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Summary
The S&P 500 hit a new all-time high last week. Inflation expectations also hit a new all-time high.
Current high levels of inflation are a result of: 1) the pandemic and associated mitigation measures on the supply-side, and 2) the
fiscal and monetary policy response on the demand-side. Without the pandemic, inflation would likely be near the 2010 through
2019 average pace of 1.8%. Inflation since the start of the pandemic has been running at 4.1%. How transitory is inflation? In my
view, that’s similar to asking how transitory is Covid.
Judging by Covid cases and deaths in Europe, the pandemic is ongoing. So, inflation seems likely to persist a while longer.
Inflation is typically bad for stocks. Historically, higher inflation and inflation expectations have meant a lower P/E multiple—all else
equal. The longer the pandemic and associated inflation last, the greater the risk to current market valuations. As I’ve written in
recent months, the market is probably overdue for a healthy correction in the near-term.
Medium-term, a review of the data suggests the market outlook continues to be supported by the ongoing economic expansion,
strong market breadth, and a high remaining wall-of-worry to climb. Ongoing secular bull market remains my base-case scenario.
Longer-term, some valuation indicators suggest relatively low expected returns on average over the next ten years for the S&P
500. However, valuations are not a good timing indicator. The S&P 500 will almost certainly eventually go through another major
bear market—the question is when. The goal of this monthly market report, along with the business cycle report, is to inform asset
allocation decisions, specifically with a view towards defensive tactical shifts around potential recession-bear-markets.
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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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 have well surpassed pre-Covid levels. Factset’s 2021 calendar year earnings growth forecast is +45% (up slightly
from last month’s forecast). Currently, 2022 earnings for the S&P are estimated to be $221 (unchanged from last month’s forecast). So, the
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market
is trading
at about 21x next year’s earnings. Chart Framework: I’d get incrementally negative if the trailing 12-month earnings moved
down over consecutive quarters (QoQ), i.e., two or more quarters. This is more of a coincident or confirmatory indicator.
https://www.factset.com/hubfs/Website/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_111221.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 ongoing economic expansion continues to underpin this bull market. The Leading Economic Indicators (LEIs) Index continues to
make
new
highs.
Bloomberg
® all-time
11/12/2021
17:53:17 The recession ended in April 2020, making it the shortest recession on record. It underscores why the market bottomed
4
when it did—bear markets usually bottom before recessions end. It was a two-month recession, and about a one-month bear market. It might be
better thought of as a crash. Chart Framework: I’d get incrementally negative on the market outlook if the LEI Index trended back down while the
market was flat to higher.
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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 mostly lower over the past month. Notably, China’s PMI fell below 50 (the dividing line between expansion
®
11/12/2021
5
and Bloomberg
contraction).
Chart17:53:17
Framework: I’d get incrementally negative on the market outlook with two or more Mfg PMIs below 50.
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U.S. Financial Conditions
Chicago Fed National Financial Conditions Index (inverted in grey) and the S&P 500 (black)
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Analysis: Financial conditions remain generally supportive of equities. The big reversal in early April 2020 was likely in large part due to Fed
Bloomberg ®
11/15/2021 15:53:15
1
programs.
Financial
conditions have generally been moving in line with the equity market (i.e., they haven’t been the leading indicator that they
were in mid-2007 on the downside and in late 2008 on the upside). Chart Framework: I’d get incrementally negative on the market outlook if
financial conditions tightened beyond -0.50 while the 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
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are likely to continue asset purchases: it seems like at least 20b EUR per month (i.e., 23b USD) from the ECB and 50b USD worth per month from the BoJ. It’s
important to include policy makers in market analysis. For their part, central banks have worked to backstop the financial system. And QE is likely supportive of
Bloomberg ®
11/12/2021 17:53:17
equity
markets. Chart
Framework: I’d get incrementally negative on the market outlook if the YoY rate of change in G3 central bank assets went negative. 10
On
Fed tapering, it’s worth remembering that during the “taper tantrum” of 2013, the S&P 500 was up 30% for the year with little volatility (the biggest drawdown that
year was less than 6%). Conversely, stocks had a rough 2018 as the Fed started actually shrinking their balance sheet. In other words, there’s a big difference
between tapering quantitative easing and outright quantitative tightening. The former is a slowing rate of increase, and the latter is an actual decrease.
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Private Sector Balance and S&P 500
U.S. Domestic Private Sector Surplus/Deficit relative to GDP (12-month Moving Average) (grey) and the S&P 500 Index (black)
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Analysis: The domestic private sector balance went into deficit before two major bear markets (2000 and 2007). The same was true ahead of the
1929 crash and the 1989 Japan crash (looking the Japanese sectoral balances). The US private sector balance is the the inverse of the US
Bloomberg ®
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government
budget
deficit net of the trade deficit. In other words, US govt deficits flow to US households and businesses and to the rest of the
world via the trade deficit. The private sector surplus is forecast to be +3% for 2022 and +1.7% for 2023. Chart Framework: I’d get incrementally
negative on the market outlook if the domestic private sector balance moves into deficit. See the additional charts section for more context on this
framework.
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Uncertainty (“Wall-of-Worry”)
U.S. Economic Uncertainty Index (inverted in grey) and S&P 500 (black)
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market
on a forward-looking basis, as it provides more room for uncertainty to decline. Worrying headlines are fuel for a 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
Bloomberg ®
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Framework: I’d get incrementally negative on the market outlook around the 65 level on policy uncertainty (dashed line).

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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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

65%
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Analysis: Breadth at the most recent bull market high (11/8/2021) was 76% (well above the 65% warning level). Typically, as a bull market ages,
breadth
declines—you
can see that in the 1999/2000 peak and the 2007 peak. The last bull market (2009-2020) had an unnatural end due to the
Bloomberg
®
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1
pandemic/lockdowns. As a result of the crash and the new bull market, breadth was reset to 2009 levels and is now gradually coming down.
Chart Framework: I’d get incrementally negative on the market outlook 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 67% bullish. This chart should be looked at from a contrarian perspective, particularly at extremes. Given that bullish
sentiment
at a relatively high level, my interpretation of this chart is neutral/negative for the market. Chart Framework: I’d get
Bloomberg is
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incrementally negative on the market outlook with sentiment near or above 70, and positive near or below 30. The neutral range is roughly
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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(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 (unleveraged) to weak hands (leveraged). It may be worth noting that margin debt didn’t rise relative to the
Bloomberg ®
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13
stock market (bottom panel) coming into the 2020 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
market outlook if the YoY rate of change of the ratio (bottom panel) moved above 30. It might be worth noting that margin debt build-up was one
of the key features of the 1929 bubble/market top.
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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

Analysis: This simple diagram helps 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 compared 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.
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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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due to base-effects). 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
Bloomberg ®
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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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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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Analysis: The VIX curve is currently positively sloped. A positive VIX curve means three-month future expected VIX is higher than one-month
future
expected11/12/2021
VIX (VIX
represents an estimate of the 30-day implied volatility of the S&P 500). In my view, when the VIX curve is negative19 a
Bloomberg ®
17:53:17
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. In other words, when the VIX curve is inverted the market is focused on the very short-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. The 50-day moving average remains above the 200-day moving average, and the 20011/12/2021remains
17:53:17
22
day Bloomberg
moving® average
in a strong uptrend. Chart Framework: I’d get incrementally negative on the market outlook if the S&P 500 appears
to be making lower highs and lower lows or if the 50d MA moves below the 200d MA.
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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 ten-year period
starting 6/30/2021. 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
Bloomberg ®
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a proxy for aggregate equity allocation. A 50.9% allocation is relatively high (as of 6/30/2021). The data comes from the quarterly Federal
Reserve Z.1 report. Chart Framework: I’d get incrementally positive on the longer-term market outlook at an allocation level below 35%, which
would likely only be after a substantial bear market.
Reference 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 11/12/2021 the S&P 500 is +25% 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). At the beginning of the year I wrote: I wouldn’t be surprised if the market return for 2021 is comparable to 1992,
® 2011
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17:53:17
30
1993Bloomberg
or 2010,
(+5%,
+7%, +13%, and 0% respectively). In other words, 2021 might be one of those relatively rare 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

Positive

Business Cycle

Short/Medium Term

Positive

Global growth

Short/Medium Term

Neutral/Positive

Financial Conditions

Short/Medium Term

Positive

Central Bank Support

Medium Term

Neutral/Positive

Private Sector Balance

Medium Term

Positive

Uncertainty*

Medium Term

Positive

Market Breadth

Medium/Longer Term

Positive

Market Sentiment*

Short/Medium Term

Neutral/Negative

Margin Debt*

Medium/Longer Term

Positive

Correlation/Volatility*

Medium/Longer 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
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COVID19 Confirmed New Cases per Day: US and EU
Covid19 Confirmed New Cases (7-day Moving Average) in US (black) and EU (grey)

Source: © Merk Investments, Johns Hopkins, Bloomberg

Analysis: European new cases have been trending higher and are not far from last winter’s pre-vaccine levels (grey line). EU trends have been a
leading indicator for US trends.
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EU COVID19 Confirmed New Cases and Deaths
Covid19 Confirmed New Cases and Deaths per day (7-day Moving Average)

Source: © Merk Investments, Johns Hopkins, Bloomberg

Analysis: It’s not just cases in Europe, but also deaths. So, even with 70% vaccination rate, the pandemic continues.

Chart - 11/15/2021
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U.S. Consumer Price Index and Inflation Rate
CPI Index (top panel) CPI YoY Rate of Change (bottom panel)

%
4.1

liz
ua
n
An

ed

on
ati
l
f
In

flation
zed In
li
a
u
n
n
1.8% A

2/28/2020

Covid Pandemic

__________________________________________________________________________________________________________________________________________________

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: From 2010-2020 (pre-pandemic), the annualized pace of consumer price inflation was 1.8%. Since the onset of the pandemic (including
the initial deflationary dip), the pace has been 4.1%. And the pace has been accelerating recently as the lower panel shows.
Bloomberg ®
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Chart - 11/15/2021
SPX Index (S&P 500 INDEX)
USGGBE10 Index (US Breakeven 10 Year)
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S&P 500 and Inflation Expectations
S&P 500 (top panel) and 10-Year Breakevens (bottom panel)

Source: © Merk Investments, Bloomberg
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Analysis: Inflation expectations as judged by the 10-year breakevens (derived from Treasury Inflation-Protected Securities (TIPS)) reached a new
high going back to the start of TIPS issuance in 1998.
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Chart - 11/12/2021
SPX Index (S&P 500 INDEX)
USGGBE10 Index (US Breakeven 10 Year)
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S&P 500 Forward P/E Ratio and Inflation Expectations
S&P 500 Index Forward Price/Earnings Ratio (black) and 10-year Inflation Expectations (inverted in grey)

Source: © Merk Investments, Bloomberg
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Analysis: In general, higher inflation or inflation expectations might pressure the P/E multiple—all else equal. The above chart shows the inverse
relationship between the forward price-to-earnings ratio and inflation expectations (note that inflation expectations are inverted on the y-axis).
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Chart - 11/12/2021
SPX Index (S&P 500 INDEX)
USGG10YR Index (US Generic Govt 10 Yr)
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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
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Analysis: In contrast to the previous slide, it may make more sense that the P/E multiple follows inversely with the US 10yr yield,
Bloomberg
®
11/12/2021 17:56:17
which
hasn’t
moved
up as much as inflation expectations. Rising yields (and rising inflation expectations) would likely warrant 1 a
decline in the P/E multiple. But generally, a relatively low U.S. 10yr yield (relative to long-term history) might justify a relatively higher
P/E ratio in the equity market (relative to long-term history).

Chart - 11/14/2021
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10yr Yield minus Inflation Expectations
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10Yr Yield and Inflation Expectations
U.S. Treasury 10yr Yield (black) and 10yr Inflation Expectations (grey) and 10yr Yield minus Inflation Expectations (lower panel)
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Analysis: nominal yields have not kept up with inflation expectations. There has been a steady decline in real rates (lower panel).
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Chart - 11/12/2021
S&P 500 Earnings Yield - CPI YoY
SPX Index (S&P 500 INDEX)
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S&P 500 Real Earnings Yield
S&P 500 Earnings Yield (inverse of trailing P/E Ratio) minus CPI YoY Inflation (grey) and S&P 500 (black)

Source: © Merk Investments, Bloomberg
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Analysis: The measured “real earnings yield” (i.e., S&P 500 trailing earnings yield minus CPI YoY inflation rate) has gone negative (due to the
Bloomberg ®
11/12/2021 18:47:18
38
high April and May YoY CPI readings). Past instances of measured negative real yields have come before sharp market declines, but the sample
size is small.

Chart - 11/12/2021
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S&P 500 Real Earnings Yield vs Treasury Real Yield
S&P 500 Earnings Yield (inverse of forward P/E Ratio) minus 10-year breakeven rate (black) and U.S. 10yr Real Rates (grey)

Source: © Merk Investments, Bloomberg
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Analysis: Perhaps a better way of looking at the real earnings yield is to use the forward earnings yield (i.e., inverse of the forward P/E ratio) and
Bloomberg ®
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compare it to the 10-year Treasury real yield (i.e., the yield of 10yr TIPS (Treasury Inflation Protected Securities)). As you can see, the forward
real yield for stocks is still well above zero and well above the 10-yr real yield (which is about -1.2%).

Chart - 11/12/2021
USGG10YR Index (US Generic Govt 10 Yr)
SPX Index (S&P 500 INDEX)
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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: According to the so-called “Fed Model,” which compares the earnings yield on stocks to the yield on a 10yr Treasury note, stocks still
appear to be relatively cheap compared to bonds, as they offer a higher yield.
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Risk Premia
Yield on Cash, Treasuries, Corporate Bonds, and Stocks

Source: © Merk Investments, Bloomberg
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Analysis: Stocks yield more than corporate bonds, which yield more than Treasury bonds, which yield more than cash. To put this chart into the
Bloomberg
®
11/12/2021
18:43:18P/E ratios, the equity yield shown above (the blue line) is the earnings-to-price yield, or E/P ratio, which is merely the
6
context
of charts
showing
inverse of the P/E ratio.
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TINA Effect: Equities vs. Bonds
U.S. Treasury 10yr Yield (grey) and S&P 500 Index Dividend Yield (black)

Source: © Merk Investments, Bloomberg
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Analysis: The trailing 12-month dividend yield on the S&P 500 is about the same level as the U.S. 10yr yield. Of course the $ value of dividends
is expected
to grow
over time with the growth of the global economy, whereas the $ value of Treasury coupons is fixed. This relates to the soBloomberg ®
10/22/2021 16:34:16
32
called “TINA” effect (There Is No Alternative (to stocks)).
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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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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
Bloomberg
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11/15/2021
12:21:12bull markets, the market has taken a multi-year pause—I think we are coming out of one now. The last two secular bull markets
1
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.” Also, while China is a
perennial economic concern, it’s worth remembering that even the collapse of Soviet Union and bursting of Japanese property bubble in 1989/1990 didn’t derail
the secular bull market that ran from 1982 to 2000.
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S&P 500 Underwater Chart
S&P 500 Index (upper panel) and drawdowns (lower panel)
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Analysis: On 11/8/2021 the market hit a new all-time high. The depth of the Covid crash at the March 2020 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
Bloomberg ®
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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%. In retrospect, the Covid crash appears to be something like the ‘87 crash combined with the 1990 recession.

Chart - 9/10/2021
SPX Index (S&P 500 INDEX)
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S&P 500 Underwater Chart: 1990-1998
S&P 500 Index (upper panel) and drawdowns (lower panel)

Source: © Merk Investments, Bloomberg
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Analysis: From the end of 1990 to mid-1998, there was only one 10% correction (which was very short-lived). And from the end of 1990 to mid1997 there were no 10% corrections—that’s a full 61/2 years without a 10% drawdown.
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VIX Watch
Implied Volatility Index (VIX) and 3-month forward VIX

Source: © Merk Investments, Bloomberg
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Analysis: Implied volatility levels have been persistently elevated since the onset of the pandemic. 15 on spot VIX and 20 on 3-month forward VIX
Bloomberg
seem
to be®key 11/12/2021
levels,18:43:18
and historically precursors to market corrections. The 2010 correction started with 3-month forward VIX at 20, same with17
the 2011 correction. In other words, maybe we won’t see a genuine correction until spot VIX gets to 15 or lower and 3-month forward VIX gets to
20 or lower.
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S&P 500 Index
S&P 500 Index (black) with Secular Bear Market Lows (grey lines)

In 2009, the market traded
at the same level as in 1996

In 1974, the market traded
at the same level as in 1961

Source: © Merk Investments, Bloomberg
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Analysis: In 1974, the S&P 500 traded at the same level as in 1961 (dividends excluded). And in 2009, the S&P 500 traded at the same level as
in 1996
(dividends
excluded). It’s conceivable that the market may trade at similar levels to today (or lower) at some point 5-10 years from now. 1
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Chart - 11/13/2021
SPXT Index (S&P 500 Total Return Index)
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S&P 500 Total Returns by Year
Calendar Year Total % Return for the S&P 500 (2009-2021)

Source: © Merk Investments, Bloomberg
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Analysis: I think most investors or fund managers would like to have this track record: 16.4% average total return per year for 13 years, only one
downBloomberg
year (-® 4.4%).
This
market has not been kind to the bears. There’s been retrospective FOMO.
11/13/2021
16:31:16
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S&P 500 and 5-Year +/- 2 Standard Deviations Bands
S&P 500 Quarterly Open-High-Low-Close bars and +/- 2 Standard Deviations relative to the 5-year Moving Average

Source: © Merk Investments, Bloomberg
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Analysis: This log-scale chart shows the quarterly open-high-low-close bars for the S&P 500 along with the 5-year +/- 2 standard deviation
bands.
Notably,11/12/2021
we see
that the market can hug the +2 standard deviation line for years. For what it’s worth, the lows of the last two big bear
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markets were around the -2 standard deviation level.
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2009 Analog
2009 market (grey) vs current market (black) (indexes the March 9th, 2009 low to to March 23rd, 2020 low)

Source: © Merk Investments, Bloomberg
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Analysis: The market still looks like it’s ahead of itself near-term. This chart indexes the March 9, 2009 low to match the March 23, 2020 low. The
greyBloomberg
line is® the 11/12/2021
2009 analog.
As of last Friday’s close, the market appears to be ahead of schedule compared to the 2009 analog. On a broader
17:56:17
17
point, new bull markets are usually disbelieved by many for months, and eventually years (that’s what happened in 2009 and 2010). I began
showing this chart in June 2020 and this analog played out incredibly closely through April 2021. We shouldn’t be surprised by a scary 10-15%
correction in the remainder of the year.
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S&P 500 Bull Market Trend Channel
S&P 500 Trend Channel (Logarithmic Scale)

Source: © Merk Investments, Bloomberg
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Analysis: The S&P 500 is trading at the top end of its log-scale trend channel. This is potentially another sign that the market might have gotten
ahead
of itself
near-term
and might be due to correct or consolidate sideways for a while.
Bloomberg
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*On logarithmic scales an equal amount of vertical change corresponds to an equal amount of percentage change, whereas on arithmetic scales
an equal amount of vertical change corresponds to an equal amount of numerical change*

Chart - 11/12/2021
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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
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Analysis: The S&P 500 Growth Index has generally been in a trend channel over the past 10 years. Recently, it has broken well above the top
Bloomberg ®
11/12/2021 18:43:18
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end of the range.
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Degree of Extension
S&P 500 Percent Gain/Loss relative to its 5-Year Moving Average (grey) and S&P 500 Percent Gain/Loss relative to its 10-Year Moving Average (black)

Source: © Merk Investments, Bloomberg
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Analysis: As indicated on this chart, the degree of extension warning levels are at 55% above the 5-year moving average, and 105% above the
Bloomberg
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10-year
moving
average.
The market is approaching those warning levels, and developments here bear watching. This is one of the reasons that
the market may be due for a healthy correction.

Chart - 11/12/2021
.DOWMA U Index (Dow Above/Below 10yr MA)
.DOWMA U Index (Dow Above/Below 10yr MA)
.SPXMA U Index (S&P Above/Below 10yr MA)
.NKYMA U Index (Nikkei 225 Above/Below 1...

.SPXMA U Index (S&P Above/Below 10yr MA)

EQUITY MARKET REPORT - NOV 2021

“Bubble” Indicator
Market Indexes Relative to their Respective 10-year Moving Averages (Market Tops lined up to April 2024)

Source: © Merk Investments, Bloomberg
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and 1989 Japan. I’ve chosen a simple indicator for market performance: the percent above its 10-year moving average. All four crashes occurred
afterBloomberg
the market
was well above 100% of its 10-year moving average (120% was the lowest common threshold). The S&P 500 is not yet24at
®
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performance levels consistent with 1929, 1987, 1999/2000, or 1989 Japan, but it’s getting closer. For now, comparisons to those market tops are
still premature. It may also be worth noting that on a risk-adjusted basis (i.e., accounting for downside volatility along the way), today’s market is
even further from the performance of the pre-crash markets.
*Nothing about this chart or analysis is meant to be a forecast. It is merely food for thought*
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Another Tech Bubble Forming?
Nasdaq 100 / S&P 500 Equally Weighted Index

Source: © Merk Investments, Bloomberg
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Analysis: Some said in March 2020 that the market (pre-Covid) was a bubble looking for a pin. But market leadership (the Nasdaq 100)
outperformed
in11/12/2021
the Covid
Bloomberg ®
18:43:18 crash. The Covid crash wasn’t a valuation-led decline. In other words, we don’t see former market leadership
20
collapsing in the way that we saw it during the dotcom bust. If it was a bubble looking for a pin, the Covid recession would have popped it. Going
forward, we might see a genuine bubble form. Safely the term bubble has been overused to the point of losing its meaning. The best definition
that I know for a bubble is that it’s a bull market you’re not invested in.
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Annual IPOs
Number of US IPOs per Year

Source: © Merk Investments, Bloomberg
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Analysis: 2021 has now had more IPOs (with 826) than 1999 (529), the previous record.
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Chart - 11/12/2021
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Growth Company Valuation
S&P 500 Growth Index Price/Earnings Ratio

Source: © Merk Investments, Bloomberg
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Analysis: The S&P 500 Growth Index P/E Ratio is around 35 currently, compared to 48 at the market top in 2000.
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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 near the lowest it’s been for the bull market going back to the beginning of 2009.
It is still
above
its
200018:38:18
low of 1.05%.
Bloomberg
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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
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Analysis: This sentiment measure has come off recent highs over the past several months. It may be worth noting that the elevated levels of the
late 90s persisted for many years before the market peaked.
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Chart - 11/12/2021
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S&P 500 Index and S&P 500 Equal Weight Index
S&P 500 Index (black) and the S&P 500 Equal Weight Index (grey)
2000 Market Top Bearish Divergence

Source: © Merk Investments, Bloomberg
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Analysis: Last week’s new all-time high in the S&P 500 was confirmed and supported by a new all-time high in the S&P 500 equal weight index
(eachBloomberg
stock®has11/12/2021
an equal
weight). This suggests market breadth is reasonably healthy—in contrast to the March 2000 market top, with a clear
18:16:18
6
bearish divergence. The absence of a negative is a positive.
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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, which
®
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is likely the case with the recent peak in my view.

Chart - 11/12/2021
.FANGCAP G Index (FANG Market Capitaliza...

EQUITY MARKET REPORT - NOV 2021

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

Source: © Merk Investments, Bloomberg
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Analysis: The FANG Index has continued in a general uptrend.
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Airbnb
Airbnb market cap compared to hotel brands

Source: © Merk Investments, Bloomberg
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Analysis: Brian Chesky, the founder and CEO of Airbnb, comments that because of the pandemic and the work from anywhere trend, “people
aren’t
just travelling
on Airbnb, they’re now living on Airbnb.” Airbnb went public late last year. And is bigger by market cap than four of the largest
Bloomberg ®
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and most recognizable hotel groups: Marriott, Hilton, InterContinental, and Hyatt. The economics of Airbnb are of course very different than that
of hotels. Airbnb is a “platform company.” Will Airbnb eventually reach a FANG-like market cap?
(Merk may own securities mentioned. Past performance is no guarantee of future results. Not investment advice.)
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Sectoral Balances
US Businesses (grey), Households (blue), State and Local Govt (green), and Foreign (red) Surpluses/Deficits and Federal Government Deficits (black)

Source: © Merk Investments, Bloomberg
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Analysis: This chart shows the net quarterly balances (i.e., surpluses/deficits) for US businesses (grey), households (blue), state and local
governments (green), and the rest of the world (red), along with federal government deficits (black). The foreign balance is basically the inverse
Bloomberg ®
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of the US trade deficit (a surplus to the rest of the world).

Chart - 11/15/2021
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US Federal Govt Net Savings/GDP
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The Federal Government’s Deficits are Everyone Else’s Surpluses
US Business, Household, State and Local Govt, and Foreign Net Savings (black) and Federal Government Deficits (red)
The US Federal Govt is a monetary sovereign with sole issuing power of the currency (USD). In other
words, it's the currency issuer, everyone else (U.S. businesses, households, state and local
governments, and the rest of the world (to the extent they want them)) are currency (USD) users. It’s an
accounting identity that if US businesses and households want to accumulate dollars/dollar assets (i.e.,
run net surpluses), the Federal govt deficit needs to be bigger than the current account deficit (dollars
that flow to the rest of the world). State and Local Govts aim to run balanced budgets. Households and
businesses aim to accumulate wealth. And foreigners want dollars for private savings and official FX
reserves. It's important to understand the implications of monetary sovereignty and stock-flow consistent
accounting.

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
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Analysis: This is an aggregation of the previous chart. In general, government deficits end up as surpluses in the private sector. It's an accounting
identity that if U.S. businesses and households want to save dollars (i.e., run net surpluses), the Federal govt needs to run a deficit, and it needs
Bloomberg ®
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to be bigger than the current account deficit (dollars that flow to the rest of the world). State and Local Govts aim to run balanced budgets.
Households and businesses aim to run surpluses. And foreigners tend to want U.S. dollars for private savings and official FX reserves (i.e., they
also aim to run surpluses).
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Fiscal Policy and Recessions
U.S. Government Budget Balance as a % of GDP and Recessions

Source: © Merk Investments, Bloomberg
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Analysis: Past recessions had been preceded by tighter fiscal policy than we had coming into the 2020 Covid pandemic/shock recession. 2.4%
deficit to GDP was the biggest deficit going into a recession, perhaps suggesting that a deficit smaller than 2.5% represents recession risk. Fiscal
Bloomberg
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policy
now
is11/15/2021
extremely
expansionary. In the same way that the GFC ushered in a new standard for monetary policy (aggressive QE), Covid may
have ushered in a new standard for fiscal policy (aggressive deficit spending/fiscal relief). The above chart illustrates a trend of lower lows in
terms of how deep the budget deficit gets in recessions. Separately, expansions may be getting longer, and recessions getting shorter. All four of
the expansions since the early 1980s are among the top six longest in the thirty-four expansions recorded by the NBER since 1854.
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Budget Deficit Projections
U.S. Government Budget Balance as a % of GDP – Projections for 2021 (black) and 2022 (grey)

Source: © Merk Investments, Bloomberg
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Analysis: As the previous slide shows, recessions almost always start with deficits less than 2.5%. Using that level as a guideline, we can track
whether deficits are projected to be above the -2.5% level (as a recession risk warning sign).
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Long-term Mean-Reversion Framework
Simplified Model for Rolling 10-Year Annualized Returns (Hypothetical Stock Market Index)
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Analysis: In my view, markets tend to be mean-reverting in the short-term (days to months), trending in the medium-term (years to a decade or
more),Bloomberg
and mean-reverting
again in the long-term (over multiple decades)—around some long-term average annualized rate of return (e.g.,17%
®
11/13/2021 15:49:15
in the above model). My overall investment philosophy is to invest in long-term trends (ignoring the short-term mean-reversion noise) and to be
contrarian at major turning points. I think this framework is helpful to keep in mind regarding potential asset allocation shifts. For example, this
framework relates to my positive outlook on emerging markets, which started to develop over the summer of 2020.
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Long-term Mean-Reversion Framework
S&P 500 Trailing 10 Year Compound Annualized Rate of Return (black) and Month over Month rate of return (grey)

Source: © Merk Investments, Bloomberg
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Analysis: Here is the real-world (messy) data to the previous chart’s simplified diagram. As noted: in my view, markets tend to be mean-reverting
in the short-term (days to months), trending in the medium-term (years to a decade or more), and mean-reverting again in the long-term
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(over multiple decades)—around some long-term average annualized rate of return (e.g., about 7% in the above S&P 500 data). My
overall investment philosophy is to invest in long-term trends (ignoring the short-term mean reversion noise) and to be contrarian at major turning
points. I think this framework is helpful to keep in mind regarding potential asset allocation shifts.
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Long-term Mean-Reversion Framework
Trailing 10 Year Compound Annualized Rate of Return for S&P 500 (black), Russell 2000 (grey), MSCI EAFE (red), and MSCI Emerging Markets (blue)

Source: © Merk Investments, Bloomberg
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Analysis: Assuming mean-reversion takes hold at some point, emerging markets could once again return 10-15% per annum on a trailing 10-year
basis. Given that I think the U.S. dollar is now in a secular bear market—and is therefore a tailwind to EM—that process of mean-reversion may
Bloomberg ®
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have already begun. To put that in a slightly different context, it seems reasonable to think there’s a good chance that in ten years from now the
blue line will be above the black line. One of the strongest behavioral tendencies is for humans to extrapolate recent trends indefinitely out into
the future, and yet the idea that the S&P 500 will return 12% per year over the next ten years, and EM only 2% over the next ten years, seems
unlikely to me.
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Small-Cap Value vs. S&P 500
Small Cap Value (Russell 2000 Value Index) (grey) and S&P 500 (black) indexes to 100 at March 2000 Market Top
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Analysis: From the dotcom market top in March 2000 through the end of 2004, small cap value was up over 90% and the S&P 500 was down over 20%.
ThisBloomberg
speaks® to the
value of diversification even within the equities asset class.
11/15/2021 14:05:14
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Market Capitalization by Category
(in USD Trillions)

Source: © Merk Investments, Bloomberg
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Analysis: U.S. large-cap market cap is around 41 trillion. U.S. small-cap is around 3.7T in market cap. International Developed is around 22.5T.
Emerging
around
23.6 trillion. Small-cap value, depending on which index you use, is between 900B and 2.4T.
Bloombergmarkets
®
11/12/2021
18:32:18
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Asset Allocation
Market Cap, Risk Parity, and Blended Weightings

Analysis: the above asset allocation chart shows market-cap weights (the default passive approach to weighting), risk-parity weights, and a
blended average of the two. Risk-parity uses past correlation and volatility data to produce an allocation that puts equal amounts of risk (as
defined by modern portfolio theory) into each asset. When using a risk-parity approach, the selection of assets to put into the mix at the start will
have a big influence on the output weights. As such, I’ve chosen three domestic indexes (large-cap, mid-cap, and small-cap value) and two
international indexes (developed markets and emerging markets). And this allows for an outcome that doesn’t deviate too much from a marketcap based global equity allocation in terms of the split between domestic and international exposure. From here, one can use discretionary
adjustments to overweight or underweight or to cap certain exposures etc.

Chart - 11/12/2021
INDU Index (Dow Jones Industrial Average...
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Dow Jones Industrial Average
Long Term Chart of The Dow Jones Industrial Average Index (log scale)
“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
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Analysis: Industries and companies rise and fall over time. A company can go bankrupt, and its stock prices can go to zero. But an index changes in
composition over time, and is highly unlikely to go to zero. Despite secular bear markets along the way, the broad market has generally gone up over
®
11/12/2021 18:10:18
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time.Bloomberg
For example,
the Dow Jones Industrial Average Index has changed in composition over the years. No original members of the Dow Jones
Industrial Average remain in the index. If an investor had bought all the companies in the Dow in 1900 and never changed the composition of their
portfolio, it likely would have done extremely poorly over the past 120 years. Index funds allow investors to buy an index like it’s a stock. Chances are
you’ll be better off holding an index fund or a basket of index funds over the next 120 years than any fixed group of individual stocks.

EQUITY MARKET REPORT - NOV 2021

Asset Classes and Long-Term Returns
Asset Class

Long-term Annualized Total Return

Volatility

U.S. Large-Cap Stocks

10%

20%

U.S. Small-Cap Stocks

12%

32%

U.S. Small-Cap Value Stocks

14%

32%

U.S. Corp Bonds

6%

8%

U.S. Govt. Bonds

5%

6%

Cash

3%

0%

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

Analysis: Both logically and empirically there is an equity risk premium. Logically in the sense that theory suggests investors
should be compensated for bearing higher risk (often viewed as volatility) with a higher rate of return. And empirically in the sense
that historically equities have tended to earn higher rates of return than other asset classes. History shows that it’s better to be a
“permabull” than a “permabear,”—stocks for the long run.
In my view, over the long-term, cash is riskier than stocks. Ideally, you don’t want to fall short of generating achievable attractive
returns (either nominal or inflation adjusted) over the relevant time horizon.
Also worth noting, the reward-to-risk for U.S. small-cap value was lower (at 0.44) than U.S. large-cap (0.50). From my standpoint,
the higher rate of return (at 14% vs 10%) more than justifies the lower reward-to-risk ratio. After all, cash has an amazing rewardto-risk profile, but it returns little over time.
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Percentage of U.S. Equity Funds that Underperform their Benchmark
Based on SPIVA* U.S. Score Card (*S&P Indices vs Active) as of Year-End 2020

Fund Category

Comparison Index

All Large Cap Funds

S&P 500

1-Year

3-Years

5-Years

10-Years

20-Years

60%

70%

75%

82%

94%

Source: S&P Dow Jones Indices, © Merk Investments LLC

Analysis: Over the last 20 years only 6% of large-cap equity funds outperformed their benchmark. The above data reminds me of the apt maxim:
“In the world of investing, being average means you’re one of the best students in the class.” It also suggests that low-cost index funds make a lot
of sense as a way of allocating capital.

Chart - 11/12/2021
CA 10yr Yield Spread
NY 10yr Yield Spread
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State Bond Spreads
New York and California 10yr Municipals bond Spread (relative to 10yr U.S. Treasury yield)

Source: © Merk Investments, Bloomberg
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Analysis: State bond spreads have generally declined since the spike in March 2020. Note that sometimes the spread is negative due to the
favorable
investor
tax treatment of municipal bonds.
Bloomberg ®
11/12/2021 18:27:18
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Income vs. Total Return
Bond Math: Simplified Example of a 5-Year, 5% Coupon Muni Bond Current Yield vs. Yield-to-Maturity

Analysis: For investors focused on income, the stated current yield on muni bonds might be misleading. Municipal bonds tend to be issued with
high coupons relative to yield (and therefore at a premium to par) in large part to ensure tax efficiency. But a side-effect of that is that it creates
a large gap between the current yield and the yield to maturity (at least in today’s interest rate environment).
For example, $1 million par of a 5-year, 5% muni bond with 4 years to maturity might show a current market value of $1.16 million and a current
yield of 4.30%. That might look/sound good to some investors. But the yield to maturity is only 0.86%. This example and the above spreadsheet
are used to illustrate a concept, but also are very close to where muni bonds are trading today. As a side note, muni bonds have favorable tax
treatment and so high-grade munis trade at a yields lower than US Treasuries of the same maturity. The taxable equivalent yield of munis tends
to be a little higher than Treasuries to account for the credit risk (which is usually small).
Basically, you can think of current yield as income and yield to maturity as total return. In my view a total return approach makes more sense than
a blind adherence to the concept of never "invading principle.”

Disclosure
This report was prepared by Merk Investments LLC (“Merk Investments”), and reflects the current opinion of the
authors. It is based upon sources and data believed to be accurate and reliable. Merk Investments makes no
representation regarding the advisability of investing in the products herein. The information contained herein reflects
Merk Investments’ current views and opinions with respect to, among other things, future events and financial
performance. Any forward-looking statements contained herein are based on current estimates and expectations.
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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