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INDEX PERFORMANCE
Returns as of 09.30.2021 

S&P 500 (SPX) 0.58%

Dow Jones Indus. Avg (INDU) -1.46%

Bloomberg 1K Growth 0.87%

Bloomberg 1K Value -0.44%

Bloomberg Developed Ex North America 
& Mid Cap

-0.22%

Bloomberg World Index 0.09%

U.S. Corp High Yield 0.88%

Alerian MLP -5.75%

Is Value Investing Dead?3Q 2020

Chart 1. Index Performance as of 09.30.2021

"ROUND AND ROUND. WHAT COMES AROUND, 
GOES AROUND I'LL TELL YOU WHY." - RATT

4Q 2021
QUARTERLY 
NEWSLETTER

Capital Management

Post COVID, the global economy seems to be stuck on a vicious merry-go-round; going too fast to jump off, and policy 
makers can’t seem to find the kill switch. The U.S. Federal Reserve (Fed) has an apparent timeline, but the timeline is 
constantly shifting based on current economic releases. If the Fed and their ever-changing timeline can solve for the speed 
and magnitude of adjusting the throttle and getting our economy off of this ride, maybe then the U.S. economy can land 
softly. However, we think the current expectations for normalization are still very much in question. The effects of the 
“taper tantrum” of 2013 showed us just how sensitive the markets could be toward the Fed’s plans.

Chart & Performance Numbers Source: Bloomberg as of 09.30.2021
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Although the Fed’s current timeline for normalization is clear to some, many factors may cause the timeline to be pushed in 
one direction, or pulled in another. The Fed’s definition of “substantial progress,” as it relates to jobs is based on employment 
regaining the 10 million jobs that were lost due to the pandemic as of December 2020. Currently, jobs are roughly halfway to 
that goal, but we have seen these numbers weaken in the last few employment reports. In our view, at some point the Fed’s 
Asset Purchase monetary policy will stop working on employment, as it is more focused on investment and savings. On the 
other hand, fiscal stimulus is more related to jobs and unfortunately seems to be moving from positive to negative. In fact, 
we have seen economic surprises come down quite a bit. A recent Reuter’s article titled “November? December? Fed’s ‘taper’ 
timeline tied to volatile jobs data”, points out the recent weakness in the U.S. economy’s performance versus economist’s 
forecasts. In Chart 1, we see a strong snap-back in the performance of the U.S. economy off the bottom during March 2020 
versus economic forecasts, followed by a steady drip back below the baseline. 

NORMALIZATION - THE FED'S LIKELY PATH 
 
The path back to normalcy includes many possible scenarios. We will focus on the two that we believe in our opinion, will have 
the largest impact and most likely outcomes. 

• TAPER APPROACH: First, the expected route and the Fed’s preferred approach is to taper asset purchases and 
eventually normalize interest rates.

• ZIRP: Second, the Fed could be forced to continue the Zero Interest Rate Policy (ZIRP) and ongoing asset purchase 
programs with a very slow taper.

 
TAPER APPROACH 
 
The major challenge we see when the Fed exits the asset purchase program is that who will step in to buy bonds and, at what 
market clearing price? In other words, the market will determine the price of money/yields. The Fed could potentially leave a 
very large hole on the demand side of the bond market. In a recent Bloomberg article, former Treasury Secretary Steve Mnuchin 
was quoted while speaking at the Bloomberg Invest Global Virtual Conference regarding rates, saying “I do worry that this 
will be ongoing inflation, and we could easily end up with 3.5% 10-year Treasuries, which again just increases the cost of the 
national debt and creates budget issues.” 

Chart 1. Citi Economic Surprise - U.S.

Source: Bloomberg as of 09.30.21

https://www.reuters.com/business/finance/november-december-feds-taper-timeline-tied-volatile-jobs-data-2021-09-17/
https://news.bloomberglaw.com/banking-law/mnuchin-says-stablecoins-should-be-regulated-and-highly-liquid
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ZERO INTEREST-RATE POLICY (ZIRP)? 
 
The Fed policy makers are fighting a battle 
on many fronts: interest rates, inflation, 
fiscal policy in the form of higher taxes and 
spending, and long-term demographic 
changes. In chart 2 from an Alpine Macro 
special report entitled “Zirp Forever?”, 
normalization has been attempted in Japan 
and the Eurozone in the past and both 
times, the Central Bankers had to pull back 
and go back to ZIRP. Again, the question 
is at what price does the U.S. bond 
market pricing clear if the Fed tapers and 
eventually raises rates? What should the 
yield curve look like given GDP growth and 
inflation prospects?

 
WHAT IS THE LIKELY OUTCOME? 
 
On the side of pulling back on asset purchases, inflation concerns are the topic of discussion and worry as it relates to 
weakening the current economic momentum off of the bottom of the recession. On the inflation front, the jury is still out on the 
transitory nature of current inflation. The pandemic has resulted in a disturbing supply chain mess that could continue to feed 
inflation. The cost of shipping a container from China has increased roughly eight-fold over the last 12 months and it could take 
much longer than expected before shipping timelines and costs return to pre-COVID levels. In addition, the lack of workers has 
raised the spectre of wage inflation. Potential inflation argues for tapering and higher rates, and only adds to the complicated 
problem the Fed is attempting to solve. This is the most compelling argument for tapering and raising rates, but the Fed still 
believes this is transitory. 
 
On the side of continued dovishness, the current administration’s fiscal policy will make it difficult for the Fed to back off of 
the current easy money policies. Raising taxes and more debt will make it hard for growth to bail us out, unless the proposed 
increase in spending offsets these negatives. However, as we all know, politics are unpredictable and we will continue to keep 
an eye out for new developments. 
 
Less under the Fed’s control, and not necessarily a strategy such as dovishness, is structural demographics. An excellent point 
is made in the previously mentioned report from Alpine Macro,“Zirp Forever?” regarding long-term structural issues that could 
put a natural lid on interest rates. According to the New York Fed, the Laubach-Williams model estimates the natural rate of 
interest (also known as the real short-term interest rate) is expected to prevail when an economy is at full strength and inflation 
is stable. Alpine Macro hypothesizes that the natural rate, as estimated by the Laubach-Williams model, is currently zero and 
should continue to drop. 
 
 

Source: Alpine Macro as of 09.30.21

Chart 2. Economic Crisis and ZIRP
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They put forth four reasons: 

1) An aging population, effecting both supply and demand, which without productivity growth will lead to slower 
growth. 

2) Population growth leads to lower demand growth and capital investment over time. 

3) Cited in a paper released by the Federal Reserve Bank of San Francisco, increased life expectancy for high income 
economies has lowered the real rate by 1.5% between 1990 and 2014.

4) Most high income economies have moved into a post-industrial structure, therefore capital investment has shifted 
from heavy equipment to technology and human capital. 

The obvious question is how long can the Fed keep rates at a higher level if the economy does not support it? We continue to 
believe the current long-term economic environment is still constructive, and while we expect continued volatility in financial 
markets, we still have some faith in the Fed’s ability to navigate through normalization and create an eventual soft landing. 
In fact, there is consensus that the rubber band is still stretching, as mentioned in our previous quarterly commentary, and 
significant pent-up demand has been created in the current cycle. We are watching events closely to see whether if monetary 
and fiscal policy can mitigate non-transitory inflation risk, lack of growth, or both. As always, we are preparing for action as 
opportunities present themselves.

 
 
 
INTERNATIONAL VIEW 
 
Expanding upon our theme of inflation and global implications, the International Monetary Fund (IMF) made a minor revision 
to its 2022 global GDP growth forecast from 5% to 4.9%, citing supply chain issues and worsening pandemic dynamics. Inflation 
surged across multiple markets while the global manufacturing PMI rolled over. As the narrative of “peak growth” gains traction, 
we thought it could be a good exercise to identify the current and future drivers of global growth. 

 
CURRENT GROWTH DRIVERS 
 
In the last decade, global growth averaged 2.36%, compared to 3% from 2000 to 2010 using World Bank data. Commodity-
focused countries suffered price and output compression, while the United States, China, and India led global economic 
growth. In 2013, China launched its “Belt and Road” initiative, a massive infrastructure plan designed to “break the bottleneck 
of connectivity” according to President Xi Jinping. Beijing also accelerated urbanization projects as a new middle class emerged, 
and heavily invested in real estate to drive growth. Recent financial turmoil faced by property developer Evergrande shows, in 
hindsight, that this growth-at-all-cost model may have been overly aggressive. 
 
The public spending share of GDP grew from 25% in 2010 to 34% in 2019 as the government encouraged growth. Investing 
in China for foreign entities became a necessity and subsequently, companies eager to improve their growth and margins 
embedded their supply chain there. Foreign Direct Investments averaged above $200 billion from 2010 to 2020, despite 
a slowdown during the trade war between Washington and Beijing. Like China, India increased its share of global GDP by 
successfully diversifying its economy. Agriculture, once the main driver of the economy, fell to 15% of GDP while services 
climbed to 54% in 2019. The Indian urbanization rate climbed to 35% in 2020 from 25% in 1990 (See Chart 3 on page 5). 

https://www.frbsf.org/economic-research/files/wp2016-05.pdf
https://files.constantcontact.com/d2b4a434801/557afd54-549d-4a22-be39-c84843103e3e.pdf
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The world has been spoiled with “free lunch” from 
China and India, as these countries have routinely 
posted high-single digit growth rates. Aware of 
their new status, these countries gained leverage in 
trade deal negotiations. However, China’s appeal 
diminished in recent months after a widespread 
regulatory crackdown across different industries. A 
gauge of Chinese technology stocks trading in Hong 
Kong fell over 50% from its February peak to the 
end of the third quarter. Xi Jinping is now talking 
about “common prosperity,” a way for companies 
to redistribute profits to society to reduce wealth 
disparities. Major companies already pledged to 
give over 10% of their current cash to the cause. 
Empirically, we know that growth does not like 
constraints and capital flows where opportunities lie. 

FUTURE GROWTH DRIVERS 
 
The European Union has held the underdog status since its inception. Although the large number of members delays decision-
making, divergence of views appears to offer a useful counterbalance to limit excesses. For instance, the “Frugal Four”, which 
is the nickname given to Austria, Denmark, the Netherlands, and Sweden, often lean towards fiscal conservatism and growth 
investments. This rhetoric is starting to resonate with countries like France, as President Macron just unveiled a 30 Billion euro 
plan for innovation and industrial revival. The IMF projects that the Euro area will grow 4.2% next year, below the advanced 
economies average of 4.5%. 
 
The Southeast Asia region could benefit from supply chain disruptions in China as its low political risk and its competitive labor 
cost upgrades its profile. Countries like Vietnam, Malaysia, Thailand, and the Philippines are already experiencing significant 
capital inflows. Commodity-heavy Indonesia typically performs well during an inflationary environment. Government spending 
as a percentage of GDP is expected to remain elevated in the region as structural infrastructure investments are needed to 
attract foreign investments. The IMF projects that these five Asian countries will grow at 5.8% next year. 

In South Korea, export-oriented 
policies propelled the country to one 
of the top ten exporters in the world. 
The IMF reported that semiconductors, 
vehicles, and machinery including 
computers, accounted for half of 2020 
Korean exports. Last year, South Korea 
ranked fifth out of 190 countries in the 
Ease of Doing Business Rank by World 
Bank. According to the Organisation 
for Economic Co-operation and 
Development (OECD), Research and 
Development (R&D) spending as a 
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Chart 3. GDP/Capita Growth and Urbanization (1969-2018)
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percentage of GDP was one of the highest in OECD and topped the United States, Japan, and Germany (Chart 4 on page 5). All 
these characteristics paint a nice picture of South Korea. The third quarter was very volatile for the Korean market as machinery, 
services, paper and woods, and medical products declined over 10%. The KOSPI index was down 6.91% during the same period. 
 
In Japan, the recent political change was negatively welcomed by markets as a member of Prime Minister Fumio Kishida’s party 
floated the idea of a possible tax increase. The NIKKEI subsequently fell for eight straight sessions before recovering after the 
realization that the selloff was overdone. Valuation remains appealing in this market as the TOPIX index price-to-sales ratio 
currently stands at 0.91, compared to 2.19 for the Bloomberg World index. In Latin America, Mexico and Chile are worth a watch 
given the demand forecast for the goods that they export. On a relative basis, inflation appears to be under control in these 
countries, compared to Brazil dealing with 10% year-on-year consumer prices growth. 
 
As always, opportunities will be company-specific, but we are optimistic about finding growth in specific regions.  
 

ASSET ALLOCATION VIEW: "INFLATION - HOW TRANSITORY IS TRANSITORY? - 
JUST FOLLOW THE ENERGY PRICES."
In today’s world, energy from whatever source is essential to produce most of 
the goods and services.  As goes the overall price of energy, so will go the prices in 
general. Any manufactured good or raw material requires electricity or other fuel 
to produce. Transportation of goods requires fuel. Cell towers, server farms, and 
electric cars require electricity to operate. The services/experiences areas of our 
economy also require energy, whether for transportation or operation. 
 
As seen in Graph 5, as of 2020, approximately 39.1% of world electrical generation 
was generated by low carbon sources. 
 
Given these numbers, the remaining 60.89% of world power generation is based 
on “dirty” or high carbon power. The great majority of these come from coal and 
natural gas. As the world recovers and learns to live with COVID-19 and supply 
chains struggle to keep up with demand, energy demand will increase relative to 
that used earlier in the pandemic. However, as demand for energy for both power 
generation, transportation, and other uses increases, production and exploration 
are declining (Chart 6 below). 
 

 
This is a result of the global focus on cleaner energy; 
unfortunately, this has the potential to create an energy 
shortage as the “new green” power sources, namely solar 
and wind, currently provide about 10% of global energy 
consumption. Basic economics tells us that as demands 
increase or supply decreases (or both) for an item, prices 
increase (inflation). 
 

Graph 5. World Electrical Generation

Source: Low Carbon Power as of 09.30.2021

Chart 6. World Electrical Generation

Source: IEA as of 09.30.2021
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Chart 7 shows the U.S. year-over-year Consumer 
Price Index (in red) and various energy prices 
over the last 20 years. Note that over most of 
the timeframe, these values are not particularly 
correlated. For example, from 2009-2014 oil 
prices (white line) increased while natural gas 
prices did not. Inflation during this time was also 
not problematic. In the blue box at the right side 
of the graph, note that inflation increased along 
with the prices of all major fossil fuel sources. So 
how long does transitory last? We recommend 
keeping a close eye on energy prices – as those 
go, “transitory” inflation will likely as well. 
 
 
 
Current asset allocation positioning: 
The third quarter of 2021 reflected an uncertainty in financial markets with potential higher volatility.  Continued fiscal 
stimulus is likely, though the level of such stimulus is uncertain. In the upcoming months, the Fed and other Central Banks 
will likely hold rates steady while starting to reduce bond purchase programs. Although many COVID-related restrictions 
have been lifted, we are closely watching what effects the Delta variant may have on ongoing economic activity and 
government policy. 
 
In accordance with this view, we currently see the following indications for asset allocation: 
 
General Allocation – In the third quarter, markets were flat with our equity benchmark down 0.05%, while our fixed 
income benchmark increased 0.05%. In the fixed income markets, interest rate spreads remain compressed. We 
recommend a quality core of equity focusing on companies with strong balance sheets and strong cash flows, and a good 
balance between growth and value. For fixed income, we recommend a mix of core, multisector, and floating rate/inflation 
protected allocations, as we believe fixed income will remain challenged from both a return and risk reduction perspective. 
We also believe volatility in the fixed income markets may increase, in terms of both overall interest rates and spreads. 
Accordingly, we believe the equity markets continue to have greater potential for return than the fixed income markets. 
We are closely monitoring any changes in monetary support the Fed will implement particularly with the reduction of the 
current bond buying activities. We remain vigilant regarding our indicators, and will modify overall allocations as these 
indicators and the market environment dictates.  
 
Equity Allocation – We continue to monitor financial conditions and market returns to determine our optimal equity asset 
allocation. Regarding fixed income going forward, we are currently overweight with equities relative to fixed income and 
benchmarks due in part to the limited potential for returns.   We are neutral regarding U.S. equities versus international 
equities as the rest of the developed world has largely caught up or surpassed the U.S. in COVID-19 vaccination rates.  

We are constructive regarding select small/mid-cap equities. We continue to emphasize high quality and high cash 
flow equities as those type of companies should emerge from the current crisis in the most favorable condition to take 
advantage of the recovering economy. We continue to monitor international markets, and see potential there; particularly 
in Europe as their vaccination progress improves. We see opportunity in emerging markets, but are cautious regarding 
China due to increased involvement of their government in respect to capital markets.  

Source: Bloomberg as of 09.30.21

Chart 7. U.S. year-over-year Consumer Price Index



8

ROUND AND ROUND4Q 2021

Tracking #LFCM-1021-2084

Fixed Income Allocation – We believe fixed income going forward will be challenging. In response to the current crisis, 
the Federal Reserve has indicated continued low interest rates, however it is possible the Fed may start to taper its bond 
buying activities. The effects of these actions may be mixed for interest rates across the yield curve. As the Fed reduces 
its bond buying program market, driven interest rates are likely to become more volatile as the fixed income market, 
rather than the Fed, becomes a larger factor in long-term interest rates. Due to current yield levels, higher duration fixed 
income may have limited upside and provide lower yields. There is an unlikely tail risk of much higher rates in the event 
of a Fed miscalculation. Longer-term rates may simply rise with the improving economy, the existing debt level, and 
increased future debt needed to fund Social Security and Medicare as more Boomers retire. All of this indicates a tactical 
approach of fixed income management as we expect limited opportunities and significant risks in this area. We continue to 
monitor company health and interest rate movements closely, and will adjust positioning in accordance with the evolving 
economic and interest rate environment.

Thank you for the continued confidence and trust. We appreciate your business. 
 
Thank You, 
Level Four Capital Management Team
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IMPORTANT INFORMATION
The opinions articulated in this document are for general information only. This information is not intended to provide specific advice or 
recommendations for any individual. The economic forecasts set forth above may not develop as predicted and there can be no 
guarantee that strategies promoted will be successful. All performance referenced is historical and is no guarantee of future results. No 
strategy including asset allocation assures success or protects against loss. All indices are unmanaged and may not be invested into 
directly.

Stock investing involves risk including loss of principal. Value investments can perform differently from the markets as a whole. They can 
remain undervalued by the market for long periods of time.

International and emerging market investing involves special risks such as currency fluctuation and political instability and may not be suitable 
for all investors.

The Standard & Poor’s 500 index is a market capitalization weighted index of 500 stocks designed to measure performance of the broad 
domestic economy through changes in the aggregate market value of 500 stocks representing all major industries. The Dow Jones 
Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange (NYSE) and the NASDAQ. 

The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange 
(NYSE) and the NASDAQ. Price-weighted means stocks with higher share prices are given a greater weight in the index. The DJIA is a stock 
market index that shows how 30 large, publicly owned companies based in the United States have traded during a standard trading session 
in the stock market. The value of the Dow is not a weighted arithmetic mean and does not represent its component companies’ market 
capitalization, but rather the sum of the price of one share of stock for each component company. 

The Bloomberg US 1000 Value and Growth Indices (B1000V & B1000G) are screened from the Bloomberg US 1000 Index (B1000) and are 
constructed based on a linear combination of risk factors. The four factors are: 1) Earnings Yield, 2) Valuation, 3) Dividend Yield and 4) Growth. 
The factors are equally weighted when forming a composite signal where Growth is considered to be a negative indicator and thus flipped 
to be a negative. The Indices are market-capitalization-weighted. The current price is used to calculate the price-based ratios. For detailed 
information, review the index methodology document.

Bloomberg Developed Markets ex N. America Large & Mid Cap Price Return Index is a float market-cap-weighted equity benchmark that 
covers 85% market cap of the measured market.

Bloomberg World Large & Mid Cap Price Return Index is a float market-cap-weighted equity benchmark that covers 85% market cap of the 
measured market.

The Bloomberg Barclays US Corporate High Yield Bond Index measures the USD-denominated, high yield, fixed-rate corporate bond market. 
Securities are classified as high yield if the middle rating of Moody's, Fitch and S&P is Ba1/BB+/BB+ or below. Bonds from issuers with an 
emerging markets country of risk, based on Barclays EM country definition, are excluded.

The Alerian MLP Index is the leading gauge of energy Master Limited Partnerships (MLPs). The capped, float-adjusted, capitalization- 
weighted index, whose constituents represent approximately 85% of total float-adjusted market capitalization, is disseminated real-time on a 
price-return basis (AMZ) and on a total-return basis (AMZX).

 
 
 
 
 
 
 
 

DISCLOSURE
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