To subscribe to our Newsletters www.palos.ca/register

CONTENTS

Modelling is Difficult Because Circumstances Are Not
Normal or Cyclical

Weekly Commentary

President Trump Took Unilateral Actions

Issue No. 34 | AUGUST 10, 2020

Macro View

By Hubert Marleau

Disclaimer & Contacts

Modelling is Difficult Because Circumstances Are Not
Normal or Cyclical

Submitted August 8, 2020

What Happened In the Market Last Week Ending August 7:

American stocks finished higher again with the S&P 500 making another recovery high at 3351 for a weekly gain
of 2.4%--1% shy of its all-time high. The market appreciated reports of better than expected earnings and
economic prints. Acknowledging that productivity is rising, the greenback has fallen, and economic growth is
increasing, corporate profits may surprise the market to the upside once again in the forthcoming October
earnings season. Numerous analysts have revised upwardly their outlook for Q/3 and Q/4. If one were to
extrapolate from the historical relationship between GDP and corporate profits, S&P 500 EPS could be as high as
$135 for this year and $170 in 2021. Should these forecasts come through, the equity risk premium would be an
acceptable 450bps. The Atlanta Fed’s GDPNOW model estimates for real growth in Q/3 is 20.5%.

Nevertheless, last week’s surge in stock prices did surprise many market analysts. Capitol Hill was unable to head
off an economic calamity with another round of emergency relief. With scant signs that the urgency of the
situation will yield a breakthrough for renters, jobless and small business owners, the market could have reflected
the political impasse. It did not happen. The market ascertained that the talks won’t completely fall apart or
collapse for good, assuming that an eleventh-hour solution will be found to bridge the $1.0tn chasm--52.4tn
versus $3.5tn. At worst, under the justification of national security or executive power, the market suspected that
Trump could resort to executive orders to extend benefits, forestall evictions and even imposed a payroll tax
holiday.
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The circumstances are not normal and it's a partial by-product of the Fed's monetary stance. This is not a new or
unknown reason, but it is the main cause of the higher price for risk assets. The U.S. monetary authorities have
aggressively lowered the cost of money, brilliantly raised inflationary expectations, surreptitiously lowered the
exchange value of the dollar and generated enormous amounts of liquidity. In my judgement, the Fed will not
shift away from these policies until it becomes totally satisfied with the employment situation. How long will it
take? A very long time.

The July employment report showed that the labour market continues to improve, despite setbacks from the
increase in coronavirus infections. The U.S. economy added roughly 1.8 million jobs in July, bringing the total gains
to 10.0 million. --38.5% of the jobs that were lost in the depth of the pandemic. There are 260.4 million people
who could have work in July. Of that cohort, 61.4 % were officially in the labour force (159.9m) of which 89.8%
were employed (143.5m) versus 63.5% and 96.5% respectively last February. In order to get back to where
employment was pre-pandemic, the math shows that 16.1 million jobs need to be created.

The Barron observed “that more than 80% of the gains in private employment in July came from sectors that
accounted for only a third of pre pandemic private employment-retail, restaurants, bars, hotels, casinos, nail
salons, barbershops, temporary help services and dentists’ offices. Employment rose by 3.4% in those sectors in
July, compared with just 0.3% in the rest of the private sector. If the employment momentum experienced in the
personal services sector peters out as it did in the other sectors, the economy could not on average do much
better than 500,000 new jobs per month. Thus, it would take 32 months to satisfy the Fed. That is why Powell is
not even thinking about changing his thinking.

The Palos Monetary Index stood at 3166 after Friday’s employment report strongly suggesting that the Fed should
maintain its current stance. Under price stability, full employment and normal labour force growth, the index
would be 100. The Misery Index which is the addition of the inflation rate (0.6%y/y) and unemployment rate
(10.2%) was 10.8. of which the inflation content was only 5.6%. Under full employment and price stability defined
by the Fed, the index would be 6.0 with an inflation content of 33%.
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P.S. The wisdom of the market was correct that something was going to be done to provide some economic relief
to those hurt by the pandemic. On Saturday, President Trump took unilateral actions signing four executive orders
to provide temporary financial help to those in need. The impact will be limited because the actions are not
comprehensive and will be legally challenged by the Democrats in Congress. Nevertheless, the focus on extending
unemployment benefits, keeping the moratorium on evictions, deferring student loans and suspending the payroll
tax will be sufficient to avoid an immediate fiscal cliff.

How the market will interpret Trump’s actions is anyone's guess. It's a gambit. Both sides will likely dig in. It may
delay a compromise until late August once the summer recess is over. What | know for sure is that the market will
eventually demand finality on this issue and force Congress to pass a deal despite the impasse.
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This publication is proprietary to Palos Management Inc. (along with its affiliate Palos Wealth Management Inc., “Palos”). This publication may
be copied, downloaded, stored in a retrieval system, further transmitted, reproduced, disseminated, and/or transferred, in any form or by any
means, but only as long as it is unaltered and attributed to Palos. This publication and its contents may not be sold or licensed without Palos’
written permission. The information and opinions contained herein have been compiled or arrived at from sources believed reliable but no
representation or warranty, express or implied, is made or implied regarding accuracy or completeness. The information provided does not
constitute investment advice and it should not be relied upon on as such. If you have received this communication in error, please notify us
immediately by electronic mail or telephone. This document may contain certain forward-looking statements that are not guarantees of future
performance and future results could be materially different. Past performance is not a guarantee of future performance. “S&P” is a registered
trademark of Standard and Poor’s Financial Services LLC. “TSX” is a registered trademark of TSX Inc. The Bloomberg USD High Yield Corporate
Bond Index is a rules-based, market value weighted index engineered to measure publicly issued noninvestment grade USD fixed rate, taxable,
corporate bonds. To be included in the index a security must have a minimum par amount of 250MM.
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