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2021 Q1 Market Rundown:   

The stock market is off to a strong start in 2021, continuing 
the upward trend that began after a brief but severe bear 
market in Q1 2020.  The +56.4% return for the S&P 500 
Index from 3/31/2020 through 3/31/2021 is the best 12-
month span for the index in 30-years (Source MFS).  As the 
Covid vaccine rollout accelerates the reopening of the 
economy, there is good reason to believe we could see an 
economic boom.  This view is corroborated by the Federal 
Open Market Committee (FOMC), which recently predicted U.S. real GDP growth for 2021 of +6.5%.  
That seems high, but we have seen some projections as lofty as +8.1%.  Compared to stocks, bonds 
had a rough quarter, declining -1.90% as measured by the Barclays Global Agg Index.  This decline is 
primarily attributable to an uptick in interest rates (bond prices move inversely to interest rates).  
After reaching a record low of +.52% on August 4, 2020, the widely followed 10-year treasury rate 
jumped to +1.74% on March 19, 2021.  While rising rates hurt bond performance in the short run, 
the future return outlook is brightening because interest payments and maturing bonds can be 
reinvested at higher rates.  We view the rise in rates thus far as a healthy development.   

While a potential economic boom is 
intoxicating for investors and it is tempting to 
jump into the “risk-on” pool with both feet, 
circumstances today are far different from 
typical post-recession recoveries and new 
risks are emerging.  The good news is that 
broadly speaking, household finances are in 
significantly better shape today than at the 
start of the recession.  Usually, personal 
income levels decline or stagnate during 
recessions, but real personal income spiked to 
record levels in the last twelve months.  
Stimulus payments helped make this possible 
by supplementing the income of many households that did not experience job losses and bolstering 
unemployment benefits for those that did.  This influx of cash led to a record high personal savings 
rate and a sharp uptick in bank deposits.  A March 11, 2021 report from the Fed shows household 
net worth levels ended 2020 at record highs, rising +10% above 2019 year-end levels.  Adding to 
reason for optimism, a $2 trillion infrastructure plan is in the works.  While these factors portend a 
strong recovery, there is growing concern that additional stimulus may be excessive and could lead 
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to negative long-term consequences such as high inflation.  The following excerpt from an article by 
economist Larry Summers, who served as Secretary of the Treasury during the Clinton administration, 
does a good job of summarizing this viewpoint (FYI, I originally read this particular excerpt in a 
Howard Marks memo): 

…a comparison of the 2009 stimulus and what is now being proposed is instructive. In 2009, the gap 
between actual and estimated potential output was about $80 billion a month and increasing. The 
2009 stimulus measures provided an incremental $30 billion to $40 billion a month during 2009 — 
an amount equal to about half the output shortfall.   

In contrast, recent Congressional Budget Office estimates suggest that with the already enacted 
$900 billion package — but without any new stimulus — the gap between actual and potential 
output will decline from about $50 billion a month at the beginning of the year to $20 billion a 
month at its end. The proposed stimulus will total in the neighborhood of $150 billion a month, even 
before consideration of any follow-on measures. That is at least three times the size of the output 
shortfall. 

In other words, whereas the Obama stimulus was about half as large as the output shortfall, the 
proposed Biden stimulus is three times as large as the projected shortfall. Relative to the size of the 
gap being addressed, it is six times as large…while there are enormous uncertainties, there is a 
chance that macroeconomic stimulus on a scale closer to World War II levels than normal recession 
levels will set off inflationary pressures of a kind we have not seen in a generation with 
consequences for the value of the dollar and financial stability.   

Post Covid Recovery Risks: 

As we embark into a post-Covid world, the near-term outlook for the economy is bright.  But as Mr. 
Summers stresses, certain risks such as high inflation and a decline in the value of the U.S. dollar 
could be emerging.  These “endogenous risks”, or risks within the financial system itself, must be 
respected.  We expressed concerns around rising endogenous risks in an August 2019 newsletter 
segment titled, Playing with Fire.  Our feeling then, and increasingly so now, is that the 
government’s persistent attempts to force stability into the financial system paradoxically 
destabilize it over the long run.  As businesses and investors increasingly assume the government 
will intervene to support the economy when things go wrong, providing a backstop for financial 
markets, they will take ever-increasing amounts of risk.   

Evidence of this can be observed in several areas.  U.S. corporate debt is at record highs, and so is 
investor margin debt which rose at a breakneck pace of +49% from one year ago, the swiftest 
increase since 2007.  Speculation in meme stocks like GameStop and the red-hot IPO/SPAC market 

could also be viewed as signs of excessive risk-taking.  Perhaps the most troubling potential risk is 
the U.S. government debt situation and the complacency of those in charge.  Over the last 12 years, 
deficit spending drove the U.S. national debt higher by 400%, while national income grew only 30%.  
Some Federal Reserve economists are questioning whether the rise in national debt even matters.  
If the economy does experience excessive inflation, debt service costs may rise substantially, 
straining the economy and inhibiting the ability to borrow in the future. Moreover, if excessive 
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borrowing leads global investors to no longer view the U.S. dollar as a haven, its global reserve 
currency status could be jeopardized.   

Takeaway: 

The bottom line is that while the outlook for the economy is bright in the near term, investors 
should not become overly complacent regarding downside risks. 

Portfolio Positioning: 

• Equities:  There is a near-universal consensus view among market participants that the U.S. 
will experience an economic boom and rising inflation in 2021.  As a result, investors have 
plowed capital into stocks perceived to benefit most from this scenario, and prices for such 
stocks are excessively high in our view.  If things do not unfold as expected and investors are 
forced to unwind this crowded trade, expect a sizable selloff.  Instead of “pure-play” cyclical 
stocks, we prefer to focus on investing capital where we find attractively valued, high-
quality businesses exposed to the cyclical economic recovery but also secular (long term) 
growth trends.   

• Bonds:  While rising rates are a near-term headwind for bonds, we expect future returns are 
improving.  HWM Bond allocations within multi-asset portfolios are balanced to include 
exposure to high-quality bonds for diversification benefits in conjunction with more 
opportunistic total-return strategies which seek to generate attractive returns responsibly.   

• Alternatives:  Alternative investment portfolios are positioned to offer clients diversification 
and return enhancement opportunities, complementing traditional stock and bond 
investments.  We are particularly constructive on the return potential for diversified trend 
following allocations which have historically generated strong returns in inflationary 
environments. 

The information published herein is provided for informational purposes only, and does not constitute an 

offer, solicitation or recommendation to sell or an offer to buy securities, investment products or 

investment advisory services. All information, views, opinions and estimates are subject to change or 

correction without notice. Nothing contained herein constitutes financial, legal, tax, or other advice. The 

appropriateness of an investment or strategy will depend on an investor’s circumstances and objectives. 

These opinions may not fit to your financial status, risk and return preferences. Investment 

recommendations may change, and readers are urged to check with their investment advisors before 

making any investment decisions. Information provided is based on public information, by sources 

believed to be reliable but we cannot attest to its accuracy. Estimates of future performance are based on 

assumptions that may not be realized. Past performance is not necessarily indicative of future returns. 

Investment Advisory Services offered through Heirloom Wealth Management LLC, a Registered 

Investment Adviser. 
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