the fundamentals, which subsequently caught up.
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Overallocated to Cash
Money Market Fund Assets and 12-month Moving Average

Source: © Merk Investments, Bloomberg

Analysis: The continuing gradual decline in total money market fund assets suggests that market participants feel overallocated to cash. This
continues to be one of the most important charts in my view. If portfolios need to re-allocate to long-term target weights that could keep pushing
stock prices up for a while.
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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: State bond spreads have generally declined since the spike in March. There is a debate currently about how much assistance the
Federal government will provide to states, but the spreads don’t show any great concern about state finances. Note that sometimes the spread is
negative due to the favorable investor tax treatment of municipal bonds.
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Market Breadth
S&P 500 (Large-Caps), S&P 400 (Mid-Caps), and S&P 600 (Small-caps)

Source: © Merk Investments, Bloomberg

Analysis: All three indexes (large-cap, mid-cap, and small-cap) made new all-time highs last week, an encouraging sign for the sustainability of
the bull 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: The credit market confirmed the recent new all-time high in the equity market. The credit market often leads the equity
market. And indeed, the high yield index has been making new highs ahead of the equity market for much of the year.
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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 made new
year-to-date highs before the S&P 500 made new highs. AUD.JPY recently pushed to new highs again.
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ECB and BoJ Assets and MSCI World Index
MSCI World Index (black) and European Central Bank (ECB) and Bank of Japan (BoJ) Central Bank Total Assets (grey)

Source: © Merk Investments, Bloomberg

Analysis: The ECB and BoJ balance sheet expansion likely helped global equities move higher this year. There is always a lot of emphasis on
the Fed (and for good reason) but the ECB and BoJ should not be left out of the analysis either.
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S&P 500 Underwater Chart
S&P 500 Index (upper panel) and drawdowns (lower panel)

Source: © Merk Investments, Bloomberg

Analysis: On 12/8/2020 the market hit a new all-time high. The depth of the crash at the March low was about 35%, less than the average
recession bear market but there is wide range in terms of historical recession bear market drawdowns. 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 Covid crash appears to be something like the ‘87 crash combined with the 1990 recession.
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Secular Bull and Bear Markets
S&P 500 Index (black) with shaded gray areas for secular bear markets

Multi-year break in the
secular bull market?

Source: © Merk Investments, Bloomberg

Analysis: Ongoing secular bull market is my base-case scenario—that’s been re-affirmed by the recent new all-time high. 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. Within past
secular bull markets, the market has taken a multi-year pause—and maybe we are coming out of one now. The last two secular bull markets ended in a boom:
the GoGo 60s ended with a boom in the “Nifty Fifty” stocks and the 90s ended with the tech bubble. One old veteran trader who traded the 1929 crash and Great
Depression said the toughest market he ever traded was the 60s: “the market kept surprising people to the upside.”
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The “Everything Bubble”?
Median Age in U.S. and Net Worth to Income Ratio

Source: © Merk Investments, Bloomberg

Analysis: Maybe what some people call the “everything bubble” is mostly driven by demographics, i.e., the older the average age the higher the
net worth to income ratio.
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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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Equities vs. Bonds
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 nearly 2x 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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Excess CAPE Yield
Excess CAPE Yield (grey) and Dow Jones Industrial Average (black)

Source: © Merk Investments, Robert Shiller, Bloomberg

Analysis: According to the Excess CAPE Yield, the market valuation is not near 1929 or 1999 levels. “The Excess CAPE* Yield (ECY) puts the long-term outlook
for the world’s stock markets in better perspective… the level of interest rates is an increasingly important element to consider when valuing equities. To capture
these effects and compare investments in stocks versus bonds, we developed the ECY, which considers both equity valuation and interest-rate levels.
To calculate the ECY, we simply invert the CAPE ratio to get a yield and then subtract the ten-year real interest rate… This measure is somewhat like the equity
market premium and is a useful way to consider the interplay of long-term valuations and interest rates. A higher measure indicates that equities are more
attractive. The ECY in the US, for example, is 4%, derived from a CAPE yield of 3% and then subtracting a ten-year real interest rate of -1.0% (adjusted using
the preceding ten years’ average inflation rate of 2%).” –Robert Shiller
*CAPE = cyclically adjusted price-to-earnings ratio
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Degree of Extension
S&P 500 (black) and S&P 500 Percent Gain/Loss relative to its 5-Year Moving Average (grey)

Source: © Merk Investments, Bloomberg

Analysis: The market doesn’t currently look too extended. You can see that prior to the crash of 1946, the crash of 1987, and the dotcom bust of
1999-2000 the market was very extended (at over 50% above its 5-year moving average).
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Value vs Growth Style Cycles
S&P 500 Value Index (black) and S&P 500 Growth Index (grey)

Source: © Merk Investments, Bloomberg

Analysis: Markets tend to be cyclical and mean reverting. As the above chart shows: growth outperformed value in the 1990s bull market, then value
outperformed growth in the 2000s bull market, and growth has outperformed value in the bull market starting in 2009. Recently, we have seen value outperform
growth but it remains to be seen whether that is a persistent regime change.
Growth factors: 3-year net change in earnings per share over current price, 3-year sales per share growth rate, share price momentum (12-month % change)
Value factors: book value to price ratio, sales to price ratio, earnings to price ratio (basically: P/E, P/S, P/B)
S&P Index Methodology paper: https://www.spglobal.com/spdji/en/documents/methodologies/methodology-sp-us-style.pdf
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Growth vs Value Style Index Top Weightings
Growth
Holding

Value
Approx. Weight

Holding

Approx. Weight

Apple

10.6%

Berkshire Hathaway

3.8%

Microsoft

9.3%

United Health

2.7%

Amazon

7.8%

Verizon

2.2%

Google

5.8%

Johnson and Johnson

2.0%

Facebook

3.8%

Pfizer

1.9%

Source: © Merk Investments, Bloomberg
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Value vs Growth
S&P 500 Value / S&P 500 Growth

Source: © Merk Investments, Bloomberg

Analysis: I loosely expect value to outperform growth next year. The recent value outperformance may just be a countertrend rally,
but it could be one that lasts for another 6-12 months. The largest ever YoY performance gap between growth and value (reached in
August) might take a while to close. And the growth index is probably due to consolidate sideways for a while (potentially weighed
down by regulatory/tax concerns), while value catches up. But I expect large cap growth to eventually reassert market leadership
later in the cycle.
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The Value of Value
S&P 500 Value Index Valuation Metrics minus S&P 500 Growth Index Valuation Metrics

Source: © Merk Investments, Bloomberg

Analysis: The value of value is measured by the difference in Price/Earnings, Price/Sales, and Price/Book ratios between the S&P
500 Value Index and the S&P 500 Growth Index. It still has a ways to go to be at the 2000 levels (and very well may eventually go
through those levels) but is starting to look more compelling.
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Value vs Growth YoY
S&P 500 Value YoY Return and S&P 500 Growth YoY Return

Source: © Merk Investments, Bloomberg

Analysis: Value had been underperforming growth. The largest ever YoY performance gap between growth and value (reached in
August) might take a while to close. And the growth index is probably due to consolidate sideways for a while (potentially weighed
down by regulatory/tax concerns), while value catches up.
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S&P 500 Growth Index
S&P 500 Growth Index with regression line and +/- 1 and 2 Standard Deviations

Source: © Merk Investments, Bloomberg

Analysis: The S&P 500 Growth Index has generally been in a trend channel over the past 10 years. It has been trading above the top
end of the range recently. It may chop sideways and consolidate for a while in 2021.

U.S. EQUITY MARKET REPORT-DEC 2020

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

Source: © Merk Investments, Bloomberg

Analysis: The FANG Index generally continues its uptrend, but hasn’t made new highs since the summer. Regulatory and tax concerns seem to
be weighing on some of the FANG names.
(Merk may own securities mentioned. Past performance is no guarantee 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 over 35% per year since its IPO in 1997. Each dollar invested at IPO is worth over $2,000 now.
Amazon is a good example of a founder-led company. It’s also clear that maximizing long-term shareholder value comes with taking care of other
key stakeholders (customers and employees most notably).
(Merk may own securities mentioned. Past performance is no guarantee of future results. Not investment advice.)
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General Electric
GE stock price (upper panel) and underwater chart (lower panel)

Source: © Merk Investments, Bloomberg

Analysis: Let your winners run (but also known when to sell them). That’s easier said than done. GE was once one of the largest
companies in the world, and had an amazing 25-year run from 1975-2000. And is now down 80% from its previous all-time high.
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Dow in Log Scale
The Dow Jones Industrial Average (log scale) with secular bear and bull markets
“No original members of the Dow remain in the index… the Dow [recently] crossed 30k for the first time ever. One
notable characteristic of the Dow is that, like the S&P 500, it goes through a lot of turnover. In fact, no members of
the original 12-component Dow from 1896 remain in the index. General Electric (GE), the last original member, was
replaced in 2018. ExxonMobil (XOM), which was a member of the Dow when it became a 30-component index in
1928, was the oldest member of the Dow when it was eventually replaced in August. This turnover explains why
these market indices keep going up. The committees that manage these indices are regularly replacing names with
those that make them more in tuned with the economy, which also sees outdated business models get replaced by
new ones. “While stock selection is not governed by quantitative rules, a stock typically is added only if the
company has an excellent reputation, demonstrates sustained growth and is of interest to a large number of
investors,” S&P Dow Jones explains… They added Apple to the index in 2015, a stock that’s up an eye-popping
61% year-to-date; the name it replaced, AT&T, is down 21%... Companies like Apple, which index creator Charles
Dow probably wouldn’t have ever imagined, come out of nowhere and become a key driver of investors’ returns.
And so, the Dow is a reminder for investors who consider themselves to be stock pickers that you don’t have to sit
on stocks forever, especially the losers. Even Warren Buffett, who famously said his “favorite holding period is
forever,” regularly dumps stocks.” - Sam Ro (Yahoo Finance)

Source: © Merk Investments, Bloomberg

Analysis: Despite secular bear markets along the way, the broad market has generally gone up over time. The Dow Jones Industrial Average
recently reached 30,000. Notably, the composition of the index has changed over time. No original members of the Dow Jones Industrial Average
remain in the index.
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Return Distribution for S&P 500 Member Companies
Return Distribution for all S&P 500 member companies over the past 25 Years

Source: S&P Dow Jones Indices

Analysis: Over the past 25 years, 80% of S&P 500 member companies performed below average. Hence the dictum: “In the world of
investing, being average means you are one of the best students in the class.” S&P Indexology Blog video post on the above chart:
https://t.co/BlqnyzUQEk?amp=1
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Emerging Markets relative to Large Cap
S&P 500 Index (black) and MSCI Emerging Markets index / S&P 500 index (grey)

Source: © Merk Investments, Bloomberg

Analysis: Emerging markets, led by China, are starting to show some outperformance relative to the S&P 500 (as shown by the grey
line gradually moving higher since early June). EM has recently broken out on a relative performance basis.
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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. And it has
dramatically underperformed over the past 10 years. I’m bullish on EM relative to the S&P 500 and looking for a breakout to new all-time highs
next year.
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Emerging Markets vs Developed Markets
MSCI Emerging Markets Index / MSCI World Index

Source: © Merk Investments, Bloomberg

Analysis: Emerging markets have underperformed developed markets over the past decade and might outperform in this decade. The dollar is a key variable
here. As I wrote last year “In my view the dollar is likely to strengthen in a U.S. or global downturn, so I might be looking to get long EM coming out of the next
U.S./global recession.” We saw dollar strength in the Covid crisis and now might be in that environment where EM will start to outperform.
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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 was a headwind for Emerging Markets. I think the dollar cycle has turned, which should provide a tailwind for
Emerging Markets. EM has dramatically underperformed and represent attractive long-term value in my view. Btw, the U.S. dollar probably would have
strengthened more than it did in March had it not been for the Fed swap lines alleviating dollar funding stress internationally.
(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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China Stock Market
CSI 300 (black) and long-term downtrend (grey)

Source: © Merk Investments, Bloomberg

Analysis: China’s broad equity market index, the CSI 300, looks like it might be about to breakout of a long secular bear market. As
I’ve written in past summary notes, some pockets of international markets might get a tailwind from a turn in the dollar cycle.
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S&P 500 Trailing 12m Dividend Yield
Trailing 12-month S&P 500 Dividend Yield with +/- 1 and 2 Standard Deviation levels

Source: © Merk Investments, Bloomberg

Analysis: The trailing 12-month dividend yield on the S&P 500 is the lowest it’s been for the bull market going back to the beginning of 2010. It is
still well above its 2000 low of 1.05%. And it is currently higher than the 10-year Treasury yield (0.90%).
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Why is the Business Cycle Important?
S&P 500 (log scale) and official National Bureau of Economic Research (NBER) U.S. Recessions

Source: © Merk Investments, Bloomberg

Analysis: Over the 90 years between 1927 and 2017, the average S&P 500 monthly return during expansions was +0.89% (889 months),
compared to an average S&P 500 monthly return during recessions of -0.71% (191 months). In terms of proportions of time: expansion months
account for about 80% and recession months about 20%. The business cycle also has important implications for Fed policy. *Note that
recessions are not announced by the NBER until well after their start dates*
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Why is the Business Cycle Important? (Cont.)
Dow Jones Industrial Average (grey) compared to Dow Jones Industrial Average if Avoiding Recessions (black), indexed to 1 in 1900

Source: © Merk Investments, Bloomberg
Analysis: While this chart is an oversimplification, it serves to illustrate the point regarding recession risk in the equity market. The black line represents the Dow Jones since
1900 assuming investors were in cash during recessions; this is a hypothetical simplification for illustrative purposes only. The average annualized return from 1900 through 2017
for buy-and-hold was 5.2% (w/o dividends). The annualized return from 1900 through 2017 without recessions (i.e., if invested in cash instead of equities during recession
periods) was 7.9% (w/o dividends). A difference that compounds very favorably over time. The primary purpose of this business cycle research report is to inform risk
management around potentially big recession-bear-markets with the goal of improving a portfolio’s long-term compound rate of return. It’s important to note that I would not
recommend wholesale shifts into and out of the market. But disciplined and process-driven tactical tilts may be beneficial. You’ll notice that non-recession market declines tend
to be shallow and, in my view, not worth trying to employ tactical tilts around.
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DJIA Underwater Chart
With “Underwater” Chart (lower panel) showing percentage drawdowns from previous peak

Source: © Merk Investments, Bloomberg

Analysis: From 1900 to 2017 the average annualized return (w/o dividends) was around 5.2%. The max drawdown was around 89%, which was the 29
Crash/Great Depression (1929-1933) and there was a roughly 50% drawdown in the Great Recession (2007-2009). In terms of drawdown duration, the Dow
Jones Industrial Average (w/o dividends) spent roughly 25 years underwater before reaching a new high (from 1929 to 1954).
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Dow Jones Index if Avoiding Recessions with Underwater Chart
“Underwater” Chart (lower panel) shows percentage drawdowns from previous peak

Source: © Merk Investments, Bloomberg
Analysis: The black line represents the Dow Jones since 1900 assuming investors were in cash during recessions; this is a hypothetical simplification for illustrative purposes
only. Without recessions (i.e., if invested in cash instead of equities during recession periods), from 1900 to 2017 the average annualized return (w/o dividends) was around
7.9%. The max drawdown was around 30%, which occurred several times. The longest period of time before reaching a new high was around 6 years: from the late 1930s to the
mid-1940s. This chart further illustrates the point that non-recession market declines tend to be shallow and not worth trying to employ tactical tilts around. These results are
hypothetical as recessions are only known with hindsight. Our business cycle analysis aims to quantify recession risk, but there is no assurance that we can accurately do so.
This chart is not investment advice, but may highlight potential benefits of risk management when faced with elevated recession risk. As I say in this month’s summary note:
“Deep and prolonged bear markets historically only coincide with recessions, and given that we’re almost certainly at the beginning of another (potentially long) economic
expansion, the risk of an imminent and large bear market is minimal in my view.”
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Election Years
Average Cumulative Election Year Return Path

Source: © Merk Investments, Bloomberg

Analysis: The above chart shows the average calendar year cumulative (year-to-date) return path for the S&P 500 during election years (e.g.,
2016, 2012, 2008… 1928), i.e., on average the market was flattish through May, and then finished the year up about 7% (dividends excluded).
The theory is that at the beginning of a presidential election year there are a lot of candidates, many running on extreme positions—as the year
progresses there is clarity on the candidates as well as a move to the center, which reduces risk.
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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 recently hit new all-time highs, above 100 trillion. The wealth effect should aid economic
recovery, particularly post-vaccine.
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Behavioral Pop Quiz
Test Your “Risk IQ”

Set the range so that you’re 90% sure the range covers the right answer

Low Estimate

High Estimate

Floors in the Empire State Building
Length of the Amazon River (in miles)
Age of Elvis when he died
Number of countries in Africa
Number of elements in the periodic table
The year Hamlet was written by Shakespeare
Distance between the Earth and the Moon (in miles)
Year of Napoleon's birth
The height of Mount Everest (in feet)
The number of moons orbiting Jupiter

Estimating probabilities accurately is important when trying to meet investment goals. Take this Risk IQ Quiz to test your ability to accurately
estimate probabilities. Set the range so that you are 90% sure the range covers the correct answer. (For the statistically minded, this is known as
a "90% confidence interval."). If you’re 90% sure on each range, and you estimate the probabilities accurately, you should get 9 out of 10. In
other words, a perfect score is 9 out of 10. Take the online quiz here to get your score and the answers: https://merkresearch.com/quiz

Disclosure
This report was prepared by Merk Investments LLC, and reflects the current opinion of the authors. It is based upon
sources and data believed to be accurate and reliable. Merk Investments LLC makes no representation regarding the
advisability of investing in the products herein. Opinions and forward-looking statements expressed are subject to
change without notice. This information does not constitute investment advice and is not intended as an endorsement
of any specific investment. The information contained herein is general in nature and is provided solely for educational
and informational purposes. Some believe predicting recessions is either impossible or very difficult. The information
provided does not constitute legal, financial or tax advice. You should obtain advice specific to your circumstances from
your own legal, financial and tax advisors. Past performance is no guarantee of future results.
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