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Continuing their amazing recovery that began almost exactly
a year ago, stocks made further progress in the first quarter as
the S&P 500 Index gained another 5.8%. The market is now
more than 75% higher than it was at the depths of the
meltdown last March, which is one of the best year-over-year
performances in history. In fact, according to data from Ned
Davis Research, the S&P’s four-quarter performance from the
Q2 of 2020 through Q1 of 2021 of 53.7% was the highest ever
in the post-WWII era, and was only exceeded by three other
occurrences in the 1930s in the wake of the Great Depression.

Other risky assets also performed well in the first quarter:
developed international equities gained 4%, emerging
markets were up a little more than 3%, and broad
commodities rallied more than 6%. Within U.S. equities, the
rotation that began in November as a result of positive
vaccine news continued as value stocks gained more than
10% while growth stocks rose by just more than 1%. Small-
cap stocks were also notable outperformers, jumping more
than 12%.

However, it was a very different story for bonds in the first
quarter as interest rates rose sharply. Long-term Treasury
bonds suffered their worst quarter since 1980, plunging by
-13.5%. There was a wide dispersion within the bond market
as more credit-sensitive sectors like high yield eked out small
gains.

As the quarter drew to a close, stocks remained very close to
record highs and just short of the next important milestone of
4,000 on the S&P 500.
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The Unfolding Economic Boom
Underpinning the ongoing rally was a growing
recognition that economic growth is likely to be
historically robust this year as economies around the
world reopen. At the beginning of the year, it was
still a leap of faith to project a successful vaccine
rollout since it got off to a rocky start in many
respects. However, as the quarter progressed, the
pace of the rollout ramped up significantly – the 7-
day moving average of shots administered increased
nearly 10-fold, from a little more than 300,000 to 2.83
million by the end of March. This allowed governors
around the country to begin to roll back winter
restrictions and economic activity to accelerate.

There was also another big jolt provided by the fifth
round of pandemic-related government stimulus. On
March 10th, the $1.9 trillion American Rescue Plan
was passed as President Biden followed through on
one of his key campaign pledges, although on a
purely party-line vote. The key elements of the plan
provide another round of direct payments to millions
of people, extended enhanced unemployment
benefits, expanded the child tax credit, provides
funding for vaccine programs, and direct aid for state
and local governments. With the Federal Reserve
still providing plenty of accommodation too, the
stimulus backdrop remains tremendously
supportive.

The combination of steady vaccine progress and
additional large-scale stimulus only added more fuel
to an economy that was already showing signs of
traditional recovery following a recession. This has
left economists scrambling to boost their growth
forecasts. According to Bloomberg, the consensus
2021 GDP estimate has risen from 3.9% to 5.7% since
the start of the year, and will probably increase
further as reopenings broaden. Some private
economists are projecting even faster growth –
perhaps as high as 8-9% by the end of the year. If
that occurs, it would be the fastest GDP growth since
the early 1980s. Simply put, an economic boom
seems to be well on its way this year. Investors are

Take Up The Slack
In many respects, there is still an inordinate

amount of slack in the economy because of the
damage that the pandemic inflicted. For example,
while the labor market has started to show stronger
signs of recovery there are still more than 8 million
fewer people employed than prior to the pandemic.

In addition, measures of productivity have
started to turn up after several years of decline as
corporations begin to allocate resources to capital
spending programs again. This is an important
development, because if sustained then higher
productivity means that the economy can handle
stronger growth without inflation skyrocketing.

Overall, inflation is likely to rise moderately
as the economy picks up but as long as the Fed stays
on the sidelines as they claim they will, then it
should not be an impediment to markets rising
further.
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still grappling with the implications of this new
reality.

Running Too Hot?

While a strong recovery and faster growth are
welcome developments on many levels, it has also
has the potential to cause tremors that crack the
foundation of the bull market in stocks. For
example, the possibility of the fastest growth in
several decades started to awaken the long-dormant
bond vigilantes. Interest rates on 10-year U.S.
Treasury bonds rose from 0.90% to 1.75% by quarter
end. While still very low from an historical
perspective, any time bond yields move sharply
higher usually creates headwinds for equities and
other risk assets. The month of February saw rates
on the 10-year jump by 0.50%, which is a sizable
move in one month and did result in a -6% setback
in the S&P 500 Index. Notably, it weighed even
more on previously high-flying Technology stocks
that are especially sensitive to higher long-term
interest rates - the NASDAQ 100 Index fell by -12%
from mid-February into early March.

Much of this was driven by the realization that
despite expectations for very strong growth, the
Federal Reserve does not intend to intervene to rein
in a record amount of liquidity anytime soon.
Indeed, their so called “reaction function” has
clearly changed – they want to see inflation rise
moderately above 2% for a period of time before
they begin to remove the punch bowl. This is a very
different mindset relative to the Fed’s intentions
over the previous three decades, which was to jump
into action at the faintest whiff of inflation. This has
led to concern that after more than a decade of
sluggish growth and low inflation, the Fed is now
over-correcting and is at risk of falling well behind
the curve as inflation finally picks up.

In the near-term, inflation is poised to jump mainly
due to so-called “base effects.” Like many other
indicators, inflation statistics are reported on a year-
over-year basis, in order to smooth out the noise that
often occurs on a monthly basis. A year ago
inflation plunged as the initial stages of the
pandemic led to widespread lockdowns. Therefore,
for the next several months the year-over-year

numbers will appear artificially high, which could
garner plenty of attention in media headlines and
lead to concerns about overheating. The reality is
that it is likely to normalize by summer, and the
risks of a runaway inflation problem appear to be
low.

Signs of Overexuberance

Meme stocks. SPACs. Crypto. Record margin debt.
It wasn’t hard to find examples of growing
speculative activity during the first quarter, which
some observers used to raise the alarm that the
market is currently in the throes of an epic bubble
that is about to burst at any moment. For a few
weeks in late January, the market was captivated by a
battle that took place in a handful of previously
obscure companies where legions of retail traders
banded together through Reddit forums to push
prices higher, which created substantial losses for
some large hedge funds that were betting against
those same companies. Gamestop was the poster
child of this, with prices jumping from $18 at the
beginning of the year to an intraday high of $483 on
January 28th – with no announcements or other news
related to any changes in the fundamentals that
would justify that type of price movement.

Similarly, an increasing amount of attention was
focused on the prevalence of Special Purpose
Acquisition Companies, which in classic Wall Street
fashion is jargon for what are also known as “blank
check” companies – it’s a structure that provides a
quicker path for startups to go public without going
through the typical scrutiny that entails, allowing
many otherwise questionable entities to raise large
sums of money. Meanwhile, Bitcoin has more than
doubled since the beginning of the year and trades at
a record high of nearly $60,000. And margin debt has
increased to an all-time high, up by 50% in the past
year. Worryingly, that is a rate of growth that has
only occurred prior to major market peaks in both
2000 and 2007.
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While these developments are garnering plenty of
headlines in the financial media, we do not believe
that they should be taken as signs of impending
doom for the market at this juncture. Importantly,
they do not appear to represent the types of systemic
risk that could buckle the overall financial system if
things go the wrong way. The banking system is in a
much stronger position with record amounts of
capital after years of increased scrutiny by regulators.
If anything, investors should be prepared for more
signs of exuberance to appear as long as a record
amount of liquidity remains in place. Eventually, it
will be prudent to heed the warnings of excessive
risk-taking and speculation, but we do not believe
that it is occurring on a large enough scale that
should cause investors to begin to head for the exits
at this point.

Positioning & Outlook

Pinnacle Dynamic Prime portfolios continue to be
positioned with above benchmark levels of
volatility. Stocks are certainly trading at lofty levels,
partly in anticipation of what’s occurring now as the
worst of the pandemic slowly fades and growth
kicks into higher gear. And there are risks posed by
higher interest rates and other byproducts of an
economy that is poised to run hot. But with trillions
of dollars of excess liquidity still sloshing around the
system, and short-term interest rates pegged at zero,
it seems like stocks will continue to be viewed as an
enticing option as corporate profits rebound
vigorously which would help to reign in price-to-
earnings multiples that are quite stretched presently.
In addition, by age this new bull market is still quite
young having just passed the one-year mark. The
median duration of bull markets is 684 trading days,
so from a historical standpoint the current one may
only be a little more than a third of the way through
at this point.

Of course, that does not mean that gains will
continue to accrue at the same pace that has
occurred since last March. The first year of bull
markets almost always witness the strongest gains
of the cycle, with a natural deceleration as the cycles
matures. Also, corrections are inevitable, but there
has not been a 5% pullback in 110 trading days, and
there has not been a 10% correction since the market

low last year (265 trading days). According to
statistics from Ned Davis Research, on average
there’s a 5% correction every 51 trading days and a
10% correction every 172 trading days, so in that
sense the market is overdue for a pullback. If one
should occur, it may present an opportunity to
further adjust portfolio positioning for a stronger
economic backdrop.

Within our equity selection, we continue to favor
deep cyclical sectors and industries that tend to
benefit from a stronger economy such as Energy,
Financials, Industrials and Materials. We have been
adding to holdings in those over the past few
months. The Technology-led growth trade that
worked so well over the past couple of years has
more of a challenge as interest rates move higher,
but many of those companies remain highly
profitable and remain very popular with investors.
So, even if leadership shifts towards value stocks
moving forward, growth stocks will probably
continue to perform well from an absolute
standpoint. Meanwhile, traditionally defensive
sectors that have a high interest rate sensitivity
appear particularly unattractive to in this type of
environment and we remain underweight those.

In fixed income, the same environment that should
continue to support riskier assets will continue to
present a challenge for bond investors. Even if
interest rates move higher in a measured fashion,
that creates considerable headwinds since bond
prices move inversely to interest rates. We continue
to favor areas of the bond market that are less
interest-rate sensitive like corporates and mortgages.
After a difficult 2020, private commercial real estate
appears to be a very attractive alternative to fixed
income investors again.

As the second quarter gets underway, investors will
turn their attention to the upcoming earnings season
for clues about near-term market direction.
Earnings estimates continue to be increased along
with economic forecasts, but if anything are
probably still too low relative to an economy that is
gearing up for a boom this year. We will continue to
remain vigilant in watching for signs that risks are
rising, but our interpretation of the weight of the
evidence suggests that investors will continue to be
rewarded for taking risk in this environment.
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Pinnacle Advisory Group, Inc. (“Pinnacle”) is a
registered investment advisor. Advisory services are
only offered to clients or prospective clients where
Pinnacle and its representatives are properly licensed
or exempt from licensure.

The information provided is for educational and
informational purposes only and does not constitute
investment advice and it should not be relied on as
such. It should not be considered a solicitation to buy
or an offer to sell a security. It does not take into
account any investor's particular investment
objectives, strategies, tax status or investment
horizon. You should consult your attorney or tax
advisor.

The views expressed in this commentary are subject
to change based on market and other conditions.
These documents may contain certain statements that
may be deemed forward�looking statements. Please
note that any such statements are not guarantees of
any future performance and actual results or
developments may differ materially from those
projected. Any projections, market outlooks, or
estimates are based upon certain assumptions and
should not be construed as indicative of actual events
that will occur.

Past performance shown is not indicative of future
results, which could differ substantially. Index
returns are unmanaged and do not reflect the
deduction of any fees or expenses. Index returns
reflect all items of income, gain and loss and the
reinvestment of dividends and other income. You
cannot invest directly in an Index.

Risk associated with equity investing include stock
values which may fluctuate in response to the
activities of individual companies and general market
and economic conditions.

Investing in foreign domiciled securities may involve
risk of capital loss from unfavorable fluctuation in
currency values, withholding taxes, from differences
in generally accepted accounting principles or from
economic or political instability in other nations.

Although bonds generally present less short-term
risk and volatility risk than stocks, bonds contain
interest rate risks; the risk of issuer default; issuer
credit risk; liquidity risk; and inflation risk.
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