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MEMORANDUM
To: Clients 
Fr: L Roux
Date: February, 2021
Re: Investment Thoughts 
In a rapidly moving investment environment, my intention is to always proactively share investment thoughts as and when necessary aimed at informing all our clients. As you all know, I look forward to our conversations at any time.      
INVESTMENT  ENVIRONMENT

· January is and was a volatile month, a time for re-assessment and strategic thinking. Investors review their predictions made over the past quarter about the upcoming new year. Consensus forecasts see a strong economic rebound in 2021 (2nd half) as the virus succumbs to vaccines, fiscal stimulus funding expands, monetary policies remain easy, and corporate earnings are more predictable and improve. Importantly, as reported in Q4 by the WSJ, the PMI index clearly showed a Q3 V shaped economic recovery in the US and the Eurozone. Q4 saw a consolidation. There are concerns inflation and interest rates could rise. Our Take: we generally agree, financial markets have been clamoring for fiscal stimulus and it is coming, at a price. It is important to note the FED will continue to buy $80B in Treasuries and $40B in Mortgage bonds per month until unemployment numbers and inflation have made “substantial further progress” (WSJ). The pandemic is anyone’s call, but we expect a stronger economy when the virus impact abates as pent-up demand for services (and goods) manifests itself.     
· February - The US equity market is looking overbought and all eyes have been on 2020 Q4 earnings but especially on 2021 forecasts. Earnings have been good, forecasts positive. Bonds have consolidated on interest rates concerns. FED liquidity support is continuing, and Pres Elect Biden’s policies are coming to the fore. Congressional stimulus spending is again being discussed, and although virus-related actions are still in the works vaccines were and are being distributed nationwide but not without challenges. Our Take: good Quarter as forecast, but the vaccine management process needs much improvement. SPAC’s and recent Reddit/GameStop actions underscore the market risk – top of the market syndrome. Insider selling has been strong, the most since 2012. Profit-taking and volatility is expected in Q1.  
· Virus uncertainty still reigns – increasing virus activity worldwide remains the key factor impacting financial markets as it affects all aspects of global economics, socio-political behavior, and drives uncertainty. The resurgence in Europe and China, the continued spread in the US, now could lead markets lower if the vaccines do not reduce the virus’ impact and shutdowns as in the UK case.  Social-distancing, lockdowns, masks, etc have produced results. Our take:  no surprises here, market volatility will continue until this picture looks more positive post Q1/2, and we expect equity markets performances for the year to be 7-9% higher.
· Post Election – the voting process as per ALL the Court cases and Supreme Court decisions certified the process itself, along with support from the DOJ and B Barr, now resigned. Was there fraud, perhaps some. No election is perfect, but it worked. The legal process also worked. What followed at the Capital Building reminds us of third world political behavior, the President’s behavior before, during and after was unacceptable as the world’s most powerful leader. Does it all represent an end to Pres Trump’s politics, did he go too far ? No definitive answer yet, too early to tell. Can we expect more domestic trouble, maybe. Will foreign governments see this moment as a time to take advantage of American disharmony ? Possibly, as evidenced by China’s recent warnings, N Korea and Iran’s missiles development and testing. Noone knows for certain where we are headed, there is much “hurt” in America, but barring another or more significant events, financial markets should continue on their way. 
· US Economic activity – As both consumers and the corporate sector adapt and remain resilient, FED support continues, the Biden Administration has begun its work. It has stressed strategically two themes – rescue and recovery plans. They are expensive beginning at $1.9T, it could boost economic activity at the cost of both inflation and greater debt. As it subsides next year, we could see slower growth and if coupled with higher taxes result in poor GDP numbers. Infrastructure spending comes up in every new administration, and we have yet to see real impact on the economy. The debt burden will need to be addressed at some point, and if interest rates stay low and the USD weakens would be manageable. If rates rise for any reason, the burden will get heavier. We should remember that current monetary and fiscal stimulus has kept the US economy out of major recession and even depression. Capex needs to improve, unemployment too, but rising taxes will not help – low taxes stimulate consumption and investment. Biden’s plan (sources: various): raise the top Federal rates are estimated to potentially rise to 43.4%, return to 39.6% for those earning over $400,000, cap itemized deductions on charitable contributions, mortgage interest for instance, raise the SS FICA tax to 12.4%, eliminate 1031 exchanges for those earning over $400,000, raise the corporate  tax rate to 28% from 21%(which has made the US rate very competitive globally), reduce the unified transfer (GST) tax exemption from $11.7M to $5M, eliminate the step-up in tax basis at death, restrict valuation discounts, impose restrictions on grantor retained annuity trusts (GRATS), and more. Whether Biden’s tax plan can be implemented or not remains a question but a real possibility. Our take: 2021 should be a “spending/economic activity/manage the virus” year; 2022 the taxing year. We will monitor this possible scenario especially as we head into the Fall and the equity markets discount future economic and financial growth. 
· The World Economy – We should note that the Developed Countries’ Central Banks added over $8T to their Balance Sheets last year (FT). They are forecast to add another $5T in 2021 (JPM).     In Europe, the Virus is again seeing a significant resurgence, Brexit is resolved but practical ramifications remain ambiguous, elections are and will produce mixed results, economic growth is slowing again. In the Middle East, Iran remains a problem, and the Gov’t is positioning itself ahead of any talks with the US on the Nuclear Deal. Elections are coming in September, Iranian expansionism remains a regional challenge. Israel continued to benefit from the US Mideast Trump Plan, several countries (with Saudi’s certain blessing) have recognized the State of Israel. The Biden Plan may well remove or limit certain arms sales which incentivized recognition and was supportive of keeping Iran at bay.  The Plan is aimed at more dialogue with the Palestinians, and we will see if a return to the two-state solution moves anything forward.  China’s economy has improved, and recently announced 6.5% GDP growth which again raises the question whether the number is real; the economy has been strong nonetheless. Exports have seen strong growth in 2020, state infrastructure spending too. The savings rate is high which should support consumer spending. The Chinese stock market has done well as a result.  But aging demographics are becoming a problem. Military provocations – Taiwan - continue in the region, the Belt & Road initiative is on-going but problematic, Chinese lending has collapsed and country loans are still being renegotiated or forgiven even as some countries reject Chinese “imperialism”. HK has felt the full force of Chinese power - the pro-democracy movement has been hammered and the security apparatus is active; it may lose out as a financial center to Shanghai and Shenzen, and Singapore. Russia’s economy has been helped by rising oil prices but remains weak. Its cyber attacks are a problem as evidenced by the Solar Winds hack. The virus is not under control. Putin now has to deal with the Navalny challenge before the elections; protests are widespread and Putin will probably act decisively. One recent positive – negotiations on renewing the US/Russia Nuclear Treaty have been agreed. Latin America, no change; Argentina’s economy collapsing, Brazil devastated by the virus and its President’s ignorance, Venezuela hopeless, selling gold to survive, buying oil from Iran, allowing Cubans to run the security apparatus, and trying to kill political activity while its people starve. Net result: the challenges to the new US administration are significant, leadership will matter, rejoining the world rather than isolation should be positive, and negotiating from strength vs simply seeking acquiescence will impact any reset/reboot.       
RESULTS
	2020
	S&P 500
	MidCap
	SmallCap
	Int’l Dev
	EmgMkts
	USBonds Agg 
	Munis
	HighYield
	EmgMkt LC Bonds

	YTD
	18.4%
	2.5%
	20%
	11%
	18.7%
	7.5%
	5.2%
	7.1%
	(4.5%)


                                                                                                                                                                                                                                     Sources: Bloomberg, WSJ,,S&P
USA 2020 / Jan 21
	Sector
	YTD
	Jan 21

	Consumer Discretionary
	30%
	  1%

	Consumer Staples
	10%
	( 5%)

	Communications Services
	27%
	( 1%)

	Health Care
	13%
	  1%

	Materials
	20%
	( 2%)

	Technology
	44%
	( 1%)

	Energy
	(33%)
	  4%

	Financials
	(  2%)
	( 2%)

	Industrials
	11%
	( 4%)

	Real Estate
	(  2%)
	flat

	Utilities
	flat
	( 1%)


                                                                                                                                                                                                                                    Sources: Bloomberg, WSJ,,S&P
Big winners in 2020 included Internet, Semiconductors, Software and services, Biotech and Retail. Laggards or losers include Oil & Gas, Banks, Insurance, Aerospace & Defense. 
Developed World 2020 / Jan 21
	Country
	YTD
	Jan 21

	Australia
	 13%
	Flat

	European Union
	   7%
	( 1%)

	Hong Kong
	   8%
	  3%

	Japan
	 13%
	( 1%)

	Singapore
	   9%
	  3%

	Switzerland
	 14%
	( 2%)

	UK
	( 9%)
	flat


                                                                                                                                         Sources: Bloomberg, WSJ,,S&P
Economic growth forecasts for 2021 range from 2-6% by country/region. 

Emerging World 2020 / Jan 21
	Country
	YTD
	Jan 21

	Brazil
	 (17%)
	( 8%)

	China
	  30%
	  7%

	India
	  17%)
	( 2%)

	Mexico
	 (  1%)
	( 4%)

	Russia
	 (  8%)
	( 2%)

	Taiwan
	  36%
	  4%

	Turkey
	   1%
	  2%


                                                                                                                                                                                                                                     Sources: Bloomberg, WSJ,,S&P
Economic growth forecasts for 2021 range from 4-9%.                                                                                                                                                        

Strategy

· Generally, Strategists, Analysts, and Investors see financial markets headed higher. Positives and negatives include the impact of the virus globally, more treatments and vaccines, and outcomes, fiscal policies on infrastructure and climate, executive orders, credit market volatility, and supportive Central Bank policies, concerns about an increased regulatory environment and rising taxes. Other issues include government debt and financing, corporate debt and financing, household savings and spending, real estate impact, unemployment, inflation/deflation, and interest rates. US PER (price to equity ratio) should see an improvement as earnings rise; still looks high now. SPAC investors are putting cash to work in a fund structure with no assets, so betting the managers will invest in the best companies wishing to come to market quickly rather than through an IPO. Retail investors using Reddit or other blog type sites and investing on margin, in options, and “shooting from the hip” are at risk. These two recent trends possibly indicate speculation and a market top. Equity market weakness short-term is possible; if the virus is not capped/reduced, and Congress fails to deal with fiscal policy these may be fuel on the fire. We’ll see, for the time being we remain invested and hold some cash.  There is still much cash on the sidelines… Bond markets are sending mixed signals – but long rates are moving higher signaling better economic activity expectations.  We  expected positive surprises on earnings, Analysts often underrate or overrate earnings, and for 2020 had difficulty doing either, so corporate forecasts were and are important. Tech, Communication Services, Industrials, Consumer discretionary should continue to do well. Upside surprises may be found in Financials, Energy and even Utilities. International equities remain attractive as the USD remains weak as valuations are modest and earnings expectations positive. 
· US Treasury Bond market yields rose in Q4 and have held at higher levels, global non-financial debt  remains significant and returns on bonds globally remain poor, risky or negative. Yields on US Investment Grade bonds are low (2%), High Yield around 5%, but the former offers no advantage relative to inflation while the latter is subject to significant default risk. Central Banks globally remain active, supporting their financial markets. The US deficit’s expansion means a weaker currency. The USD fell against many currencies last year, and it could fall further. International bond returns generally are negative, but Emerging Market Bonds remain attractive yielding over 5%. The US Municipal bond market absorbed over $500B in new issues last year, and more is coming this year. Munis have rarely defaulted, and are currently holding up well. Tax increases would lend support to this market. For conservative portfolios, we like tax-exempt Munis, eve taxable Muni bond funds yielding 5/6%, will hold  existing quality Corporate bonds, and are cautious/selective in Emerging Markets. The fixed income allocation in these portfolios generally reflects all this – it is low, and alternatives have included dividend-paying equities, hedge funds, real assets, and gold for instance. If economies take another hit from the virus, yields will stay low and could go lower. If economies pick up this year, US  and other fiscal policies expand, and inflation too, yields are at risk of further rises. Markets are beginning to be concerned about inflation. We also like convertible bonds; beware premia and borrowers, but there are still opportunities in this sector.  Net result, we favor TIPS and Munis, hold Treasuries and Corporates select Emerging Market borrowers. Sustainable and Green bonds are attractive on a selective basis – metrics dependent.  
· Investment focus - We invest for the longer-term; we focus on discipline, fundamentals, and technicals as our guides. The virus makes this all tougher of course, for all investors. The risks to the economy are still difficult to assess, much is discounted by the markets already. Valuations are not cheap but earnings have improved. Value stocks still look attractive, have lagged for some 10 years, are economic sensitive, but could be second half winners especially if sector rotation re-emerges. Tech and services remain attractive. US dividend stocks/funds remain attractive, and although dividends are low, more companies are increasing them. They represent defensive holdings as a diversification to both bonds and growth stocks. We are focused on those companies with stable dividends, sound cash flow, including preferred shares and funds (eg iShares Preferred ETF symbol PFF). For both the Dow and S&P 500, short-term downside risk 5-7%, upside potential 10%. NASDAQ downside 10%, upside about 15%; remains a key beneficiary of the changing economy post virus. Sectors we like include: Tech, AI, robotics, biotech/health care, consumer staples, Sectors we think hold potential: financials, utilities, communications, industrials and sustainable energy. As for bonds, we are maintaining all holdings, cash allocations too along with gold.                                 
· Asian equities including China remain attractive as fundamentals are good, supported in particular by consumer spending and demographics. The risk remains the  virus. We especially like consumer, internet plays. Emerging markets generally remain attractive, as do several frontier markets like Vietnam, but represent greater risk to portfolios on a standard deviation basis. And beware of any USD appreciation – unexpected but always possible – which would negatively impact Emerging Markets.  
· European equities remain volatile and the name of the game is being selective. The virus-induced shutdowns should weaken economic growth, the ECB says it will lend more support – EUR 1.8T net asset purchases until March 2022. A lower USD the next 6mos or more, and fairly attractive valuations could lend support. We are underweighting Europe but like consumer, biotech, internet, ecommerce infrastructure, utilities and some industrials/robotics.  
· Gold remains attractive as Government funds, pension funds, hedge funds, and individuals continue to buy. Debt rations, increasing money supplies all support gold. Both the virus and hopes of economic recovery supported prices, as has limited gold production and refining. As mentioned above, consider gold as an alternative to cash. As for Silver, 5G, solar, elec vehicles, manufacturing all need it; could go higher.     
· Bitcoin, like it or not, is still garnering attention as a diversification play. Speculative yes, regulated no, of concern to tax authorities globally yes, Central banks too, a medium of exchange yes. Tesla’s decision to invest $1.5B from its cash account is significant. How to invest – thru funds such as Grayscale Bitcoin Trust. We are neutral.   

· Hedge Funds thrive on volatility; their performances should improve in the current environment. Event-driven strategies and global macro look attractive.
· Real Estate is a mixed picture, and certain segments are faring better than others. Residential, Storage, Health Care and Industrial sectors performed best last year, but Retail, Malls, Hotels, jumped significantly in Q4 (Source S&P). REITs offer attractive yields but are high risk.                                                     
· Private Equity AUM and returns have grown by over $4T the past 10 years. PE Funds have performed in-line with equity indices over the past 14 years according to OxFord Univ research, returning about 11% pa. The sector should see renewed interest this year as opportunities arise and investors seek diversification. SPAC’s may be a competitor. 
· Impact Investing continues to gain momentum as a key element of asset allocation. ESG funds (environmental, sustainable and governance) and returns both improved, as did demand. The global II market is estimated at over $720B. Inflows are estimates at $50B in 2021. Key components in the analysis: screening processes, adaptability and resilience. Importantly, returns on investment in this category have impressed over the last 5 years, equaling and in some cases bettering equity indices. Areas of investment focus should include tech, biotech/health care, telehealth, hygiene, food, internet and working from home, cybersec, water and infrastructure, green energy to name a few.    
Post Covid   
Thoughts:    A post-covid world = consumer savings and spending remain critical, taxes and deficits of concern, low interest rates but for how long, economic recovery in 2021 then slower growth in 2022, infrastructure spending, more government intervention, perhaps more limited civil liberties, nationalizations (abroad), geo-political tensions as always - China and Iran especially. China seeks more self-sufficiency. A return to more “globalization” - international supply chains continue to diversify (ex China) and supply/demand for certain products lead prices higher as do freight rates, fewer tariff considerations, More work from home but a return to the office. Telehealth, Impact Investing, ESG sustainable investments, tech and the internet important but under more scrutiny,  traditional sectors of the economy resurface (eg airlines, hotels, industrials). Active investment management and passive (funds) cohabitate in portfolios, diversification and asset allocation still dominate performance. More to come in future as we all continue to assess these and other matters.          

Rx
Disclaimer: Investment Thoughts is published by Gallatin Wealth Management LLC. This publication is for general information only and is not for public distribution nor is it intended to provide specific advice to any individual or portfolio. Readers should consult their advisor for advice tailored to their particular needs and risk profile. Some information provided herein was obtained from third party sources deemed to be reliable. The use of any graph or chart herein is not to be used in and of itself to determine  whether any securities whatsoever should be bought or sold, nor is there any intention to do so. Gallatin Wealth Management and its principal makes no representations or warranties with respect to timeliness, accuracy, or completeness of this publication and bear no liability for any loss arising from its use. All information and any forecasts contained in this publication, unless otherwise noted, are the opinion of Gallatin Wealth Management and future market movements may differ significantly from our expectations.        
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