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RECAP SUMMARY
The 1st Quarter of 2021 continued a solid recovery for equities from March of last year. Over this time period, the S&P
500 saw an increase of 5.77%, building on the momentum from the previous two quarters. Small cap stocks (up 17.9%)
and mid cap stocks (up 13.1%) both outperformed large cap for the quarter as they continued to catch up from the market
leadership that large cap provided in the latter half of 2020. International stocks as measured by the MSCI/EAFE index
lagged behind domestic performance with a 3.9% gain for the quarter. A noticeable change was the increase in bond yields
for the 5- and 10-year treasury, as both rates jumped considerably. While a modest interest rate recovery has some positive
implications, it will likely play an important role in shaping equity and bond valuations if rates continue to rise.
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CONTINUED REBOUND OF THE ECONOMY
The following chart indicates how the March 2020 pullback due to COVID-19 was brief, followed by the resumption
of a longer bull run for equity markets. In fact, the most recent expansion has accelerated at an even more rapid pace
than the expansion which began in 2009. This could be in part to the unprecedented Federal Reserve and Government
coordinated stimulus policies that were put in place to support the economy during the COVID-19 restrictions. As the
pandemic appears to be in its latter stages and the economy continues to open, the pent-up demand from the past year
along with the additional monetary support appears to be setting up for a period of above average economic growth.

There are several leading measurements that indicate that the US is poised for a period of optimism and significant
economic expansion:
•

Manufacturing PMI: This is an estimate of the manufacturing for the country based on a survey of responses each
month. Any reading above 50 indicates “improving” conditions while under 50 indicates “deteriorating” conditions.
The latest reading was reported at 59.1 which is the highest in the past 50 years.
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•

Consumer Sentiment: A measurement of confidence for the U.S. consumer. The latest reading is measured at 84.9,
which is up from 70 during the early stages of the pandemic. While previous measurements have been higher in 20162020, the reading is on the rise and is in line with levels from 2014-15.

•

Unemployment: The U.S. unemployment rate dropped to 6% in February, as prospects continue to improve. One
factor that appears to be holding the rate higher is that unemployment benefits have been extended by the Federal
government through September of 2021. Once this expires, unemployment is expected to drop further as more people
return to the workforce.

•

Housing Starts: While new housing starts declined in January and February of 2021 due in part to cold weather
conditions, housing is expected to continue to improve in the spring/summer months especially if interest rates
continue to remain low.

The rapid rise of equity prices this has also increased the forward (12 months) price to earnings ratio of the S&P 500 to
21.9x. This level is above the 25-year average of 16.64x. This may in part be due to the expectation that corporate profits
should improve post pandemic to higher levels. Once these profits improve, the PE ratio would potentially return to more
historically normal levels. It should be noted that as PE ratios exceed historical ranges, the likelihood of average equity
returns for the next 5 years becomes more muted.

In our previous quarterly report, we shared a chart indicating how much certain “high frequency” industries were impacted
by COVID-19. Since that period, those industries have showed marked improvement especially relating to travel &
hospitality. In fact, hotel occupancy is now only 15% off of pre-pandemic levels while restaurant dining is down only 25%.
We anticipate these figures to continue to normalize as cases decrease and the population has more access to vaccines.
This pickup in activity has led in part to a boom for these industries and a recovery of equity prices as well as contribution
to overall GDP.
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FEDERAL RESERVE PROJECTIONS AND POLICY UPDATE
As of March 17, 2021 the Federal Reserve updated their baseline
projections for GDP in the US up to 6.5% for the year, which was revised
from 4.2% projection from last December. GDP is also expected to be
3.3% in 2022 and 2.2% in 2023. Unemployment is projected to be down
to 4.5% for year, improved from an earlier projection of 5%.
Inflation is also anticipated to be up for the year at 2.4% but will then
resume to a target of 2%, which is the stated desired rate that the Fed
wants to target. Since the Fed believes that unemployment and inflation
https://www.federalreserve.gov/monetarypolicy/files/
targets are in line with healthy limits, they have indicated that they do
fomcprojtabl20210317.pdf
not intend to raise interest rates until 2023 at the earliest. This low
interest rate policy is helping to keep borrowing costs low which helps businesses and consumers continue to expand
purchases and service debt. Additionally, it allows the US government to continue to run large deficits to finance its
operations and stimulus without the added pressure of high interest rates.
Below is a chart of the Federal Reserve Balance sheet, which indicates that asset levels due to asset purchases over the past
two years is now approaching $8 Trillion dollars. At the same time, the Federal Funds rate continues to be near all-time
lows of 25 basis points (1/4 of 1%). Clearly, the Fed has been very accommodating towards helping promote the general
economy and unemployment. The question remains whether the expansion of this balance sheet will lead to unintended
negative consequences such as inflation at some later point. For now, inflation is projected to remain near the 2% target
rate at least in the intermediate time frame.

PAGE 4

QUARTER MARKET REVIEW Q1 2021

With the expansion of all this monetary policy, why have we not had more inflation? One interesting theory deals with
a concept known as the velocity of money. According to the Federal Reserve, “the velocity of money is the frequency at
which one unit of currency is used to purchase goods and services within a given time period.” In other words, it is how
many times a dollar moves throughout the economy in a unit of time. For the past several years, the velocity of money has
decreased to the lowest levels on record since the 1960s. This may be due in part to the effect that low interest rates has on
bank lending. If rates are low, banks are more hesitant to lend on risky ventures because they are not compensated enough
for the risk. Therefore, it makes the economy more sluggish and reduces inflation.

GOVERNMENT STIMULUS
Source: JP Morgan, CBO

Why has the Federal Reserve balance sheet expanded so much over the
past year? The answer is simple: The United States has run huge budget
deficits in recent years, especially since COVID-19. In fact, the 2021
CBO baseline budget indicates that government spending is expected to
be $6.9 Trillion with a budget deficit of 50%.
In other words, the government will borrow half of all the money it
will spend in 2021. Most of this money will be financed by the Federal
Reserve in the form of their asset purchase program which consists of
purchasing Treasury bonds. The Fed holds these bonds, collects interest
from them, finances their operation and credits the remaining interest
back to the government. The net effect is that the US is able to print the
money it needs to finance its operations.
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While this may be a viable strategy for the short term, a larger
question is how sustainable it would be in the longer term. The
CBO indicates in its budget forecast in the coming years that the
deficit will decrease dramatically in 2022 and beyond, but this
would have to be followed through by politicians in Washington.
Washington has also continued to promote economic stimulus
as a result of the COVID-19 pandemic. As of March 11, 2021
the President signed into law the American Rescue Plan Act
of 2021 (also called the COVID-19 Stimulus Package). This
package includes $1.9 Trillion of economic stimulus and was
geared primarily toward low income and middle-class Americans
with provisions including tax credits, direct payments, child-care
subsidies, unemployment benefits, food stamps, rental assistance
programs. It also includes roughly $350 billion in spending
towards helping states meet their budget demands.

HISTORICAL CHART ON MARKET BEHAVIOR
In our recent blog at chancellorwealth.com, we introduced a very powerful chart that indicates how the market (S&P 500)
has performed in the past 40 years.

The chart illustrates the last 40 years of performance for the S&P 500. First, notice the returns above the line. These
figures indicate where are the S&P 500 finished the year in terms of an annualized gain. Out of 40 years, 31 years finished
with a positive yield. That represents roughly 4 out of 5 years on average or 80% of the results. Now take a look at the
below the line. There were 9 years out of 40 that were flat or negative. Now draw your eyes to the red dots below the line
which represents what the low point was during each year. What is really interesting is it every single year at some point
there was a loss. How can we explain this?
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The fact is that it is not only common- but it is regular occurrence when the market experiences short-term selling
pressure. Whether driven by news events or economic forces, in these times there are more sellers in the market than
buyers at least temporarily. This drives the price down until the buyers return to the market and upward price movement
resumes. These downdrafts are typically short-lived, and a long-term investor can gain better insight by understanding
these patterns and preparing for them.

SUMMARY
Our philosophy is to maintain and optimize the long-term asset allocation strategy for each of our clients. We should
expect to see volatility in markets as a natural flow of the investment cycle. It is our practice to avoid significant market
timing as it relates to political or unforeseen economic events. In general, we view a diversified investment portfolio as an
effective way to provide a long-term hedge against inflation and benefit from continued advancements in the broad capital
market.
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