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Equities continued their winning streak in the first quarter of 2021

despite political unrest, weather severe enough to disrupt economic output and a
global pandemic that continued to rage. Helping to underpin the positive
momentum for stocks was an earnings season better than anticipated given these
challenges. The rapidly increasing vaccination efforts in the US allowed for a
continued reopening of the economy at the same time a massive stimulus bill was
passed that pushed out hundreds of billions of dollars in just a few short weeks. A
dramatic reaction to all of this in the fixed income market - doubling the yield of the
10-year Treasury - caused stocks to wobble but ultimately was not enough to halt the
move higher. Value stocks again trounced growth, though the final weeks of March
did see growth stocks catch a bid higher. Small and midcap stocks also performed
much better than their largecap peers in the quarter. A strengthening dollar and a
new wave of Covid infections abroad made for tough relative performance for
international stocks as the quarter came to a close.
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S&P 500

4.38%

6.17%

6.17%

MSCI AC World Index (incl. US)

2.72%

4.68%

4.68%

MSCI EAFE (Europe, Asia, Far East)

2.40%

3.60%

3.60%

MSCI EM (Emerging Markets)

-1.49%

2.34%

2.34%

Russell Largecap

3.79%
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5.92%

Russell Largecap Growth

1.72%

0.94%

0.94%

Russell Largecap Value

5.88%
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11.25%

Russell Midcap

2.70%

8.14%

8.14%

Russell Smallcap

1.00%

12.70%

12.70%
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Good news for stocks was bad news for bonds. After posting solid gains for much of
2020, the fixed income market proved to be a burden on first quarter balanced
account returns as yields rose rapidly across the globe. Nowhere was this rise in yields
more apparent than in the longer end of the curve. For the quarter, the US Aggregate
index posted a total return of -3.67%. US Treasuries maturing in 20-plus years were the
worst-performing segment of the bond market, with a negative return of -13.92% for
the quarter. In fact, the only two segments of the fixed income market that managed
to show a positive total return were the shortest end of the municipal market (+0.15%)
and the high yield market (+0.85%). International fixed income fared no better than
their domestic peers in the quarter, with the Bloomberg Barclays Global Aggregate
down -4.46%.

Rates pausing in the final
weeks of 1Q…

With the Federal Reserve reiterating time and again that there were no rate hikes on
the horizon despite continuing improvements in the labor market and a pickup in
inflation, the short end of the yield curve remained pinned near zero. The improving
growth and inflation outlook is clearly reflected in the chart below, where the curve
steepens significantly from the beginning to the end of the quarter in the 5- to 30-year
range. Though not shown in the chart, it is interesting to note that yields did not move
much in the final month of the quarter even as high frequency economic data came
in better than expected and stimulus was pushed out.
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The action in the commodities market during the first quarter shared many similarities
with the equity and fixed income markets, namely last year’s winners lagged and just
about everything tied to economic acceleration benefitted.
Commodities, led by
energy, roar back…

Energy, certainly one of the most economically sensitive commodities, saw a strong
rally in the quarter punctuated by oil’s second consecutive quarter of over 20% gains.
Gasoline prices followed, rising 29% in the quarter.
If there was a question as to the health of the global economy, Dr. Copper seemed
unfazed as the metal saw a 14% jump in prices in the quarter.
Gold—a standout in the opposite direction and last year’s commodity darling—
lagged badly even as the US continued to print money.
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10.25%
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Gold
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As the first quarter began, questions lingered over whether the growth witnessed at
the end of 2020 was sustainable. Would further Covid outbreaks put a halt to the
economic reopening that was unfolding? For one quarter, at least, growth looks to
not only have continued but accelerated.
Growth outlook solid…

In the US, a February deep freeze caused the economy to stumble. As the weather
warmed, however, vaccination rates accelerated—allowing states to continue
reopening their economies. Additional stimulus designed to put money into people’s
pockets met pent-up demand to further spur the growth trend.

Manufacturing continues
to shine…

Manufacturing, the first part of the economy to turn up in the pandemic, continued its
blistering pace in the quarter. The March ISM Manufacturing PMI rose 3.9 points from
February to register 64.7 (compared to expectations of 61.5) for its best reading since
December 1983. The underlying metrics were also impressively strong, with the new
orders component the highest since January 2004. The employment index reached its
best level since February 2018. One negative in an otherwise glowing report was that
supplier deliveries continued to slow. Reflecting Covid-related disruptions in the global
supply chain, delivery times were the longest since April 1974. Additionally, prices
were higher, suggesting underlying inflation.

Service sector benefitting
from reopening…

The ISM Services PMI was equally impressive in the quarter. After bottoming at 41.6 at
the end of April 2020, the survey has made a nearly uninterrupted move higher,
finishing the first quarter at 63.7. This was a jump of 8.4 points and 5.2 points ahead of
expectations.

Consumers, flush with cash,
feeling better & willing to
spend…

Perhaps unsurprisingly with so many segments of the economy reopening and growth
so strong, US consumer sentiment has dramatically improved. The March Conference
Board Consumer Confidence Index popped higher by over 19 points to 109.7, versus
expectations of 96. The Present Situation segment of the survey rose 20.4 points to 110
and the Expectations Index hit its highest level since July 2019 at 109.6. With the
domestic pool of personal savings sitting at $2.3 trillion (compared to $1 trillion a year
ago) it is no surprise that the intended purchase component of the survey also rose.
The only point of potential weakness in the report was a higher reading in
consumers’ inflation concern, likely spurred by higher prices at the gas pump. This
bears watching, since it could curb spending as the year unfolds.
Internationally, the growth picture remains muddled as some countries/regions have
been able to more fully reopen while others continue to deal with Covid waves.

China rebounding strongly,
while Europe and Japan
scuffle…

China’s service and manufacturing sectors both registered growth in the final month
of the quarter but have recently taken divergent paths. With an uptick in Covid back
under control, Chinese consumers opened their wallets to travel, sending the Services
PMI for China 2.8 points higher to 54.3 in March. On the other hand, global supply
bottlenecks and a continued battle with Covid in China’s major trading partner, the
EU, constrained industrial production. As a result, China’s Manufacturing PMI fell for
the fourth straight month to 50.6, just barely in growth territory.
That new wave of Covid cases and an uneven vaccine rollout has led to multiple
lockdowns in Europe, slowing any economic reopening. Nowhere is this more clearly
seen than in the Services PMI: Even after turning up in March, it was stuck below 50 at
48.8. Manufacturing remains a bright spot in Europe, as shown by the Manufacturing
PMI surging to 62.5 in March for the survey’s best reading since June 1997.
The picture in Japan is similar to Europe, where a feared fourth Covid wave has led to
restrictions, crimping growth. Just like Europe, the Services PMI rose in March, to 48.3,
but remained in contraction territory. The Manufacturing PMI survey rose once again
to finish the quarter at 52.7. Perhaps pointing to a hope of what’s to come, the March
Consumer Confidence survey for Japan hit its highest level in a year at 36.1.

Six pillars of support to the
bull market…

The bull market that began in March 2009 has so far lasted, with characteristic
setbacks along the way, for 12 years. Some important features of that market that
have helped propel it for so long are valuation, sentiment, economic backdrop,
interest rates, earnings and internal rotation. Briefly: Valuations were compellingly
attractive after the 53% slide in 2008–9; sentiment for most of the 12 years was
generally skeptical that it could continue; central banks around the world were
supportive to an extent never seen before; interest rates kept falling, making bonds
less and less attractive as a competing asset class; earnings mostly surprised on the
upside and continued to improve; and there were “rolling corrections” inside the
averages all along the way, including changes in market leadership, which worked to
postpone if not replace a serious overall correction.

Unexpectedly strong
earnings help reset
valuation…

Twelve years later, some of these factors are changing. Valuations, which were
stretched at the end of 2020, became somewhat more reasonable after fourthquarter earnings came in much better than anticipated: +3.8% vs. expectations of 11%+, with every sector posting a positive surprise. Analysts rushed to raise 2021
estimates, propelling stocks even higher. Valuations now sit broadly at full but not
extreme levels.

Sentiment flashing warning
signs…

Investor sentiment is flashing warning signals. The AAII (American Association of
Individual Investors) weekly survey at the end of the first quarter showed nearly 46% of
respondents bullish on the market over the next six months and just 23% bearish. This
compares to a historical average of 38% and 31% respectively. Further, net inflows into
global stock funds were $569 billion from November 2020–March 2021 compared to
$452 billion from 2009–October 2020. These are cautionary contrary indicators.
Fiscal stimulus has roared onto the economic stage to join continued monetary
support, which the stock market loves. The US Treasury distributed $422 billion in
stimulus payments in the month of March, compared to the previous high-water mark
of $391 billion in April of last year. With most states reopening their economies this time
around, this stimulus money has a better chance of being spent instead of saved as
the previous round was. At the same time, interest rates have stayed historically low,
adding to the supportive environment for stocks and allowing the Fed to continue its
accommodative stance.

A rotation underway…

Fiscal stimulus likely to turn
into a drag…

An internal market correction that seems to have legs is the rotation from growth to
value. Further stimulus is in the pipeline; there seems to be a light at the end of the
Covid tunnel; domestic growth appears to be on solid footing; and inflation
expectations have moved modestly higher—all of which support value over growth.
Taken together, these data points suggest caution but not danger. One issue to
watch is the Biden plan for $2 trillion in additional infrastructure spending coupled with
tax increases. The money would be spent over eight years, but the proposed tax hikes
would hit immediately. The net result would be that, following two years of aggressive
fiscal stimulus from Washington, 2022 could see a fiscal drag as tax hikes swamp the
stimulative spending. The proposed corporate tax hikes alone could result in a hit to
S&P500 EPS of at least 5%. The market would likely react negatively.
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