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Inflation? 
 

 
The fund continues to favor faster-growing companies that perform best in a low-inflation 
environment.  Inflation has increased materially in the last 2-3 months, and while it is still at 
historically low levels, investors fear it could continue to rise unabated.  The fear has caused a 
rotation of capital out of growth into value and has suppressed the fund’s return so far this year.  
We continue to believe the inflation rise is transitory and the fear is vastly overstated.  While many 
of the fund’s holdings are out of favor, they are high-quality companies with tremendous prospects 
ahead of them.  As inflation plateaus, the growth of the companies should drive returns well-above 
the indexes.   
 
In the latter part of May, we began to see the signs of our thesis playing out.  Technology 
companies, in particular, reported great earnings and offered strong guidance.  The bond market is 
also signaling transitory inflation with the 10-year Treasury yield moving below 1.6% from a high of 
1.7%.    We have a lot of work to do but are optimistic about the rest of the year.   

 
 



	
	

Continuing Rotations 

 
The market continues to go through a transition with investors moving money into both growth and 
value stocks, but we’ve begun to see investors moving back to a risk-on approach and are once 
again buying growth stocks, but the biggest inflows have gone to the most beaten down sectors.  In 
the year-to-date chart below we see that Energy and Financials have been the biggest winners, 
beating the broad market by 32% and 18% respectively.  The fund’s holdings in the energy services 
sector, and financials such as JP Morgan, MasterCard, PayPal and fintech firm SoFi continue to 
perform excellently.  Technology makes up about 28% of the S&P 500, and health care 13.5%, 
together being the two most heavily weighted in the index.  The market needs these two sectors to 
move higher to take the whole market up, energy at 2.3% can’t do it on its own.  As valuations shift, 
we see our technology, healthcare, financials, and energy investments outperforming over the 
long-term. 
 

 
Legend: black (S&P500), Blue (Energy), Purple (Financials), Pink (Technology), Red (Biotech) 
 

 
 
 
  



	
	

Inflation? 
 

 
 

• What’s Causing Inflation? 
• Can Inflation be Controlled? 
• Reopening 
• Our Position 

 
What’s Causing Inflation? 
The United States experienced short bursts of inflation in some prior pandemics or large-scale 
reallocations of resources, such as in 1918 driven by the Spanish Flu and ending World War I.  We 
see similarities during the demobilization from World War II after 1945 and the resurgence in 
defense spending due to the Korean War.  History is not a perfect guide but offers some instructive 
examples. The 1957 pandemic which coincided with a nine-month recession, saw inflation decline, 
with no large resurgence even when the pandemic was over, and the economy was growing again.  
In the current pandemic, price pressures have been driven primarily by the unprecedented role of 
outliers.  Outliers in base effects, outliers in the global supply chain and outliers in the adoption of 
technology to survive and thrive in the pandemic.  The later will ultimately be deflationary, but in 
the near term all that demand for technology is driving up prices. 
 
Over the next several months we expect inflation to increase about 30-40 basis points, primarily 
due to three temporary factors: 1) base effects, 2) supply chain disruptions, and 3) pent-up 
demand, especially for services.  We expect these three factors to be transitory, and that their 
impact should fade over time as the economy recovers from the pandemic.  After a full recovery, 
the longer-term trajectory of inflation is in large part a function of inflationary expectations, what 
we as consumers all expect and how we spend our money.  Buying a house when lumber and 
copper are at all-time highs is inflationary.  Taking a summer driving trip when oil is in short supply 



	
	

and demand rising is inflationary.  Money supply did not create the inflationary conditions we have, 
our own consumer behaviors are the primary driver. 

Base Effects are when the base number for calculating a short-term average is unusually low 
or high.  In our current environment, the base number was historically low, causing a 
distortion in the rate of increase in the PCE, or core inflation measurement (for this 
administration).  These base effects distort our understanding of how underlying, near-term 
trend inflation is behaving right now, suggesting, for example, higher rates of inflation than 
most analysts expect to persist. Over the next few months, as the base effects’ months drift 
further into the past, this distortionary characteristic of the price data should fade. 
 
Supply Chain Disruptions, like the blockage of the Suez Canal, semi-conductor shortage, 
shipping container shortages, the Columbia Pipeline hack, auto plant shutdowns, and the 
pine beetle that lowered British Columbia lumber output by 40%, are all examples of recent 
supply chain disruptions.  Add in a host of tariffs and ‘transitory inflation’ is the outcome.  
These disruptions will all fade and are not creating a new base level price.  In the case of 
lumber that shot up 375% in one year, lumber prices have declined 30% since May.  
Reducing tariffs would increase the supply from Canada and force US suppliers to compete 
on price more.  Semi-conductor foundries are reallocating resources back to the chips that 
were in demand prior to the pandemic and several key companies are building new 
foundries in the U.S southwest to increase local supply.  All these disruptions look to be 
transitory, not permanent. 
 
Pent Up Demand is just part of the human condition, if we want something, we’ll pay up to 
have it now.  With the reopening underway we’re all anxious to get out and travel, host 
summer bar-b-ques, go to the malls, drive across the country, eat out, see movies, fly to 
Hawaii and all the things we like to do.  The consumer makes up about 70% of U.S GDP, and 
currently there are over 9 million job openings.  Once we get past the ‘reopening 
experience’ and people go back to work in mass we’ll see the self-inflicted inflation soften 
and long-term inflation return to the Fed’s target.  As more people get vaccinated 
throughout the year, demand for high-touch services could surge and temporarily outstrip 
supply.  This surge in demand may in part be fueled by savings many households 
accumulated during the pandemic.  We would expect businesses to increase prices to cope 
with and take advantage of the increase in demand. 

 
Can Inflation be Controlled? 
Wages can be a powerful driver of inflation and we’ve seen many employers raise their starting 
hourly wage to $15.  Many employers have been offering sign on bonuses to hourly employees just 
to get the base staff they need.  We think that when enhanced unemployment benefits are retired, 
more people will go back to work and that flood of job seekers will dampen wages, further bringing 



	
	

inflation down.  Technology adopted during the pandemic is leading to an ever-increasing use of 
technology in business and at home.  Efficiencies created by technology have a deflationary effect 
which will help keep inflation from running away.  We think the digitization of everything will 
continue and filter down from larger businesses to all businesses.  There are several things the 
federal government can do to keep a lid on inflation.  The Fed’s primary tool is buying or selling 
securities, typically Treasury notes, from its member banks. It buys securities when it wants them 
to have more money to lend. It sells these securities, which the banks are forced to buy. That 
reduces their capital, giving them less to lend. As a result, they can charge higher interest rates. 
That slows economic growth and mops up inflation.  Another contractionary monetary policy is 
reducing the money supply.  The fed can also increase reserve requirements which means 
consumers will borrow less, which decreases spending and the velocity of money. 
  
Reopening 
Reopening the economy is creating a demand spike for all goods and services.  The demand spike 
has already started and is setting up for an even bigger spike, especially in services.  The housing 
industry isn’t showing any signs of slowing down, and once people are working full-time again, 
many of those people will seek out homes or pursue remodeling projects, further extending the 
pricing pressure on building materials.  The RV industry is giving us some insight into the durability 
of the new trends in outdoor recreation.  RV’s use steel, aluminum, copper, glass, rubber and of 
course burn gas or diesel.  RVs are also associated with leisure time and senior citizens, but the 
current trends as cited by Thor Industries, an RV manufacturer with a two-year backlog of orders is 
incapable of filling dealer lots with anything except pre-ordered, sold units.  The cruise industry is 
taking bookings out to 2023 and sporting goods retailers are reporting exceptional numbers 
primarily for team sports and camping products.  The entire country is signaling that they are ready 
to get out, get active and get back to spending.  The question is, will we have the resources and the 
products available to meet the demand. 
 
Our Position 
Concerns about rising inflation are typically signaled by the bond market with leaps in long -term 
rates, but we haven’t seen any evidence of that.  Long-term rates are still hovering in the 1.5%-1.7% 
range, well below the long-term average of 4.51%.  We think the likeliest outlook over the next 
several months is for inflation to rise modestly and then fade back to a lower pace thereafter as 
actual inflation begins to run more in line with longer-run expectations.  The greatest risk is again in 
outliers, most specifically the ‘Delta-Variant’ of the coronavirus.  The Delta variant is already 
delaying shipping and manufacturing in the south of China by three weeks and China’s vaccine 
shows it is incapable of stopping the spread.  Further spread of this more aggressive coronavirus 
could have significant global impacts to supply chains and reopening efforts. We will carefully 
monitor inflation expectations for any signs of unexpected price pressures that might arise as 
America leaves the pandemic behind and enters the next economic expansion. 



	
	

Economic Outlook    
The Bureau of Economic Analysis reported, in its second reading, that real Gross Domestic Product 
(GDP) adjusted for inflation, our best gauge for economic growth, increased at a seasonally 
adjusted annual rate of 6.4% in the first quarter of 2021, marginally missing expectations for a 6.5% 
gain.  This follows a 4.3% increase in the fourth quarter of 2020.  
 
The four-week moving average for Initial Jobless Claims was 458,750, a decrease of 46,000 from the 
previous week's unrevised average of 504,750.  This indicates a consistent trend of fewer people 
seeking unemployment benefits.  Our biggest concern on the jobs front is the difficulty employers 
are having hiring and the extraordinary measures being taken to attract people back to work.   
 
For the first quarter, earnings are up roughly 52.4% year over year.  Revenues for the S&P 500 are 
up 13.6% and 86.8% of companies beat EPS expectations.  The best performing sectors have been 
Technology, Financials, and Consumer Discretionary while the worst performing has been 
Consumer Staples, Utilities and Real Estate. 
 
The Institute of Supply Management reported that the purchasing managers' index for May 
increased 0.5 percentage points to 61.2%, above expectations of 60.8% and marking the 12th 
straight month of expansion in both the manufacturing sector and the economy overall. 
 
The ADP National Employment Report revealed a gain of 978,000 jobs in the private-sector, 
seasonally adjusted payrolls for May, exceeding expectations for an increase of 650,000 jobs, while 
the Labor Department reported that the U.S. economy added 559,000 jobs in May.  The ADP report 
uses payrolls to measure employment while the Department of Labor uses a survey approach.  The 
Bureau of Labor Statistics (BLS) of the U.S. Department of Labor conducts a monthly survey called 
the Current Population Survey (CPS) to measure the extent of unemployment in the country.  The 
CPS has been conducted in the United States every month since 1940, when it began as a Work 
Projects Administration program.  Due to the differences in collection methods the ADP and BLS 
number can vary widely but the increases or decrease in the numbers tell similar stories. 
 
The Institute for Supply Management reported that the Services PMI, which tracks the service 
sector of the economy, advanced 1.3 percentage points in May to 64.0%, above expectations for an 
increase to 63.2% reading.  
 
  



	
	

Market Valuation       
Since 2009 growth stocks have significantly outperformed value stocks, but as we discussed in 
previous newsletters, growth and value appear to be converging, providing opportunities for all 
investors in both types of equities.  Year-to-date, value stocks have outperformed growth, but 
looking at 1-year, 2-year, or a MAX chart for the S&P 500 we see that growth has outperformed 
value.  Over the past 12-months growth has outperformed by over 40%, even with the high 
valuations for these stocks. 
 
The Wilshire 5000 is now 89% higher than the US GNP, which compares to a 90% divergence last 
month, so by traditional measures, we are still in overvalued territory.    
      

 

A drastic rise in inflation and a sudden increase in rates by the Federal Reserve could trigger a more 
extensive correction, and we monitor these key macro-economic indicators closely.   

  



	
	

As a second perspective on valuation, we always use price-to-earnings.  The Shiller P/E Ratio adjusts 
earnings for inflation and interest rates, which allows us to accurately compare earnings over 
periods with differing interest and inflation rates.  Times of low rates and low inflation have 
warranted higher valuations, so normalizing the ratio is essential for historical comparisons.  The 
average adjusted P/E ratio since 1970 is ~26, a level we hit in March last year.  Since then, the ratio 
has been moving up and is now at 37.32, over 40% above the average, confirming what the Wilshire 
5000/GNP shows.    

  

 
Expectations for the next couple of years are that aggregate earnings will grow significantly given 
the economic tailwinds.  We would like to see the direction of the ratio plateau or begin to decline.   
However, for that to happen, earnings will have to grow faster than equity market prices which is in 
fact what we’re seeing in Q1 and is likely to continue in Q2.   

 
 
 
 

 

 

 

 

 

 

 

 



	
	

What Excites Us 
Economy Reopening 

Many of the fund's positions stand to benefit as 
the economy reopens.  While we are thrilled with 
the short-term growth, we remain focused on the 
tremendous growth ahead as our major themes 
continue to unfold.  With 70% of the economy 
dependent on consumer spending, reopening is 
an essential catalyst for growth.   
 
Growth at Reasonable Prices 

Technology stocks in cloud software and 
semiconductor spaces are coming down to more 
reasonable prices and earnings are increasing 
above expectations.  We see tremendous 
opportunity in several positions where our 
downside risk is minimal, and the upside could be 
enormous.  The recent decline in chip stocks 
presents new opportunities in a large growing 
market that cannot currently meet demand.  All 
the most significant growth sectors rely on 
semiconductors.  There are overlooked parts of 
the market where significant growth remains to 
be captured.  Fertilizer has outperformed oil.  
Tractors have outperformed autos.  Copper has 
outperformed every major commodity and is 
poised to continue; but at some point, the red 
metal will just stop when demand slows. 
 
Amount of Money Still on the Sidelines 

Many investors are still sitting out in the current 
market.  Last month there was still roughly $5 
Trillion sitting in cash accounts.  This is over 30% 
more than the 10-year historical average, and for 
many institutional investors, earning 1% or less on 
cash isn't a long-term option.  Investors are 
rightfully careful, but with low interest rates and 
GDP on the mend, this cash will be invested to the 
benefit of current investors who are already fully 
invested.  We expect to see significant amounts of 
idle cash flow into the stock market via individual 
traders, institutional investors, 401Ks, and 
pension funds during the second half of 2021. 
 
 
 
 

What Keeps Us Up at Night 
Cyber Security 
The attack on the 5,500 mile long Colonial 
Pipeline by Russian hacker group DarkSide has 
finally brought this threat out in the open.  
Many companies just pay the ransom to the 
hackers and move on.  This time the hackers 
disrupted the largest pipeline in the U.S. and 
threw the entire fuel distribution network on 
the east coast into chaos.  Knowing that the TSA 
oversees pipeline security is doubly worrisome.  
This seems like a task for the NSA.   
 
Global Conflicts Impact on U.S. Interests 
Two things cause the most upheaval in markets 
and increase inflation, 1) Interest rate hikes, 2) 
Wars.  According to the Global Conflict Tracker 
at https://www.cfr.org; there are 5 critical 
Conflicts, 12 significant conflicts, and 9 limited 
conflicts that all have a direct bearing on U.S. 
interests.  
 
Inflation 
We discussed why we don’t think inflation will 
get out of control and believe inflation will 
remain around the Feds target of 2% - 2.5%.  
However, inflation is a major risk to the markets, 
and we remain focused on the macro factors 
that could lead to rising inflation.  The fund 
owns holdings that benefit from rising treasury 
rates and rising inflation as protection against 
those risks.  
 
Vaccine Distribution & Variants 
Last month we cited our concerns at the rate of 
vaccine distribution and that only 32% of the U.S 
population was vaccinated.  We are now at 
42.6% fully vaccinated.  That is a big 
accomplishment in 30 days.  The improvement 
in a short period of time is impressive, but there 
is still much more to do.  Variants have become 
a bigger concern, especially the Delta Variant.    


