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While there never seems to be a shortage of negative events, I think most people would agree that the second quarter

of 2021 seemed tame compared to the previous four quarters. As the U.S. continues to emerge from the pandemic,

there are still people, families, towns, states, businesses, and industries that are in need of repair and recovery. Those

processes are well underway and will continue for months, and most likely for years. For investors, the second quarter

was robust, but not without volatility. Some positives are: the economy continues to recover, the labor market

continues to improve, and corporate earnings continue to look strong. Some challenges are inflation and the labor

market. I will unpack this throughout this update.

PRELUDE



Understanding the
economy is one of

the first steps to
understanding

investing.
The LEI takes off

In a sign of optimism, the Leading Economic Index (LEI) went nearly vertical this

quarter and now appears to be back on trend from the previous market/business

cycle.

ECONOMICS SUMMARY
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With Personal Consumption Expenditures (Consumer Spending) driving Retail Sales

higher and higher, inventories are looking like they need to be replenished. While this

is a good sign for overall economic recovery and growth, it continues to put pressure

on already strained supply chains. I said in the beginning of the pandemic that supply

chain management would have to fundamentally change and the companies that

figured that out would likely forge ahead of the companies that struggled with this

evolving dynamic.

Continued Recovery

ECONOMICS SUMMARY (CONT.)

Source: https://research.stlouisfed.org/
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Paradoxically, one of my rules is to stay away from absolutes. Therefore, I will not make a

statement such as “interest rates cannot stay low forever”. Interest rates are a complex topic.

There are many different interest rates both in type and duration. There are interest rates on

government bonds, corporate bonds, municipal bonds; all of which have short-term,

intermediate-term, and long-term duration option. It is important to specify a general category

when you are discussing interest rates. The Federal Reserve controls short-term interest rates in

the U.S.  The Federal Reserve influences intermediate and long-term interest rates in the U.S. 

 The market has more of an impact on intermediate and long-term interest rates than the

Federal Reserve. For this discussion, I am referencing intermediate and long-term interest rates.

You see, for centuries, bond investors have largely set interest rates via the pricing of bonds in

the market. Conventional interest rate and bond theory hold that if inflation rises and stays at an

elevated level, it is likely that bond investors will demand a higher rate of return on their

investment. It is true that we have a coordinated central bank response from around the globe to

keep interest rates low, but I do question how aptly they can sustain their influence. After the

Financial Crisis of 2008-2009, U.S. interest rates were anchored by Europe’s relatively anemic

economic recovery. Europe’s interest rates stayed lower (to stimulate growth) and thus U.S.

Treasury and Corporate Bonds looked more attractive. Buyers snatched up U.S. bonds at a

record pace which helped to keep U.S. interest rates lower. So, you have a central bank policy

from one continent affecting interest rates on another. This time seems to be similar. I thought

we would see higher rates in the U.S. this summer. There’s still time for that, but it seems that

interest rates are anchored to the lowest common denominator, or other developed country

interest rates. You can see this in the chart on the next page. 

Continued Recovery
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For investors, lower interest rates can be favorable. It means lower

borrowing rates for companies which makes it easier to maintain or expand

their profit margins. At the very least, it can help offset some of the

inflation on their input costs, which leads me to my next topic.

Inflation typically takes on one of two forms: 1) Cost Push Inflation; or 2)

Demand Pull Inflation. Cost Push Inflation is generally driven by input

costs like labor, raw materials, and capital. So, while wage growth is

occurring (labor), the cost of capital remains low (interest rates). These

could at least partially offset each other. Commodity prices continue to stay

elevated, and companies have indicated for multiple quarters now that they

can no longer absorb the increased costs so those costs must be passed on to

the end user. (See the wage growth chart below and the commodity charts

on the next page).

Continued Recovery
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Demand Pull Inflation is generally driven by greater demand for products and

services. We are certainly seeing this in the Retail Sales numbers and the

Housing numbers. (See the chart below and on the next page) The main point

here is that there are inflationary pressures from both types of inflation. They

could be “transitory” as the Federal Reserve has posited, but, as I have stated

previously, the longer those inflationary forces hang around, the more

ingrained they get in the economic system and the more ingrained they get in

consumers’ psyches. That is when you get inflation shifting from transitory

(short-term or cyclical) to structural (long-term).

Continued Recovery
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The U.S. economy looks strong, and it is still recovering. Other countries are

recovering but not at the same rate. You can see this in the first two columns of

the next graphic.

Continued Recovery

ECONOMICS SUMMARY (CONT.)
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Continued momentum

While all the major equity indices were positive for the quarter, there were ~4-5% drops in some of

those equity indices around mid-May and the Nasdaq was down ~8% from peak to trough around

the same time, before recovering and closing at its all-time high on June 29, 2021. International

equities have lagged U.S. equities, but that is not surprising since I thought Europe would have a

harder time coming out of the pandemic than the U.S.

MARKET SUMMARY

Source: www.koyfin.com
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Corporate Profits/Earnings

I tend to discuss Corporate Profits/Earnings quite a bit. The reason for

that is stock prices, and thus returns, tend to follow Corporate Earnings

which continue their strong recovery pace. (See Chart Below)

MARKET SUMMARY (CONT.)

Source: Zacks Investment Research
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Equity Factors

For Equity Factors, Growth led the way while Small Cap, High Dividend Yield, and Value

lagged. The main takeaway here is that Factors appear to be decoupling which means

they are no longer bunched together in one or two packs trading in the same direction

every day. When different types of assets trade similarly, that is a form of volatility

clustering. While volatility clustering is part of the market, I prefer to see less of it

because it reduces the benefits of diversification.  Since interest rates were generally

down, bonds were generally up.  I'm skipping the charts for bonds because there's not

much to report.

MARKET SUMMARY (CONT.)

Source: www.koyfin.com



Financial planning
is an ongoing

process that
evolves with your

life's changing
circumstances.

Are you charitably inclined?  

FINANCIAL PLANNING UPDATE

If you are charitably inclined but unsure of the most tax-efficient way to facilitate your giving, please let me
know.  I can help.  For those that would like to know more about a Donor Advised Fund, please check this link
out, https://www.schwabcharitable.org/donor-advised-funds.

Donor Advised Funds are a great way to maximize your tax savings, maintain control over your gifting, and
even continue to grow funds that you have earmarked for future giving.



What's next?

Looking forward, I think investors will

need to pay more attention to what

types of investments they own.  The

rising tide lifts all boats scenario is

starting to look played out or it's at least

in the latter stages.  I think

international developments will start to

impact the U.S. more as well, for good

and for bad.  Overall, I am optimistic

about economic and earnings growth.

CONCLUSION

If you have questions and/or

concerns, please give us a call.  We

are here to help.  If this update has

been forwarded to you and you

would like to be included on future

emails, please subscribe at our

website at www.323wm.com.  

Thank you very much

for your time.

Services are

offered through 323 Wealth Management, LLC, a

Registered Investment Adviser in

the State of Texas.
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