The Holiday Party Guest List
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QUARTERLY LETTER FROM THE DIRECTOR OF RESEARCH

Though the leaves have only started to change color, holiday party planning is in full swing. And while
ample food and drink are necessary inputs for any type of holiday celebration, it’s the guests who
ultimately make the party…or break it. In a way, this dynamic isn’t all that different from the markets —
at any given time, the prevailing economic and market conditions will dictate investor returns. Given
this analogy, we thought it could be fun to take a survey of the “attendees” in the current market
environment and see if we can draw a connection with real-life examples along with what each guest
means to the success of the party…and investor. Oh, and one caveat as we go — similar to actual party
planning, sometimes we don’t want to invite someone, but we have to invite this person; circling back
to the financial markets, we can’t control what forces exist in the markets, but we will do our best to
determine those that will be merry and those that will not. Confused? Don’t worry, I am too, but we’ll
figure this as we go through the invite list.
The loud (obnoxious?) guest who creates a scene and then leaves abruptly…to everyone’s benefit
THE DELTA VARIANT
It’s inevitable at any type of large gathering: the obnoxious guest who offends other attendees with
outspoken and brash behavior; manners are limited and opinions are unfiltered. Everyone silently hopes
this person leaves sooner rather than later, and the outlook for the remainder of the night brightens
significantly upon said person’s departure. Short-term damage to the party’s atmosphere may have
been done, but a longer-term look at the night indicates success. Kind of like…
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…what the delta variant has done to the economic outlook: short-term damage that will linger for the
next quarter or two, but on a long-term basis is regarded as dilutive but not destructive. The chart
below shows how the delta variant quickly spread but appears to have peaked and is now weakening.
The short-term impact was real, as shown by the Federal Reserve’s reduction of 2021 GDP growth from
7% down to 5.9%, but in recent weeks we have seen an uptick in air travelers and in-person dining,
signs that the economic recovery is back on track. At
NEW COVID-19 CASES
this point, total U.S. immunity — vaccinations plus
300,000
immunity via prior infection — has risen substantially,
250,000
with one estimate putting the median state immunity
1
at 82%. It is difficult for delta to spread in a population
200,000
with immunity of 85% or more, so the hope is that we
150,000
will look back on the delta wave as the effective end
of the pandemic, assuming there is not another more
100,000
contagious and/or vaccine resistant variant on the
50,000
horizon. The implications for economic growth and
0
capital markets are obvious if this is indeed the case,
and undoubtedly offer optimism for the 2022 outlook
with current GDP forecasts predicting 3.8% growth for
next year.2 Much like the rude party guest, no one will Sources: Marquette Research, OurWorldInData.org; latest available
as of October 19, 2021
miss the delta variant.
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The family matriarch
CONSUMER SPENDING
Throughout my life, the predominant driving force behind family holiday parties has featured a family
matriarch: mother, grandmother, or in my earliest days, great-grandmother. She managed the invite list,
planned the menu, and prepared the entire meal; the party was nothing without her as the quarterback.
As time went on, the torch was passed from one generation to the other, but the leadership was
unquestioned and the results predictable.
The easy analogy here is that we rely on consumer spending as the driving force behind economic
growth, with more than 67% of growth dependent on consumption. So goes the consumer, so goes the
economy; the U.S. is a consumption-driven economy. This pattern is well established and the implications
for growth are straightforward. The easy question at this point is to wonder what consumption patterns
will look like going forward, particularly considering the Fed’s recent downward adjustment to GDP
growth. At first glance, American consumers look better than ever based on the two ratios shown in
the graph:
NET WORTH AND DEBT AS A PERCENTAGE OF INCOME
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Overall, consumers are poised to further the economic recovery in 2022, with the expectation of rising
above trendline projections over the next 18 months. Economic growth is reliant on consumer spending
and the outlook on that front is promising as we close the year, which should also support corporate
profitability and current equity valuations.
The family patriarch
THE CREDIT MARKETS
While the family matriarch has historically played the lead role in organizing and facilitating holiday
gatherings, it has typically been the family patriarch who sets the mood for the event, whether it be
through a toast, greeting guests as they arrive, or holding court at the dinner table. And while sometimes
he may not be the loudest voice in the room (see profile of first guest), it typically carried the most
influence.
When it comes to investing, the credit markets play a similar role: they set the backdrop for risk asset
performance and investors dare defy signals from the credit market at their own risk. Trouble tends to
surface first in credit markets before migrating to equity markets — look no further than the Financial
Crisis for proof. The good news is that the credit markets appear relatively docile at this point — at
worst, in an accommodative mood. There is a cornucopia of credit metric readings we can cite to
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underscore the market’s health, but we
will keep it relatively simple here and
examine default statistics in the U.S.
high yield market. Over the last three
months, defaults were minimal, with zero
in September. Looking forward, 2022
default rate predictions were recently
reduced from a 2.5–3.5% range to 1%,3
which should further support risk asset
performance and help explain our next
guests.

Source: Credit Suisse as of October 1, 2021

The kids who have had too much candy, cookies, pie, or whatever other holiday dessert your family favors
THE EQUITY MARKETS
Anyone with first-hand experience with this knows exactly how it goes: the initial surge of energy and
craziness is followed by the sugar crash and predictable meltdown featuring temper tantrums and surly
behavior; volatility reigns supreme! In between these points, though, it is quite the sight as kids bounce
off the walls and soar across the room. The energy is infectious and heightens the mood of the room;
there might be some temporary setbacks (a head-on collision with another over-sugared child comes
to mind), but the recovery and ascension exceed the prior high if the sugar keeps coming. And if the
supply of sweets is never cut off (and there’s always a grandparent to keep it coming at a holiday party),
the ride seems like it will never end.
Kind of like the equity markets in today’s world, only the candy is stimulus from governments and
central banks. As the chart below shows, Fed balance sheet expansion and equity market returns have
gone hand in hand since the Financial Crisis. The implications are clear and the proof is in the pudding
so to speak with U.S. equity markets returning more than 10% on an annualized basis over the last
decade. But dessert doesn’t last forever, which makes us a bit nervous as we move down our guest list.
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The unpredictable family
THE COMING FEDERAL RESERVE TAPER
Given a sufficiently large family data set to draw from, there is usually a singular family of parents
and children whose “contributions” to a party will either enhance or detract the overall experience
of everyone there. They will all be in a great mood or a foul mood, but it’s impossible to know their
disposition before they arrive.
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The Federal Reserve is expected to announce its plan to slow purchases of bonds — more commonly
known as tapering — before the end of the year. The Fed has remained steadfast with its intentions
to do this thoughtfully and prudently so FED’S U.S. TREASURY BONDS HELD ON BALANCE SHEET AS % OF TOTAL
as not to create upheaval across capital TREASURY MARKET
markets, but until a program is formally 30%
announced, the taper looms as a source
of uncertainty. Considering that the 25%
Fed currently owns 24% of all Treasury
20%
bonds outstanding, it is difficult to argue
that the Fed has helped to keep rates
15%
low (“the sweets”) and by extension,
fueled the equity market rally. An over- 10%
zealous tapering plan could create an
unfavorable equity market reaction,
5%
but the Fed is inherently aware of this
dynamic and will craft a conservative
0%
plan to taper which is deliberate and
recognizes the next name on the guest
Sources: Marquette Research, Bloomberg as of September 30, 2021
list.
Debbie Downer
EARNINGS PEAK FOR EQUITIES
Let’s be honest, some people are more fun than others, particularly in social settings. And some can
just spoil the mood; there aren’t usually enough of these types to ruin the fun, but if nothing else can
balance the overall spirit of a gathering. As it relates to investing, we think the most notable “Debbie
Downer” outlook comes from the YEAR-OVER-YEAR CHANGE FOR S&P 500
prevailing opinion that equity earnings 120%
peaked in the second quarter and will
100%
be lower going forward. Year-to-date
80%
equity returns have mostly been driven
by earnings growth, a more sustainable
60%
support for valuations than the multiple
40%
expansion which drove markets in 2020.
20%
The good news is that earnings are
0%
still expected to remain positive, but
their overall magnitude will be lower. -20%
On the whole, equities should finish
-40%
the year in positive territory, but lower
earnings combined with any discomfort
from the taper announcement are likely
Earnings Net Income Revenue
to moderate equity returns for the *Indicates estimates. Sources: FactSet and Refinitiv (Institutional Brokers’ Estimate
System) as of September 30, 2021
remainder of 2021.
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Your best friend going through a breakup
LABOR MARKET SHORTAGES
Parties are way more fun when your friends are having a great time; this is not exactly breaking news.
A party without friends, or with friends who don’t want to be there, makes for a brutal night; I would
even argue it’s a waste of time that could have been spent doing something more productive. Wasted
potential is the term that comes to mind. The analogy is fitting for the overall economic outlook — GDP
has been good but could be better with a stronger labor market, particularly from a participation rate
perspective. As the chart below shows, the participation rate still sits below its pre-pandemic level
and as a result, companies have been unable to meet their production potential. This dynamic helps
to explain recent reductions to 2021 GDP growth as well. As fall turns to winter, there is a general
expectation that more workers will return to the labor force, thus pushing the labor participation rate
towards its pre-pandemic level. This would support economic growth while also helping to alleviate
the supply chain issues which have slowed the recovery process. With burgeoning consumer demand
and the fade of the delta variant, the potential for economic growth is significant; a normalization in the
labor markets would be a welcome development to help potential meet reality.
LABOR SUPPLY REMAINS DEPRESSED
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Your friend who FINALLY brings a date everyone likes
COMMODITY RETURNS
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10 YEAR RETURNS (ANNUALIZED)

Patience pays off, right? For years, commodity
returns have disappointed investors, despite
attractive valuations and changes in economic
outlooks (anyone else have a friend who operates
this way when it comes to dating?). Similar to how
I have warned this unnamed friend not to put too
much stock into the first date — relationships are
formed over longer-term horizons — we are urging
caution with this year’s commodity returns: one year
of strong returns does not make up for a difficult
preceding decade. Furthermore, supply chain issues
coupled with inflation concerns have helped to fuel
the commodity rally, and the “base effect” of low
prices has also driven returns higher this year. Just as
I won’t go purchase a wedding gift for a friend’s new
date, we are urging investors to digest commodity
returns within a longer time horizon context.

LONG-TERM COMMODITY PERFORMANCE
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BALLOONING PRICES FOR ENERGY
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The guests who refuse to leave
INFLATION CONCERNS
Inflation remains a stubborn concern
for investors and is expected to persist
into 2022 — kind of like the last guests
at the party who are oblivious to the
disappearing guests and fading mood
(don’t they notice us cleaning everything
up, not to mention what time it is?!?!?).
While airline tickets and hotel rates have
stabilized, used car prices are soaring
again and there is a growing concern
about how much rent levels will jump in
the coming months. Furthermore, energy
prices — as measured at right by oil and
natural gas — are elevated and while
not included in the core CPI measure,
represent a threat to the growth outlook
because of their potential to drive
production costs higher, which ultimately
impacts the consumer. Additionally, with
winter around the corner, higher energy
prices will make it more expensive to heat
our homes during the colder months.
Collectively, these forces promise to
keep inflation elevated into 2022. The
Fed is comfortable with above-trend
inflation as the economy recovers — as
shown by its ongoing commitment to low
rates until at least late 2022 — but at a
minimum, the higher energy prices could
weigh on the markets if their upward
trajectory continues. As a reminder,
however, the great majority of risk assets
tend to deliver positive returns in times of
inflation and subsequent rate increases.
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Source: Bloomberg. Average return during calendar years over the last 30 years when
the Federal Reserve raised the U.S. federal funds rate at least once – 1994, 1995,
1997, 1999, 2000, 2004, 2005, 2006, 2015, 2016, 2017, and 2018.

The badly behaved family dog
EVERGRANDE DEBT CRISIS
The image of the family dog jumping up on the dining room table and devouring the freshly-cooked
turkey as it rests — picture the scene from A Christmas Story — is akin to the Evergrande debt crisis.
If the main dish is threatened, the party could be ruined with nothing to feed the guests, unless the
nearest quick-thinking adult can yank the dog off the table and salvage the majority of the bird. At its
essence, this is the Evergrande debt crisis: the immediate concern was a repeat of the Lehman Brothers
crisis and markets reacted with this contagion fear. But commitment from the Chinese government
combined with the realization that most banks outside of China carry very little exposure to Evergrande
(see chart on next page) has mostly put Evergrande debt fears on hold, with the expectation that the
worst of it is now behind us.
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NUMBER OF DEALS FOR LOANS TO DEVELOPERS IN CHINA
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A note on holiday shopping and gift giving
Given some of the issues we’ve discussed, it is
probably not surprising that holiday shopping
could be difficult this year. The supply chain
challenges combined with labor shortages,
shipping costs, and inflation will lead to longer
delivery times and higher costs. While the
absolute level of spending on gifts this year
could very well top last year’s figures, the actual
production and delivery will certainly feature
longer timelines. While it is not the intention of
this letter to offer shopping advice, it is probably
a good idea to start your shopping much earlier
this year than in years past.

WCI Shanghai to Los Angeles Container Rate (FEU)
CPI
Source: Bloomberg; CPI as of August 31, 2021, WCI as of September 30, 2021

Did we forget anyone?
It is impossible to account for every influential factor in the economy and markets, just as most holiday
parties will feature more than the ten “guests” discussed in this letter. However, we believe the topics
addressed on the preceding pages bear the most watching and will undoubtedly be part of the narrative
when looking back on the final months of the year. On the whole, there is reason to be optimistic going
into 2022 and we will take a much closer look across the capital markets and individual asset classes
as part of our 2022 Market Preview, which will be available in January. Until then, have a joyous holiday
season and I will talk to all of you again early next year.
Sincerely,

Greg Leonberger, FSA, EA, MAAA
Director of Research, Managing Partner
gleonberger@marquetteassociates.com
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About Marquette Associates
Marquette was founded in 1986 with the sole objective of providing investment consulting at the highest
caliber of service. Our expertise is grounded in our commitment to client service — our team aims to be a
trusted partner and as fiduciaries, our clients’ interests and objectives are at the center of everything we do.
Our approach brings together the real-world experience of our people and our dedication to creativity and
critical thinking in order to empower our clients to meet their goals. For more information, please visit our
website at www.MarquetteAssociates.com.
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