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Financial Markets Review

The unwavering grind higher continued through April. U.S. equities posted their third
consecutive month of gains and have now closed higher in five of the last six months. Large
cap companies fared the best as the DJIA, S&P 500 and Nasdaq gained 6.62%, 5.24% and
5.40%, respectively. After outpacing all U.S. indices in the first quarter of this year, small cap
stocks, as measured by the Russell 2000, have taken a bit of a breather, but still managed to
post a relatively modest gain of 0.88%.

As has been the case for several months, the path of least resistance continues to be higher.
Central bank liquidity does not appear to be abating any time soon, as the combined G5
central bank balance sheet now stands at roughly $30 trillion. And calls for even more fiscal
stimulus seem to ring louder with every passing day. One thing that I believe everyone can
agree on is that there certainly is no shortage of liquidity in the system.

The most recent personal income report is evidence that cash is abundant. Personal income
surged 21.1% in March to a record high as the latest round of stimulus checks hit bank
accounts. The graphic below shows personal income nearly jumping off the chart.
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This staggering jump in income also comes at a time when nearly 9 million individuals who
had a job before the pandemic hit still find themselves unemployed. It is truly heart-warming
to see the amount of support given when people needed it the most and, in many cases,
continue to need it. In fact, the COVID-19 recession is the first one where personal incomes
rose during an economic contraction as opposed to falling.

In fiscal year 2020, the federal government ran a deficit of $3.1 trillion. To put this into
perspective, it was more than triple the size of the deficit in 2019. And so far, six months into
fiscal year 2021, the federal government has run a deficit of $1.7 trillion. The CBO is
projecting a $2.3 trillion deficit this year and another $1.9 trillion in 2022. As the deficits keep
on stacking, the federal debt continues to swell. The longer the government runs a deficit,
the longer the Federal Reserve stays in the picture. After all, to keep interest rates from
spiking higher, you need someone willing to soak up the debt. We have gotten to a point
where we are trapped in a never-ending cycle of stimulus. It is hard to envision a way out.

And therein lies the rub – something must give. We are living in this goldilocks world where
everything seems too good to be true. Personal incomes are higher, the largest asset on
household balance sheets, real estate, is higher and equity markets are higher. According to
JPMorgan Chase, stocks now make up 41% of U.S. households’ total financial assets, which
is the highest level on record. The previous peak was 38% and that was set at the height of
the Tech Bubble.

The risks, specifically to equities, are present. However, the risks will largely be ignored and
will not matter until they do. Mike Tyson once famously said, “Everybody has a plan until they
get punched in the mouth.” You do not need to be that person who gets punched in the
mouth. Your plan should weigh the known risks in the market, and your portfolio should be
adjusted accordingly.

Corporate Earnings Update
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Much has been made of the unbelievably strong corporate earnings reports, and rightfully so.
After the first few days in May, 69% of S&P 500 companies have reported aggregate
revenue and EPS growth of 11% and 52%, respectively. Those are jaw dropping numbers
with Q2 estimates looking even better. Analysts currently project S&P 500 earnings to report
18% revenue growth and 59% EPS growth next quarter. Those growth numbers will do a lot
in tempering the significant overvaluations we see in many companies today.

However, what one needs to consider, and prudently so, is how sustainable these growth
numbers will be in the future. The hype around the economy opening back up is very real.
The pent-up demand is not a farce and the cash is there as measured by the recent spike in
personal income and consumer spending. 

Again, something must give. As we have seen demand return, signs of a notable labor
shortage have appeared. Corporations need to hire in a big way and the only way to bring
employees back is to make it worthwhile for them to abandon government support they
receive. Couple higher labor costs with skyrocketing commodity/input costs, which are now
making their way into financial statements, and what you get are declining margins. Oh, and
do not forget about taxes, because it is with almost 100% certainty that those are going
higher in order to offset some of the additional fiscal stimulus. 

The growth trajectory we are on is unsustainable. As we lap the easiest comps over the next
two quarters, a more realistic growth picture will emerge. It will likely not be one in which
earnings grow 52% off the back of 11% revenue growth. The easy money has been made
and it is now time to consider the risks in equities as we transition to an environment that is
hopefully more sustainable. 
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Advisors, Inc. Mr. Little began his career in the investment industry in 2004, as a Financial
Advisor with Ameriprise Financial in Baltimore, Maryland. Mr. Little joined Tandem in 2006
where he directs Tandem’s quantitative research. He is a regular member of the CFA
Institute and past President of the CFA Society South Carolina. Mr. Little graduated from the
College of Charleston with a Bachelor of Arts in Business Administration with a concentration
in Finance.

Disclaimer



4/4

This writing is for informational purposes only. The information contained in this writing
should not be construed as financial or investment advice on any subject matter. Tandem
Investment Advisors, Inc. does not represent that the securities, products, or services
discussed on, or accessible through, this site are suitable for any particular investor. You
acknowledge that your requests for information are unsolicited, and the provision of any
information through this site shall not constitute or be considered investment advice, or an
offer to sell, or a solicitation of an offer to buy any product, service, or security.

Past performance is no guarantee of future results. Indices are unmanaged and not available
for direct investment. They are shown or referred to for illustrative purposes only and do not
represent the performance of any specific investment. No data in this writing should be
construed in any way as performance of any Tandem investment product. For complete
performance information and disclosures, please contact John Carew at
jcarew@tandemadvisors.com.

From time to time Tandem may discuss select purchases and/or sales within this report. All
past portfolio purchases and sales are available upon request. Any portfolio transaction
discussed here does not constitute advice or a recommendation. Please consult your
financial advisor before making any investment decisions. For information regarding past
purchases and sales, please contact John Carew at jcarew@tandemadvisors.com.
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