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Stepping Back
•
•
•

Stocks are expensive and inflation combined with low rates increases risk in bond portfolios.
We’ve been spoiled by unusually high returns for a long time. It’s time to temper expectations.
Alternative Investments can help manage risk and produce reasonable returns.

It’s very easy to get caught up in the day-to-day, week-to-week action in markets, and that requires a discipline to
occasionally take a step back and look at the bigger picture. This is one of those times. The chart below shows the
S&P 500 Index as well as the Median Price/Earnings Ratio. At a P/E of roughly 34, the stock market appears
massively over-valued. In fact, just to get back to the 57-year median valuation, the index would need to decline
about 48%.
Understand that does not imply that
the market will go down that far. It
simply means that the market has
gotten ahead of itself. Earnings growth
is very strong, which brings the
valuation down, but the level here is so
high, that future returns from this level
should be expected to meet the doubledigit stock market returns of the last
few years.
We can’t value the bond market using
P/E ratios, but it should be clear that
with rates as low as they are, bonds
produce very little income, and should
rates increase, bond prices decline.

Inflation, even if transitory, can easily pressure bond returns.
Alternative investments are just that, an alternative, and they have different characteristics than traditional
investments. And with that we’d like to introduce Ed Hannon. Ed is an alternative investment expert and former
head of investment due diligence for Merrill Lynch's $20 billion Hedge Access platform and is PWM’s alternative
investment consultant. Below, Ed provides an overview of alternative investments.
Alternative investment strategies such as hedge funds, managed futures funds, and private equity funds typically
have more degrees of investment freedom than mutual funds or individual investment accounts. They often offer
advantages such as the ability to use leverage, invest in less liquid securities, and invest both long and short.
One of the biggest advantages of alternative investments is the fact that they can generate profits based on their
exposure to non-traditional risk exposures, or “betas.” Traditional investment strategies rely heavily on market
direction in order to generate returns – put simply, they make money when markets rise, and lose money when
markets fall. A traditional manager’s returns will be driven largely by the performance of the market. An investor
who takes long positions in Coke and Pepsi may generate returns based on their individual performance but will
also have significant exposure to the level of stocks in general. For example, a sharp drop in the S&P 500 Index
would likely have a negative impact on both positions.
On the other hand, a hedge fund manager has the ability to make relative value investments, such as taking a long
position in Coke and a short position in Pepsi, or vice-versa. If the positions are structured correctly, the hedge
fund manager’s gains or losses will be largely based on the relative performance of Coke vs. Pepsi, rather than the
direction of the market.
In this way, alternative investment managers can build portfolios that exhibit low correlation to markets with
positive expected returns. The objective is to reduce the overall market correlation of an investor’s portfolio,
which should reduce return volatility and generate better results over time.

What We're Reading
Senate Passes $250 Billion Bipartisan Bill to Boost Tech Competitiveness
Consumer Prices in U.S. Top Forecast, Stoking Inflation Concern
U.S. Consumer Sentiment Rises in Early June; Inflation Expectations Ease
Consumer Perception of Homebuying Conditions Worsens
Congress wants to make more changes to the U.S. retirement system
Half of the pandemic's unemployment money may have been stolen
In a world first, El Salvador makes bitcoin legal tender
Lower Returns and Greater Turmoil to Test Stock Investors
Inflation Or Deflation → China or US Goods?
Reflation trade prompts investors to look away from US

Markets This Week
One would naturally assume that an inflation report that was worse than expected (i.e. higher inflation than
expected) would lead to some turmoil in the bond market. If you made that bet this week, you were way off the
mark. As we keep saying, it’s just too hard to time markets, so it pays to stay diversified. Declining rates also called
into question the veracity of the re-opening rally and cyclical and financial stocks were under pressure. The
winners were growth and technology where lower rates relieved some of the valuation pressure that had
accumulated on these stocks. The bottom line is that the tug of war between growth and value remains firmly in
place and this week, growth tugged harder than value.
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S&P 500 (SPY)

0.40%

13.86%

20+ Yr. Treasuries (TLT)

1.72%

-9.18%

Consum er Disc. (XLY)

1.27%

7.91%

Dow (DIA)

-0.80%

13.63%

Barclays US Aggregate (AGG)

0.48%

-1.75%

Info. Technology (XLK)

1.39%

9.42%

NASDAQ (QQQ)

1.68%

8.90%

Interm ediate Municipal (MUB)

0.35%

1.07%

Financials (XLF)

-2.37%

27.97%
10.17%

Russell 1000 Grow th (IWF)

1.69%

8.44%

US Corporate Bonds (LQD)

1.20%

-2.27%

Health Care (XLV)

2.01%

Russell 1000 Value (IWD)

-0.89%

18.21%

Barclays US High Yield (HYG)

0.40%

2.12%

Utilities (XLU)

1.10%

6.22%

Vanguard Mid-Cap (VO)

0.71%

14.85%

Industrials (XLI)

-1.74%

17.25%

Vanguard Sm all-Cap (VB)

1.64%

17.32%

Energy (XLE)

-0.66%

47.68%

Materials (XLB)

-2.04%

19.46%
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Consum er Staples (XLP)

-0.81%

5.74%

MSCI EAFE (EFA)

-0.83%

11.02%

Com m odities (PDBC)

0.65%

31.06%

Com m . Services (XLC)

0.78%

18.48%

MSCI Em erging (EEM)

-1.25%

7.01%

Gold (GLD)

-0.80%

-1.47%

REITS (VNQ)

2.48%

24.44%

Hom ebuilders (XHB)

-1.36%

26.10%

The table above is an analysis of the weekly and year to date returns of various markets/sectors that we follow (More RED = worse performing
markets/sectors; More GREEN = best performing markets/sectors). Source: IEX Trading & PWM Research.

Retirement Planning:
Congress Is Considering Several Retirement Security Bills. What to Know.
Several retirement security bills are now under consideration by Congress in the latest effort to
overhaul the nation’s retirement system.

Tax Planning:
Retroactive Effective Date for Capital Gains Tax Increase Is A Bad Idea
It appears that the White House is planning to make the effective date for its proposed tax increase
on long-term capital gains retroactive to April 2021.

Health:
What Does Vaping Do to Your Lungs?
It seems pretty clear that using e-cigarettes, or vaping, is bad for your lungs. But research about
exactly how vaping affects the lungs is in the initial stages.

Entrepreneur:
Goldman Sachs CEO Encourages Small Businesses To ‘Stay The Course’
The banking behemoth has provided training and financing to 10,000 entrepreneurs who have
collectively generated $14 billion in revenue and employed more than 200,000 workers over the past
10 years.
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