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Chat with the CIO:
Shifting Tides in the
ESG Landscape

This quarter dives into the
investment community’s
increased focus on climate
with Bailard’s Director of
Sustainable, Responsible
and Impact Investing
Blaine Townsend, CIMA®
and Chief Investment
Officer, Eric P. Leve, CFA.

EricP.Leve, CFA: You've been in the ESG business since the 1990s Blaine,
what’s your perspective on the increased interest from investors?

Blaine Townsend, CIMA®: ESG investing has been around as a truly
professional investment offering for 50 years, but in the past 18 months
we’ve seen a total capitulation in the market. I think it was a collision of
long-held and hard-fought wins by the ESG (environmental, social, and
governance) and socially-responsible investing (SRI) community validated
by external factors too hard to ignore; climate risk, gender and ethnic in-
equality, and poor corporate governance are just a few. There has come a
maturation of thinking, and a recognition that balancing social well-being
and economic growth should not be seen as mutually exclusive.

Eric: Let’s spend some time with the first factor you just mentioned.
Where does climate rank amongst the ESG factors investors should
consider?

Blaine: Itis at the top of the list. It has the potential to totally transform
markets over the next 10 or 20 years and long-term investors must under-
stand the level of climate risk in their portfolios.

> continued on page 2



If you’ll give me a moment to elaborate, forward-
looking ESG analysis works to assess the materiality
of nontraditional data and aims to determine which
companies are best prepared to compete in the world
ahead. This framework is built on identifying long-
term risk factors and then identifying investment
opportunities based on these risks.

With respect to climate, scrutiny around the potential
long-term risks here has been building like steam in

a kettle for some time. Climate scientists were con-
cerned by what their models were showing as early as
the 1980s, yet public debate has raged in the decades
since.

Eric: So tell me then, why climate now? Is this just a
question of stranded assets and exposure to oil and gas
majors? Or are there other implications?

Blaine: The growing focus on limiting climate change
is expected to decrease demand for coal, oil, and gas,
as well as the infrastructure required to get them out
of the ground. This can then turn these commodities
into “stranded assets” that will never be fully utilized.
The stranded assets argument is a good starting point,
because all that’s required for that thesis to play out

is for regulators around the world to make it harder
and more expensive to take carbon out of the ground.
That is already happening. The stage is set for further
transformation.

2021 has certainly seen growing support for “Net
Zero” commitments being made by countries, mu-
nicipalities, and companies around the world to
counterbalance the emissions released with those
removed by 2050. To paraphrase the words of the
Union Nations, for a livable world, these Net Zero com-
mitments must be backed by true action. If market
participants genuinely commit to Net Zero and work to
limit the rise in global emissions to 1.5 degrees Celsius
by 2050, the markets can’t help but be reshaped in

20 years. Energy transition and decarbonization will
become massive drivers of capital investment and will
reshape the market; there will be entire new segments
of the market focusing on transitional energy and car-
bon sequestration. Net Zero cannot happen any other
way.

Eric: Clearly, this could be transformational. So
Blaine, tell me what you see next on the horizon.

This framework is built on
identifying long-term risk
factors and then identifying
investment opportunities
based on these risks.

Blaine: There are solutions that are market ready but
not deployed. For example, don’t be surprised if we
soon see vertical farming or mandates on buildings

to sequester carbon. There will be entire value chains
created to support these industries. There will be new
tools designed to measure and improve efficiency in
business, in the home, and within transportation.
Consider that the electric vehicle revolution hasn’t
even really started yet. We really don’t even have wide-
spread charging stations and, there’s many yet-to-be
built businesses and processes there. Consumer prod-
ucts and consumer behavior will be reshaped by this
transition. The industry sectors and market leaders 20
years from now may look nothing like they do today...
much like the leadership of the Dow Jones Index has
changed so dramatically over the past half a century.

Eric: How is the investing community impacted by
the regulatory backdrop on climate?

Blaine: For many of the most important climate re-
lated disclosures, the framework is still evolving. The
Securities and Exchange Commission (SEC) recognized
climate change in 2010 as a material risk that should
be disclosed, but the regulators are just now moving
toward substantial change. It is a tricky situation be-
cause we remain stuck in an era of voluntary reporting
on many crucial climate-related issues that are finan-
cially material to investors — and the clock is running.

For example, take what are called Scope 3 emissions.
These are the emissions related to the entire value
chain of a product or service and they make up the
lion’s share of a company’s emissions. From some oil
majors, for example, Scope 3 emissions account for
90% of their total emissions. Very few companies have
pledged to disclose their Scope 3 emissions, much less
reduce them. And, as I said, if they do disclose them, it
is purely voluntary. The good news is that, by and large,
the market players want the regulatory regimes to
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It has moved from a political
and cultural debate to a
reality that companies,
governments, and individuals
alike are facing.

make disclosure mandatory. There is evidence of this
in every major jurisdiction around the world. Investors
want to know which companies are reporting their
emissions, and which aren’t.

The SEC’s comments I mentioned reflect a long and
sustained movement by responsible investors who
maintain that environmental, social, and governance
issues are material to the long-term performance of a
stock. By contrast, Wall Street has only recently turned
its considerable intellect to this type of analysis, but
the shift is gaining momentum. I firmly believe climate
will be the single-biggest influence on investment per-
formance out of any other factor over the next 25 to 30
years. It has moved from a political and cultural debate
to a reality that companies, governments, and individu-
als alike are facing.

The fact that non-traditional risk factors like climate
change have become widely accepted as real risks to
financial and business returns makes sense. It is based
on empirical observation, not emotional reaction.

Eric: This makes for a strong argument that the tides
have turned. We are seeing the confluence of a growing
body of data from companies, increasing investor in-
terest, and a global recognition of the need to address
our long-term risks. Thanks, as always, Blaine for lead-
ing the charge.
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Municipalities Recovering Better-than-Expected

Bailard’s Director of Fixed Income, Linda M. Beck, CFA, breaks down the
impacts of the COVID-19 pandemic on the financial condition of state and local
governments, with a special look at the State of California.

The COVID-19 pandemic has taken an exceptional toll
on the national economy, as well as the economies of
state and local governments that rely heavily on tax rev-
enue for funding. Even before the pandemic, receipts
had become volatile largely due to economic and policy
changes, as well as evolving consumer behavior. The
pandemic and ensuing economic shutdowns caused
tax revenues in the second quarter of 2020 to drop pre-
cipitously compared to the same period in 2019. Job
losses by the end of April 2020 had driven the U.S. un-
employment rate higher than any other time since the
Great Depression. Some of the revenue losses were due
to government-imposed restrictions, and others due to
collections being deferred to later dates.

Although tax revenues dropped significantly, over-

all state revenues were more stable due to increased
federal transfers to states and businesses. Inter-
governmental federal transfers represent a large
source of funding for states, which added some stabil-
ity to most state’s revenue base and offset the declines.
In hindsight, revenues were stronger coming out of
the depths of the pandemic than initially feared. As
COVID-related supplemental federal transfers wane, it
is important for many municipalities to have their tax
revenues rebound from the weak levels of early 2020.

A recovering, but inconsistent, economy

State and local governments’ main revenue sources are
taxes on personal income, corporate income, sales, and
property. After declining steeply in early 2020, these
taxes had recovered by 3.4% based on a full year. This
recovery had been progressively strengthening over the
prior twelve months and was up 10.2% based solely on
the first quarter. In part, the rebound was enabled by
federal aid early in the pandemic, which helped stem
the collapse in business activity. The ability of labor
forces in some areas of the economy to work remotely
further supported growth and, therefore, tax receipts.

Overall, the economy is recovering strongly and, though
there is a lag, tax receipts reflect as such. The strength

of the recovery has varied significantly, due to the di-
verse state and local policy decisions related to the
pandemic, shutdowns, and differing responses of each
area’s population to the pandemic. States like Idaho and
Utah have recovered all their jobs, whereas Wyoming,
Alaska, Mississippi, and Louisiana are experiencing the
slowest rates of job growth in the nation, as a percent of
pre-pandemic employment.

In hindsight, revenues were
stronger coming out of the
depths of the pandemic than
initially feared.

Personal income taxes top the list for states

Breaking down the tax receipts, the table on the next
page illustrates that total personal income taxes not
only had a 4.7% increase for the year ending March 31,
2021, but also represented the largest tax source for
most states. Forty-two states and many localities im-
pose an income tax; for the eight states that do not,
they make up for these revenues through other sourc-
es, such as excise taxes. Economic growth was strong
enough to support a staggering 30.7% increase in state
corporate income taxes during Q1, 2021.

While many industries have fully recovered from the
shutdowns, the leisure and hospitality sectors are ex-
amples of industries that have not. Sales tax receipts
plunged dramatically in early 2020 as new shutdowns
led individuals, businesses, and governments to dra-
matically curtail business activity. They posted only
modest gains, growing 3.2% during the first quarter of
2021 while declining slightly for the trailing year (down
1.3%). While not all states impose a sales tax, it should
be noted that the majority do (45 in total). These num-
bers were boosted by the fact that sales tax is now also
charged on all online purchases.
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State and Local Government Tax Revenue Trends

Quarter ending Quarter ending Year-over-Year Yearending Yearending Year-over-Year

(millions) March 2020 March 2021
Local major taxes
Personal Income Tax $10,426 $11,332
Corporate Income Tax $2,539 $2,738
Sales Tax $23,606 $24,379
Property Tax $147,916 $160,486
Local major taxes $184,487 $198,935
State major taxes
Personal Income Tax $102,546 $121,413
Corporate Income Tax $10,086 $13,187
Sales Tax $84,192 $86,851
Property Tax $4,784 $5,024
State major taxes $201,608 $226,475
Total Local & State major taxes $386,095 $425,410

Source: Urban Institute, U.S. Census Bureau.

Local governments fueled by property taxes

Property taxes consistently provide the main source of
revenue for local governments, and this has served as
a buffer through the pandemic. Overall revenue from
property taxes grew by 8.5% by the end of Q2, 2021,
supported by a 7.2% increase in average home prices.
This has been the strongest housing market in terms
of home prices since 2006. All 50 states reported year-
over-year growth in home prices in the first quarter of
2021, with four states reporting double-digit growth.

In absence of measures put in place during the early
pandemic—such as eviction moratorium and rent for-
bearance—we could experience a rise in business and
home foreclosures. As learned from the 2004-2006
housing crisis, even if this was to occur, most property
taxes would continue to be paid for by the banks and
investors repossessing them, mitigating downward
stress to municipalities. These receipts show evidence
of a healthy rebound in taxes to fund municipalities.

A slow but strong recovery in California

The pandemic caused violent swings in states’ econom-
ic activity, which consequently affected tax revenues.
Specific to the country’s largest state in terms of both
population and GDP, we wanted to highlight the pan-
demic’s impact on California, home to 40 million
residents and generates $3.2 trillion of the nation’s
GDP, or 14.6%. Historically, California has enjoyed a
stronger-than-average employment rate. However, due
to harsher COVID restrictions, California has experi-
enced a slower relative job recovery.

% Change March 2020 March 2021 % Change
8.7% $41,076 $41,052 -0.1%
7.8% $9.230 $9,510 3.0%
33% $94,001 $97,038 3.2%
8.5% $602,846 $634,837 5.3%
7.8% $747,153 $782,437 4.7%
12.3% $428,989 $449,161 4.7%
18.4% $63,134 $65,886 4.4%
30.7% $345,519 $341,065 -1.3%
3.2% $18,869 $19,610 3.9%
5.0% $856,511 $875,722 2.2%
10.2% $1,603,664  $1,658,159 3.4%

Despite this sluggish labor market recovery, the state’s
finances have remained solid. It has a large share of
high-wage jobs, which have been more insulated from
layoffs than lower-wage jobs. TaxFoundation.org ranks
California as fifth in the nation for its combined state
and local tax burden, with one of the most progressive
state income tax structures. California residents with
over $1 million in income are taxed at a top marginal
rate 0of 13.3%. Unlike the federal government, California
makes no distinction between short-term and long-
term capital gains. All capital gains are taxed as
income, using the same rates and brackets as the regu-
lar state income tax. This is a boon to the state during
bull markets such as what we are in now. California’s
state tax system is more reliant on income taxes than
most other states. While this has resulted in significant
revenue volatility, it also enabled revenues to surge an
expected 25%, or $35 billion, this upcoming fiscal year.

In aggregate, state and local government tax revenues
from the four major sources were higher than in the
prior year, even given the large variation in perfor-
mance across municipalities. Preliminary data since
the most recent reporting period (Q1, 2021) shows
continued strong growth in overall state and local tax
collections. While the worst fears did not come to
fruition, the impact of the COVID-19 pandemic on rev-
enues will continue, and it will also continue to vary
widely across municipalities depending on the econo-
my, government policy and, crucially, public health.
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Busting Value Stock Myths

Thomas J. Mudge I1I, CFA, Director, Equity Research Investment, introduces his
research related to busting six value stock investing myths. Here we dive into what
creates skepticism around value stocks, and the one myth that can’t be solved.

MythBusters was a long running television show on the
Discovery Channel where the plausibility of commonly
held wisdom or beliefs were scrutinized to determine
their validity using scientific tests and experiments.
Some of the myths tested on the program were con-
firmed as true. Apparently you can dip your wet hand
into molten lead briefly and remove it unscathed (due
to the Leidenfrost effect). Other myths were viewed

as plausible. If you drive a convertible car with the top
down fast enough in a rainstorm, (+90 mph) you may
not get wet (just imperil the safety of yourself and oth-
ers). Of course, many of the myths tested turned out to
be false and were busted. A goldfish’s memory actually
lasts for months at a minimum, not three seconds as

is widely believed. The world of finance has its share
of myths as well, and many center around value stocks
and value stock investing.

Aslong-time value investors, we see a healthy amount
of skepticism. If you Google “death of value investing,”
you get over 60 million hits; if you then try “death of
growth investing,” there’s only about half as many (35
million).

After wading through
search results such as the
delightfully titled, “Value
Investing is a Death Cult,”
the one that nicely sums
up the difference between
growth and value stock
investing is: “Why Value
Investing is Hard.”

Growth Stocks are Easy to Like

Growth stocks are like symmetrical faces or the golden
ratio in art, people seem instinctively predisposed to
like them. The narratives attached to growth stocks
primarily emphasize the positive, with words and
phrases like game changer, revolutionary, cutting edge,
scalable, disruptive, next generation, and category kill-
er. Growth companies are on average more profitable,
less cyclical, and of course faster growing than value
companies, and their path toward further prosperity
appears clear.

In contrast, value stocks typically have one or more
visible and sometimes scary problems in addition to
their generally slower growth and lower profitability.
Value companies often reside in less exciting and old-
fashioned industries like commercial printing, food
processing, healthcare facilities, and footwear. Their
road to future success is often unclear or difficult to
imagine. It is frequently difficult to get excited about
value stocks. Perversely, it is precisely this lack of
investor excitement that has made value investing lu-
crative historically.

Two Camps of Skeptics

The source of most value stock myths come from two
different but closely related camps. The “never value”
group is philosophically and/or temperamentally op-
posed to value investing. Another set of myths comes
from the “maybe value, but not right now” camp. This
group sees merit in value investing, but can usually
find a reason why the timing just isn’t right.

In the minds of both groups, growth stock outper-
formance is the natural order of things, occasionally
interrupted by abnormal or extraordinary events, but
destined to resume its inevitable triumph over value in
short order.
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To be fair, for much of the past decade—but particu-
larly the period of 2017 through the first three quarters
of 2020—growth stocks have been the place to be.
Growth stocks handily outperformed value stocks dur-
ing this stretch, and the initial stages of the pandemic
exacerbated the relative performance gap. As students
of behavioral finance, we realize the power recent
experience has on investor preferences, and it is un-
derstandable growth would be particularly popular
after all that success.

The prevailing order shifted dramatically when value
began massively outperforming from October of 2020
through March of 2021. But, since then, value has given
back much of those relative gains and still has a long
way to go to even the score.

Can value stocks return to past levels of relative
success?

We believe that value stocks can, and will, catch up.

In our forthcoming, full-length research piece titled,
“Busting Value Stock Myths”, we examine six of the
many myths regarding value stocks that resurface time
and again (see Exhibit 1).

As aprelude, let’s take a moment to evaluate the one
myth that is neither busted nor confirmed in Bailard’s
research, as it reveals much about investors’ behavior.

This time, it's different.

It is impossible to prove or disprove the myth that the
world has changed, and that conditions are different
this time. The world is always changing, though the
pace of change certainly varies over time. Innovation
and disruption may produce a coming golden age for
growth companies, or competition, regulation, in-
tellectual property theft, another Carrington Event
(geomagnetic storm), or even plain old reversion to the
mean could produce just the opposite. No one knows,
but given the current relative valuation starting point
between growth stocks and value stocks, “this time is
different” appears to be already priced in as suggested
in Exhibit 2.

“People are disturbed not by events, but by the view
they take of them.”

This quote from philosopher Epictetus memorializes
that the power of expectations has been recognized
since at least the time of the ancient Greeks. It is as

Exhibit 1.
Examining Value Stock Myths

MYTH

Value stocks only outperform in the early

#1 stages of an economic recovery.
Value stocks only outperform when
#9 interest rates rise, so if rates fall from
here, growth will do better.
In a world where growth is scarce,
#3 investors will pay up for stocks that do
grow.
Value typically trades short periods
#4 of massive outperformance with long
periods of underperformance.
Value traps are a large and inherent
#5 problem for value investors.
#6 The world has changed, or “this time, it’s

different.”

Exhibit 2: Comparing Price to Sales Ratios (P/S) for
Growth and Value
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Russell 1000 Growth and Russell 1000 Value, as of 6/30/2021. Source: Bailard, Inc.,
Intrinsic Research
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true today as it was almost 2,000 years ago that peo-
ple’s (and investors’) expectations determine how, and
how strongly, they react to events. Most events in life
have expectations built in, and expectations have the
biggest impact when actual events deviate from them,
particularly in the opposite direction.

Human nature tends to lead investors toward excessive
optimism, overconfidence in their predictive abilities,
and an inclination toward anchoring their predictions
based upon recent past trends. Given these biases,

and an uncertain future, what types of stocks are like-
ly to be cursed with high expectations, and which are
blessed by having to deliver very little in order to pleas-
antly surprise? Perhaps history offers some clues?

Exhibit 3: Total Returns by Equity Style, 1920-2020

Large Large Small Small
Growth Value Growth Value
9.7% 11.6% 9.1% 14.1%

Source: Bailard, Inc., Bloomberg as of 12/31/2020.

Asyou can see in Exhibit 3, stocks where high expec-
tations are built in—growth stocks both large and
small—have underperformed value stocks over the
long run.

Kale, Quinoa, and Turnips

Value stocks for most people are an acquired taste.
Value investing requires going against the convention-
al wisdom, and being wrong about 40% of the time.

No matter how many myths about value investing are
“busted,” the value premium has not been arbitraged
away even though it is widely recognized for the same
reason that health foods do not dominate the shelves
of most grocery stores. Even when investors know that
value stocks are good for them, many would prefer to
not consume any more than necessary. Value inves-
tors have historically been compensated with higher
returns for exposing their portfolios to the greater dis-
comfort and uncertainty associated with value stocks,
but that is a price that not everyone is willing to pay.

We can also argue that growth and value are both
somewhat artificial constructs. By definition, even a
growth manager is seeking undervalued companies

Value stocks for most
people are an acquired
taste.... Even when investors
know that value stocks are
good for them, many would
prefer to not consume any
more than necessary.

within their universe. No matter what space you’re
investing in, having a perception that differs from
the broad market is the only way to win. Most impor-
tantly, this debate emphasizes the critical role that
active management plays for growth and value invest-
ing alike. Testing the validity of theories and rumors
to bust the myth and expose the truth is not only en-
tertaining and insightful, but can aid in the effort to
actively manage portfolios, their risk, and ultimately
their performance.
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Closing Brief - Bailard’s View on the Economy:
Supply-Chained

This quarter, Jon Manchester, CFA, CFP® (Senior Vice President, Chief Strategist -
Wealth Management, and Portfolio Manager - Sustainable, Responsible and Impact
Investing) tackles inflation, supply chain concerns, and the step up in regulatory
maneuvers from China.

If any company should serve as the proverbial “canary
in a coal mine” for inflation, Dollar Tree appears to be
about the ideal candidate. With over 15,000 stores and
a coast-to-coast logistics network, Dollar Tree has the
requisite scale for purchasing power. However, un-
like nearly every other Fortune 500 company, their
business model effectively kneecaps their ability to
pass rising costs along to consumers via higher prices.
When the value proposition is largely predicated on
selling items at $1 or less, that price ceiling puts a lot
of pressure on the company to keep a lid on costs, no
matter how many six packs of Moon Pie mini marsh-
mallow sandwiches they hawk at a buck apiece.

Not surprisingly, Dollar Tree is acutely aware of this is-
sue. In 2019, they satiated activist investor Starboard
Value by agreeing to test out multi-price point offer-
ings. Recently, Dollar Tree announced they will accel-
erate the rollout of stores offering $3 and $5 products
and even floated the groundbreaking possibility of
$1.25 and $1.50 price points. This latest backpedal
from their dollar standard came after reporting a
fiscal second quarter gross margin decline of 110 ba-
sis points! versus a year ago, primarily due to higher
freight costs. Dollar Tree noted that spot market rates
for ocean freight from China increased 20% just since
May, and now expect its regular carriers will only ful-
fill 60% to 65% of their contractual commitments. The
Dollar Tree business, they acknowledged, is “highly
sensitive to freight costs.” It looks like the net result
will be declining profits for Dollar Tree this year, de-
spite higher revenues. This hasn’t escaped investors,
who drove the stock down roughly 29% from its April
2021 peak level before a late September rally, spurred
by the pricing moonwalk.

Rising costs are prevalent, with seemingly every com-
pany citing heightened supply chain challenges and
steeper input prices. Retailer Bed Bath & Beyond,

1 One basis point (bp) equals 0.01%.

Rising costs are prevalent,
with seemingly every
company citing heightened
supply chain challenges and
steeper input prices.

home of the 20% off coupon, expected a 240 basis
point increase in freight costs last quarter, and instead
experienced a larger 360 basis point jump. This helped
to dent their adjusted gross margin by 190 basis points
compared to a year earlier. Even relatively small mar-
gin changes can make a big difference on the bottom
line. Bed Bath & Beyond said 100 basis points of mar-
gin variation impacts their earnings per share (EPS) by
approximately $0.50, which is significant considering
they previously projected EPS of around $1.48 for all of
fiscal year 2021. Shareholders threw in the (bath) tow-
el, sending the stock down 22% on earnings day.

Understandingly, Wall Street analysts tend to obsess
over margins and the various levers at a company’s dis-
posal to sustain or increase those margins. Companies,
for their part, end up spending an inordinate amount
of time outlining plans to achieve cost efficiencies and
revenue synergies. In aggregate, this seems to be work-
ing. The Standard & Poor’s 500 Index established a re-
cord-high 14.4% operating margin last quarter. History
would suggest a reversion ahead, closer to the 31+ year
median operating margin of 12.3%. However, technol-
ogy continues to play an outsized role in this story.

The high-margin Information Technology sector now
represents 27.6% of the S&P 500 Index versus 17.0% a
decade ago, and that doesn’t include companies such
as Amazon and Facebook that happen to be classified
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in other sectors. The other factor, of course, is the

use of technology to operate more efficiently. As one
example, market intelligence firm International Data
Corporation (IDC) estimated in 2018 that organizations
who migrated to Amazon Web Services (AWS) Cloud
would save 31% on average in infrastructure costs.?

Inflate-gate

On a secular basis, technology can help minimize
costs but, in the short-term, inflation is clearly here.
The Federal Reserve’s (the “Fed’s”) preferred infla-
tion gauge—the Personal Consumption Expenditures
(PCE) Price Index—rose at a 4.3% rate in August 2021,
its highest in 30 years. Eurozone inflation hit a 13-year
high at 3.4% for September. The debate remains how
long it will persist. Fed Chairman Jerome Powell ad-
mitted that “it’s frustrating to see the bottlenecks and
supply chain problems not getting better - in fact at
the margins apparently getting a little bit worse. We
see that continuing into next year probably, and hold-
ing up inflation longer than we had thought.”s The Fed
now projects 4.2% inflation in 2021, then cooling to
2.2% next year.

One key inflation metric is wage growth and, on

that front, there is room for concern. The Labor
Department reported a 4.3% increase in average
hourly earnings for August 2021 compared to a year
ago, up from a 4.0% rate the month prior. It’s difficult
to dismiss rising wages as transitory. However, it’s

expected that labor supply constraints should ease in
the months ahead. Further, Goldman Sachs estimates
that labor costs represent only ~13% of revenues for the
median S&P 500 stock.* They note that—based on his-
torical correlations—S&P 500 companies are relatively
insulated from wage pressures, and their analysis sug-
gests a 100 basis point acceleration in wage growth
would translate to just a 1% reduction in S&P 500 EPS,
all else equal. Smaller companies are generally more
exposed to rising wages, according to Goldman Sachs,
in large part because they have lower profit margins.

With inflation worries comes the potential for rising
interest rates, and we did see the 10-year U.S. Treasury
Note yield pop higher at the end of September. That
said, its 1.49% yield was only slightly higher than the
1.47% starting point for the quarter, and still well
below this year’s 1.74% March high point. The bond
market remains fairly sanguine about longer-term in-
flation and, for that matter, regarding credit risk. High
yield (junk) bond spreads remained tight, with the
Barclays Capital U.S. Corporate High Yield Index trad-
ing 256 basis points above the 10-year U.S. Treasury
Note yield by quarter-end, well below its 421 bp av-
erage over the past decade. We are watching credit
spreads closely, as a potential leading (or at least co-
incident) indicator for equity markets stress. Credit
Suisse research indicates that high yield credit tends
to peak around six months ahead of major turning
points in equities.’

Evaluating the last 50 Years of the Personal Consumption Expenditures (PCE) Price Index
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Source: Bureau of Economic Analysis. Data reflects 8/31/1971 through 8/31/2021.

B 4.3% growth rate,
r 8/31/2021
B 2.6%, 50-Year Mean

2 “Why migrate to the AWS Cloud?”, www.aws.amazon.com/cloud-migration, February 2018.
3 “Fed Chair Powell calls inflation frustrating’ and sees it running into next year,” www.cnbc.com, 9/29/2021.
4 “Labor costs and US equities: Temporarily transitory,” Goldman Sachs Portfolio Strategy Research, 9/13/2021.
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A sustained move higher for
interest rates could mean at
least temporary pain for stocks
and bonds.

A sustained move higher for interest rates could mean
at least temporary pain for stocks and bonds. Earnings
growth has been superb, with S&P 500 projected 2021
earnings now pegged at $198 per share versus $164,

at the outset of the year, nearly 21% higher. This has
taken the price/earnings ratio for the S&P 500 down
to 21.7x from 22.8x, still elevated versus its 16x long-
term average. Investors are willing to fly premium
class in this market in part because of low rates. Savita
Subramanian, Bank of America’s head of U.S. equity
and quantitative strategy, compared the S&P 500 to

a 36-year, zero-coupon bond, meaning the Index is
vulnerable to rising rates. “Any move higher in the
cost of capital via interest rates, credit spreads, equity
risk premia, that’s basically going to be a huge knock
on the market relative to the sensitivity we've seen in
the past,” she said.®* How huge a knock will ultimately
depend on a number of variables, including whether
earnings growth can hold up in the face of rising costs.

Common prosperity

It was a summer of tough love in Beijing. At the end of
June, ride-hailing company Didi, boasting nearly 90%
of the Chinese market, went public on the New York
Stock Exchange (NYSE). Didi handled roughly 25 mil-
lion rides per day in China during the first quarter of
2021, compared to 16 million globally for Uber.” Two
days after Didi’s initial public offering (IPO), regulators
in China ordered app stores to remove Didi pending a
cybersecurity review, and instructed Didi to halt new
registrations. The stock quickly dropped nearly 20%,
and closed Q3 about 44% lower than its IPO price, un-
dermined in part by China’s ambivalence toward its
tech companies listing their shares overseas.

In July, China banned companies that teach the school
curriculum from making profits, raising capital, or

going public. By doing so, they upended China’s $100
billion education tech sector, and left foreign investors
in limbo. A month later, regulators announced new
rules for China’s videogames industry, including limit-
ing minors to one hour on Fridays, weekend days, and
public holidays. This after Chinese state-owned media
described videogames as “spiritual opium.”

The list of regulatory crackdowns goes on. Meant to
ensure common prosperity and wrest some control
back from (largely) tech companies, this campaign has
unsettled market participants and renewed doubts
about investing in China. Most major equity markets
posted double-digit positive returns over the first nine
months of 2021, but the MSCI China Index declined
17.6% in U.S. dollar terms. Internet stocks Tencent and
Alibaba account for nearly 24% of the Index, and both
stocks have felt the pressure of Beijing’s regulatory
roulette.

San Francisco-based investment group Matthews Asia
has been investing in the region for over 30 years and
ridden out regulatory cycles before. In August, their
chief investment officer, Robert Horrocks, said he
doesn’t believe the recent flurry of regulatory moves
has changed the absolute investment case for China.?
Horrocks noted that some of the well-known Chinese
stocks were trading at 20% to 30% discounts on price-
to-earnings ratios versus global peers, while acknowl-
edging that China will continue to be active on the
regulatory front. He also pointed out that regulated
companies in China enjoy a bit of a competitive moat,
in that China wants a limited number of large compa-
nies to help them control what they perceive as inap-
propriate outcomes from pure market competition.

Beijing’s regulatory reawakening has clearly rattled
investors and upped the perceived risks to investing
and operating in the world’s second-largest economy.
China’s sheer market size remains tantalizing for U.S.
multinational corporations, but the central govern-
ment’s increasingly heavy-handed approach may side-
line some. From an asset allocation standpoint, China’s
slowing economic growth and heightened political risk
does give us pause. Investing in the region may require
more nimbleness in the near-term, with colder winds
blowing from the east.

5 “Global Equity Strategy: Credit remains the risk to equity,” www.credit-suisse.com, 9/21/2021.
6 “BofA’s Subramanian Likens S&P 500 to 36-Year, Zero-Coupon Bond,” www.bloomberg.com, 9/9/2021.

7 “The Rise and Fall of the World’s Ride-Hailing Giant,” www.nytimes.com, 8/27/2021.
8 “China’s Regulatory Announcements Part I1,” www.matthewsasia.com, 8/19/2021.
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Q3 2021 World Events
witn e S&P 500 IndeX as ve sackorop

July 1: OECD-led talks result
in 130 countries backing

a 15% global minimum
corporate tax rate.

July 13: U.S. inflation hit
5.4% in June, its highest

level in 13 years, based on the
Consumer Price Index (CPI).

July 15: The Europ

Union unveiled new
climate goals including

August 6: The SEC approves
rules requiring minimum
diversity for the boards of

NASDAQ-listed companies.

ean

August 17: California is

not alone in battling mega
fires. France, Greece, Spain,
Portugal, Turkey, and Israel
are fighting large blazes as

reaching “net zero” by
2050.
= July 18: OPEC+
h reached a deal to
gradually increase
oil production.
3
S July 31: St Q2
uly 31: Stron

é 3 Jul:y 26: Chinese authorities ear{);zings progel
£ unilaterally made thgfor- the S&P 500 to its
8 5 proﬁ't educqtlon business sixth consecutive
2 § public, lgadlng to'a further monthly gain and
% pummeling of Chinese tech- another all-time
)] nology stocks. high.

o

2

July 30: The Eurozone’s Q2 GDP
o growth of 2% betters results
§ from the U.S. and China over
the same period. well.
o
g

7/1/2021
7/8/2021
7/15/2021
7/22/2021
7/29/2021

8/5/2021
8/12/2021

August 9: A U.N. panel reports
that Paris Accord goals to limit
global warming are likely to fail,
even with a rapid reduction in
carbon emissions.

September 30: Nations around
the world begin plans to
reopen borders to tourists as
the Delta surge fades.

September 22: The

FOMC meeting

accelerated

expectations for a

August 16: GDP growth in tapering of bond
Japan was 1.3% (annualized) purchases and the

“dot plot” pointed to
potential rate hikes
in 2022.

|

August 30: European inflation
rises to 3.0% in August;
Germany’s figure of 3.9% is the
highest since 1993. Policymakers
continue to believe prices will
ease next year.

in Q2, a weak result held
back by a slow pace of
vaccinations.

l

September 29: Natural
gas prices reach levels
last seen in early 2014
amid anticipated supply
shortages for winter. The
expected opening of the
Nord Stream 2 pipeline
Jfrom Russia to Europe
should ease constraints.

8/19/2021
8/26/2021

9/2/2021

9/9/2021
9/16/2021
9/23/2021
9/30/2021

Source: Bloomberg, Bailard. Past performance is no indication of future results. All investments involve the risk of loss.
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Market Performance
As of September 30, 2021

U.S. Interest Rates 12/31/2020 3/31/2021 6/30/2021 9/30/2021

Cash Equivalents

90-Day Treasury Bills 0.07% 0.02% 0.04% 0.04%
Federal Funds Target 0.25% 0.25% 0.25% 0.25%
Bank Prime Rate 3.25% 3.25% 3.25% 3.25%
Money Market Funds 0.01% 0.01% 0.01% 0.01%
Bonds

10-Year U.S. Treasury 0.92% 1.74% 1.47% 1.50%
10-Year AA Municipal 0.81% 1.30% 1.20% 1.08%

Source: Bloomberg, L.P.

U.S. Bond Market Total Returns (US$) through 9/30/2021 QUARTER SIXMONTHS | YEAR TO DATE ONE YEAR
U.S. Bonds

Bloomberg Barclays U.S. Treasury Index 0.09% 1.84% -2.50% -3.30%
Bloomberg Barclays U.S. Corporate Index 0.00% 3.54% -1.27% 1.74%
Bloomberg Barclays U.S. Aggregate Index 0.05% 1.88% -1.55% -0.90%
Bloomberg Barclays U.S. 1-15 Municipal Blend Index -0.09% 0.81% 0.48% 1.82%

Source: Bloomberg, L.P.

Global Stock Market Total Returns (US$) through 9/30/2021 QUARTER SIXMONTHS = YEAR TO DATE ONE YEAR
U.S. Stocks

S&P 500 Index 0.58% 9.18% 15.91% 29.98%
Morningstar U.S. Small Value Index -1.81% 3.74% 26.26% 68.96%
Morningstar U.S. Small Growth Index -4.50% 0.07% -0.35% 27.66%
Morningstar U.S. Large Growth Index 2.35% 18.13% 17.26% 27.69%
Morningstar U.S. Large Value Index -0.92% 3.19% 14.05% 31.25%

International Stocks
MSCI EAFE (Europe, Australasia, Far East) Index, net dividends -0.45% 4.70% 8.35% 25.73%
MSCI Emerging Markets, net dividends -8.09% -3.45% -1.25% 18.20%

Sources: Bloomberg, L.P. and Morningstar Direct

Alternatives (USS) through 9/30/2021 QUARTER SIXMONTHS | YEAR TO DATE ONE YEAR
NFI-ODCE Index* 3.93% 8.01% 10.29% 11.73%
Gold Spot -0.74% 2.88% -7.45% -6.83%
WTI (West Texas Intermediate) Crude Qil 2.12% 26.83% 54.64% 86.55%

Sources: Bloomberg, the National Council of Real Estate Investment Fiduciaries
*Q3 data not yet released. The third quarter return assumed to be same as the second quarter 2021 return.

Past performance is no indication of future results. All investments have the risk of loss.
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DISCLOSURES

the 9:05 is produced by the Asset Management Group of Bailard, Inc. The information in this publication is based
primarily on data available as of September 30, 2021 and has been obtained from sources believed to be reliable,
but its accuracy, completeness, and interpretation are not guaranteed. We do not think it should necessarily be
relied on as a sole source of information and opinion.

This publication has been distributed for informational purposes only and is not a recommendation of, or an
offer to sell or solicitation of an offer to buy any particular security, strategy, or investment product. It does not
take into account the particular investment objectives, financial situations, or needs of individual clients. Any
references to specific securities are included solely as general market commentary and were selected based on
criteria unrelated to Bailard’s portfolio recommendations or the past performance of any security held in any
Bailard account. All investments have risks, including the risks that they can lose money and that the market
value will fluctuate as the stock and bond markets fluctuate. Asset class specific risks include but are not limited
to: 1) interest rate, credit, and liquidity risks (bonds); 2) style, size, and sector risks (U.S. stocks); 3) increased risk
relative to U.S. stocks due to economic or political instability, differences in accounting principles, and fluctu-
ating exchange rates — with heightened risk for emerging markets and even higher risks for frontier markets
(international stocks); and 4) fluctuations in supply and demand, inexact valuations, and illiquidity (real estate).
Biotech stocks are not suitable for all investors and are significantly riskier than the stock market for reasons
including the higher risks of investing in newer, less well-financed companies as well as the potential for clinical
failures, regulatory approval setbacks, commercialization problems, and loss of exclusivity/patent expiration.
Certain countries (particularly emerging and frontier markets) can have higher transaction costs and greater
illiquidity than the U.S. The volatility of real estate may be understated due to inexact and infrequent valuations.
Real estate has significant risks and is not suitable for all investors. There is no guarantee that any investment
strategy will achieve its objectives. Charts and performance information portrayed in this newsletter are not
indicative of the past or future performance of any Bailard product, strategy, or account unless otherwise noted.
Market index performance is presented on a total return basis (assuming reinvestment of dividends) unless oth-
erwise noted. Past performance is no guarantee of future results. All investments have the risk of loss. This
publication contains the current opinions of the authors and such opinions are subject to change without notice.
Bailard cannot provide investment advice in any jurisdiction where it is prohibited from doing so.

the 9:05 is published four times a year by Bailard, Inc., 950 Tower Lane, Suite 1900, Foster City, California 94404-
2131. (650) 571-5800. www.bailard.com. Publication dates vary depending upon the availability of critical data, but
usually fall in the first month of each new quarter.
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ABOUT THE 9:05

Since 1978, we've held a weekly company-wide meeting during which we

talk about the prior week’s activities and those anticipated in the week to
come. We refer to this meeting, which begins just after nine each Monday
morning, as “the 9:05.” Just as the 9:05 enables us to share our knowledge and
insights with each other, this newsletter provides us with a valuable means of
communicating with our clients. Hence its title: the 9:05.
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Upon his retirement, we pause to
recognize Burnie Sparks, CFA for
40 years of exemplary service.

While much has changed since 1981, Burnie’s dedication

to his clients—as well as his colleagues that he treats like
family—has not. On behalf of Bailard, it's been an honor to
serve with you and we can’t wait to cheer you on with your
adventures ahead!

“Burnie’s loyalty to Bailard and to all of us cannot be described
in words. It’s been a magnificent 40 years in which he has given
his heart and soul to building our culture and making this a -
very special place to work. Burnie, or Mr. Sparks as I like to “Often when you think
call him, has made an impact on many, many lives at Bailard. you're at the end of -
He exemplifies kindness, compassion and caring, and always something, you’re

manages to see the good in everyone.” at the beginning Of

—Sonya Mughal, CFA ~something else.”

Chief Executive Officer
f i —Fred Rogers

“Burnie is living proof that .
nice guys don’t finish last. “Burme is the heart of
Burnie has always believed Ballard: Hehasa passion
that if you don’t have HAPPY for ta]img care of cllen.ts
anything nice to say, you ar}d his Cf)lleagues. No job
shouldn’t say anything at all. RETIREMEN T, is too big or too small.”

The problem is, he always ) )
has something nice to say!” PARTNER! —Kim Aquino, CFP®
Senior Vice President and
—Thomas J. Mudge I11, CFA Investment Counselor
Director, Equity Research

And from Burnie:

“What a great life experience (working at Bailard) I
have been fortunate enough to have for, gulp, 40 years!
Fast Fact: Thanks for all the support and comradeship. You are a
terrific group, and I am confident you will take Bailard
There were 10,003 higher and higher to further success in what we do. I
work days since will be cheering you on from the sidelines and it will be
Burnie joined Bailard. fun to observe your coming victories.”




