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The Three I’s:
Inflation, Interest Rates, and Infrastructure
Financial markets continued their optimistic trajectory in the 2nd quarter as investors looked ahead to a reopened
post-pandemic economy. By the end of June, Americans had received over 321 million doses of a COVID-19 vaccine
and over 46% had been fully vaccinated. The result from a health standpoint has been a steep reduction in the
number of new cases reported throughout the country, dropping from the 300,000 new cases per day peak in
January, to an average of 11,000 new cases per day at the end of June. These improvements have allowed states
the ability to accelerate their reopening and loosen restrictions.
As the health crisis appears to be under control (for now) and in many ways life seems to be getting back to normal,
the markets are now anticipating the next phase of this economic cycle which will focus on the three I’s: Inflation,
Interest Rates, and Infrastructure.

Inflation – Headlines throughout major news sources have focused heavily on inflation the last few months as
the data is creating newsworthy trends. In May of 2021 the year-over-year change in the Consumer Price Index (CPI)
reached 5% which is the highest reading since 1992. Of course, that reading has as much to do with how low the CPI
was a year prior as it does about where it is today, that factor is known as the “base effect.”The trajectory, however,
is upward and the concern is that as the economy reopens and the consumer demand to buy goods and services
increases so much that the output and supply chains will not be able to keep up. Another inflationary factor that
many are observing is in the real estate market as the supply of homes for sale is at an all-time low relative to the
demand. The result in that case is inflation. The critical question, however, isn’t whether there is inflation, but rather
whether it is temporary and manageable or whether it rises to a level that overheats the economy.
Interest Rates – To combat the effects of the pandemic, the Federal Reserve both reduced the Federal Funds

Rate to zero and implemented Quantitative Easing Programs to infuse liquidity into the financial markets through
their purchases of bonds. The result has been a historically low interest rate environment that has produced higher
demand for riskier assets and real estate. The critical question for economists and investors is to determine when
the Federal Reserve will shift their approach and “taper” these policies through either reducing bond purchases or
increasing the Federal Funds Rate. This is where inflation plays a role. The Federal Reserve’s tool to combat inflation
is to raise interest rates and that action will reverse the trajectory of demand for riskier assets and tighten liquidity,
which typically has a negative effect on the stock market.

Infrastructure – At the end of June, the Biden Administration and a bi-partisan group of Senators agreed on a

“framework” for a 1.2 trillion dollar infrastructure package. The agreement would be the first major increase to
federal spending on infrastructure since 2009. Part of the package will focus on getting some Americans that are
still unemployed due to the pandemic back to work. Clearly, a large spending package such as this would increase
demand for labor and many materials. This increased demand throughout the country may also have an overall
impact on prices and inflation.
As we transition to this next phase of the post-pandemic economy, these three I’s will be critical in how far and fast
the economic recovery expands as well as impact the direction and volatility of financial markets.
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Bob’s Corner
Asset allocation, asset allocation and oh, did I mention
asset allocation is going to be the key to our total returns
going forward? The interest rate paradigm shift has given
less importance to bonds. In the past we could count on the
bond allocation of our portfolios to give us 3% to 7% total
return per year. Not so now! As interest rates have fallen to
all-time lows, there is no place to go but up and as we all
know, when interest rates go up, bonds go down.
As we mentioned last quarter, we have replaced about 1/3 of
our bond portfolio and we are now using options surrounding
the S&P 500 to take a bit more risk and get a lot more total
return from what used to be a part of our bond allocation. We
believe the two bond managers that we have kept will help us
to minimize your risk and will buffer your portfolio if and when
equity markets take a downturn. As you can see we have a lot
less cash and bonds than in the past.
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We believe our current approach to asset allocation is unique
and ahead of our peers in using this discipline to reallocate
our portfolios to less bonds/cash and more equities.
This incremental equity exposure not only has growth
opportunity but also pays a 1% - 1.5% dividend, consistent
with bond yields. You can tell your friends and family that
a passive equity/bond asset allocation approach that hasn’t
been changed in the past 12 months should be reevaluated.
With interest rates so low, our proactive approach to asset
allocation has benefited our clients with enhanced returns
so far in 2021.

			– Bobby K.

All Star is passionate about providing strategies for a safer way to a successful retirement for
people who are serious about their money but uncertain about how to nurture it.

SECOND QUARTER 2021

The Economy

In The Fed We Trust
• GDP is projected to rise at an annualized rate of 8.3% in the
second quarter and 7.0% for the year 2021.
• The FOMC participants’ rate hike forecast changed from no
rate hikes to two rate hikes in 2023.
• Core CPI (excluding food and energy) rose by 3.0% year-overyear in April and by 3.8% in May.
• As of June, the US unemployment rate was 9.5M persons (5.9%).
• Government stimulus is misleading the true picture of
inflation. We believe this is a blip and that inflation will
come down in the second half of the year as the “funny
money” effects go away.

Bond Markets

Thinking About Thinking About Rising Rates
• Both the US Aggregate Bond Index and the Global Aggregate
Bond Index had positive returns for the quarter, 1.83% and
1.31%, respectively, as yields fell globally (prices rise as yields fall).
• The yield on the 10-Year Treasury Note fell throughout the
quarter from 1.74% to 1.49% and the yield curve steepened,
often seen as a sign of reduced economic optimism.
• The US High Yield Index posted a 2.7% return and the US
Corporate Credit Index returned 3.3% as credit spreads
tightening to levels not seen in over a decade.
• To start the quarter, the US dollar strengthened against many
developed currencies, but has weakened against those same
currencies over the last month.
• With large sovereign debt burden across major developed
countries and an interest in supporting global economic
recovery, we believe that Central Banks across the world will
keep interest rates low for the foreseeable future.

VOLUME 28 ISSUE 2

Domestic Stocks

Value Rotation Hits Pause
– But Be Patient
• The Russell 3000 Growth and Value indices returned 11.4%
and 5.2%, respectively. Although the growth outperformed
for the quarter, value outperformed growth in May.
• The current S&P 500 P/E ratio is 21.1, 10% lower than its peak
in September 2020, but well above the 25-year average ratio
of 16.7.
• Large cap stocks (Russell 1000) outpaced small cap (Russell
2000) stocks ; 8.5% vs 4.3%.
• The S&P rose 8.6% in Q2. Real Estate (13.1%) was the best
performing sector followed by Tech (11.6%), while the worst
performing sectors were Utilities (-0.4%) and Consumer
Staples (3.8%).
• We continue to see opportunities in the Value style supported
by the continued wide valuation gap of S&P 500 Value vs.
Growth, where the P/E ratios are17.0 and 30.5, respectively.

International Stocks

Reopening In Fits and Starts
• Non-US stocks (MSCI ACWI ex-US Index) gained 5.5% and
underperformed US stocks (Russell 3000 Index), which gained
to 8.2%.
• Developed markets (MSCI EAFE Index) returned 5.2%, fueled
by a reopening Europe (MSCI Europe), which returned 7.4%.
Emerging markets (MSCI EM Index) returned 5.1%.
• From a style perspective, the MSCI ACWI Ex US Value and
Growth index returned 4.3% and 6.6%, respectively.
• Looking at valuations, the current MSCI ACWI ex-US Forward
P/E ratio is 15.8, a 25% discount to the S&P500 P/E ratio,
meaning international markets are still cheap relative to the
US market (21.1x).
• Japan and parts of Europe are behind the economic
expansion that the US has displayed (due to rapid vaccine
rollouts and reopening progress) and we see relatively
strong opportunities in international markets.
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Sources: All economic data is from JP Morgan’s Guide to the Markets, June 2021 (https://am.jpmorgan. com/us/en/asset-management/gim/per/
insights/guide-to-the-markets/viewer#/share-by-email) and all rate of return data is from Morningstar.com, unless otherwise noted by citation.
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Pandemic
Update
Phases
of the Crisis

Five phases of global equity performance during the pandemic
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Source: Morningstar Direct, MFS. Daily data as of 31 December 2019 to 30 June 2021. Total returns for the MSCI World index are net of foreign withholding taxes and in US dollars.
Percentages show returns from start to end of each phase – not cumulative returns since 31 December 2019. Chart indexed to 100 at the start of the analysis.
Source: Morningstar Direct, MFS. Daily data as of 31 December 2019 to 30 June 2021. Total returns for the MSCI World index are net of foreign withholding taxes and in US dollars.
Percentages show returns from start to end of each phase – not cumulative returns since 31 December 2019. Chart indexed to 100 at the start of the analysis.

Global Stimulus Efforts

Potential Central Bank
Liquidity Injection

Potential Fiscal Stimulus

Central Bank Liquidity
Injection and Fiscal
Stimulus

US
Eurozone
Japan
UK
China
Others*

$ Tln
$6.21
$2.38
$1.03
$0.57
$1.43
$1.05

%GDP
29.00%
17.90%
20.00%
20.70%
10.00%

$ Tln
$6.09
$4.39
$2.79
$0.69
$1.22
$2.97

%GDP
28.40%
33.00%
54.10%
25.10%
8.40%

$ Tln
$12.30
$6.78
$3.82
$1.26
$2.64
$4.02

%GDP
57.40%
50.90%
74.10%
45.90%
18.40%

GLOBAL

$12.66

14.60%

$18.15

21.00%

$30.82

35.60%

*Includes RoW and ADB, IMF, WB
Source: Cornerstone Macro.
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Performance Update
Second Quarter 2021
Market Index

2nd
Qtr

Year
to Date

3
Year

5
Year

MSCI ACWI All Cap NR

7.16

12.75

14.22

14.56

S&P Global BMI NR

7.09

12.57

14.10

14.47

MSCI ACWI Ex USA NR

5.48

9.16

9.38

11.08

Russell 3000 TR

8.24

15.11

18.73

17.89

S&P 500 TR

8.55

15.25

18.67

17.65

DJ Industrial Average TR

5.08

13.79

15.01

16.67

Russell MidCap TR

3.64

17.59

13.16

14.30

Russell 2000 TR

4.29

17.54

13.52

16.47

NASDAQ Composite TR

9.68

12.92

25.71

25.81

MSCI EAFE NR

5.17

8.83

8.27

10.28

MSCI EM NR

5.05

7.45

11.27

13.03

Barclays Global Aggregate TR

1.31

-3.21

4.22

2.34

Barclays US Government TR

1.71

-2.51

4.65

2.19

Barclays US Credit TR

3.32

-1.28

7.42

4.63

Barclays US Agg Bond TR

1.83

-1.60

5.34

3.03

Barclays High Yield Corporate TR

2.74

3.62

7.44

7.48

JPM EMBI Global Diversified TR

4.06

-0.66

6.71

4.86

*The above after-fee annualized total returns, betas, and alphas represent All Star Financial composite model performance.
Your portfolio’s actual returns, betas, and alphas may differ depending on your specific holdings and timing of cash flows.
Diversification, asset allocation, and value investing do not assure or guarantee better performance and cannot eliminate
the risk of investment loss.
All Star Financial works on a “best efforts” basis and does not promise or guarantee any results. Past performance does not
represent future results.
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Summary
The ongoing and extensive vaccination
effort in the US has allowed states
to reopen and we can all agree that
has been a welcomed change. It has
allowed us to see family and friends
and get back to some of the activities
we missed for the last 18 months.
This reopening will cause a new set of
concerns for investors and economists
as supply chains try to keep up with
the spike in demand for goods and
services. Inflation, interest rates, and
infrastructure will be three key themes
to keep an eye on in the coming
months.
We believe, however, that continuing
to focus on diversification, liquidity
and risk-mitigation principals will allow
investors to meet their objectives in
the new economy and environment.
Staying the course will continue to
be the key as markets experience
volatility with anticipated and new
uncertainties.

“It’s not how much you make,
it’s how much you keep!”
			-Bobby K.
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The Inflation Impact

Periods of high inflation were due to unique events that are unlikely to repeat themselves in the
modern era of monetary policy and characteristics of the the U.S. economy. A pick-up in near-term
inflation, due to extraordinary policy stimulus and rebound from the COVID-19 crisis, is expected to be
transitory.

Equities

Consumer Price Index for All Urban Consumers

Economy

A long-term view of U.S. inflation

20 Years of Low Inflation

Income

After the inflation boom of the 70’s and
early 80’s, the US economy has enjoyed
relatively low inflation for the past few
decades. In fact, prior to the pandemic
in 2020, the Federal Reserve had been
trying their best to increase inflation over
the past 10 years. With all this talk about
rising prices, it is important to remember
that the recent spike may be due to
supply chain and output issues that could
subside later this year.

Real GDP

S&P 500

Average S&P
500 P/E

Below 1%

3.4%

4.9%

16.9%

25.0

1% to 4%

2.4%

3.2%

9.5%

19.6

4% to 9%

1.3%

2.5%

1.2%

13.6

Above 9%

1.0%

1.1%

0.7%

8.8

Source: Charles Schwab, MacroBond, Ned Davis Research using monthly data available as of 6/30/2021. U.S. CPI Urban Consumers YoY NSA (CPI YoY Index).
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Source: Charles Schwab, MacroBond, Ned Davis Research using monthly data available as of 6/30/2021. U.S. CPI Urban Consumers YoY NSA (CPI YoY Index).

Asset allocation

Non-farm
productivity

Commodities

Annualized gain (3/31/1947-12/31/2020)
CPI (y/y % change)

Interest Rates Will Go Up, But When?
The Federal Funds Rate is the interest rate
that the Federal Open Market Committee
(FOMC) sets to support its monetary policy.
In an effort to help the economy through
recent recessions, the FOMC has decreased
the Federal Funds Rate to at or near ZERO
to incentivize spending and investing.
Now, with the rate at ZERO again, the
Fed will ultimately need to raise rates to
keep the economy from overheating. That
tightening, if unanticipated by investors,
has historically caused corrections in the
stock market.
Source: Bloomberg, FactSet, Federal Reserve, J.P. Morgan Asset Management

Asset Allocation Implications
Rising inflation has not been a concern
for a few economic cycles, but looking
at historic periods of rising inflation in
this graphic can really lead us to a few
conclusions. First, the best asset class
throughout these different inflationary
or deflationary periods has been equities
(so stay the course!). Also, if we anticipate
rising inflation may lead to higher interest
rates, then bond prices may decline and
we need to look to other opportunities to
find total return.
Source: J.P. Morgan Asset Management

Sources: All economic data is from JP Morgan’s Guide to the Markets, June 2021 (https://am.jpmorgan. com/us/en/asset-management/gim/per/
insights/guide-to-the-markets/viewer#/share-by-email) and all rate of return data is from Morningstar.com, unless otherwise noted by citation.
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OUR MISSION IS TO HELP YOU ACHIEVE YOUR DESIRED
STANDARD OF LIVING AND FINANCIAL PEACE OF MIND.
The experienced All Star team of professionals is dedicated to understanding
your individual needs and objectives, offering a comprehensive wealth
management platform that is designed with one purpose in mind —
to serve you, our valued client.

All Star Summer Internship Program
Matt Muller – Summer Intern 2021
All Star Financial is excited to welcome our newest summer intern, Matt Muller, to the team! Matt
was born and raised in Minnetonka, MN and has played hockey and baseball his whole life. He is now
heading into his senior year at St. Olaf College, where he plays shortstop on the baseball team. This
summer Matt will be helping the All Star team complete various operational projects. Matt has been
a huge help already in the few weeks he has been with us, and we are excited to have him here for
the months to come!

4th Annual Client Celebration Event
We are happy to announce that we have started the planning process for our 4th Annual Client
Celebration Event that will take place in-person this year! Please SAVE THE DATE and plan to attend
this exciting event on Friday, September 24th at 5:00PM CST. Once again it will be held at The
Minikahda Club overlooking Lake Bde Maka Ska (formerly known as Lake Calhoun) and the beautiful
downtown Minneapolis skyline.
For those of you who have joined us in the past for this event, we are excited to welcome you back.
And for those of you who have not yet had the opportunity to attend, we are excited for you to
experience this special night! We have an incredible entertainer lined up for this year, Scott Andrews,
a Mentalist who is sure to amaze you with his unforgettable and jaw dropping show.
Invitations will be sent out later this summer, but unfortunately we are limited to 200 guests for this
event, so please be sure to RSVP as soon as you receive your invitation to secure your spot. We look
forward to celebrating with all of you in the fall!

Advisory services are offered through All Star
Financial, a SEC Registered Investment Advisor.

Meet Our Team

Contact Us

Robert Klefsaas, CFP , AIF , CFDA® – CEO, Senior Wealth Advisor
Brian Senske, MA, CPA (inactive) – CFO, COO, Senior Wealth Advisor
Matt Berhow CFP®, AIF® – Senior Wealth Advisor
Sam Sexton CPA, CFP® – Senior Wealth Advisor
J. Alexander Källebo, CFA® – Portfolio Manager
Caleb Findell – Investment Analyst
David Osterberg, CPA – Tax Advisor
David Engelsgaard, CPA – Tax Specialist
Linda Davis – Tax Assistant
Kaitlin Buckley – Wealth Management Associate
Mark Potter, CPA – Wealth Management Associate
Lucelia Husby – Client Service Associate
Elliot Syverson – Junior Associate
Paula Zilka – Operations Manager
Nicole VandenPlas – Executive Assistant
Bill Ristvedt – PCWM

3800 American Blvd. W.
Suite 620
Minneapolis, MN 55431
Phone: 952.896.3820
Fax: 952.896.3819
Toll free: 888.809.7901
asf@allstarfinancial.com
www.allstarfinancial.com

