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Summary
“This is a bull market, you know” to quote Mr. Partridge from Reminiscences of a Stock Operator. The market continues to make
new all-time highs. Still on strong breadth: 87% of S&P 500 member companies are above their respective 200-day moving
averages. And mid-cap and small-cap indexes also made new all-time highs last week, further indicating broad participation in the
bull market.
Through the second half of last year, many asked: "how can the market be up when everything is so terrible?” It might seem
counterintuitive, but the market is forward-looking and tends to climb a wall of worry. In that same vein, the market can easily have
a scary correction just as soon as things reopen and everything looks great. As previously noted, this could be a relatively modest
year for the overall market (the second year of a new bull market usually is). For the S&P 500, I expect earnings growth to be
higher than the market return this year, thereby bringing down the trailing price-to-earnings ratio.
As suggested in my December report, value has outperformed growth so far this year: +10% vs. 0%1, respectively. Looking further
out, I loosely expect large-cap growth to reassert market leadership later on in this cycle. The current value catch-up may simply
be elongating the continued development of what could turn out to be a growth stock bubble.
The medium-term outlook for the market continues to be supported by the business cycle analysis, which suggests an ongoing
economic expansion ahead. On a more cautious note, the build-up in margin debt deserves watching as it approaches the
warning level for the first time since 2007. Up to this point, the margin debt picture has been positive by way of absence of a
negative. That could change in the coming months.
Some long-term valuation indicators suggest relatively low expected returns on average over the next ten years. But valuations
are not a good timing indicator and historically have little relationship to subsequent one-year returns. Chronic valuation concerns
from the usual pundits are like the boy who cried wolf, and no one will be listening to them by the time it’s relevant. To be clear, I
do expect the market will enter another secular bear market at some point in the future—it’s just that I suspect that’s still years
away. Of course, the point of doing this analysis is to update the data and outlook on a monthly basis, which is why I usually close
with the following paragraph.
As always, the outlook requires constant reassessment. And everyone needs to put probability and reward-to-risk assessments in
the context of their strategy, process, and time horizon.
-Nick Reece, CFA
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As measured by the S&P 500 Value Index and S&P 500 Growth index from 12/31/2020 to 3/12/2021
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Earnings Backdrop
S&P 500 Trailing 12-month Earnings per Share and the S&P 500

Source: © Merk Investments, Bloomberg
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Analysis: Trailing earnings may have stopped falling. Factset’s 2021 earnings growth forecast is +25% (that’s higher than last month’s forecast).
Chart Framework: I’d get incrementally positive if the trailing 12-month earnings moved back up over consecutive quarters (QoQ), i.e., two or
Bloomberg ®
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more
quarters.
This is more of a coincident or confirmatory indicator.
Factset Earnings Insight:
https://www.factset.com/hubfs/Website/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_031221.pdf
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Business Cycle Backdrop
Leading Economic Indicators (LEI) Index and the S&P 500

Source: © Merk Investments, Bloomberg
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Analysis: The Leading Economic Indicators (LEIs) Index continued to move up in January. This was also confirmed by the OECD’s U.S. leading
index. Momentum picked up over the past month. Chart Framework: I’d get incrementally negative on the outlook for the S&P if the LEI Index
Bloomberg ®
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Global Growth Backdrop
Large Economy Manufacturing PMIs (Purchasing Managers Index) and the S&P 500

Source: © Merk Investments, Bloomberg
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Analysis: Manufacturing PMIs were generally stronger over the past month. Chart Framework: I’d get negative if half of the readings are below
03/13/2021 11:06:11
4
50. Bloomberg ®

Chart - 3/13/2021
NFCIINDX Index (Chicago Fed National Fin...
SPX Index (S&P 500 INDEX)

U.S. EQUITY MARKET REPORT-MAR 2021

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

Source: © Merk Investments, Bloomberg
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Analysis: Financial conditions have been stable over the past month and remain supportive of equities. The big reversal in early April 2020 was
Bloomberg ®
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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.

Chart - 3/13/2021
.G3CB S 91291281 Index (G3CB)
SPX Index (S&P 500 INDEX)

U.S. EQUITY MARKET REPORT-MAR 2021

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
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Analysis: G3 (Fed, ECB, and BoJ) central bank total assets continue to rise, currently at $22.3 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.
Bloomberg ®
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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
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Analysis: Breadth at the most recent bull market high (3/12/2020) was at 87%, 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
Bloomberg ®
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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
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Analysis: Sentiment is 68% bullish. This chart should be looked at from a contrarian perspective, particularly at extremes. Given that bullish
sentiment
elevated, my interpretation of this chart is neutral/negative for the market. Chart Framework: incrementally negative with
Bloomberg is
® currently
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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
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Analysis: Margin debt deserves watching as it approaches the warning level for the first time since 2007. 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
Bloomberg ®
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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. Also,
commentators that focus on the dollar value of margin debt have been (wrongly) warning about it since 2013. 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 the relative movement that 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
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Analysis: Correlation has started to decline (from multi-year highs). Realized volatility should start to decline now as well. 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
Bloomberg ®
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are at
relatively03/13/2021
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 (“Wall-of-Worry”)
U.S. Economic Policy Uncertainty Index and S&P 500

Lower Uncertainty

Higher Uncertainty

Source: © Merk Investments, Bloomberg
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Analysis: There is still a 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 for uncertainty to decline. All of the worrying headlines are fuel for the bull market. As the expression
goes:
if you® wait03/13/2021
for an11:06:11
all-clear signal, you’ll buy at the top. This chart also reminds us that markets don’t bottom on good news. Chart Framework:13I’d
Bloomberg
get incrementally negative on the outlook for the S&P around the 50 level on policy uncertainty.
Methodology: The index quantifies newspaper coverage of policy-related economic uncertainty, the number of federal tax code provisions set to expire
in future years, and disagreement among economic forecasters. http://www.policyuncertainty.com/methodology.html
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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
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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 03/13/2021
30-day 11:06:11
implied volatility of the S&P 500). In my view, when the VIX curve is negative a market drawdown phase is likely still ongoing.
Bloomberg
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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. In other words, when the VIX curve is
inverted the market is focused on the very near-term.
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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
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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 03/13/2021
if the 50d
MA reversed into a downtrend.
Bloomberg ®
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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
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Analysis: If history is any guide, this chart suggests annualized S&P 500 returns (w/o dividends) might be near zero over the 10-year period starting
12/31/2020. 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
Bloomberg ®
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aggregate equity allocation. A 47.6% allocation is relatively high (as of 12/31/2020). The data comes from the quarterly Federal Reserve Z.1 report, the
series will be updated next in mid-June. 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
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Analysis: As of 3/12/2021 the S&P 500 is about +5% year-to-date. Coming into 2021, sell-side forecasts were for a 4% to 9% return this year. Usually the
consensus forecast is wrong (either too high or too low), but this might be one of those rare years when it’s not too far off. I wouldn’t be surprised if the market
Bloomberg
®
11:06:11 to 1992, 1993 or 2010, 2011 (+5%, +7%, +13%, and 0% respectively). In other words, 2021 might be one of those relatively rare
23
return
for 2021
is03/13/2021
comparable
years when the return is close to the long-term average (or somewhere between 0-10%). For context: from 1928 through 2020 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 93 years (17% of the time). In other words, average years are
actually rare. 52% of years had returns above 10%, and 31% 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 (but improving)

Business Cycle

Short/Medium Term

Positive

Global growth

Short/Medium Term

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/Negative

Margin Debt*

Medium/Longer Term

Neutral/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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U.S. COVID19 Vaccination
U.S. Covid19 Vaccine Doses Administered per day (grey) and 7-day Moving Average (black) and Cumulative Doses Administered (red)

Source: © Merk Investments, Bloomberg

Analysis: 2.6 million vaccinations per day (for the 7-day moving average) and rising rapidly.
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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
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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 to be ahead of schedule compared to the 2009 analog. On a broader point, new bull markets are usually disbelieved by many for months, and
Bloomberg years
®
03/13/2021
1
eventually
(that’s11:09:11
what happened in 2009 and 2010). I began showing this chart in June 2020 and this analog has played out incredibly closely
through the second half of 2020. We shouldn’t be surprised by a scary 10-15% correction in Q2 or Q3 2021.
To paraphrase Peter Borish’s comment on chart analogs from the 1980s PBS documentary classic Trader (featuring Paul Tudor Jones): “If it walks like
a duck and talks like a duck, it’s probably not a chicken.”
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Overallocated to Cash
Money Market Fund Assets

Source: © Merk Investments, Bloomberg
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Analysis: Total asset manager cash allocations are at about 4.4 trillion currently, having moved up a bit over the past month. It’s worth noting that
cash levels peaked on May 20th, about two months after the low.
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Market Breadth
S&P 500 (Large-Caps), S&P 400 (Mid-Caps), and S&P 600 (Small-caps)
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Analysis: Large-caps, mid-caps, and small-caps made new all-time highs last week, further indicating broad participation in the bull market.
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Market Breadth
S&P 500 (black) and Cumulative Advance/Decline Line (grey)
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Analysis: The cumulative advance-decline line made a new all-time high last week, supporting the new all-time high in the market. I’m currently
positive
on this 03/13/2021
picture.11:09:11
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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)
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Analysis: The ECB and BoJ balance sheet expansion likely helped global equities move higher over the past 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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Value vs Growth Valuations
S&P 500 Value Index P/E Ratio (black) and S&P 500 Growth Index P/E Ratio (grey)
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Analysis:
Arguably,
growth traded at very attractive valuation multiples (both on an absolute and relative basis) through the late 2000s
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and early 2010s.
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The Value of Value
S&P 500 Value Index Valuation Metrics minus S&P 500 Growth Index Valuation Metrics
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Analysis: The value of value is measured by the difference in Price/Earnings, Price/Sales, and Price/Book ratios between the S&P
03/14/2021
5
500 Bloomberg
Value ®Index
and 16:53:16
the S&P 500 Growth Index. The discount that the value index trades at relative to the growth index is near 2000
levels for both price to book and price to sales. The price to earnings still has a ways to go to be at the 2000 levels (and very well
may eventually go through those levels).
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Value vs Growth Style Cycles
S&P 500 Value Index (black) and S&P 500 Growth Index (grey)
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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
Bloomberg
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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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Value vs Growth
S&P 500 Value / S&P 500 Growth
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Analysis: As stated in my December note, I loosely expect value to outperform growth this year. The recent value outperformance may just be a
countertrend
rally,
but it could be one that lasts for a while. The largest ever YoY performance gap between growth and value (reached22in
Bloomberg ®
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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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Value vs Growth Calendar Year Returns
S&P 500 Value Return and S&P 500 Growth Return for Calendar Years and Year-to-Date
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Analysis: So far this year, market developments support the view of value playing catchup relative to growth. So far this year, value (+2% YTD) is
outperforming growth (-1% YTD) with the overall S&P 500 index about flat. As previously stated, I loosely expect value to outperform growth this year.
03/13/2021 11:06:11
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The Bloomberg
recent ®value
outperformance may just be a countertrend rally, but it could be one that lasts for a while. 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. If growth stocks take a break for a while, that might elongate the
formation of what could become a tech bubble 2.0 later in the cycle.
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Value vs Growth YoY
S&P 500 Value YoY Return and S&P 500 Growth YoY Return
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Analysis: Value had been underperforming growth. The largest ever YoY performance gap between growth and value (reached in August 2020)
has Bloomberg
started® to close.
03/13/2021 11:37:11
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Small Cap Value relative to Large Cap
S&P 500 Index (black) and S&P 600 Small Cap Value index / S&P 500 index (grey)
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Analysis: In Q4 2020, U.S. small-cap value stocks started to prove themselves with outperformance relative to the S&P 500. So far,
thatBloomberg
has continued
into 2021 in a significant way.
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FANG Index
Market Capitalization Weighted Index of Facebook, Amazon, Netflix, and Google: the “FANGs”
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Analysis: The FANG Index recently made new all-time highs for the first time since last summer.
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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)
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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
Bloomberg ®
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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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Amazon Valuation
Amazon’s Market Cap and Cash Flow from Operations in 5 Years
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Analysis:
Amazon
has and
historically
traded
atoffer
about
5 instruments
times (between
3xaffiliates.
and 7x) 5 year future operating cash flow. I.e., 2015 market cap was 316 billion and 2020 (2015 +
do not provide
investment advice,
nothing herein shall
constitute an
of financial
by BFLP, BLP or their
5 years) operating cash flow was 66 billion. Just to use a naïve assumption, if operating cash flow grows over the next 5 years at the same rate it grew over the last 5
years,
Amazon
would
be currently
trading at 4.3x 2025 operating cash flow. Even though everyone has said for years that Amazon is a “bubble," I’m not so sure. For any
Bloomberg
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growth company, the question is not where is it trading relative to last year's numbers or this year's numbers, but where is it trading relative to the numbers in 5 or 10
years. Valuation is more art than science. The growth runway for Amazon has been much longer than the skeptics thoughts possible, and it may still be. I’m not making
a forecast on Amazon’s operating cash flow, I’m merely saying that the people that said Amazon was a bubble in 2012, 2013, 2014, and 2015 clearly got it wrong.
(Merk may own securities mentioned. Past performance is no guarantee of future results. Not investment advice.)
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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
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Analysis: Ongoing secular bull market is my base-case scenario—that’s been re-affirmed by the recent series of new all-time highs. 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
Bloomberg
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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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Secular Bull Market Analog
S&P 500 Index (black) with S&P 500 (grey) lagged to line-up the beginning of the current secular bull market
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Analysis: Comparing the current (secular) bull market to the secular bull market of the 1980-90s it appears that the market could rise another 4x
in the
next 10 years
or so. Arguably one factor working against that probability is the richer valuation today compared to the late 1980s/early
Bloomberg ®
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1990s. But then again, we didn’t have negative yielding debt in the 1990s and the yield on 10yr Treasuries was about 3x higher back then.
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Dispersion of Returns
Dispersion of Returns Across Sectors: Rolling 5-week Returns

Source: © Merk Investments, Bloomberg
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Analysis: We currently have one of the widest ranges of 5-week returns across sectors: from +25% to -4% Different types of investors (e.g.,
growth
vs value)
are experiencing very different returns over recent weeks.
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S&P 500 and the S&P 500 Equal Weight Index
S&P 500 Index (black) and the S&P 500 Equal Weight Index (grey)
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Analysis: The S&P 500 equally weighted index, i.e., each stock has an equal weight, just made new all-time highs as well.
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Intermarket Analysis
AUD.JPY Exchange Rate (grey) and S&P 500 (black)
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Analysis: AUD.JPY is often a good proxy for global growth prospects. The exchange rate bottomed before the market bottomed and made new
2020 highs before the S&P 500 made new highs. AUD.JPY recently pushed to new highs again.
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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)
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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 and the stock market. The
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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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Earnings Recoveries Historically
S&P 500 Earnings and underwater chart (lower panel)
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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 03/13/2021
2009, and
gained new highs in Q3 2011. Meanwhile, few would describe the post Great Recession period as a ”V” shaped economic
Bloomberg ®
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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. It’s worth noting that there was a substantial earnings recession in the early 1990s with no bear market.
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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)
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Analysis: The forward P/E ratio has declined as earnings are expected to rebound strongly this year compared to trailing earnings. The trailing
P/E
will come
down throughout this year as that earnings growth is realized. For context: P/E ratios (both forward and trailing) tend to spike
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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 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 Earnings
S&P 500 Index Trailing 12-month Earnings per Share (log scale with regression line +/- 1 & 2 Standard Deviations)
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Analysis: As far as the data goes back, earnings have consistently grown at a rate of around 6.3% per year (roughly matching U.S. (and more
recently, global) nominal GDP growth). Earnings recessions occur from time to time, but earnings typically experience a “V” shaped recovery.
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S&P
500®earnings
per
share are likely to reach 200 in the next year or two.
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S&P 500 Trend Earnings P/E
S&P 500 Index P/E Ratio based on Trend Earnings and historical average +/- 1 & 2 Standard Deviations
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Analysis: If we use the earnings trend line (the thin red line on the previous slide) as the denominator in the S&P P/E multiple, we get the above
chart. This is essentially another way of looking at a “cyclically adjusted” P/E ratio (other than Professor Shiller’s approach). In my opinion, this
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better
reflects
actual11:14:11
valuations compared to the trailing P/E ratio, forward P/E ratio, or the CAPE ratio (which uses the trailing 10 year earnings
average as the denominator). If we look at the above chart, we can see that the multiple is about +1.5 standard deviations above the long-term
average.
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Nominal GDP P/E Framework
Inverse of the 5yr moving average of nominal GDP potential (CBO est.) and S&P 500 Index Price/Earnings Ratio (black)

Source: © Merk Investments, Bloomberg
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Analysis: The above valuation framework shows the overvaluation boom/bust from 1996 to 2002. And suggests that the equity market has perhaps
been undervalued since 2009. The memory of the stock market bubble of the late 90s and the shell shock of the Global Financial Crisis has perhaps
meant
that
have
been slowly climbing towards fair value on the backdrop of a lot of fear and on “TINA” (there is no alternative). To be clear, this
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is merely a hypothesis about how the markets (as it relates to valuation) might be working. If accurate, it might suggest that the new normal P/E ratio is
around 25, rather than 15—an idea linked to secular stagnation. Lower growth and inflation might justify a lower risk-free rate and a higher P/E ratio.
Note that if bonds offer low yields, capital tends to seek higher yields in the equity market. I will maintain a healthy skepticism towards this framework.
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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
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Analysis: Rising yields might continue to pressure the P/E multiple. In other words, rising yields (and rising inflation expectations)
would
likely
warrant
a decline in the P/E multiple. But generally, a relatively low U.S. 10yr yield (relative to long-term history) might
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justify a relatively higher P/E ratio in the equity market (relative to long-term history).
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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
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Analysis: Stocks continue to 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.
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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

This report may not be modified or altered in any way. The BLOOMBERG PROFESSIONAL service and BLOOMBERG Data are owned and distributed locally by Bloomberg Finance LP (“BFLP”) and its subsidiaries in all jurisdictions other than Argentina, Bermuda, China, India, Japan and Korea (the (“BFLP
Countries”). BFLP is a wholly-owned subsidiary of Bloomberg LP (“BLP”). BLP provides BFLP with all the global marketing and operational support and service for the Services and distributes the Services either directly or through a non-BFLP subsidiary in the BLP Countries. BFLP, BLP and their affiliates
do not provide investment advice, and nothing herein shall constitute an offer of financial instruments by BFLP, BLP or their affiliates.

Analysis: The trailing 12-month dividend yield on the S&P 500 is no longer higher than the U.S. 10yr yield. Generally, when the dividend yield on
stocks
is higher03/13/2021
than the
10yr Treasury yield, stocks are egregiously cheap compared to bonds.
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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
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Analysis: The emerging markets index has now broken out to a new all-time high, i.e., it is above its prior peak from 2007. In my view, this is a
major breakout and reaffirms my positive outlook for EM. This chart shows EM relative to the S&P 500, which broke out to new all-time highs way
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back
in 2013.
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Emerging Markets Breakout
MSCI Emerging Markets Index (black)

Source: © Merk Investments, Bloomberg
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Analysis: The emerging markets index has now broken out to a new all-time high, i.e., it is above its prior peak from 2007. In my view, this is a
major breakout and reaffirms my positive outlook for EM.
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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
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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
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strengthened
than 11:17:11
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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U.S. Dollar and Speculative Positioning
U.S. Dollar Index (black) and CFTC net speculative positioning on the U.S. Dollar (grey)
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Analysis: We may need to see the speculative short position neutralize before this dollar rally that we’ve seen over the past couple months is
over. To the extent that dollar strengthens, that might put further near-term pressure on emerging markets equities. But I would likely view that as
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an opportunity.
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Emerging Markets Relative Breakout
MSCI Emerging Markets Index / S&P 500 (black)
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Analysis: The emerging markets index appears to have now broken out of a major downtrend line relative to the S&P 500. The last time this
happened (2001 into 2002) it was the early stages of a major EM bull market. In my view, technical analysis like this is really only useful when
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combined
fundamental
analysis that supports a similar conclusion.
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Emerging Markets relative to S&P 500
S&P 500 Index (black) and MSCI Emerging Markets index / S&P 500 index (grey)
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Analysis: Emerging markets are currently retesting their breakout relative to the S&P 500 (as shown by the grey line). This coincides
withBloomberg
the recent
strength in the dollar.
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China Stock Market
CSI 300 (black) and long-term downtrend (grey)
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Analysis: China’s broad equity market index, the CSI 300, is currently retesting the breakout line of a long secular bear market.
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Notably, it has yet to break out to new all-time highs.
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Emerging Markets vs Developed Markets
MSCI Emerging Markets Index / MSCI World Index
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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 in 2019: “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
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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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Emerging Markets vs Developed Markets
MSCI Emerging Markets Index / MSCI World Index (black) and GDP Growth Differential (grey)
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Analysis: This chart shows the IMF expected GDP growth differential (grey) and the EM/DM index. Emerging markets are expected
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to improve their growth differential over developed markets in coming years (i.e., the chart shows a rising differential). Historically, this
dynamic of a rising differential in favor of EM has been a tailwind for EM relative to DM in terms of market performance.
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Emerging Markets Analog
MSCI Emerging Markets Index (black) and Emerging Markets 2000s Analog (grey)
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Analysis: This chart matches the 2003 low to 2020 low. Analogs always need to be viewed with caution, but—as a reference point—
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this analog would imply about a 55% gain in the EM index over the next two years.
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State Bond Spreads
New York and California 10yr Municipals bond Spread (above 10yr U.S. Treasury yield)
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Analysis: State bond spreads have generally declined since the spike in March. Biden’s newly proposed $1.9 trillion fiscal relief plan includes
$350Bloomberg
billion® for 03/13/2021
state and
local aid.
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Note that sometimes the spread is negative due to the favorable investor tax treatment of municipal bonds.
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The Challenge of Market Timing
S&P 500 and 2020 Low Point
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Analysis: Reasonable investors could have argued that 2017 was late cycle and worth being underweight equities and defensively positioned in cash.
The problem is that you would have to be an incredibly skilled and lucky market timer to get back into the market where you got out. And good luck
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thinking
that® March
23rd16:53:16
was going to be the low point in the midst of the coronavirus panic.
I suspect the S&P 500 never goes below the March 2020 lows. The market never went back below 1987 crash lows. The next bear market is unikely to
start until the market is well over 100% above the March 2020 lows. The March lows were 2,238: 2,238 x 2 = 4,475. 4,475 is only 14% higher from the
3/12/2021 closing level. It’s extremely rare to get a 50% bear market. Hence, very unlikely the market ever trades below 2,238.
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Industrial Commodities
Industrial Commodities Index and 52-week moving average
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Analysis: The CRB Raw Industrial Commodities Index continues to show strong follow-through to the upside since its breakout. Because this is
not aBloomberg
tradable
index,
I think technical indicators (like a breakout above a moving average) tend to be more indicative of an underlying shift27in
®
03/13/2021 11:14:11
supply and demand fundamentals. In my view this index generally relates to real economic growth and currently portends a boom. 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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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
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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 (1.10%).
Bloomberg ®
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S&P 500 and Short Interest Ratio
S&P 500 Index (black) and Short Interest Ratio (inverted in grey)

Source: © Merk Investments, Bloomberg
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Analysis: The short interest ratio is the amount of stock that is borrowed and held short as a percent of the available float. When short interest is
relatively high it represents negative sentiment on the market, and can act as a contrarian indicator. Currently the short interest is near the lowest
Bloomberg ®
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levels of recent years. All else equal, this might be a neutral/negative sign for the equity market as short positions might get added back on.
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Foreign Flows in U.S. Equities
S&P 500 Index (black) and Foreign Flows into U.S. Equities

Source: © Merk Investments, Bloomberg
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Analysis: Foreign flows are sometimes thought of as a good contrarian indicator. The above chart partially supports that view. Past major market
topsBloomberg
have coincided
with peaks in foreign inflows. But we’ve also seen peaks in foreign inflows that didn’t coincide with major market tops.
®
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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
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Analysis: The above chart normalizes the S&P 500 and the MSCI All World Excluding U.S. Index to 100 on January 26 , 2018, when both
indexes made new highs. After about three years below those levels, international markets (grey line) are also now making new highs. Compared
Bloomberg ®
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to the
S&P 500’s
performance, there was a bigger and longer bear market in international stocks: from Jan 2018 to March 2020, down about 40%
over two years.
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World Equity Market Cap
Exchange traded world equity market cap (USD Trillions)

Source: © Merk Investments, Bloomberg
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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.
Bloomberg ®
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Calendar Year S&P 500 Returns and High Low
Calendar Year Open-High-Low-Close Candles (Percent Gain/Loss)

Source: © Merk Investments, Bloomberg
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Analysis: This chart shows the calendar year open-high-low-close candle sticks in percent gain/loss. It’s a good visual of the intra-year swings
that have historically occurred, and therefore that should be expected. Last year was perhaps the most extreme, at one point down 30% for the
Bloomberg ®
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year, and then finishing up 16.3%.
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Fama French Model vs. S&P 500
The Russell 2000 Value Index best represents the Fama and French (1992) findings

Source: © Merk Investments, Bloomberg
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Analysis: The Fama and French (1992) research implies that over the long-term small cap value stocks might provide superior returns relative to the overall
market, even on a risk-adjusted basis. Results since then seem to support that finding. Of course past returns are not a guarantee of future success- the future
Bloomberg ®
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is inherently uncertain and unknowable. It’s worth noting that the Russell 2000 Value Index tends to be more volatile than the S&P 500 Total Return Index:
for example, the Russell 2000 Value Total Return index had a max drawdown of 62% since 1992, whereas the S&P 500 Total Return Index had a max
drawdown of 55% over the same time period.
Fama French (1992) PDF: https://onlinelibrary.wiley.com/doi/epdf/10.1111/j.1540-6261.1992.tb04398.x
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Nasdaq vs Smal-Cap Value (early 2000s)
Nasdaq Composite (grey) and Russell 2000 Value (black)

Source: © Merk Investments, Bloomberg
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Analysis: During the dotcom bust of the early 2000s, in which the Nasdaq fell 78%, small-cap value was flat to higher. In other words, even if
there is a “bubble” in one area of the equity market, that doesn’t mean there is a bubble in all areas of the equity market. Five years after the
Bloomberg ®
10:04:10
9
dotcom
peak 02/13/2021
(from March
2000 to Dec 2004), the Nasdaq was down 57% and small-cap value was up 92%.
If you think we’re currently in a tech bubble 2.0, you might want to consider diversifying out of tech stocks and into small-cap value.

Chart - 3/13/2021
CCMP Index (NASDAQ Composite Index)
RUJ Index (Russell 2000 Value Index)

U.S. EQUITY MARKET REPORT-MAR 2021

Nasdaq vs Small-Cap Value (Continued)
Nasdaq Composite (grey) and Russell 2000 Value (black) Indexed to 100 on March 10th, 2000 and 3-month rolling correlation (lower panel)

Source: © Merk Investments, Bloomberg
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Analysis: This chart indexes both the Nasdaq Composite and Russell 2000 Value (i.e., small-cap value) to 100 at the peak of the dotcom bubble. The rolling 3month correlation between the Nasdaq and small-cap value was between .65 and .95 and yet at the end of 2004 the Nasdaq was down about 60% and smallcap
value was 03/13/2021
up about
90%.
Bloomberg ®
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The overall correlation for the period was .77, but the daily drift on Nasdaq was -0.07% and the daily drift on small-cap value was +0.05%. High correlation (and
a beta close to 1.00) does not mean that returns will be similar. A lot of investors haven’t internalized that reality. The reason is because those measures remove
drift (i.e., the average return). At the end of the day, drift will dictate your returns—not volatility and not correlation.
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Correlation Example
Monthly Returns of Security A and Security B are perfectly positively Correlated (+1.00) and Beta is 1.00

Source: © Merk Investments, Bloomberg
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Analysis:
The
monthly
of constitute
Security
Afinancial
areinstruments
always
positive,
and the monthly returns of Security B are always negative. Some might be surprised that
Security A and Security B in the above example are perfectly positively correlated, i.e., correlation = 1.00 (not negative one, but positive one). It’s also the case
that Bloomberg
Security® B has
a Beta
of 1.00 to Security A. While the above is a contrived example to make a point, the very real point is this: if it turns out that Security1 A
10/21/2020
08:53:08
has a positive drift and security B has a negative drift, the correlation isn’t going to save you from losing money in a long-B/short-A pair trade. So, hopefully you
don’t find yourself in the unfortunate position of being long Security B and short Security A thinking you’re perfectly hedged.

Excel spreadsheet for reference: https://www.dropbox.com/s/xzch4rt5ihas5bf/Corr%20Example.xlsx?dl=0
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Volatility Example
Fund A and Fund B have the same Volatility

Source: © Merk Investments, Bloomberg
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Analysis: Fund A and Fund B have the exact same volatility: 5.13% annualized. According to orthodoxy, these two funds always carried the same
amount of “risk.” In my opinion volatility is a poor and misleading measure of risk. Volatility alone doesn’t tell you anything about the risk of losing
Bloomberg
10/21/2020
10:16:10
money
over® time.
While
the above is again a contrived exaggeration to make a point, the key point is again that drift matters. A portfolio that has1 a
measured annualized volatility of 5.1% around an annualized drift of +20% gets you an outcome that is presumably the goal, i.e., to make money,
whereas if the drift is -20% per year you end up with a bad outcome. So, it’s not merely a matter of thinking 5.1% annualized volatility represents “an
acceptable mound of risk.” The point of this slide and the previous one is to point out the limitations of using correlation and volatility to measure risk.

Howard Mark’s on Volatility
Volatility is not real risk…
“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... Risk is
something that the intelligent investor either (a) avoids if it’s intolerable in the absolute or (b) demands compensation to bear... I
reject defining risk as volatility. 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... Many people think “riskier
investments produce higher returns” and “if you want to make more money, the way to do so is to take more risk.” I consider both
of these formulations potentially disastrous. In short, if riskier investments could be counted on for higher returns, they wouldn’t be
riskier. Rather, I think the way to think about the relationship between risk and return is that “investments that appear riskier have
to appear to offer higher returns, or else no one will invest in them. But they don’t have to deliver.” There you have it: the possibility
of disappointing outcomes (including permanent loss) from “risky” investments. So rather than saying “increasing risk increases
return,” I think the right way to view it is that “increasing risk increases an investment’s expected return; it expands the range of
possible outcomes; and it causes the range of outcomes to include some that are unfavorable.” That’s the way investors should
think about risk. Only that view will enable them to handle it wisely.”
-Howard Marks, in Wealth of Wisdom

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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