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FOURTH QUARTER 2021 - LETTER

“John Bull can stand many things, but he cannot stand 2% interest”
— Walter Bagehot

Walter Bagehot was the famed English financial writer and editor of the Economist through the
1860s and 70s. In the quote above, Bagehot refers to John Bull as the British everyman who
would never accept anything less than a 2% return on his savings. This attitude was the standard
for well over 300 years. lronically, today this aphorism is flipped on its head, where the average
debtor, governments included, could not stand an interest rate greater than 2%. We are clearly in
a new financial age.

In our Q4 Letter, we will start by giving our view on how financial markets are interpreting the
possibility that the Omicron variant will evolve to being endemic. This past year, 2021, was the
second year where the virus drove central banks and governments to dramatically increase
liquidity, resulting in consumer price inflation. We will discuss our view that regardless of
inflation, longer term interest rates can only go up so much. The big theme for 2022 is the
deceleration of liquidity as central banks tighten and governments no longer hand out cheques.
Liquidity has been the main driver of the financial markets so pricing of all assets will be
affected. This is why we have worked hard over the past quarter to build resiliency into
Avenue’s equity portfolio.

A few days before Christmas, European and American newspapers simultaneously started to
write about how South Africa was willing to approach the Omicron variant as endemic. Given
the speed of transmission and how many infected people were asymptomatic, the South African
government has concluded there is no way to control Omicron in an active economy. Yes, there



seem to be ever evolving twists with this virus, but for this iteration, the stock market is looking
through the current dramatic spike in infections and is predicting that the worst for the economy
IS over.
US 2 Year Interest Rate (%)
While we would all like to breathe a sigh of
relief that our restricted living might be coming
to an end, this opening up will have a dramatic
and complex impact on financial markets. If
Covid becomes endemic, like the flu virus, there
is no need for further stimulus. Quantitative
easing can be withdrawn, and interest rates can
go up to cool consumer price inflation. We have
already had a big move in 2-year interest rates
from the levels seen early last year.
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The first big contradiction is that because of the absolute size of our collective debt levels,
interest rates can only go up so much before they trigger an economic slowdown. We may end
up going into a potential economic recession before we even emerge from our Covid induced
economic slowdown. We are not seeing longer term interest rates going up very much. As we
have highlighted in past letters, businesses, and therefore the economy, care the most about the
US 10year government bond yield. To refer to our Walter Bagehot quote, we believe as interest
rates rise closer to 2% this will have a massive cooling effect on asset prices and even slow the
pace of private money creation by the banks.
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Avenue’s bond portfolio had an exceptional relative return in 2021. We were, and continue to
be, defensively positioned given a rising interest rate environment. We also believe we are in a
position to take advantage of any corporate bond weakness if prices deteriorate.

A deceleration of liquidity is the head wind facing financial markets this year. We try not to use
financial industry jargon in our quarterly letters. However, there really isn’t a substitute for the
term liquidity so let’s try a simple definition. Liquidity is the term used to define the speed with
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which an asset can be turned into cash. If we want to sell an asset, receive cash, then buy
another asset and it all takes 30 seconds, that is a liquid market. If that same transaction takes
days, then that market is less liquid.

Financial liquidity increased significantly over the course of the pandemic in three ways. Central
banks accelerated already established quantitative easing, where the government issues bonds to
financial institutions then buys the same bonds back, leaving newly created money in the
financial system. Central banks lowered interest rates to basically zero. And the federal
governments in Canada and the US wrote cheques to people and companies to tide them over
while getting through the pandemic.

2022 Outlook:

Quantitative Easing: Reduced
Short Term Interest Rates:  Higher
Government Cheques: Over
Liquidity = Less

Ever larger amounts of money, even if borrowed, drive financial markets in the short term.
Money will continue to increase in 2022, but the rate of change is slowing. First, the US central
bank is committed to slowing their purchases of bonds. Next, it is anticipated that the US central
bank will increase short term interest rates. Even if the absolute level of interest rates remains
below the rate of consumer price inflation, liquidity will be tighter than what it has been. As
well, government direct income supports will not continue. In 2022 there will be less liquidity
and speculative financial markets will have less fuel.

Anticipating this loss of liquidity, we have actively repositioned the Avenue equity portfolio.
We have made more trades than usual, but we feel this was important to get us in a more
defensive position and build more resiliency into the portfolio. The coming year might offer
buying opportunities and we need to be ready in advance. Many parts of the stock market that
benefited from this excess liquidity in 2021 are already beginning their unwind, but we believe
high quality businesses will continue to be the best source of long-term returns.



Chart Section

For a slightly different format, we would like to share with you some charts that best tell the
story of what Avenue finds interesting about the economy and financial markets at the outset of
2022. The US economy has recovered and surpassed its pre Covid level and is expected to grow
again this year.

Back on track?
United States, GDR $trn, 20012 prices

=== Forecast Pre-covid trend =

[£=]

2017 18 ik ol 1

Financial markets have been buoyant because governments have taken on a massive amount of
debt to fill the gap caused by the pandemic shutdowns. In 2019, the US had roughly the same
amount of government debt compared to the value of its economy (GDP). In 2022, the US
economy is a little bigger than it was at the beginning of 2020, but the government debt is
approaching $30 trillion which is now 127% of GDP.

Looking at the US debt clock can be mesmerizing and unsettling at the same time. If you click
the link below, in the top right corner there is a time machine button which projects US debt
levels out five years to 2026.

US National Debt is approaching $30 trillion.
Click the link: www.usdebtclock.org



http://www.usdebtclock.org/

Borrowing this amount of money to bridge
the economic gap does not tell the whole ol tl & e ;
story. The pandemic created a situation 1200¢
where money that has been borrowed is 11000
spent more on goods and less on services. 1000¢
When people want to buy goods, supply
disruptions due to Covid make goods less
available, resulting in consumer price
inflation. The goods economy continues to
run far ahead of its pre-pandemic growth
trend.

Source: Haver, RBC Capital Markets US Economics

US Consumer Goods Spending

We added this chart because it really illustrates —
the incredible surge in consumer demand. The B
U.S. consumer purchased as many goods in the
last 18 months as it had in the previous 10
years.
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You can also extrapolate what it will look like
12 months from now if spending returns to its
long-term trend.
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Finally, we would like to highlight that many speculative stocks are already off from their highs.
It is just the dominant technology names that are holding up the index. A lot of the liquidity
excesses are already being unwound and liquidated throughout the stock market.

Without 5 biggest stocks, Nasdaq deeply negative YTD (%)
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A Case Study on Extraordinary Popular Delusions and the
Madness of Crowds

To quote every young child on a long car trip, “are we there yet?” When we look at the
valuation of many markets, it is much the same when we ask the question, are we in a financial
bubble yet? The three biggest markets, where most wealth is stored, are residential real estate,
bonds, and many parts of the stock market. All three markets have valuations that are stretched in
comparison to previous historical levels. While these three market valuations are elevated, there
are certain collectibles that fall into the category of extreme bubbles. We will stick our neck out
and call this type of collectible a mania.

The historical example of a mania that is often sited is the Dutch tulip bulb frenzy of the 1630s.
The tulip craze became popularized as a cautionary tale for investors in the 1841 book by
Charles Mackay called Extraordinary Popular Delusions and the Madness of Crowds.
Excessively easy monetary policy accompanied by a strong economy led to one of the oddest,
speculative, price increases ever.

In the Netherlands, between 1634 and February of 1637, tulip bulbs became a sought-after
collectable item and a way to display one’s wealth. Over the course of a few years, bulbs that
sold for a few guilders rose in price to a high of 200 guilders. Rare bulbs, like The Viceroy tulip
bulb pictured here, sold for over 3,000 guilders. This price was the equivalent of ten times the
average person’s annual income.

The tulip craze was as much a cultural phenomenon as it was an easy money mania. Similar
tulip bulbs can be reproduced so there was no real limit to the supply. As well, financial
conditions can tighten. In the case of the tulip bulb mania, the record states that the prices hit a
peak and simply declined abruptly as interest dropped. Only a few months after the market
topped, the bulb prices fell to where they started. Once again, one could buy a beautiful,
flowering garden plant for a few guilders.

With this story in mind, we present to you that 2021 saw the broad adoption of the Non-Fungible
Token (NFT), a unique and non-transferable unit of data. NFTs look like they will transform the
way we own assets, and they will complement the use of blockchain, a form of digital ledger.
But there is a practical use and then there is mania. Below is an image of the NTF ‘man with a

-6-



pipe’, not to be confused with Paul Cézanne‘s 1892 original. This digital art property named
“Crypto Punk #7804” recently sold at auction for $7.56 million US dollars.

CryptoPunk #7804: $7.56 Million

That’s correct. The ownership rights to this digital art above sold for $7.56 million US dollars in
2021.

The parallel to the tulip bulb mania that we would like to draw is that NFT digital art is as much
a cultural phenomenon as it has to do with an easy money mania. Digital art can be reproduced
so there is no real limit to the supply. As well, financial conditions can tighten.

At Avenue, we continue to argue that given the high level of debt and easy money conditions, we
need to have our money invested in hard tangible assets and businesses that generate excess cash
flow. As a way to store one’s assets and compound one’s wealth, we will take a pass on “Crypto
Punk #7804 and be very wary of the excess money around us as we begin 2022.



