
Welcome to our inaugural quarterly client newsletter! As a way of introduction, I am Greg Leonberger, 
Director of Research here at Marquette. I have had the privilege of meeting many of you over the years, 
and for those that I have not worked with previously, please accept this virtual introduction; my hope is 
to meet many more of you in person once in-person meetings resume. As I embark on this newsletter 
series, the goal each quarter is relatively simple: provide you with our views on capital markets, the 
economy, emerging risks as well as opportunities, and hopefully stitch in a few anecdotes to make for 
a more engaging connection with our readers. Off we go…
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QUARTERLY LETTER FROM THE DIRECTOR OF RESEARCH

March 23rd marked the one-year anniversary of the equity market trough. 
Rewinding back to March 23rd of 2020, the memories are still vivid: The World 
Health Organization had declared the coronavirus outbreak a pandemic only 
two weeks earlier, and the raging uncertainty over the scope and trajectory 
of the pandemic drove the S&P 500 down almost 35% from its mid-February 
peak. Fear seemed to grow by the day as equity investors ran for the exits 
and flooded into cash. The economy was shuttered, job losses exploded, 
and most people were confined to their homes amidst stay-at-home orders 
and school closures. Things looked bleak.

Over time, markets and people prove to be resilient, and the past year 
affirms this claim. Since March 23rd, 2020, equity markets have rebounded 
remarkably, returning anywhere between 67% and 121% across the various 
major indices for U.S. and non-U.S. stocks. Certainly, record-level government 
stimulus coupled with accommodative central bank policies featuring low 
rates and easy money has helped. Perhaps even more important has been 
the successful development of vaccines to combat COVID-19. Markets 
are always forward-looking and the vaccine roll-out offers a roadmap to 
economic re-openings, a return to “normalcy” for most people and critically 
for markets, robust economic growth and positive earnings for companies.

So where does this leave us? The last year has been tremendously profitable 
for market participants, but when it comes to investing, there is always 
uncertainty, always questions that must be addressed. While no one can 
predict what the stock market will do, being able to identify key themes, 
risks, and opportunities can best position investors for success over 
sufficiently long investment horizons. The remainder of this letter seeks to 
navigate these topics and provide insight into what may drive markets over 
the coming quarters.

As we look out across the economy and capital markets, COVID-19 remains 
the largest source of uncertainty. Until herd immunity is reached — projected 
to be July/August in the U.S. — economic activity will likely still be limited, 
with capacity constraints in service/entertainment venues (restaurants, 
movie theaters), office/factory closures, and perhaps a hesitancy on behalf 
of consumers to resume their normal routines and spending practices. 
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During the pandemic, personal savings rates have soared as a result of economic closures and 
aggressive stimulus programs. This pent-up demand is expected to be a key contributor to GDP 
growth as economies re-open this year. From a vaccine perspective, as of April 25th, approximately 

1 Bloomberg; EAFE two-year recovery after a 21.7% drawdown May 15 – November 11, 1987. 
2 Bloomberg; EM two-year recovery after a 66.1% drawdown October 29, 2007 – October 27, 2008.

28% of the U.S. population is considered fully vaccinated; herd 
immunity is expected when approximately 70% of the U.S. 
population has been vaccinated, so there is still much work to 
be done. The good news is that vaccine distribution is gaining 
momentum and despite the recent Johnson & Johnson vaccine 
setbacks, the percentage of the U.S. population that has been 
vaccinated grows by the day. Against this backdrop, projections 
call for strong economic growth for the remainder of the year 
with GDP growth of 5–6% (on a year over year basis) expected 
for the rest of 2021.

Such growth should translate favorably to equity markets, with just the expectation of an economic 
recovery at least partially responsible for returns over the last year. But digging deeper into equity 
markets, are there certain sectors or market segments that could benefit more than others? Historically, 
small-cap equities — particularly value stocks — have led equity returns coming out of recessions. We 
saw this trend coming out of the tech bubble and the Global Financial Crisis. Value stocks tend to 
be more cyclical and thus more sensitive to the economic cycle, from both a GDP and interest rate 
perspective. Financials and industrials sectors, both significant weightings in value indices, fall into 
this bucket. Furthermore, technology dominates large-cap indices (the information technology sector 
is 26.7% of the Russell 1000 index) while small-cap benchmarks favor more cyclical segments like 
financials and industrials — each of these sectors holds a 16% weighting in the Russell 2000 index. 
Indeed, we saw these very trends — value and small-cap outperformance — hold true the last two 
quarters as economic stimulus, higher interest rates (a tailwind for cyclicals in general, particularly 
financials), economic re-openings, and vaccine roll-out disproportionately benefitted size and value. 
Going forward, we would not be surprised to see these trends continue with the economy still in the 
early stages of re-opening. We would note, however, that this is not a declaration that growth stocks 
are dead after a decade of outperformance. Secular tailwinds remain for growth stocks but relative 
performance vs. value stocks may be hampered by a temporary change in investor sentiment amid 
higher rates.

What do these patterns mean for non-U.S. equities? At the beginning of the year, one of the key 
narratives was how a weakening dollar might benefit non-U.S. equities. However, over the first quarter 
interest rates in the U.S. rose remarkably with the 10-year Treasury moving from 0.93% at the end of 
2020 to finish the first quarter at 1.74%. Not surprisingly, the chatter about a weaker U.S. dollar and the 
knock-on effects for non-U.S. equities has subsided. The other dominant themes for non-U.S. equities 
largely mirror those of U.S. stocks: value and small-cap outperformance, and some hesitancy about 
growth stocks maintaining their lead over value stocks. As it relates to non-U.S. equity benchmarks, 
the developed markets benchmark (EAFE) features more value exposure than its emerging markets 
(EM) counterpart which has evolved over the years to be even more top-heavy in tech names than the 
S&P 500. This played out in the first quarter as developed large-cap equities outperformed emerging 
market equities, as measured by their respective benchmarks. Perhaps more importantly, though, is 
that both indices — developed large-caps and EM — have historically remained positive for two years 
after significant market drawdowns, with 2-year post-bear market returns ranging from a low of 40%1 
to a high of 141%2 across both indices over the last 35 years.
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One of the biggest risks for stocks today is valuation. The run-up in equities has driven valuation 
measures to the upper bounds of their historic ranges and investors are questioning how much higher 
they can go before a correction. There are a variety of perspectives to answer this question, and 
a fully informed discussion is beyond the scope of this letter. We certainly acknowledge that the 
stimulus measures have kept rates low, provided ample liquidity, and undoubtedly pushed investors 
into equities, thus contributing to the run-up in prices and returns. We utilize an acronym here at 
Marquette — which we can’t claim as our own — called “TINA:” There Is No Alternative. With rates so 
low, investors have nowhere else to put their money if they want to see real rates of return that exceed 
inflation. This term is further supported when examining the equity risk premium, which compares the 
S&P 500 earnings yield to the 10-year Treasury yield. The premium remains solidly positive, supporting 
the notion that equities are relatively more attractive than bonds in today’s environment. Overall, we 
recognize that valuations are stretched, but market fundamentals are positive and stronger earnings 
as a result of a broader economic recovery should help support equity markets as the remainder of 
2021 unfolds.

A common term used to describe the current recovery is the “reflation trade,” with reflation defined 
as an upswing of the economic cycle featuring pick-ups in growth, inflation, and often interest rates, 
with such a movement typically following a deflationary period or recession. This definition seems to 
fit aptly with the trailing three quarters, particularly the first quarter of 2021: growth is rebounding, 
inflation expectations are rising, and rates have risen. We have already discussed the implications 
of higher growth and rates on equities (generally supportive, particularly for small-cap and value 
stocks), and will touch on inflation later in this letter, but the dynamics of the reflation trade also carry 
notable implications for fixed income. Most obvious is that fixed income prices are inversely related 
to rates, so as rates rise fixed income returns turn negative for most strategies, with longer-duration 
securities feeling more pain; this was apparent with first quarter returns. However, it appears that the 
rate rise in the first quarter may have been a little too much too soon, as rates have retreated about 
20 basis points since quarter-end. Regardless, rates trending higher equate to negative price moves, 
though also mean higher income as yields rise on a go-forward basis. Central banks are expected to 
remain accommodative in terms of keeping rates low to foster further economic recovery, but can only 
really influence shorter-term interest rates, which explains why short-term rates are in still line with 
previous quarters, while longer-duration yields have risen in response to rising vaccination rates and 
GDP growth. We think the rate rise over the last two quarters is more transitory in nature, a reaction 
to more positive economic data and strong growth expectations for the next two years, and will not 
continue at this pace. The 20 basis point retreat for the 10-year Treasury yield so far in April seems to 
support the more transitory nature of the recent interest rate movements.
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“We utilize an acronym here at 
Marquette — which we can’t 
claim as our own — called 
TINA: There Is No Alternative. 
With rates so low, investors 
have nowhere else to put their 
money if they want to see real 
rates of return that exceed 
inflation.”
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Of course, it’s not just interest rates that drive fixed income returns. Spreads — the difference between 
a bond’s yield and the risk-free Treasury rate — are the primary measure of a bond’s risk and can be 
used at the index level to assess the overall attractiveness of a specific sector. Spreads tend to be closely 
correlated with equities — when equities rally, spreads compress and reduce the overall attractiveness 
of a bond from a price appreciation perspective. Not surprisingly, the striking equity returns over the 
last 12 months have compressed spreads on most below-investment grade strategies to below their 
long-term averages, suggesting that new positions for high yield, bank loans, and emerging market 
debt would be hard to justify. However, the prospect of further rate rises (even if transitory in nature), 
more robust vaccine roll-outs in emerging market countries, and the passing of Biden’s infrastructure 
bill could all offer some support for these strategies. Bank loans are floating rate instruments whose 
principal adjusts as rates rise, which naturally offers protection from the price losses suffered by fixed-
rate instruments when rates rise. Emerging market debt strategies offer wider relative spreads to 
other plus sectors and the Biden infrastructure plan should benefit EM commodity producers, though 
must be weighed against the prospect of rising rates and currency risk for non-dollar denominated 
holdings. Although spreads are generally tight across all sectors, there is an expectation they will 
tighten further as the economic recovery strengthens, which should be accretive for current exposures, 
but also warrants some caution for new allocations to any of the plus sectors.      

At this point, we’ve covered the primary anchors of most investment portfolios, equities and bonds. 
Many of today’s portfolios also include allocations to alternative investments, so we would be remiss to 
not address the outlook for these asset classes. Admittedly, many of these markets appear to move more 
slowly as they are not valued on a daily basis or traded on public exchanges. Nonetheless, prevailing 
valuations and market-specific data overlaid with appropriate macroeconomic trends still offer insight 
into what to watch for across these asset classes. Real estate is probably the most straightforward 
to analyze, given the themes that have emerged over the last year. Core real estate investments 
consist of four primary sectors: industrial (think of Amazon warehouses), apartments, office (urban and 
suburban), and retail. By now everyone is familiar with the “shop at home” and “work from home” 
themes which have emerged during the pandemic, and those themes have manifested themselves in 
real estate returns, with the industrial sector dominating performance and retail suffering the most 
amidst economic closures and the swelling popularity of e-commerce (to be clear, this was a trend 
that existed well before COVID but has been exacerbated). Despite the overall positive outlook for 
economic growth and pent-up demand, the outlook for real estate is segregated by sector, with strong 
performance expected out of the industrial 
and to a lesser degree apartment sectors. 
Office remains uncertain as companies 
contemplate their future space needs, and 
while the “Amazon effect” is here to stay and 
will continue to haunt the retail space as a 
whole, with nuanced pockets of retail (such 
as grocery-anchored shopping centers) the 
exception to the generally negative outlook 
for retail. Returns for core real estate funds are 
expected to hover in the mid-to-high single 
digits, with income generating the majority of 
returns as the low cap rate environment limits 
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the upside potential of the asset class as a whole. For those looking for stronger real estate investment 
returns, value-add strategies — particularly those focused on industrials and apartments — may serve 
as an appropriate complement to an existing core allocation, though investors must be aware of the 
added risks, particularly on the leverage and development side of things.
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As we look across the other alternatives, a few opportunities stand out. Within hedge funds — an asset 
class that has frustrated investors in the past — equity long/short strategies are well positioned to 
capitalize on the current environment of rich equity valuations and rising interest rates. Furthermore, 
the M&A market is expected to be robust this year, which should create attractive alpha opportunities 
for merger arbitrage strategies. 2020 was a record year of alpha generation for hedge funds and assets 
under management hit a record high of $3.8 trillion. Although the first quarter was up and down for the 
asset class as a whole, investor surveys point to continued growth of the asset class amidst low rates 
and expected increases in market dispersion.

Private markets, both private equity and private credit, remain compelling additions to client portfolios 
for their accretive return contributions and in the case of private credit, income opportunities. As a 
whole, the private equity market — similar to the public equity market — remains expensive, particularly 
at the upper end of the market as investors continue to drive more capital into larger private market 
funds. This structural dynamic should benefit the small buyout, lower-middle market, and early-stage 
venture funds that profit from multiple expansion that is driven by the growing demand for their 
businesses. Collectively, private equity fundraising and deployment are expected to accelerate this 
year and these segments are well positioned to benefit from the industry’s return to normalcy.

On private credit, low interest rates coupled with growing M&A activity and the search for yield have 
combined to drive significant growth of the asset class. Currently — as has been the case historically 
— private credit offers return and capital structure premiums to high yield, investment grade, and 
Treasury bonds. As the M&A market heats up, deal sponsors will rely on private credit managers to 
finance new acquisitions and refinance existing debt at lower rates, creating further tailwinds for the 
asset class. As assets have flowed into private credit, the asset class has become more competitive 
as existing managers get larger and new entrants come into the market. Now more than ever, private 
equity sponsor relationships matter and those lenders who have been a steady hand through COVID 
will likely benefit from increased deal flow and attractive investment opportunities going forward. 
These are the managers who are the most suitable partners for investors creating or adding allocations 
to private credit.

The last item to touch on is inflation. I have seen multiple investor surveys that cite inflation as the 
primary worry for investors, with the root causes being the massive expansion in money supply and 
the recent run-up in commodity prices. 
General expectations are that inflation will 
rise as the economy re-opens, but similar to 
the increase in interest rates, will be more 
transitory than secular. Additionally, we 
believe the commodity price run-up is more 
of a normalization rather than the start of a 
supercycle. It is well-known that inflation 
and subsequent rises in interest rates can be 
headwinds for fixed-rate investments, but the 
great majority of risk assets tend to perform 
well in inflationary environments. Most 
portfolios that include healthy allocations 
to equities and other risk assets should hold 
up relatively well as rates and inflation rise. 
We have run a deep analysis on investments 
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during inflationary environments which arrives at these high-level conclusions and will share these 
results via a newsletter next month.
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So where does all of this leave us as investors? Investors are rightly concerned about the prospect of 
rising rates and inflation, but these fears should be offset by expectations of significant rebounds in 
growth and overall economic health as economies re-open and people return to work. Equity markets 
appear richly valued, but fundamentals are generally supportive; if earnings estimates are met, metrics 
such as P/E ratios should move off extreme levels if the “E” increases. The “re-opening” play for value 
over growth has been discussed ad nauseam both here and in most other financial journals. This does 
not necessarily represent a long-term view on value vs. growth stocks, but more of a sentiment and 
shorter-term expectation rooted in cyclicality. Fixed income appears limited from a price appreciation 
angle, but most investors utilize the asset class more for its liquidity, diversification, and income 
attributes, which still remain. Alternatives have not been immune to the impacts of COVID, but new 
opportunities have emerged across sectors and strategies, and allocations to at least some of the 
alternative asset classes included in this discussion make sense both from a long-term perspective and 
in today’s environment.

And finally, how to conclude? When I sat down to write this, I had planned to write no more than three 
pages, yet I’ve ended with nearly double that. Going forward, future versions of this will strive to be 
a bit more succinct, but given the one-year anniversary of the market trough coupled with the debut 
of this client letter series, I couldn’t help myself. Ultimately, I hope this has been a helpful letter for all 
of you as you think through your portfolios and what to watch for in the coming months. I’d love to 
hear your feedback on this and future versions, so please don’t hesitate to reach out. In the meantime, 
thanks for reading and please take care.

Until next time,

Greg Leonberger, FSA, EA, MAAA
Director of Research, Managing Partner
gleonberger@marquetteassociates.com
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Marquette was founded in 1986 with the sole objective of providing investment consulting at the highest 
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