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RECAP SUMMARY
The 2nd Quarter of 2021 was another impressive recovery for equities following the strong market pullback in early
2020. Over this time period, the S&P 500 saw an increase of 8.17%, followed by small cap stocks (up 4.2%) and mid cap
stocks (up 3.3%). We continue to see U.S. outperformance versus international markets, as the MSCI/EAFE index had
a more modest 3.9% gain for the quarter. There was a rotation of leadership inside equity markets as the growth sector
outperformed the value sector this quarter. This is a change from the outperformance that value had in the first quarter.
Government bond yields settled back from the increases seen in the first quarter, when the 10-year treasury fell to 1.44%
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from 1.75%. The 5-year treasury note also fell to .87%, signaling rates appear to be stabilizing at least at the moment.
However, there were some signs of inflation that we will discuss later that the Federal Reserve has commented should be
“transitory” in nature.

U.S. ECONOMY CURRENTLY BOOMING
The following chart indicates the continued upward long-term trend for the S&P 500, despite the brief but significant
pullback since March of 2020. The combined and arguably unprecedented monetary and fiscal policy of the Federal
Reserve and the U.S. Government over the past year has in effect filled the hole of economic activity from the COVID-19
response and has set the stage for a current economic boom in the U.S. The pent-up demand from the shutdowns is now
starting to translate to a high level of consumer demand which is fueling corporate profits and expectations.

There are several leading measurements that indicate that the US is currently in 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 62.1 which is now the highest reading in the past 50 years and up from 59.1 in
April 2021.
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) Consumer Sentiment: A measurement of confidence for the U.S. consumer. The latest reading is measured at
85.5 for June 2021, which is down slightly from a peak of 88.3 in April but still on an upward trend over the past 4
quarters.
) Unemployment: The U.S. unemployment rate dropped to 5.9% in June,
which is a slight change from the prior quarter. Job openings have exploded
to a current level of 9.2 million, which is the highest by far since the year
2000. What is interesting is that there are roughly 9 .5 million unemployed
workers in the U.S. as reported by the Bureau of Labor. A recent survey
from Indeed.com indicated that only 10% of current unemployed workers
are currently “urgently” looking for employment. The explanation appears
that many of the current job openings are lower wage jobs that may not be as
attractive to eligible workers. This dislocation in labor has caused interesting
issues throughout the economy, as businesses have had difficulty supplying
goods and services despite the strong demand.
) Housing: New housing starts increased to 1.57 million in May of 2021,
an increase from April. There are several important factors affecting the
housing market, including a shortage of some materials and labor. For example, lumber prices for the first part of
the year were skyrocketing due to increased demand and restricted supply but did retreat 40% in June. Interest
rates remain low, allowing new buyers to afford higher prices. Housing appreciation, as measured by the Housing
Appreciation Index is up 13.6% for 2021. Zillow.com projects that housing prices will increase an additional 14% for
the next 12 months as the supply of homes continues to lag the surging demand.
Clearly by looking at a few of these economic indicators, the U.S. economy is currently booming. The 12-month forward
price to earnings ratio (PE ratio) for the S&P 500 was 21.53x as of June 30th. This continues to be higher than the 25year moving average of 16.7x. Why is this not concerning to markets? One explanation is that a consensus of analysts
indicates continued upward trend of corporate profits going through the next few years. If these profits do materialize, it
will cause the PE ratio to come down as a result in the future.

As indicated by the above chart, the next three years of corporate profits are expected to reach all-time highs on a high
trajectory. This optimism and a 19.7% YTD earnings growth helped fuel equity markets to a 14.4% return YTD for the
S&P 500.
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ROTATION OF EQUITY MARKETS
There have been many discussions and theories about which sector will outperform another in equity markets. A common
news headline may point to “Growth vs. Value” and “Large Cap vs. Small Cap” for example. Since 2016, we have seen a
rotation into growth stocks in terms of valuations. On a 10-year annualized basis, Large Cap Growth has been the best
performing asset class, outpacing Value by almost 6%. However, the current valuations for Large Cap Growth are also
much higher in terms of Price to Earnings at 30.5x as compared to Large Cap Value of 17x. This would indicate that
Growth continues to be in favor on a longer-term basis but is higher priced as a result. However, since the beginning of
the year, Value has outperformed Growth as part of a rotation of the markets. Specifically, Small Cap Value has been the
best performing asset class YTD.

Experienced investors understand that diversification
is important as part of a long-term strategy. One issue
that brings this light is the concentrations we have seen
inside equity markets, specifically relating to the largest
technology companies inside the U.S. Currently, the top
10 largest companies make up 28.6% of the S&P, and most
of these companies are considered to be “growth” stocks.
This suggests that a large amount of the growth sector is
concentrated to a few positions.
Owning a portion of the Large Cap Growth sector has
provided great participation in equity price appreciation
over the past decade but may also be embedding potential future volatility if trends were to reverse course. We have also
seen how in the short term these rotations can occur as previously noted. Rotations are a natural phenomenon as part of
healthy markets and should be expected given enough time. Therefore, it is prudent to maintain a blend of asset classes
depending on the particular risk profile of the investor or account.
Source: JP Morgan Guide to the Markets

GLOBAL GROWTH AND VALUATIONS
Post the pandemic, the entire world is expected to have significant GDP growth. As of June 2021, the IMF projects that
global growth will be 6% in 2021 followed by 4.2% in 2022. Outpacing developed countries such as the U.S., Europe,
Japan, and the U.K, the emerging economies are expected to experience growth of 6.7% in 2021. The United States is
also expected to lead advanced economies in 2021. It is interesting that certain countries like Spain and the U.K. were
hardest hit by the pandemic in 2020 in terms of negative GDP activity. Those economies are also expected to outperform
their peers in 2022 if the recovery continues on the expected pace.
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Source: International Monetary Fund

Over the past 15 years, the United States has outpaced the
entire world in terms of equity returns with an average of
9.9%. Returns for 2020 and 2021 have also been superior.
Emerging market returns has been the second best overall
yields, but has carried with it the most volatility as well as
measured by beta. This indicates that the United States has
been an exceptional place for investors as compared to the
world. This can be attributed to many factors including the
overall business climate, taxes and regulation, and the health
of consumer spending which represents the majority of the
US GDP.

Source: FactSet, Federal Reseve

Holding investments in international markets does provide some hedge against the fluctuation of the US dollar as well as
greater diversification of yields. Although most of our portfolios maintain a significant overweight towards US holdings,
we continue to believe that having some exposure to the international markets has a place inside a balanced model
portfolio strategy for the longer term.

CONCERNS OVER INFLATION
Over this past quarter, there have been many headlines that have expressed concern that inflation is starting to rise in the
U.S. The May report for the Consumer Price Index came of something of a shock it was reported at a 5% increase, the
largest since 2008. There appears to be several factors that are leading to this rise in short term inflation including the
following:
) Surge in Consumer Demand: As previously noted, there has been a significant recovery underway for the U.S.
economy. The Federal Reserve estimated in June that the U.S. GDP would grow by 7%. The Wall Street Journal
conducted a survey in April of economists which reported GDP growth to be as high as 8.1% for 2021.
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) Material Shortages: This increase in activity has caused some supply shocks due to shortages in some materials. For
example, the ongoing shortage of semi-conductors has greatly increased the cost of U.S. automobiles. GM reported in
May that full size SUVs are now 20% more expensive than a year prior. Lumber shortages have also contributed to a
spike in costs, leading to higher home and construction prices.
) Labor Shortages: In June, there were almost 9.3 million open jobs reported as compared to 9.8 million workers who
were unemployed. This is the highest level of job openings reported since 2000.
) Massive government stimulus and deficit spending: The Congressional Budget Office 2021 baseline budget calls
for $6.8 Trillion in total spending and roughly $3 Trillion will be financed by government debt.
) Federal Reserve Policy: In August of 2020, the Federal Reserve formally changed its policy on inflation from
targeting 2% as a ceiling to an average of 2%. The use of the “average” language is to allow the Fed to let inflation
exceed 2 percent modestly for a period of time, to make up for past low inflation.
With the change in the May CPI this significant, will inflation continue? It is interesting that expectations from
consumers and professionals vary. The University of Michigan reported that a survey of consumers expect that inflation
will increase to 2.8% for the next 10 years verses 2.2% from the professional community. In June, the Federal Reserve
updated their long-term inflation expectation to 2%. As part of their overall market commentary, Fed Chairman Powell
continues to believe that the current rise in inflation will “wane” and return to more normalized levels once supply shocks
subside.

It is likely that consumers, who are currently feeling the effects of the current change in inflation, might believe that
inflation is more material on a long-term basis. One other major concern from the general public is the massive amount
of current spending and debt loads of the U.S. government and the sustainability of this current path. As long as rates
remain low, the service of the federal debt remains manageable but would be affected by a material rise to interest rates
and would equate to likely more spending. But for now, projections by the Federal Reserve continue to indicate that
inflation will be modest in the longer term.
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If inflation continues to persist against the projections of the Fed, there will be several important implications for investors
and retirees. Ensuring that your portfolio can get through a period of increased inflation comes down to flexibility and
good financial planning. We believe it is important to avoid the overreaction to headlines that may cause investors to stray
off course from their investment objectives.

PAGE 7

