Mid-Year 2021

ECONOMIC & MARKET OUTLOOK
Longneck bottle, let go of my hand
Can you hear that train a coming? It’s the U.S. economy and its roaring ‘round
the tracks within a stimulus ring of fire. Amped-up on stimulus checks, vaccine
shots, and an easy Fed, U.S. economic growth has been red-lining beyond
capacity limits. Personal consumption expenditures on goods and services
grew over 11% earlier this year alongside the fastest pace of new and existing
home sales since the boom in 2005-2006. So far in 2021, first quarter GDP
growth has been reported at 6.4%, and the second quarter could come in even
hotter at 9%.
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The supply side of the economy wasn’t prepared for the surge in demand, and
supply chain bottlenecks with key production inputs, including labor, are
causing inflation rates to spike higher. The overall year-over-year change in
the Consumer Price Index (CPI) hit 5.0% for the month of May, near its highest
level in the past 30 years. Even considering “all my exes” (CPI, excluding food
and energy) core inflation still came out near 4%.
A Long-Term View of Inflation
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Despite higher inflation, long-term interest rates strangely have been trending
back down toward 1.5% as the market is accepting the Fed’s proclamation that
inflation is likely to be short-term and transitory in nature. Despite its new
average inflation target approach to monetary policy, the Fed has recently
reassured the markets that it will eventually drive back on to the paved road of
short-term rate hikes when necessary. The stock market has been thriving
during this upward growth swing with the S&P 500 Index led by energy,
financials and real estate, returning 15.3% year-to-date through June 30.
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Key Points
 COVID-19 data continues
to improve as vaccinations
become more widely
administered. New virus
variants still pose a threat,
primarily to those who
remain unvaccinated.
 Economic growth is robust
and consumers are in
good financial shape to
support above-trend
growth going forward.
 As the economy
reopened, supply chain
disruption coupled with
demand shocks for both
labor and commodities
has resulted in significant
inflation. Though we see
this inflation as transitory,
it bears monitoring.
 The Federal Reserve
remains accommodative
but has begun to discuss
plans to reduce
‘quantitative easing’ and
has indicated interest
rates may rise in 2023.
 Equity valuations remain
high by historical
standards, but the outlook
for economic growth and
earnings is strong.
Additionally, low levels of
interest rates keep equity
valuations supported on a
relative basis.

What’s around the bend?
We are currently forecasting U.S. economic growth to slow from its frenetic
pace, but still hurtle along well above long-term averages. Drivers of the aboveaverage growth levels will shift away from relying on stimulus, and more toward
reopening of the economy. U.S. consumers are in strong financial shape
overall, and they have money to spend. Unlike the 2008-2009 housing bust
and debt crisis, U.S. household net worth is at a record $130 trillion with a lot
of dry powder in the form of excess cash. Whether it’s from the near record
financial asset and home prices, or the estimated $2.5 trillion in excess savings
accumulated during the pandemic, U.S. households are in position to increase
spending and drive economic growth going forward.
Fortunately, the U.S. has been successful with its vaccine roll-out, immunizing
over 50% of the population including more than 70% of the more vulnerable
elderly citizens. Success of the vaccination effort has allowed for a broader
economic reopening, but progress has been uneven with only a handful of
states that are fully reopened and the rest still at anywhere from 45% to 90%.
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Within major industry sectors, we expect to see demand shift at the margin
away from the goods sector (i.e., autos, appliances, furniture, etc.), which is
already operating well above pre-pandemic levels, toward the service sector
(i.e., travel, accommodations, education), which is still in recovery mode.
Inflation Outlook: Expect supply and demand to even out
On the inflation front, the demand and supply imbalances are likely to diminish
over the next few quarters while the prices for certain commodities and
services most severely affected by the pandemic return to pre-pandemic
trends. First, the surge in demand for consumer goods that was supported by
fiscal stimulus checks should start to fade, allowing manufacturers to rebuild
inventories. Semiconductor production is ramping up quickly but is unlikely to
fully normalize until next year. While the extreme increases in used car and
truck prices have contributed nearly a third of the recent monthly CPI price
spikes, used vehicle prices are starting to stabilize and will likely fall as new
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auto production increases. With lumber mills providing a fresh layer of
sawdust, lumber prices are already down 50% from their peak in May.
Finally, the wage inflation we’ve experienced has been associated with the jobs
at the lower end of the pay scale, particularly within the leisure and hospitality
sector where labor shortages are still abound. Current jobless benefits,
including the extra $300 weekly unemployment payments, are likely holding
back the supply of labor looking for a traditional “9 to 5” position. Significant
slack still remains in the labor market with nearly 8 million jobs lost since the
pandemic started. Labor supply should increase once the extra unemployment
benefits expire on September 6.
Policy progress: Expect an incremental infrastructure deal without
massive spending on new social programs
On the policy front, a bipartisan infrastructure deal has recently been
announced, and the Fed has started to lay the groundwork for exiting its
emergency monetary accommodation levels. At approximately $560 billion in
new spending, the bipartisan infrastructure deal is considerably smaller than
the trillions originally proposed, and nearly all of it will be financed by deficit
spending. The deal is primarily traditional infrastructure investments in new
roads, bridges, and water systems.
There doesn’t appear to be a bipartisan path to approve the increased
spending on new social programs contained in the American Family Plan. To
pass the social programs, Democrats would have to go it alone through the
reconciliation process with their slim majorities. On the monetary policy front,
the Fed surprised the markets with guidance toward two rate hikes in 2023, but
that is still a very long way off. However, this opens the door for the Fed to
start setting up the markets for the eventual taper in their monthly quantitative
easing (QE) bond purchase program. The Fed will likely dance around a
lengthy two-step process to normalize monetary policy that starts with
gradually stopping QE before raising the Fed Funds rate.
Market Outlook: Still positive, especially for equities and corporate
earnings
While the best days for this market cycle are likely behind us, our longer-term
investment portfolio stance remains pro-risk, favoring equities over bonds.
Corporate earnings are expected to continue to improve as the U.S. economy
recovers, and front-end rates prepare for the Fed exit.
During this past quarter, we took gains in our domestic equity portfolios and
evened out our growth and value style bets here in the U.S., while preferring
to position for the vaccine-driven cyclical recovery in international equity
markets. While Europe is behind the U.S. in vaccinations, it is catching up
quickly, which should allow its economies to continue moving toward a full
reopening. The European Central Bank is ultra-accommodative with monetary
policy, and savings rates in the Eurozone are expected to support consumer
demand, much like what has happened here. While early with our tactical
positioning, next up in the recovery sequence is emerging markets.
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