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Shake It Off

'‘Cause the players gonna play, play, play, play, play
And the haters gonna hate, hate, hate, hate, hate
Baby, I'm just gonna shake, shake, shake, shake, shake
I shake it off, I shake it off

https://www.youtube.com /watch?v=fFowIRvrEJA

Ahh Yes, the Taylor Swift market. No matter what you throw at it, no matter how much you hate it, it just
shakes it off and marches higher. In fact, I've shaken my head in disbelief so much this year my
chiropractor has given me my own chair.

As 2020 began we were dealing with a pretty bullish scenario, we had record low unemployment, record
high earnings, and a President who was sailing towards reelection, but then Covid-19 hit and the wheels
fell off. The economy plunged into its deepest recession since the Great Depression, unemployment
soared, and people were actually dying in unprecedented numbers.

As you would expect the stock market plunged, dropping 35% in 30 days, but then something totally
unexpected happened, we had one of the strongest bull market rallies in history. The S&P 500 climbed to
multiple new highs, up a stunning 70% from its March lows.

Imagine that you were trying to forecast the markets return in January of 2020 and you correctly forecast
the epidemiological consequences of Covid-19, you then correctly recognized that the economy would
plunge into the deepest recession in centuries. Also knowing that the market was already up 31% in
2019, already sitting at record highs and record high valuations, would you have been crazy enough to


https://www.youtube.com/watch?v=fFowIRvrEJA

predict a further 18% advance in 20207 Absolutely no one would have predicted this outcome, but that’s
exactly what happened.

Supposedly the most dangerous words in investing are, “it’s different this time.” But this year really was
different, and the biggest difference by far was the massive amount of fiscal and monetary stimulus
pumped into the economy and markets. Having learned from the 2008-09 financial recession the Fed
and Treasury acted quickly and forcefully to mitigate the financial damage caused by the shutdowns.

After having a balance sheet that was consistently under $1 trillion, we thought they got a little crazy in
2009 with all of their Quantitative Easing causing assets to double to over $2 trillion and interest rates to
plummet. What did we know, 2020 saw the Fed’s assets skyrocket to over $7 trillion and counting. $3.7
trillion are in Treasuries, over $2 trillion are in mortgages (nearly 33% of the mortgage market), and they
are even buying high-yield corporate bonds. Anything and everything is on the table.

The Federal Reserve's Balance Sheet
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And we’re not alone; every major central bank followed the same playbook buying assets at an
astonishing pace. This asset buying has led to record low interest rates around the globe and over $18
trillion in negative yielding debt. In fact the United States has some of the highest yielding debt with
our 10-year Treasuries yielding 0.94%, compared to Italy at 0.52%, the UK at 0.21%, Spain at 0.06%,
Japan at 0.03%, and Germany at -0.57%.
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Massive liquidity injections have allowed corporations to refinance existing debt and take on new debt at
record low interest rates. Unlike normal recessions where you have a surge in bankruptcies, in 2020
we've had a surge in zombie companies. Zombie companies, those companies that don’t earn enough to
make interest payments, only exist when they can constantly rollover their debt. The number of zombies
has grown from 4% in 1980 to over 16% today.

For many corporations the pandemic, and more specifically the Fed’s response, has been a boon. Many
corporations have been able to cut costs, both operationally and financially, and have actually seen their
margins expand. New companies were also able to tap into the liquidity tsunami via the IPO market.
Companies raised a record $167.2 billion through 454 offerings, which shattered the 1999 dot-
com record of $107.9 billion.

Individuals haven’t been left out of the excessive liquidity party. The biggest debt for most households is
their mortgage, and with the Fed buying a third of all mortgages driving mortgage rates to record lows,
we’ve seen record high refinancing and a 14-year high in existing home sales. According to the most
recent Case-Shiller home price index, home prices are up an impressive 8.4% year-over-year.
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Unfortunately not everyone has been able to skate through 2020 unscathed. While the Fed has been able
to mitigate broad financial damage, we still have a very sizable part of the population who are suffering.
We still have 10 million fewer people employed than in February.

Unemployment shot to over 14% in March but has now declined to about 6.7%, which is still higher than
the unemployment rate ever got in the 2008-09 recession.

Percent Change in Employment Relative to Business Cycle Peak by Business Cycle, 1945-2020
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In the early days of the recovery there was a lot of talk about what shape the recovery would take. Would
it be a fast V-shaped recovery, a more drawn out U-shaped recovery, or maybe an L or Nike swoosh. In
actuality it appears that we are experiencing a K-shaped recovery. In a K-shaped recovery you have
different segments of the economy recovering at different rates and or magnitudes.




For those able to easily transition to working from home, 2020 was more about isolation than economic
hardship. For the millions that couldn’t make the transition 2020 has been devastating. While the overall
unemployment rate is 6.7%, the graph below shows that higher wage earners have experienced little
change in employment, while low wage workers are experiencing 20%+ unemployment.

Job Loss Persists for Low Wage Workers in the U.S.

While the recession is almost over for high-wage workers in the U.S.,
low-wage workers are still facing record unemployment rates

Percentage change

in employment

5%

Mar 13

National Emergency
declared

Mar 27

CARES Act brought
into effect

0%

-5%
-10%
Economists have started calling this a “K-shaped”
-15% recovery, because of the difference between
low wage vs high wage employment rates
50% Low Wage
<$27K ayear
el Fewer than half the jobs lost earlier
-25% f-{==F-8 this year have returned for people
& earning less than $20/hr
-30%
-35%
-40%

Feb Mar Apr May June July Aug Sept Oct Nov

2020
Source: Opportunity Insights Economic Tracker

Those higher earning individuals were not only able to keep their jobs, but they also probably saw their
homes and 401-K’s appreciate. The wealth gap accelerated in
2020 and will be an even bigger story in 2021 and beyond.

Of course all of this “Free Money” isn’t really free, is it?

[ don’t think so. You would think that there would have to be a cost to all of this heavy-handed
manipulation of the capital markets by the globes Central Banks. Right? Obviously we’ve seen massive
inflation in financial markets with nearly all equity markets at record highs, corporate yield spreads and
interest rates at record lows. We are also starting to see rather significant deterioration in the value of
the dollar. The dollar has fallen about 11% from its March high.
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What's a bit surprising about the dollars accelerating fall is that it is counter to the conventional storyline.
If the U.S. economy is going to be booming back in 2021, with widespread vaccinations and reopenings,
then the dollar should be strengthening not weakening. Also, considering nearly all of Europe and Japan
sovereign debt yields significantly less than U.S. Treasuries the dollar should be in demand overseas.

Therefore the dollars weakness, in spite of its relative attractiveness, is signaling that perhaps unlimited
printing is not free. As the chart below shows 10-year inflation expectations have shot up from a low of

0.50% back in March to nearly 2% today. While 2% doesn’t sound like a lot, it may start to matter

considering the amount of debt accumulated by both individuals and governments over the last several

years.
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So, where does that leave us as we head into 2021?

Remember that the total return for stocks is simply a function of three things:

1. The Dividend Yield - currently at 1.53% for the S&P 500.

2. The Growth of Earnings - in 2019 S&P 500 earnings hit a high of $163, in 2020 they are
estimated to be about $136 (a drop of 16%), and in 2021 they are expected to fully recover to
$167 (a gain of 23% over 2020 but only a gain of 2.5% over two years).

3. The Change in PE - or what investors are willing to pay for those future earnings and dividends.
At the end of 2019 investors were willing to pay about 18x for future earnings. Now at the end of
2020 investors are paying a nearly record high of 22.4x future earnings.

The key to forecasting the future is trying to figure out if investors will be correct in assuming that
earnings in 2021 will fully recover their pandemic losses, and whether or not investors will still be
willing to pay a record high earnings multiple for those earnings. | personally take great pains in trying
not to forecast the future, but I do try to at least understand what the market is pricing in, and currently it
is pricing in a very rosy future with little room for disappointment.
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Speaking of valuations, there are dozens of charts that I could show you that basically all show the same
thing...namely that stocks are trading at record high valuations. For brevities sake I'll leave you with just
one, the so-called Buffett Indicator. Warren Buffett has said that his favorite market valuation indicator is
the ratio of the total market capitalization of all stocks divided by the total of U.S. GDP. The graphic below
shows that according to this indicator stocks are trading at record high valuations, which generally
translate into rather lackluster future returns.



The Buffet Indicator
The Ratio of Total Market Cap to US GDP
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As most of you are probably aware valuation indicators are good at helping manage risk on a longer term
basis, but are notoriously poor at timing when a bull or bear may happen. Or as John Maynard Keynes so
famously said, “Markets can remain irrational longer than you can remain solvent.”

Other than valuation, another tool we can use to determine the riskiness of a market is “Market
Sentiment”. Market sentiment tries to measure levels of fear and greed in the markets. This is where
investing becomes more of an art than a science. Sentiment measures try and quantify
opinions/feelings/emotions. It's observable, but highly subjective. Or as Supreme Court Justice Potter
Stewart famously said when referring to obscenity, “I know it when I see it.”

There are signs of excessive froth nearly everywhere you look. From [PO’s that double on their first day
of trading, to the record issuance of SPAC’s (Special Purpose Acquisition Companies). A SPAC is simply a
blank check shell corporation designed to take companies public when they find a good idea. This is
equivalent to buying a company with no earnings, no sales, no business, just the idea that they might find
you something good to invest in. Something that doesn’t need to go through those pesky SEC filings.
Then there is the incredible run up in anything to do with clean energy, or electronic vehicles, or cyber
security, or crypto currencies. It may be hard to define euphoria. But [ know it when I see it.

One company that has tried to objectively define panic and euphoria is Citigroup. In 1987 they came out
with their panic/euphoria model, which measures nine different market indicators, like put/call ratios,
short interest, and margin debt. The indicator correctly identified the brief panic that set in back in
March, and is currently indicating that we are at a euphoric reading of 1.61. How high is 1.6? Well until
this December the highest reading ever was 1.48 in April 2000 right before the dot-com bubble burst.
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Now of course I have no idea whether or not the market will retreat in 2021, or simply continue to shake
off my out dated worries. I do believe that future returns will be much more muted than those we’ve
recently experienced, and that investors should probably diversify and maintain some dry powder just in
case the rosiest of rosy scenarios doesn’t pan out.

Here’s wishing you all a very happy and healthy New Year. Be careful out there.

Chris Wiles, CFA

Securities offered through Cambridge Investment Research, Inc., a broker-dealer, member FINRA/SIPC. Advisor services
offered through Cambridge Investment Research Advisors, Inc., a Registered Investment Adviser. Cambridge and Medallion
Wealth Management, Inc., are not affiliated. Asset allocation and diversification strategies cannot assure profit or protect
against loss in a generally declining market, and past performance does not guarantee future results. Material discussed
herewith is meant for general illustration and/or informational purposes only, and should not be construed or acted upon as
individualized investment advice. Indices mentioned are unmanaged and cannot be invested into directly. These are the
opinion of the author and not necessarily those of Cambridge Investment Research, Inc.



