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Market Update
Q2 2021 Review and Outlook

Markets continued their ascent as Growth took the baton
from Value and equities were broadly juiced by falling interest rates. The economic outlook and reopening remained strong, though percolating inflation began pressuring both companies’ bottom lines and the Fed.
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The Markets at a Glance
Q2
Return

YTD
Return

S&P 500

8.6%

15.3%

US Small Cap

Russell 2000®

4.3%

17.5%

International

MSCI EAFE

5.4%

9.2%

Commodities

Bloomberg Commodity

13.3%

21.1%

Municipal Bonds

BBgBarc. Municipal

1.4%

1.1%

Taxable Bonds

BBgBarc. Aggregate

1.8%

-1.6%

Cash

FTSE 3-Month T-Bills

0.0%

0.0%

Asset Class

Representative Benchmark

US Large Cap

dfPerformance returns are as of 6/30/2021

Q2 Recap

Despite the onward and upward path of the broad stock market, 2Q21 looked quite a bit
different than 1Q21. Not only was volatility muted to a level not seen post-Covid, but for the
first time in over a year, Growth stocks took leadership and long bond yields moved lower.
Real assets also continued their strong run, as real estate and commodities were two of the
best performing asset classes amid percolating inflationary pressures and USD volatility.
As noted above, the sharp equity market rotation that had been taking place reversed at
least briefly, as Growth (+11.9%) bested Value (+5.2%) handily. Sector performance was
more mixed, as Real Estate (+13.1%), Technology (11.6%) and Energy (11.3%) led the pack.
International equities turned in another positive (but lagging) quarter vs. US equities, both in
local and USD terms. The dollar’s rally into quarter-end was a headwind for int’l assets.
Falling yields were perhaps the biggest story of Q2, as the 10-yr Treasury fell from 1.75% to
as low as 1.45% despite historic near-term inflation and growth forecasts. Broad fixed income (+1.8%) rallied, with corporate credit (both IG and HY) leading the way.
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Resetting Expectations

Sprint Turning to Marathon
Mid-year is a natural point to both reflect on the first six months and also look
ahead to what remains of 2021. And
with the market closing June 30 at a new
all-time high, sprinting nearly +100% in
over 15 months, a broad reflection on
forward expectations seems warranted.

Recency bias shows humans tend to favor recent events over historic ones
when evaluating the future. This idea is
important in today’s context both because of the tremendous 15-mo run in
stocks mentioned above, but also because the entire 2010’s featured returns
Figure 2: Challenging Seasonal Period
well above historical norms. Deutsche
Bank recently noted that while the annusomeone who expects historically strong Elsewhere, there remains a significant
al real return for the 2010’s was 10.5%,
returns might save less, retire too early, monetary and fiscal policy tailwind, the
it was only 7.7% over the last century.
spend too much, budget differently, etc. US consumer is as flush and healthy as
And the effects of recency bias are be- Further, expectations—especially for any time in recent memory, and producginning to show up in investor expecta- things we can’t control like stock re- tivity numbers are soaring. The Gold
tions. As an example, the 2021 Natixis turns—are key to how successful an out- medal view: Bullish on stocks, prudent
Survey of Global Investors (figure 1) come feels. Recency bias is a killer, and about forward return expectations.
found that US investors have long-term failing to hit unreasonable expectations
Passing the Baton Back to Growth
real return expectations for stocks of is the surest path to taking unwise risks,
17.5% (vs. just 6.7% for financial profes- chasing returns in volatile assets, and Positioning in such an environment can
sionals). As noted above, these expecta- falling prey to the unhappiness of FOMO. be challenging. While the forecast for
historic near-term economic growth and
tions are deeply out of line with the long
Bulls and Bear Tug of War
above-trend inflation juiced Value stocks
-term historical standard and have the
potential to cause issues down the road. With long-term return expectations out through Q1, those same factors (which
of the way, what about the current mo- remain unchanged) weren’t enough to
For investors, this massive gap can affect
ment? Well, it’s a bit of a mixed bag. On slow plummeting interest rates and the
financial decisions across the board—
the bear side, Q3 is historically the worst return of Growth outperformance in Q2.
Figure 1: Outsized Expectations
quarter for equities (figure 2), breadth
With the speed and volatility of the
has narrowed significantly despite the
style rotation back-and-forth especially
new highs (figure 3), valuations across
prominent over the last year, the case
asset classes are fairly rich, and investor
for broad diversification is strengthsentiment remains historically high (a
ened. Further, the recent environment
contrarian indicator).
has proven that Value vs. Growth
But despite the noted headwinds, we doesn’t have to be a binary choice. In
remain bullish on equities (or, as our fact, in a world of above-average
partners
at
Strategas
call
it, growth, above-trend (but not damag“unenthusiastically bullish”). The run-up ing) inflation, healthy consumers and
in equity prices has been accompanied businesses, and policy tailwinds around
by a similar run-up in corporate earnings every corner, there is room for both
expectations, and profit margins contin- styles to work. Regardless, strong diverue to expand despite rising input costs. sification remains a winning formula.
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Equity Markets

US Equity Market Benchmarks

inflation data reached levels not seen for
more than a decade. Large-Cap outperQ2
YTD
Representative
Equities
formed Small-Cap by 4% and Growth led
Benchmark
Return Return
Value by more than 6%. Sector leaderUS Large S&P 500
8.6% 15.3%
ship was mixed from a style perspective.
US Mid
Russell Midcap®
7.5% 16.3% Real Estate and Info Tech, which are
US Small Russell 2000®
4.3% 17.5% often beneficiaries in a low-rate environUS Value Russell 3000 Value
5.2% 17.7% ment, were the two best performing
US Growth Russell 3000 Growth 11.4% 12.7% sectors. The next best performing sector
was Energy, which is closely associated
Dev. Int’l MSCI EAFE
5.2% 8.8%
with the Cyclical/Value story. Energy
Emg. Int’l MSCI EM
5.1% 7.5%
(+45%) is by far the best performing secPerformance returns as of 6/30/2021
tor YTD. The defensive sectors, Utilities
and Consumer Staples, underperformed
Equities at a Glance
for the quarter and the year.
Equity markets set record highs in the
...Leaving Competitors Behind
second quarter. Many of the themes
from Q1—including a strengthening As major equity markets climbed to alleconomy, robust earnings expectations, time highs, market breadth narrowed
and accommodative fiscal & monetary during the quarter. As seen in Figure 3,
policy—persisted into Q2. Yet, the signs the percentage of S&P 500 stocks above
their 50-day moving average (at a marmay be showing a shift in leadership.
ket high) fell to the lowest level since
Large-Cap Growth Wins the Relay...
1999. This observation was supported by
Optimism following the vaccine an- a relatively low number of stocks making
nouncement in November of last year new highs and the failure of the advance
led to a rally in Cyclical Value and Small- -decline line to log an all-time high. All of
Cap companies. Many thought that the this to say that the average stock underpent up demand from the pandemic, performed the index for the quarter.
coupled with unprecedented fiscal stim- Perhaps the aforementioned shift in
ulus would facilitate an inflationary back- market factors is responsible for the lack
drop, a potential headwind for Growth of participation, but healthy markets
but a tailwind for Value stocks. Yet Large tend to be broad versus narrow.
Cap Growth stocks dominated in Q2 as

Figure 3: Unusually Narrow Breadth for the S&P 500

Around the World Records
International equities climbed higher but
trailed US stocks. Developed International and Emerging Market Indices were up
over 5% in the quarter. Switzerland
(+11%), Canada (+10%) and France (+9%)
rallied the most in developed foreign
markets. On the other hand, Japan underperformed (-0.3%) due to shutdowns
related to COVID-19 ahead of the Summer Olympics. Within Emerging Markets,
commodity-oriented countries like Russia and Brazil posted double-digit returns
while Malaysia, Indonesia, and South
Africa were negative during the quarter.
China, the largest emerging market
country, dragged the EM index lower
with just a 2% return. Tensions have escalated between the Chinese government and its companies listed on US exchanges.
Who Will Grab Gold?
As the world heals from the global
health and economic crisis, everyone is
wondering what will change and what
will remain the same. For investors,
change is the natural state. As we speak,
inflation has accelerated to its highest
level since 2008 and Q2 GDP growth is
estimated to be near 10%, even as the
10-Yr Treasury yield unexpectedly fell to
less than 1.5% at quarter-end. Despite
the uptick in activity, the decline in rates
could indicate that markets are expecting a return to the low-inflation,
slow growing economic environment
that prevailed prior to the pandemic.
Value’s leadership could prove fleeting
as low interest rates tend to benefit long
-duration growth assets. In the event
that inflation proves persistent and
yields remain constrained, investors
should favor growth names that generate large amounts of free cash flow. Regardless of what will lead in the future,
the clear winner this year and for the
long-term has been the US investor.
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Fixed Income

U.S. Fixed Income Benchmarks
Fixed

Representative

Q2
YTD
Return Return

Taxable
BBgBarc. Aggregate
Treasury BBgBarc. Treasury
Corporate BBgBarc. Corporate

1.8%
1.8%
3.6%

-1.6%
-2.6%
-1.3%

High Yield ICE BofAML US HY

0.9%

0.9%

Municipal BBgBarc. Municipal
Int’l
BBgBarc. Global Agg.

2.8%
1.3%

3.7%
-3.2%

Performance returns as of 6/30/2021

A Sprint to Market Clarity
The broad US bond market, as measured
by the Bloomberg Barclays US Aggregate Bond Index returned 1.8%, a welcome rebound from the carnage experienced last quarter. The inflation backdrop was top-of-mind during the quarter
as a few hotter monthly prints tested the
Fed’s commitment to its “Flexible Average Inflation Targeting” framework
adopted last August. June’s FOMC
meeting came with an unexpected
hawkish tone and a dot plot showing an
initial rate hike expected in 2022. Policy
tends to influence the short end of the
curve while the back end ebbs and flows
with the growth and inflation outlook.
The market interpreted a hawkish Fed to
mean subdued long term real growth
and inflation. The 10-Year yield ended
Q2 at 1.45%, dropping 29bps. The curve
also flattened quite a bit with 2s/10s
dropping 36bps in Q2. The question on
fixed income investors’ minds through
the latter half of the year will be whether inflationary pressures are transitory
or here to stay.

inflation print? As seen in figure 4, most
of the strength in the inflation prints can
be attributed to factors connected to the
re-opening and supply chain constraints
(used car prices, hotel fares, airline fees,
rental trucks, etc.). Fed officials have
remained on hold and continue to reiterate the need for sustainable inflation
moderately above the 2% average inflation target “for some time” before any
monetary policy initiatives would be adjusted. Hopefully, the inflation and employment backdrop will become more
clear in the fall as temporary unemployment benefits expire and childcare
needs dissipate with schools reopening.
No Hurdles for Corporate Credit
The US Treasury market’s reversal
spilled over to corporate bonds which
led to 3.6% returns, a nice rebound from
a challenging Q1. Further, stimulus
measures have helped propel a material
rebound in corporate earnings, as S&P
500 companies are expected to post EPS
growth of 60%+ in Q2. The improvement in earnings has led to an upgrade
in fundamentals across investment
grade credit, reducing gross leverage to
2.5x. Improving fundamentals and
strong technicals led to tighter spreads,

ending the quarter around 87bps. High
yield spreads also narrowed despite an
unprecedented pace of issuance . Lack of
duration across high yield bonds led to a
modest 0.9% returns in Q2.
Securitized Credit Sailing Along
Strong household fundamentals, a favorable rate environment and a surge in
demand paved the way for a strong
housing market. Despite a 13% YoY
boost in home prices, mortgage-backed
securities struggled this quarter (0.3%)
as prepayment speeds unexpectedly
rose in Q2. Commercial mortgagebacked securities were like a shotput in
Q2, flying to 1.9% returns as default and
loss assumptions were revised lower.
Lastly, consumer asset-backed securities
benefitted from a decline in credit card
debt and auto delinquencies falling to
pre-pandemic levels
High Yield Munis Win Gold Medal in Q2
Municipal bonds returned 2.8% in Q2,
outpacing taxable peers by 1.0%. Once
again, technical tailwinds and improving
fundamentals drove strong performance. A demand for yield helped lift
high yield municipal debt in Q2, which
led municipal sectors at +3.9% in Q2.

Figure 4: Inflation Driven by Pandemic-Affected Services & Vehicle Costs

Inflationary pressures manifested in a
significant surprise to the upside in Q2
with CPI jumping nearly 5% (year-overyear) in both April and May, the highest
level since 2008. So why did yields fall
during the quarter with such a strong
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Appendix Definitions and Disclosures

Benchmark and Asset Class Definitions
S&P 500 Index (Large Cap / U.S. Stocks): A
representative sample of 500 leading companies in leading industries of the U.S. economy. These are equity securities of large capitalization (generally $7 billion plus market
cap) companies having growth and value
characteristics.
Russell 3000® Growth Index (All Cap
Growth / Growth Stocks): Measures the
performance of the 3,000 largest U.S. companies based on total market capitalization
with higher price-to-book ratios and higher
forecasted growth values.
Russell 3000® Value Index (All Cap Value /
Value Stocks): Measures the performance of
the 3,000 largest U.S. companies based on
total market capitalization with lower priceto-book ratios and lower forecasted growth
values.
Russell 1000® Growth Index (Large Growth):
Measures the performance of those Russell
1000® Index companies with higher price-tobook ratios and higher forecasted growth
values. These are equity securities of large
capitalization ($7 billion plus market cap)
companies having growth stock characteristics (high price to earnings, high return on
equity and low dividend yield.
Russell 1000® Value Index (Large Value):
Measures the performance of those Russell
1000® Index companies with lower price-tobook ratios and lower forecasted growth
values. These are equity securities of large
capitalization ($7 billion plus market cap)
companies having value stock characteristics
(low forecasted price-to-earnings ratio, low
price-to-book ratio, high dividend yield).
Russell Midcap® Index (Mid Cap / Mid Core):
Measures the performance of the 800 smallest companies of the Russell 1000® Index,
which represent approximately 31% of the
total market capitalization of the Russell
1000® Index. These are equity securities of
middle capitalization ($2-7 billion plus market cap) companies having growth and value
characteristics.
Russell 2000® Index (Small Cap / Small
Core): Measures the performance of the
2,000 smallest companies in the Russell

3000® Index, which represent approximately
10% of the total market capitalization of the
Russell 3000® Index. These are equity securities of small capitalization (<$2 billion plus
market cap) companies having growth and
value characteristics.
Russell Micro Cap Index (Micro Cap):
Measures the performance of the 1,000
smallest companies in the Russell 2000® Index, which represent approximately 3% of
the total market capitalization of the Russell
3000® Index.
MSCI EAFE Index Net (International / Developed Markets): A free float-adjusted market
capitalization index that is designed to measure the equity market performance of developed markets, excluding the US & Canada.
As of May 27, 2010 the MSCI EAFE Index
consisted of the following 22 developed market country indices: Australia, Austria, Belgium, Denmark, Finland, France, Germany,
Greece, Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway,
Portugal, Singapore, Spain, Sweden, Switzerland, and the United Kingdom.
FTSE 3-month T-bill Index (Cash): This index
measures monthly return equivalents of
yield averages that are not marked to market. It consists of the last one-month and
three-month Treasury bill issues, respectively.
Bloomberg
Commodity
Index
(Commodities): Composed of commodities
traded on U.S. exchanges, with the exception
of aluminum, nickel and zinc, which trade on
the London Metal Exchange (LME). Subindices include Petroleum, Grains, Industrial
Metals, Livestock, Precious Metals, and Softs
MSCI Emerging Markets Index Net
(Emerging Markets): A free float-adjusted
market capitalization index that is designed
to measure equity market performance of
emerging markets. As of May 27, 2010 the
MSCI Emerging Markets Index consisted of
the following 21 emerging market country
indices.
MSCI Country Indices (Country-Specific Markets): To construct an MSCI Country Index,
every listed security in the market is identified. Securities are free float adjusted, classi-

fied in accordance with the Global Industry
Classification Standard (GICS®), and screened
by size and liquidity. MSCI then constructs its
indices by targeting for index inclusion 85%
of the free float adjusted market capitalization in each industry group, within each
country. By targeting 85% of each industry
group, the MSCI Country Index captures 85%
of the total country market capitalization
while it accurately reflects the economic
diversity of the market. This includes the
MSCI Japan Index. International indices.
BBgBarc Aggregate Bond Index (Taxable
Bonds / Bonds): Comprised of approximately
6,000 publicly traded bonds, including U.S.
Government, mortgage-backed, corporate,
and Yankee bonds with an average maturity
of approximately 10 years.
BBgBarc Global Aggregate Bond Index
(Global Bonds): Provides a broad-based
measure of the global investment-grade
fixed income markets. The three major components of this index are the U.S. Aggregate,
the Pan-European Aggregate, and the AsianPacific Aggregate Indices. The index also includes Eurodollar and Euro-Yen corporate
bonds, Canadian government, agency and
corporate securities, and USD investment
grade 144A securities.
BBgBarc Muni Bond Index (Municipal
Bonds): Bonds must have a minimum credit
rating of at least Baa, an outstanding par
value of at least $3 million, part of a transaction of at least $50 million, issued after December 31, 1990 and have a year or longer
remaining maturity.
BBgBarc U.S. High Yield Bond Index (High
Yield): Covers the universe of fixed rate, non
-investment grade debt. Eurobonds and debt
issues from countries designated as emerging markets (e.g., Argentina, Brazil, Venezuela, etc.) are excluded, but Canadian and global bonds (SEC registered) of issuers in nonEMG countries are included. Original issue
zeroes, step-up coupon structures, 144-As
and pay-in-kind bonds (PIKs, as of October 1,
2009) are also included.
BBgBarc U.S. Treasury Bond Index (Treasury
Bonds): Comprised of U.S Treasury securities
with at least one-year maturities.

©2020

Robert W. Baird & Co., Incorporated.
Member SIPC. MC-76300W.
Robert W. Baird & Co., Incorporated. 777 East Wisconsin Avenue, Milwaukee, Wisconsin 53202. 1-800-RW-BAIRD. www.rwbaird.com

5

Appendix Definitions and Disclosures

GICS
The Global Industry Classification Standard
("GICS") is the exclusive property of Morgan
Stanley Capital International Inc. ("MSCI")
and Standard & Poor's, a division of The
McGraw-Hill Companies, Inc. ("S&P") and is
licensed for use by Robert W. Baird & Co.
Inc. MSCI and S&P hereby provided all information "as is" and expressly disclaim all warranties. Without limiting any of the foregoing, in no event shall MSCI or S&P have any
liability.

ity of imposition of exchange controls. Investments in lower-rated debt securities
(commonly referred to as high-yield or junk
bonds) involve additional risks because of
their lower credit quality which could equate
to a possibly higher level of volatility and
increased risk of default. While sector investing reduces company specific risk, it will
still be more volatile than the overall stock
market due to its narrow focus and lack of
diversification.

The Russell Indices are a trademark of the Stocks represent partial ownership of a corFrank Russell Company. Russell® is a trade- poration. If the corporation does well, its
value increases, and investors share in the
mark of the Frank Russell Company.
appreciation. However, if it goes bankrupt,
Investors should consider the investment or performs poorly, investors can lose their
objectives, risks, charges and expenses of entire initial investment (i.e., the stock price
each fund carefully before investing. This can go to zero). Bonds represent a loan
and other information is found in the pro- made by an investor to a corporation or govspectus and summary prospectus, which ernment. As such, the investor gets a guaranteed interest rate for a specific period of
can be obtained from your Baird Financial time and expects to get their original investAdvisor. Please read the prospectus or sum- ment back at the end of that time period,
mary prospectus carefully before investing. along with the interest earned. Investment
risk is repayment of the principal (amount
Appendix – Important Disclosures and Defiinvested). In the event of a bankruptcy or
nitions.
other corporate disruption, bonds are senior
to stocks. Investors should be aware of these
Disclaimers
differences prior to investing. Additionally,
This is not a complete analysis of every ma- an investment decision should not be made
terial fact regarding any company, industry solely due to a security’s stated yield as divior security. The opinions expressed here dends can be reduced or suspended altoreflect our judgment at this date and are gether. The indices referenced in this report
subject to change. The information has been are unmanaged common indices used to
obtained from sources we consider to be measure and report performance of various
reliable, but we cannot guarantee the accu- sectors of the stock and fixed income marracy. Past performance is not a guarantee of kets; direct investment in indices is not availfuture results and diversification does not able.
ensure against market loss.
Baird is exempt from the requirement to
There are risks associated with all invest- hold an Australian financial services license.
ments which should be considered prior to Baird is regulated by the United States Secuinvesting. Small-capitalization and mid- rities and Exchange Commission, FINRA,
capitalization stocks are often more volatile NYSE, and various other self-regulatory organizations and those laws and regulations
and less liquid than investments in larger
may differ from Australian laws. This report
companies. Satellite and alternative invest- has been prepared in accordance with the
ments can be volatile and are not appropri- laws and regulations governing United States
ate as large percentages of an investor’s to- broker-dealers and not Australian laws.
tal asset allocation. Foreign issuers are subCredit Quality Ratings: Measured on a scale
ject to certain risks, such as the potential for that ranges from AAA or Aaa (highest) to D
political or economic disruptions or instabil- or C (lowest). Investment grade investments
ity of the country of issue, the difficulty of are those rated from highest down to BBBpredicting international trade patterns, for- or Baa3.
eign currency fluctuations, and the possibil-

Other Disclosures
UK disclosure requirements for the purpose
of distributing this research into the UK and
other countries for which Robert W Baird
Limited holds an ISD passport.
This report is for distribution into the United
Kingdom only to persons who fall within Article 19 or Article 49(2) of the Financial Services and Markets Act 2000 (financial promotion) order 2001 being persons who are investment professionals and may not be distributed to private clients. Issued in the
United Kingdom by Robert W Baird Limited,
which has offices at Mint House 77 Mansell
Street, London, E1 8AF, and is a company
authorized and regulated by the Financial
Conduct Authority. For the purposes of the
Financial Conduct Authority requirements,
this investment research report is classified
as objective.
Robert W Baird Limited ("RWBL") is exempt
from the requirement to hold an Australian
financial services license. RWBL is regulated
by the Financial Conduct Authority ("FCA")
under UK laws and those laws may differ
from Australian laws. This document has
been prepared in accordance with FCA requirements and not Australian laws.
Copyright 2020 Robert W. Baird & Co. Incorporated.
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