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“Land of the midnight sun”
During summertime in Alaska,
there are 23 hours of daylight.
Creating a very odd feeling that
really messes with your rational. It
feels like morning even when its
midnight. A surprisingly similar
feeling to present day market
conditions, where we find ourselves
dealing with rare circumstances
that require adaptive thinking.
However, if navigated correctly,
you can see pure beauty in what
was supposed to be darkness.

Mount Denali (a.k.a Mount McKinley) – 10:00p.m. approx.

“I now walk into the wild.”
― Christopher McCandless, Into the Wild
US Economics
At this part of our journey, our energy is up as we are making great progress toward the summit. The
question is: “What’s over the next ridge?” However, so far, so good. As stated previously in last
quarters playbook, we estimate it will only take a 5% annual GDP growth rate in 2021 to resume the
2.5% average prior to COVID. The first quarter came in above target at 6.4% and the current estimate
from GDPNow is 7.8% for the second quarter as of July 2nd. Markets will certainly be watching on July
29th for the first “official” report from the Bureau of Economic Analysis.
Meanwhile the Federal Reserve Board has raised their full year GDP growth
estimate yet again to 6.3%-7.8%, significantly higher than their March projection
of 5.0%-7.3%. Along with that, however, they also raised their PCE inflation
estimate somewhat significantly to 3.0%-3.9% for the year, up from 2.1%-2.6%
as of March. Even more startling than a Mother Moose charging at you on the
trail is the most recent CPI inflation report that hit 5% year over year as of the
end of May. This is the fastest pace since August of 2008.
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Inflation is certainly at the top
of everyone’s mind as you can
see skyrocketing prices all
around you. The Federal
Reserve continues to believe
that elevated inflation is
“transitory” or temporary, and
we agree. However, our view
of temporary in this case is 1218 months of 3-5% inflation
readings. Higher levels of
inflation are usually either a
symptom of a very strong
economy or an excess amount of money in the system. In this case we think it is a mix of both but more
of the latter. Reason being, other economic indicators are
still lagging far behind. The labor participation rate remains
stubbornly under 62% at 61.6%, little changed from the last
reading in March of 61.5 The June U-3 (official)
unemployment rate came in at 5.9%, falling slightly from
6.0% back in March. Additionally, the U-6 (broader
definition including part-time) unemployment rate also fell
to 9.8% from the March read of 10.7%. There is an
interesting disconnect happening with our workforce. While
the unemployment and labor participation rates are weak,
the number of job openings in the most recent JOLTS report
is at multi-decade highs of over 9 million! Furthermore, the

NFIB small business jobs report shows the
highest percentage of job openings unable
to be filled since 1975! (source JPMorgan)
This can only be explained by a skills mismatch, lack of desire, or too much
government support.
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US Equity Markets
Like landing on a glacier, the stock market has been soaring to new
heights and discovering places that are very picturesque! US
equity performance through the first half of the year has been
stunning. The S&P 500 is up 14.4% through the end of June, and
yet valuations have gotten better! Earnings growth has been
enormous at 19.7%. The Value side of the market is still outpacing
Growth, however the gap is narrowing. Our central thesis that the
environment for stocks is extremely supportive remains in-tact
fueled by low interest rates, accommodative monetary policy, and
accelerating earnings growth with economic re-opening. But make
no mistake, TINA is still flying the plane, as There Is No Alternative to the stock market for the time
being. So even with 34 new all-time highs in the first half of the year, we expect to see more of them on
the second half.

US Fixed Income
The bears are out in bond land, with most fixed income sectors still in the red for
the first half of the year. However, the second quarter did post a bit of a
recovery off of the lows. The theme continues to favor higher risk sectors such as
High Yield, Preferred Stocks and Convertible Bonds, each posting decent returns
through the first half. High inflation and upward pressure on yields remain
obstacles for bonds to overcome. All eyes will be closely watching the Fed to see
if they will change course earlier than expected. It seems more and more likely

that they will have to
tighten policy
somewhat before
2023. In the
meantime, the US
aggregate index
improved its losses
during the second
quarter to finish down
only -1.60% year-todate vs -3.37% as of
the end of the first
quarter.
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International Markets
International markets are trying to keep up with the US,
but can’t quite get there. The MSCI ACWI ex US was only
up 9.4% vs 14.4% for the S&P 500.
However, the valuation gap has widened with
international stocks now being -27.3% undervalued
compared to the S&P500 on a Price-to-Earnings basis.
This is compared to -25.7% at the end of last quarter.
Given the fact the US S&P500 P/E ratio came down during
the quarter, this means earning growth internationally
outpaced the US, which was extremely strong. Our view
is that as conditions improve around the rest of the
globe, international valuations will improve to give a
boost in performance that mirrors the US.

Real Estate
REITS continue to be at the top of our favored
list. With an accelerating economy, the reopening/back to normal transition well on its
way and rising inflation, we think REITs are in a
prime spot. REITs have historically been
effective diversifiers, delivering strong, lowcorrelated returns, attractive dividends and
inflation-hedging characteristics. Those
characteristics are highly in-demand currently
with investors looking to put money to work.
The US stock market is still expensive, bond
yields are at extreme lows, and the
international markets have been lackluster. Meanwhile, the FTSE Nareit Composite index was up 21.3%
through the first half of the year. Additionally, REITs are also a desirable place to invest when inflation
is rising. It it becomes too expensive to build new supply, and existing properties enjoy pricing power to
raise rents. All in all, REITs continue to be our high conviction call for 2021.
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Interest Rates & the Fed
The Fed has been leisurely floating down the river thinking they
would not have to change course for a very long time, except the
water (inflation) keeps getting faster and faster. What would
normally be small rapids are now beginning to have some
whitewater appearances due to the river (economy) being flooded
with excess water (stimulus). Even though they intend to stay the
course, they are evaluating different routes. As you can see on
the
“dot
plot” below, there is a significant number of
the Federal Open Market Committee
participants that believe the appropriate Fed
funds rate should be higher prior to 2023.
Even though the Fed sees 2021 GDP
increasing from 6.3-7.8%, up from 5.0-7.3 in
March and PCE inflation up to 3.0-3.9% up
from 2.1-2.6% in March, they are very
reluctant to change course and have
expressed a willingness to risk letting the
economy run “hot” rather than pull support
too soon. This point of view is probably
influenced by the “Taper-Tantrum” that
occurred in late 2018 when markets thought
the Fed was raising interest rates too soon.
At this juncture, we expect the Fed to start
raising rates in the first half of 2022.
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Legislative Affairs
After staring at the largest tax increase in 50 years, it appears that we dodged the train with some oldfashioned negotiations between a bipartisan group of 10 senators. The group reached an $974 Billion
infrastructure deal that was fully paid for, without
tax hikes, and is supported by President Biden. The
framework includes, among others:
• $125 billion for roads, highways, bridges, ports
and waterways.
• Close to $100 billion for clean-energy-related
projects
• $49 billion for public transit
• $66 billion for passenger and freight rail
• $73 billion for “power infrastructure, including
grid authority”
There still needs to be “official” agreement and an
actual Bill that could be voted on. That said, we
think there is a high chance of success. This also
doesn’t mean that tax hikes are totally out of the
picture either. However, there will have to be
another Bill to attach them to, in our view. Since we
are already half way through the year and we
haven’t seen any other major pieces of legislation
gain any traction, the chances are low.
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Financial Planning Corner

The Importance of Outpacing Inflation

Imagine you’ve reached financial independence and are ready to retire at age 60. You worked hard and
saved diligently, and you have $1,500,000 saved up (let’s assume after-tax for simplicity) for your
retirement years. You’ve paid everything off, so your regular monthly expenses aren’t very much.
Your plan is to keep it all in a bank savings account, so you know your money can’t periodically go down
in value. You only need to withdraw about $50,000/year to cover your expenses and travel. You figure
you’re financially covered all the way through about age 90, and you feel that’s adequate.
But here’s the startling reality: if the next few decades are anything like the past, that $1,500,000 would
actually run out on you around age 83. And it’s not because your retirement savings went down in value,
but because the $50,000/year in expenses and travel went up in cost. In fact, by age 83, you would need
to withdraw roughly $83,000 to pay for the same expenses and travel that the $50,000 annual
withdrawal covered at age 60.
That’s all thanks to our dearest friend, inflation.
Inflation is essentially where prices of goods and services rise over time. It’s caused by various factors,
but most commonly it can result from increased demand and/or decreased supply in goods and services,
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more government spending and/or less taxes, and an increase in the money supply and/or lowered
interest rates from the Federal Reserve.
But a nominal and controlled amount of annual inflation is actually healthy for the economy. When
prices of goods and services are going up each year within a reasonable amount (the Federal Reserve
likes to target about 2% on average), it reflects a functional economy where consumers are buying more
goods and services today rather than later.
Between 1990 and 2020, the average inflation rate in the U.S. was 2.30% per year (1). In the above
example of withdrawing $50,000 annually in retirement, 2.25% annual inflation was used (which is what
we personally use in our retirement planning assumptions).
The real message here is that inflation has been part of our lives for many decades, and it’s not likely or
realistic to ever subside. Therefore, if we don’t find ways to grow our dollars at a rate that outpaces
inflation, we are effectively getting poorer because our money buys us less. What cost us $1 in 1990
would cost roughly $2 on average today. And like the example above, not keeping up with inflation will
also cause retirement savings to run out sooner.

Different Definitions of Inflation
There are two primary ways to measure inflation, and they’re the ones you’ll most often hear about.
One is the Consumer Price Index (CPI), which tends to me the most popular and well-known, and the
other is Personal Consumption Expenditure index (PCE).
Consumer Price Index
The CPI is put together by the Bureau of Labor Statistics (BLS), and according to an economist there
named Stephen Reed, they “have about 400 people across the country who collect about 80,000 prices
per month of pretty much anything that your household may purchase”. And they survey about 14,500
families.
So, the BLS is surveying households and using a basket of goods and services representing a wide range
of typical household items and expenses, such as food, electronics, prescription drugs, rent, gas, college
tuition, and more. An important note is that only urban households are surveyed. There is an index
number used to reflect the CPI of that basket of goods based on current market prices. Inflation is then
measured based on how that index number changed compared to past readings. If the index was 100 in
May 2020, and it is 105 in May 2021, the year-over-year CPI measured inflation would be 5%.
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Personal Consumption Expenditure index
PCE is a little different than CPI. For starters, it’s calculated by the Bureau of Economic Analysis (who
also calculates our country’s GDP). And instead of calculating the change in price of consumer
expenditures, the PCE index measures the change in the actual goods and services consumed. It doesn’t
go quite as granular in the reporting as CPI, but it is more comprehensive in what it measures. Not only
that, instead of the data coming from only urban households via consumer surveys, PCE data comes
from all households and non-profits, and through business surveys, which are thought to be much more
reliable. The US Federal Reserve prefers to use the PCE index, primarily for the reasons above, as well as
catching changes in consumer preferences more quickly and the ability to revise historical data.
Although PCE is much lesser known than CPI, in many ways it is thought to be more “accurate”. In
addition to the reasons mentioned above, PCE is less affected than the CPI by major price swings
because of the formula used to calculate it.

So How Do You Outpace Inflation?
The short and sweet answer is that your dollars have to produce a positive “real return”, which is an
amount above inflation. If inflation was 3%, and your investment return was 7%, then your real return
was almost 4% (it’s not as simple of a formula as just subtracting the two).
If we look at historical returns of various asset classes of investments, we can see that the US Stock
market (using the S&P 500) has returned nearly 10% annually on average since 1928 (2) . And since
inflation has averaged about 3% since then, US equities have had a real return of around 7% annually on
average.
That’s significant because bonds have had an average annualized return of about 5% over that same
period, and a real return of only about 2%. Interestingly, cash savings over that period (measured in 3month Treasury bills), had a roughly 0% real return.
The bottom line is that US equities have a proven track record of producing the greatest real returns
over the long-term, and other assets classes that can outpace inflation are Real Estate Investment Trusts
(REITs) (3) and international equities.
That’s why we feel every diversified portfolio should have a healthy allocation to equities and REITs.
1.
2.
3.

https://www.officialdata.org/us/inflation/1990?endYear=2020&amount=1
http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/histretSP.html
https://www.reit.com/news/blog/market-commentary/comparing-average-reit-returns-and-stocks-over-long-periods
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