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Pedal to the Metal
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January 2021 — Happy New Year! | trust this missive finds you well. We are all looking
cautiously forward to a better year than last.

There’s a lot to talk about, so I'm just going to jump right in. You’ve no doubt heard about
the stock market reaching new all-time highs in the midst of all the election turmoil and
subsequent fallout. One would have thought the market would have retracted with so much
political uncertainly and rigmarole, especially now that it's all but certain that the corporate
tax rates will go back up.

Nonetheless, as | write this, the Dow Jones Industrial Average is over 31,000! What gives?
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The answer can be found in three simple words: Stimulus, stimulus, and stimulus.

That's not the same stimulus three times mind you; that's three different kinds of stimulus
simultaneously--in a way that can be described as "pedal to the metal."

You've heard that saying, which is an analogy to a race car driver pressing the gas pedal as
far as it would go--down to the metal of the floorboard.

These next three charts should illustrate exactly that, but in a financial sense.
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Now, however, you can see that rates are now back down to near zero. This is similar to
what's been going on in the rest of the world's leading economies. Some countries still have

negative rates. According to Bloomberg, this doesn't look like it will change anytime this
year:!

Central banks are set to spend 2021 maintaining their ultra-easy monetary

policies even with the global economy expected to accelerate away from last
year’s coronavirus-inflicted recession.

In Bloomberg’s quarterly review of monetary policy that covers 90% of the

world economy, no major western central bank is expected to hike interest
rates this year.

The Federal Reserve enters 2021 with the pedal to the metal on monetary
policy to help the U.S. economy recover from the coronavirus pandemic --

and is in no hurry to take its foot off the gas. [See, I'm not the only one to use
the analogy.]

Even as Chair Jerome Powell says he can see the “light at the end of the
tunnel” thanks to vaccines that should be broadly available by mid-year, he
stressed there would be no hasty withdrawal of support.



Officials have signaled they’ll hold interest rates near zero through at least
2023, and promised to keep buying bonds at a monthly pace of at least $120
billion until “substantial further progress” had been made toward the targets
for maximum employment and 2% inflation.

THAT brings up the next point, Stimulus Number Two: Bond Buying:

This can be confusing for people, and perhaps intentionally so, because it is certainly
deceptive (to me at least). What is bond buying?
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You can see the Fed's assets were less than $1 trillion before 2008 and had reached $3
trillion by 2013. We started to "taper" after 2018 only to be forced to bail out the economy
in 2020 after the virus shut it down. Since then, you can see more than $3.5 trillion of new
money has hit the books. This can be confirmed by a corresponding increase in the money
supply (M1 & M2).

According to the quote above, then, they plan to continue that process to the tune of $120
billion per month. Almost certainly there will be more stimulus--perhaps much more—
which will lead to more debt, more bond buying, more money printing.

But wait! It gets even better.



Stimulus Number Three: Bank Reserve Ratios

You may have heard of bank reserves. Reserve requirements were first established at the

national level in 1863 with the passage of the National Bank Act.? These were designed to
limit how much a bank could loan out by requiring that it keep a portion of its money in
reserve. So, for instance, assume a bank had $200 million in deposits and is required to hold
10%. The bank is now allowed to lend out $180 million, but no more.

Now assume all the people who had deposits at that bank withdrew them all at once. What
would happen? Well, only the first $20 million to be withdrawn would be solvent--everyone
else gets very angry, so they have to lock the doors. If | were dealing with a bank, | would
want a bank with 100% reserves, but these do not exist.
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And there you have it. The flood gates are open. If | were an evil super-agent paid to
destroy a nation's economy, this is exactly what | would do. Next, | would get everyone on a
digital currency that | controlled. Pretty sure that's coming.

| do not doubt that the market will likely go higher with all this stimulus, but | do not believe
it is sustainable. In fact, I'm afraid we are being set up for big pain. There are many factors
and indicators | could point out as warning signs but let me restrict myself to the most
fundamental factor, earnings.



One of the most helpful indicators to me is the

Price to Earnings ratio, which is the current stock PE Ratio {Price-tu-Earnings]
price divided by the earnings per share.

Historically, on average, the P/E ratio of the S&P PE — Stock Price

500 has been about 20.! If you think about it in Earnings Per Share
terms of years it can be helpful. So, for instance,

if stock ABC has a P/E of 20, that means it would take 20 years for a share of ABC stock to
pay for itself. Got it?

So, if a stock has a P/E of 5, that's really good if the risk is not too great (which must always
be considered). That means after five years, the stock has paid for itself and all the future
earnings are essentially "free".

On the other hand, if stock XYZ had a P/E of 100, that means it would take 100 years for that
stock to pay for itself. Is that a good deal? How many of us can wait around for a century to
realize our profits?

Today, things are getting a bit ridiculous. Tesla is the quintessential example. Want to know
the P/E ratio for Tesla? Over 1,500!* It would take one thousand five hundred years for this
stock's earnings to pay for itself. Yet people continue to buy it. Why? Because they're
human. Search "Tulip Mania" for a little bit of fun history, and you'll see what | mean.

Speaking of history, the Austrian School of Economics has proven (to me at least) that stocks
(and most everything else) do well in an expanding monetary environment and eventually
crash after a contracting monetary environment. (Find out more about the Austrian School
at www.mises.org).

The Fed was in the process of tightening (contracting) the money supply last year when the
virus struck. Since then, as you have seen, it has opened the flood gates to new money.
Thus, we are still expanding, and it looks like there is no end to that anytime soon--at least
not this year.

Currently, the P/E Ratio of the S&P 500 as an average is 38. Average up the price of all the
500 stocks on the S&P 500 index, and then divide that number by an average of all the
earnings (per share).



From the chart below, you can see that it's only been this high twice before—once in 2000,
and again in 2008. What happened in the latter part of those years? That's right: massive
market selloffs of 35% or more, which drove the P/E ratio to back under 20. See that?

Price/Earnings Ratio

(Chart source: FactSet)

We would be foolhardy to believe this won't happen again. We don't know how long this
rally can continue and we don't know how much higher it can go, but | fervently believe that
we are being set up for another massive sell-off, and | am seriously concerned. | also note
that contraction does not begin with actual contraction, but just the mention of it.

How should we proceed, then? Very cautiously is the ardent answer. No one ever lost
money by selling at a high—and that's where we are. Our investment committee has
therefore voted unanimously to take some profits off the table where practicable.

Of course, to get completely out of stocks is also reckless considering the staggering amount
of new money created and near-zero interest rates. Quality is what we should be focusing
on—and indeed we are. Tesla is a beautiful tulip; but human nature has not changed one
bit.

If you are managing your own retirement plan, you may want to consider a commensurate
protective move.

If | can be of any assistance, please reach out to me at kevin@magellanplanning.com.

My very best to you and yours; Stay Safe, Stay Healthy, Stay Happy!
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kevin@magellanplanning.com

Kevin Meaders graduated from Oglethorpe University in Atlanta with a
double B.A. in Philosophy and Political Science, and then obtained a law
degree from Georgia State University College of Law, focusing on estate
planning and trust law. He has earned the designations of Certified
Financial Planner (CFP®), Chartered Financial Consultant (ChFC) and
Chartered Life Underwriter (CLU). He holds a General Securities Principal
and Registered Representative registration and Investment Advisor

Representative registration through Voya Financial Advisors (member
SIPC).

About Magellan Planning Group
www.magellanplanning.com

Magellan Planning Group was established in 2000 to provide a service uniquely tailored to the
needs of our affluent Atlanta community. We concentrate on personalized retirement planning
through tri-disciplinary coordination:

e Financial planning with our Certified Financial Planner™ to prepare a retirement plan that
considers your needs and expectations. We are a fee only asset management firm.

e Estate planning with our in-house Attorney-at-Law to determine and prepare the
documents needed to minimize family liability and maximize privacy.
(www.magellanlegal.com)

e Tax planning through a relationship with our in-house CPA to manage tax obligations
throughout the year and prepare a tax return that considers current tax laws.
(www.magellantax.com)

Our relationship doesn’t begin and end with the preparation of a plan and the appropriate
documents. We establish close personal relationships with our clients and their families and
maintain those relationships through regular ‘check-ups’, market commentaries and educational
Lunch & Learns.

4170 Ashford Dunwoody Rd. NE, Suite 480
Atlanta, GA 30319
404-257-8811

Legal services provided by Magellan Legal,LLC, and independent law firm, not affiliated with Voya Financial Advisors.
Tax services provided by Magellan Tax, LLC, an independent entity, not affiliated with Voya Financial Advisors.

Neither Voya Financial Advisors nor its representatives offer tax or legal advice.
Please consult with your tax and legal advisors regarding your individual situation.

Investment adviser representative and registered representative of, and
securities and advisory services offered through, Voya Financial Advisors, Inc, member SIPC.

Magellan Planning Group, Inc., Magellan Legal, LLC and Magellan Tax, LLC are not subsidiaries of nor controlled by Voya Financial Advisors.
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