
      
    
            
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
             

   
    
 
 
         

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2021 

12 
Mos. 

S&P MC 400 Growth 3.43 45.43 
Mid Cap Gr Avg 7.50 46.49 

S&P MC 400 Value 3.84 61.43 
Mid Cap Val Avg 4.83 55.39 

S & P 400 Index 3.64 53.24 
Mid Cap Blnd Avg 5.39 48.80 

   
 

US businesses are gradually 
reopening and the flurry of pent-
up activity, combined with supply 
chain disruptions, has revived that 
formerly evasive scourge inflation! 
Headlines spotlight the 5% May 
year-over-year (YOY) advance in 
the Consumer Price Index (CPI), 
the biggest surge since 2008. The 
core index, ex food and energy, 
bounced up 3.8% YOY, a record 
since June of 1992.  Big ticket items 
like used autos leapt nearly 30%. 
Airfares soared 24%.  
 
S&P GSCI Commodity Index 
vaulted 15.7% last quarter and is 
up over 31% YTD with lumber, 
iron, steel and copper reaching 
record highs. Around 48% of small 
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businesses reported increasing their 
prices in May, reminiscent of 1981, says 
the National Federation of Business.  
 
Why is inflation such a big deal? 
Extraordinary inflationary expectations 
have been known to spiral out of 
control sending interest rates to levels 
that punish both stock and bond 
investors. In moderation, however, 
higher rates are indicative of beneficial 
economic growth. 
 
The problem with headlines is that they 
are intended to stir the pot and hype 
readers up. Inflation is nearly all the 
“talking heads” can talk about. Granted 
YOY percentages are eye popping, but 
we need to put statistics into the 
context of the massive pandemic 

Selected Benchmark and Category Average Returns 

2nd Quarter 
Equity Market Results 

 2nd Qtr. 
% Chg. 

12-mo.  
% Chg. 

   

S&P 500 8.55 40.79 
S&P 400 3.64 53.24 

Nasdaq 9.68 45.23 

Russ 2000 4.29 62.03 
MSCI EAFE 4.37 29.45 

MSCI Emg 
Mkt 

5.05 40.91 

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2021 

12 
Mos. 

S&P 500 Growth  11.93 41.36 

Large Cap Gr Avg 10.67 41.70 

S&P 500 Value 4.99 39.54 

Large Cap Val Avg 5.41 42.79 

S&P 500 Index 8.55 40.79 

Large Cap Blnd Avg 7.60 40.68 

   

   

 

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2021 

12 
Mos. 

Russell 2000 Growth  3.92 51.36 
Small Cap Gr Avg 5.14 55.45 

Russell 2000 Value 4.56 73.28 
Small Cap Val Avg 4.45 70.47 

Russell 2000 4.29 62.03 

Small Cap Blnd Avg 4.51 60.03 

 

Large Cap Equity 

Inflation – Fact or Fiction 

Mid Cap Equity 

driven nosedive in the price of 
everything except Clorox, toilet 
paper and swabs. Overall inflation, 
excluding the lockdown effects, is 
running at a reasonable 2.5%. 
 
The three key elements driving YOY 
CPI into the stratosphere are used 
automobiles, insurance and airfares.  
When the world stopped turning in 
early 2020 airlines slashed fares to 
keep a few planes running.  Car 
rental companies dumped fleets 
depressing prices and insurance 
premiums dropped with accident 
rates and mileage. 
   
Anyone traveling recently knows 
planes are chock full again and 

Small Cap Equity 

International Equity  

 
(Total 
Return)   

Benchmark Indx & 
Category Average* 

2nd Q 
2021 

12 
Mos. 

MSCI EAFE 4.37 29.45 

Intl Equity Avg 5.40 34.41 

 

* Category average calculated using 
Morningstar Direct. Fund universe screened 
to include funds that meet the following 
criteria: 
 

A. M-Star Category consistent with 
designated asset class and 
management style. 

B. M-Star Style Box consistent with 
designated management style. 

C. Fund’s Objective consistent with 
asset class. 

D. Excludes Index Funds.  
 

We have not independently verified 
Morningstar data. 
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airlines are no longer giving away seats.  The 
semiconductor shortage is keeping new cars on the 
assembly lines and ramping up demand for old ones.  
Insurance premiums are normalizing – along with traffic 
jams.  
 
Equity markets ignored the headline chatter following 
robust Q1 with another solid quarter.  The S&P 500 hit a 
record gaining 8.6% and is up over 15% year-to date. The 
index is currently trading at a forward P/E of ~22x, ahead 
of the 16x 10-year average. Total earnings are expected to 
grow 34% this year according to Factset. Leadership in the 
Large Cap US Style race flipped in Q2. Growth stocks 
outperformed Value at 11.9% and 4.9%, respectively. Value 
ruled in the Small and MidCap asset classes but the 
spreads were much narrower.   
 
Developed International stocks in the MSCI EAFE Index 
chalked up 5.2%, lagging U.S. equities.  International 
markets are relatively inexpensive with a forward P/E of 
16x and decent earnings growth estimates of 37% this year 
and 10% in 2022. Emerging Markets kept up with the pack 
last quarter and look like a bargain at ~14x estimated 
earnings according to Refinitiv.  Still stymied by persistent 
Covid outbreaks, successful vaccination programs could 
brighten the prospects for investors who take advantage of 
tempered overseas valuations.   
 
The bond market measured by Bloomberg-Barclays U.S. 
Aggregate Bond Index returned 1.8% last quarter, still 
down -1.6% year to date. Yields on 10-year Treasuries 
dropped from ~1.75% at the start of the quarter to 1.47% by 
the end.  Not much evidence of inflationary expectations! 
The yield curve flattened signaling lack of conviction in 
longer-term growth accompanied by inflation and a pop in 
short term yields reflecting the possibility of a Fed hike. In 
response, the dollar bucked its downward trajectory.  
 
So far investors haven’t let inflation hysteria restrain 
enthusiasm.  Right or wrong?  M1 (measure of liquidity) 
expanded over 300% since March 2020. Commercial bank 
deposits hit a $17 trillion record and $4.6 trillion sits in 
money market accounts. Consumers and businesses are 
flush with cash chasing goods and services that have yet to 
fill the pipelines.  However, the US economy is working 
overtime to meet demand. IHS Markit US Manufacturing 
PMI for May came in at 62.1 – anything above 50 indicates 
robust expansion. The Services PMI clocked in at 70.1 up 
from 64.7 in April. Commodity prices hit record highs in 
Q2 but they are starting to tumble.  China, a major user, 
said it will sell some of its stockpiles of copper and 
aluminum to keep a lid on costs. Lumber prices crashed 
41% from a May record high as hoarders began unloading 
their stashes. 

Labor may be the wild card. There are still plenty of 
people drawing extended unemployment (tax free!), 
although many states have cut the cord before the 
September expiration of Federal benefits. The Bureau 
of Labor statistics announced there were 9.3 million 
unfilled jobs at the end of April but over 9 million 
people still out of work. 2.6 million people retired 
permanently between February and April 2020. 3.7 
million people quit their private sector jobs in April 
looking for a better gig. At 3.1% of the workforce that 
is the highest rate in over 20 years. Are some 
potential employees sitting on the sidelines waiting 
for schools and day care centers to open at full 
capacity? Are people still hiding from the virus? 
Unwilling to toil for hours in masks? Regardless, 
employers are using higher wages as bait and will 
surely pass the cost on to consumers in their prices. 
 
Why some people peddle Bitcoin as an inflation 
hedge baffles us. The most well-known crypto sold 
for $58,724 at the beginning of Q2 but ended June at 
$34,855 according to CoinDesk. It lost 40% between 
May 8th and 23rd after Chinese authorities shut down 
miners and urged banks to crackdown on trading. 
Concerns over energy usage and its role as ransom 
currency not to mention extreme volatility continue 
to attract regulators’ attention. Not our top choice as 
a store of value. 
 
A new term has emerged in investment vernacular. A 
meme (“meem”) is an idea or behavior transmitted 
from one person to another by imitation and 
replication – sort of like a virus or gene. It is being 
used to describe stocks that have gone viral like AMC 
Entertainment up 2,500% year to date. Not even a 
company warning investors to be prepared to lose it 
all dissuaded the gang. GameStop stuttered up 
1,000% in 2021 despite diluting current owners with a 
3.5 million share offering. This type of mania can 
startle real investors when sky-high valuations 
propel outliers into widely held ETFs like iShares 
Russell 2000.  AMC is the largest holding, but still 
only constitutes .78% of its total assets. GameStop 
with its $11 billion market cap graduated to the 
Russell 1000 where it will have a weight of 0.03%. 
The beauty of diversification. 
 
Our research indicates a well diversified equity 
portfolio has delivered the most effective long-term 
inflation hedge.  We welcome the awakening of 
interest rates on the securities we use to implement 
CFI ladders – very responsive to near term inflation. 
We rely on efficiency to keep our fees competitive. If 
inflation isn’t just a headline – bring it on! 
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The facts are undeniable - U.S equities have 
outperformed both Developed International (Dev Int) 
and Emerging Markets (EM) for over a decade. The last 
13 years represent the longest stretch of S&P 500 
dominance over the MSCI EAFE (Dev Int) Index since 
1971. From January 2011 to 2021 the S&P 500 delivered 
14.7%, annualized, trouncing both the MSCI EAFE at 
6.2% and the MSCI EM at 4.1%.  
 
Small and Mid Cap US equities outclassed foreign 
markets with annualized returns approaching 8% over 
the 15 years ending in 2020 compared to 5% and 6.7% for 
Dev Int and EM, respectively.  Over the longest periods 
for which index data is available, Dev Int returned 9.3% 
and EM 10.8% compared to 13.4% US Mid and 11.6% US 
Small Caps.  Both international indexes are much more 
volatile – on the up and downside.  Returns on Dev Int 
and EM indices during a single calendar year have 
ranged from 70% to -44% and 79% to -53%, respectively.  
Since 1970 US indices have returned from 50% to -37% 
during a year. 
 

Why Bother Going Global? 
 
So why bother going global? Historically, these trends 
have proven cyclical. Between 2001 and 2010 MSCI EM 
generated 15.9%, annualized, versus 1.3% for the S&P 
500.  There have been five periods ranging from 1.4 to 
7.3 years since the early ‘70s when Dev Int returns 
dwarfed broad domestic equities.  The premium has 
been as high as 374% over ~7 years.  
 
It is also a fact that the S&P 500’s spectacular surge 
through the end of 2020 was driven to a large extent by a 
handful of popular stocks. A chart comparing the EAFE 
to the S&P 500 with and without the FAANM’s 
highlights their dramatic impact on the widening gap 
between Large Cap US and overseas equities since 2015. 
Without them, US results would have been more closely 
aligned with Dev Int.  While still influential, there is 
evidence that US mega tech may not always reign 
supreme. 
 
On the flip side, Japan, representing from 32% to 23% of 
the EAFE, has very negatively affected its performance.  
The Nikkei peaked in 1989 trending down more or less 
consistently before bottoming out in 2009 79% lower.  A 
serious ascent commenced in 2020 but after 32 years the 
Japanese stock market has yet to fully recover. Once 
Japan conquers Covid there are reasons for optimism.  
 
For years, lackluster growth, the specter of Brexit, an 
aging population, less tech-oriented industries and 
flimsy banking systems tarnished Europe’s allure. 
Europe hadn’t fully recovered from the global financial 
crisis before Covid closed businesses and boarders. The 
region is long overdue for a revival.  Whereas US and 

Chinese economies are reaping the rewards of stimulus 
injections, the EU is just beginning to disburse its $950 
billion recovery fund.  Contrary to the EU’s austerity 
response to the Financial Crisis, the fund will distribute to 
countries hardest hit by the pandemic and target green 
energy, digitization and other infrastructure initiatives 
across the zone. Capital will be doled out through 2027 to 
support a “fiscally integrated” multiyear growth spurt. 
 

Expansion Beyond Our Shores 
 
Other reasons to stay open minded about international 
exposure? First 75% of world-wide GDP transpires outside 
of the U.S. EM countries account for 86% of the population 
and nearly 30% of economic activity according to the IMF, 
yet those areas only represent 13% of overall equity market 
capitalization. HSBC expects EM economies to generate 
70% of global growth over the next decade propelling some 
1.6 billion people out of poverty and into the middle class.  
In the meantime, less of the revenue growth experienced by 
US companies has come from overseas: 14% in 2010 down 
to 2% just before the virus hit.  
 
The sheer volume of EM economic activity implies 
tremendous business opportunity. Despite the pandemic, 
China’s Singles’ Day in 2020 generated over $74 billion in 
sales. JP Morgan reports that combined sales in the U.S. on 
Amazon Prime Day, Black Friday, Thanksgiving weekend 
and Cyber Monday tallied $44.8 billion. Granted, capturing 
the potential involves navigating hurdles such as a lack of 
consistent transparent financial reporting and disruptive 
regulatory interference, but some governments are 
responding to the fact that their markets must evolve if they 
want to entice foreign capital. 
 

The Role of the Dollar 
 
There are many reasons foreign stock prices haven’t kept 
up with the Jones for a long time, but one pervasive 
fundamental is the strength of the dollar.  Weaker local 
currencies whittle away returns in the conversion to USD.  
Hedging helps but incurs costs.  Rising dollars are 
particularly challenging for EM countries who purchase oil 
priced in US currency. The cost of capital to foreign issuers 
of dollar-denominated debt goes up with it. 
 
Relatively high US interest rates and the greenback’s 
reputation as a safe haven inspired persistently robust 
demand for dollars since 2008. Barring another fear-factor 
response to crisis or premature Fed tightening, the dollar 
may be poised for a healthy reversal of fortunes. Treasury 
rates have ticked up and then back down again.  So far, the 
Fed has dodged the “Taper Tantrum” bullet that scorched 
Asian currencies and economies in 2013.  Calm, measured 
monetary policy moves coupled with controlled inflation 
could propel US interest rates toward more “normal” levels 
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without unduly distressing the rest of the world. 
Nominal rates may go up, but a dose of US inflation 
will moderate real returns keeping a dollar feeding 
frenzy at bay. 
 

The Rest of the World is Cheaper 
 
Then there are valuations and the US’s position in the 
recovery cycle relative to other nations.  As we noted 
in our 2nd quarter market commentary, US stocks 
appear much more expensive, on average, than Dev 
Int and substantially pricier than EM.  As of March 31st 
the MSCI AC World ex US index was priced at a 
record -25.7% discount to the S&P 500.  Consensus 
earnings growth estimates are healthy across the 
board – although Europe’s gains are likely to blossom 
in 2022.  The Stoxx Europe 600 fetches 16.5x 2022 
earnings compared to 20.4x for the S&P 500.  The US 
economy has rebounded more quickly than others – 
except China.  Once the stimulus and reopening 
effects have subsided, US growth rates are expected to 
soften compared to places that have yet to be released 
from pandemic restrictions. 
 
We don’t produce audited Firm-wide performance 
statistics, so we caveat the following observation as 
anecdotal.  In spite of dismal index results, over the 
past 25+ years many clients have benefited from both 
Dev Int and EM portfolio allocations using a handful 
of active foreign managers.  In some circumstances 
they were able to avoid pitfalls that beleaguered broad 
indexes by selectively excluding regions/industries 
and hedging skillfully. In our experience active 
management within these asset classes is justified. 
 

Diversification 
 
Diversification has long been touted as rationale for 
international equity exposure.  We computed 
correlation coefficients for broad asset classes using 
actual historical index data for the longest available 
common periods.  US asset classes defined by market 
cap are from 84% to 89% correlated to each other. Dev 
Int correlation to US equities ranges from 77% to 73%.  
EM statistics indicate more meaningful diversification 
potential at 43% (Large Cap) to 60% (Small Cap). 
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The Right Mix? 
 
Assuming we agree it is prudent to include 
international equity exposure in portfolios, how do we 
determine appropriate weights?  Comparing results for 
various portfolio mixes based on historical index 
returns isn’t useful – we acknowledge overseas markets 
have not made a positive contribution for many years.  
 
Currently, the U.S. owns 58% of global market cap; EM 
a 12% weight and Dev Int the remaining 30%. Slicing 
up the equities in a portfolio this way is straight 
forward but does not consider differences in risk and 
prospective growth.  EM may be more exciting but 
guaranteed to be more volatile. Dev Int is well 
established but has lower projected growth rates. 
 
In an effort to make decisions based on something 
other than a hunch, we use a statistical regression tool 
that computes optimum allocations based on expected 
returns, standard deviation (risk) and correlation 
coefficients.  The problem is that of “garbage in, 
garbage out.”  There is no consensus among investment 
professionals about the correct capital market 
assumptions. We surveyed dozens of them along with 
actual historical data in compiling our own version of 
“garbage in.” Spreads are very narrow and deliberately 
conservative.   
 
Taking this in with a HUGE grain of salt – an existing 
equities portfolio equally weighted among US Large, 
Mid and Small Cap stocks is not statistically optimum.  
We can improve expected return slightly with an 
acceptable increase in marginal risk by reducing US 
Large Cap in favor of Mid and Small and adding 9.5% 
Dev Int and 16.2% Emerging Markets. What if we aren’t 
willing to place such a big bet on EM?  Going back to 
equal weights among US market caps we can improve 
expected return and reduce standard deviation with an 
injection of 15% Dev Int and 10% EM. 
 
The answer is there isn’t a right one. We believe there 
are compelling reasons to stay invested internationally. 
The outcomes depend on many unpredictable 
variables, so we prefer to spread the chips around the 
board as the wheel spins. 
  

 
 


