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Investment Committee Perspective 

Second Quarter 2021 
 
Our Investment Committee meets no less than quarterly to evaluate asset class performance, analyze macroeconomic data 
and trends, and review asset class valuations and risks in order to refine our market outlook and tactical portfolio positioning. 
This letter summarizes the topics discussed during those investment committee meetings and provides guidance on our outlook 
and corresponding tactical investment strategy. 
 
Reflections on the First Quarter 2021 
 
The world looks quite a bit different as we enter the second quarter of 2021 than it did a year ago. We are cautiously optimistic 
that we are moving toward a brighter future in the fight against the COVID-19 pandemic. During the first quarter, daily vaccine 
doses administered in the U.S. routinely exceeded 2-3 million per day, resulting in nearly 30% of the U.S. population receiving 
at least one dose by the end of the quarter. Lockdown restrictions across the country continue to ease, opening up local 
economies to consumers anxious to spend time and money outside of the home. As a result, and against a backdrop of the 
summer months approaching, the U.S. and other highly vaccinated nations are moving toward a resemblance of normalcy. 
 
With the first quarter of 2021 behind us, the economy is in full-blown recovery mode. Real GDP forecasts are for 6.5% growth 
for 2021 and 3.2% in 2022. The U.S. jobs picture has also steadily improved with unemployment dropping to 6% and most 
economists seeing unemployment hitting 4-5% by year-end and likely full employment, ~3.5%, by next year. Given the 
expectation of a robust economic recovery along with continued fiscal and monetary stimulus, it is not surprising we are seeing 
a meaningful uptick in inflation. The U.S. Federal Reserve has, thus far, indicated they expect the jump in inflation to be 
“transitory” and will continue to maintain monetary stimulus until the economy has fully recovered. With the recovery in 
trade, supply chain shortages, and spike in oil prices, we are will see inflation run above the Fed target of 2.0% inflation. 
 
While the Federal Reserve has made it clear they will allow this to happen for a period of time before tightening monetary 
policy, in order to keep the longer-term average inflation rate at 2%, the Fed may be forced to pivot if inflation is “stickier” 
than they anticipate. As the economy starts to run hot, and jobs become scarce, a key risk is upward pressure on wages, which 
could result in a longer-term trend of higher levels of inflation.  We will be monitoring wage growth closely as it could be the 
determining factor in the Federal Reserve removing monetary stimulus more quickly than currently expected by the markets. 
 
The increase in inflation expectations during the first quarter had a meaningful impact on long-term interest rates. Inflation 
and nominal interest rates have a strong positive relationship as investors demand higher nominal, before inflation, yields as 
inflation increases to derive the same real, after inflation, rate of return. As evidenced again during the first quarter, as inflation 
expectations increased meaningfully, the bond markets saw a sharp rise in interest rates with the 10-year U.S. Treasury yield 
ending the quarter at 1.7% versus 0.9% at the end of December. This was the largest quarterly increase in U.S. interest rates 
since 2016.  Correspondingly, with yields up, the core global bond index fell 4.5%, suffering its worst quarter since 1981. On 
the flipside, floating-rate loans, which benefit from reflation, gained 1.8%. Please see our First Quarter 2021 Investment 
Perspectives letter for a more detailed review of rising interest rates, the impact we think it will have on investment portfolios, 
and the tactical changes we are making to mitigate these risks in our client portfolios. 
 
Another theme that occurred during the first quarter was some spectacular, and frenetic, trading in what have been dubbed 
as “meme stocks”. Meme stocks, which are typically hyped up on social media platforms, include names such as GameStop, 
AMC Entertainment, and Blackberry along with cryptocurrencies such as Dogecoin. Some have attributed this recent retail-
drive speculation, to individuals being stuck-at-home, bored, with extra time and extra cash. Others have attributed it to a 
form of financial populism with people looking to fight back against the wealth divide that has been growing since the mid-
1980s. Regardless of the reason, market history has shown us repeatedly that when asset prices are driven up way beyond 
their fundamental or intrinsic value, eventually those inflated prices drop, often suddenly. In fact, many of these recent 
behaviors are reminiscent of the late 1990’s tech bubble euphoria. Despite this, later on in the first quarter, as optimism grew 
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on progress towards COVID-19 herd immunity and the corresponding economic rebound, laggard value stocks leapt to the 
lead, richly valued growth and meme stocks faded, energy stocks bested all other sectors, and technology stocks landed in the 
unusual position of worst performers. We believe this to be a more secular rotation out of Growth stocks and into Value 
stocks. We further elaborate on our forward-looking views between U.S. Growth and U.S. Value later on in this quarterly letter. 
 
First Quarter Asset Class Performance Recap 
 
 
EXHIBIT 1: First Quarter 2021 Total Returns 
 
           Fixed Income          Equities       Alternatives 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Fixed Income 
Fixed income markets battled strong headwinds during the first quarter due to rising interest rates, a steepening yield curve, 
and the highest breakeven inflation rates seen since the years following the 2008 financial crisis. As a result, the broader global 
bond market experienced one of the largest quarterly drawdowns in recent history, finishing the quarter down -4.5%. Short 
Term bonds declined -0.1%, Intermediate-term bonds lost -3.4%, and Foreign bonds fell -5.3%. High yield bonds were the lone 
bright spot, finishing up +0.9% for the quarter behind another display of positive correlation to the US equity market. 
 
Equities 
Equity markets exhibited increased levels of volatility throughout the first quarter against a backdrop of rising interest rates 
and higher levels of inflation expectations. Despite this, global equity markets finished the quarter in positive territory by 
posting a return of +4.6%. U.S. Value stocks and U.S. Small cap stocks led the way returning +11.3% and +12.7%, respectively. 
U.S. Growth stocks lagged other segments of the U.S. equity market by returning +0.9% in the quarter. Developed international 
and emerging markets returned +4.0% and +2.3%, respectively. 
 
Alternatives 
Alternative assets rebounded sharply in the first quarter, up +5.5%, after struggling to keep pace with other asset classes in 
2020. Real estate returned +6.2%. Natural Resources, led by a meaningful rally in oil prices, finished the quarter up +11.6%. 
Infrastructure and Low Correlation returned 5.3% and 1.3%, respectively. Alternatives, particularly Low Correlation, performed 
as designed with core fixed income struggling to weather the gradual increase in interest rates seen over the quarter. 
 
 

▉ Global Bonds -4.5% 
▉ Short Term  -0.1% 
▉ Intermediate Term -3.4% 
▉ High Yield  0.9% 
▉ Foreign  -5.3% 

 

▉ Global Equities 4.6% 
▉ U.S. Value  11.3% 
▉ U.S. Growth 0.9% 
▉ U.S. Small  12.7% 
▉ Developed Int'l 4.0% 
▉ Emerging Markets 2.3% 

 

 

▉ Alternative Blend 5.5% 
▉ Real Estate 6.2% 
▉ Natural Resources 11.6% 
▉ Infrastructure 5.3% 
▉ Low Correlation 1.3% 
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Tactical Market & Economic Outlook  
 
When we construct institutional-grade investment portfolios, one of the foundational considerations is the allocation between 
value stocks and growth stocks. Through a strategic lens, allocating more to value stocks relative to growth stocks serves as 
an appropriate starting point. The reason for overweighting value stocks is quite simple: value companies historically benefit 
from exposure to the value premium, which is the tendency for value stocks to outperform growth stocks on a risk-adjusted 
basis over the long-term. On an absolute basis, historically, value stocks boast an annualized compound return of +12.3% 
compared to just +9.8% for growth stocks, albeit with higher levels of historical volatility coming from value stocks due to 
greater sensitivity to the economic cycle.  
 
Despite the historical edge value stocks have over growth stocks, a complete disregard for growth stocks is considered bad 
practice. Growth stocks tend to perform relatively well in the late stages of the economic cycle both during late expansion and 
early contraction phases. Value stocks, which traditionally come from cyclical sectors, tend to perform relatively well during 
the early-to-mid expansion phase of the economic cycle. This time-varying dynamic between value and growth performance 
and the vastly different risk profiles that appear at various points in the economic cycle encourage deploying a tactical 
approach toward managing value and growth exposures. Although, attempts at timing the secular rotations between value 
and growth performance can prove difficult, as evidenced by the post-financial crisis period displayed in Exhibit 2. Unlike the 
economic recoveries occurring after other recent recessions, the post-financial crisis world brought with it an extended period 
of steady low economic growth and low inflation, lending support to the sustained outperformance of growth stocks. 
 
EXHIBIT 2: Relative performance of U.S. Value and U.S. Growth since 1980 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Fama/French, Russell, Causey Demgen & Moore P.C. 
 
The recent period of growth outperformance demonstrates (1) the importance of diversifying across asset class styles within 
the strategic asset allocation policy and (2) the flexibility that a tactical asset allocation approach can provide in light of 
temporary shortfalls introduced by the strategic policy. As shown in Exhibit 2, value stocks have struggled to outperform 
growth stocks dating back to the start of 1980. Over the entire period, value stocks offered extended stretches of 
underperformance, including the pre-tech bubble and post-financial crisis periods. Completely ignoring growth stocks during 
those periods would have presented a meaningful drag on overall portfolio performance. In practice, despite an overweight 
to value being the correct long-term strategic decision, tactical asset allocation can help to capture returns and reduce risk by 
overweighting growth stocks and underweighting value stocks (and vice versa) at various inflection points of the market cycle. 
Of course, maintaining an average overweight toward value stocks over the long-term is important due to the positive benefits 
of harvesting the value premium, so overweighting growth is transitory and tactical by design. 
 
The value premium would not exist if value stocks were not liable to underperform for extended periods (it is a risk premium 
after all), which is why the poor performance post-financial crisis is not a deterrent toward the usage of value stocks moving 
forward. In fact, given the lengthy period of strong performance for growth, the valuation spread (which we define as the 
spread between the market value of equity and the book value of equity) between value and growth stocks (shown in Exhibit 
3) is near levels not seen since the tech bubble peak. However, it is true that many growth companies, primarily technology 
companies, derive their values from intangible assets not reflected in the book value of equity. Despite that, the historical 
valuation spread is still at extreme levels when using alternative measurements like the price-to-earnings (P/E) ratio. 
Consequently, the prospects for value stocks are more promising than they have been in quite some time.  
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EXHIBIT 3: Price-to-book spread between U.S. Growth and U.S. Value stocks since 1980 
 

 
 

Source: Fama/French, Russell, Retirement Researcher, Dimensional Fund Advisors, Causey Demgen & Moore P.C. 
 
In the fourth quarter of 2020, we further reduced our client portfolio exposure to growth stocks in favor of value stocks and 
other cyclical asset classes. This tactical change paid dividends in the first quarter with value stocks (+11.3%) outperforming 
growth stocks (+0.9%) by the most in two decades. Given the long period of underperformance from value stocks, we feel that 
value’s performance in Q1 could serve as a catalyst for continued outperformance over the coming quarters. Moreover, as 
interest rates normalize back to long-term averages, we expect the equity valuation environment will begin to cool off, 
bringing down the P/E ratios of long duration growth stocks at a faster rate than shorter duration value stocks, which would 
create a tailwind for value stocks to perform more favorably. As a result, we feel confident in the universe of outcomes for 
value stocks moving forward, both strategically (long-term) and tactically (3-5 years). 
 
Conclusion 
 
While we are pleased with the performance we saw in the first quarter, we are becoming more cautious on the near-term 
outlook for portfolio returns given the backdrop of elevated U.S. equity valuations, U.S. Growth stocks in particular, and the 
headwind of rising interest rates.  As such, we are committed to retaining meaningful allocations to strategies that will serve 
as a stabilizer in portfolios to protect against downside risk. 
 
We believe our client portfolios are well positioned for a continued cyclical recovery while at the same time also positioned 
well for a rising interest rate and inflationary environment through our underweight to Fixed Income, addition of floating rate 
bonds, and our overweight to Natural Resources and Infrastructure. 
 
As always, we believe it is important to meet or teleconference with our clients regularly to address any questions about 
portfolio performance or longer-term investment and financial planning. Please don’t hesitate to contact our office to 
schedule a review meeting or time to talk. 
 
Cordially,  
 
Causey Demgen & Moore Investment Committee 
- Robb Stone, Nathanael Koch, Stephen Warren, Paul Demgen and John Connell 
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Tactical Asset Allocation Outlook 
 
Please find below our Tactical Asset Allocation outlook as of March 31, 2021.  The Investment Committee made no changes 
to these tactical asset allocations during our most recent April 2021 meeting. Looking out over a three-to-five year tactical 
horizon, the major risks we see are elevated U.S. stock valuations, in particular U.S. growth stocks, rising interest rates, and 
increasing inflation. 
 

 

 
 

 
Underweight: 
 

 Short/Intermediate Fixed Income (i.e. Treasury bonds) due to our outlook and concern for rising interest rates and 
allocating to active, dynamic, multi-sector bond strategies. 

 U.S. Growth stocks as their valuations are extremely elevated (back to “tech bubble” valuations for many of them). 
 

Overweight: 
 

 Senior Loans/Floating Rate bonds (within High Yield) as their interest rates/coupons reset monthly or quarterly and 
are therefore not negatively impacted by rising interest rates. 

 U.S. Small-cap stocks as they look relatively cheap (compared to U.S. growth stocks) and are poised to outperform 
as the economy continues to recover. 

 Emerging Market stocks as they look relatively cheap (compared to U.S. stocks broadly) and are well positioned to 
also outperform as the global economy recovers. 

 Natural Resources as an inflation-hedge due to the unprecedented amount of Fiscal and Monetary stimulus. 
 Low Correlation strategies to replace “core” fixed income for safety (“ballast”) as their absolute return strategies 

should do well regardless of how Fixed Income (rising interest rates) or Equities (expensive valuations) perform. 

- - - - - - - - - - Stra tegic + + + + + + + + + +

OVERALL POSITION
     Cash ⬤

     Fixed Income ⬤ 🔶

     Equities ⬤

     Alternatives 🔶 ⬤

FIXED INCOME
     Short Bond ⬤ 🔶

     Intermediate Bond ⬤ 🔶

     High Yield Bond 🔶 ⬤

     Foreign Bond ⬤

EQUITIES
     US Value ⬤

     US Growth ⬤ 🔶

     US Small Cap 🔶 ⬤

     Developed Int'l ⬤

     Emerging Markets 🔶 ⬤

ALTERNATIVES
     Real Estate ⬤ 🔶

     Natural Resources 🔶 ⬤

     Infrastructure ⬤

     Low Correlation 🔶 ⬤

Current Outlook ⬤
Prior Outlook 🔶

Underweight Overweight


