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FALL QUARTER
RECAP
IN THE THIRD QUARTER OF 2021, THE U.S. ECONOMY CONTINUED TO RECOVER AS EXPECTED. Real gross domestic
product, which is released a month after quarter end, is expected to be 7.0% on an annualized basis.[i] The unemployment
rate decreased to 4.8% at the end of the quarter and the U.S. Dollar Index increased modestly. Inflation has been the wild
card and has caused some market volatility as investors attempt to figure out if inflation will be transitory or persistent.
Turning our attention to the world financial markets, in the third quarter the U.S. led the way up slightly at .23% as measured
by the S&P 500. In July, the index was up 2.27% followed by a solid return of 2.90% in August; however, September was a
challenging month for stocks posting a decline of -4.76%. For the third quarter, international stocks performed poorly down
-3.65%, mostly due to the bad results in emerging markets, which decreased -8.65%. Bonds, which are traditionally
considered a safe haven when stocks sell off, did not hold up well in September and ended the quarter down -.43%.
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As has been the case all year, inflation fears and how the Federal Reserve will react was the focus in the third quarter. The
equity market has been more sensitive than the bond market as can be seen by the tighter range in the 10-Year Breakeven
Inflation Rate. This data point provides an indication of what bond investors believe inflation will average over the next
decade. As of the end of the quarter, it was expected that inflation will average 2.37% per year for the next 10 years. That is
much higher than where that expectation was at the start of the year.
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LOOKING AHEAD
WE BELIEVE INFLATION FEARS WILL CONTINUE TO BE FRONT AND CENTER FOR THE REST OF THE YEAR. At the start of 2021 the

stock market sold off as investors worried that inflation would be an issue to the economy. The Federal Reserve was adamant
that higher inflation would be transitory, but the markets were not buying that narrative. However, by summer the markets
shifted sentiment and began to see the Federal Reserve’s point of view. From the beginning the data pointed to us that
inflation would be transitory and we kept that view even when the markets sold off in the first quarter of the year.
We are data dependent, which means if the data begins to point in a different direction, we will not overlook that shift. We
have adopted this method to prevent us from making emotional investment decisions. Today, we are seeing some of the data
point away from inflation being transitory and are considering the possibility that higher inflation might last longer than what
the Federal Reserve suggests.
Two reasons why we believe inflation might remain elevated well into next year is the supply chain disruption and the
pressures we are seeing in higher wages.
The supply bottlenecks continue to act as a headwind to all manufacturers, from cars to toys, and everything in between. We
have seen automobile plants temporarily shut down because they cannot get the chips needed to complete the car manufacturing process. Computers and phones have fallen victim to this as well and now companies, like Apple, have decreased their
guidance on future phone sales because they cannot get the parts needed. According to the L.A. Times, “The ports of Los
Angeles and Long Beach are facing unprecedented gridlock as the global supply chain struggles to meet consumer needs amid
a pandemic, shortages of cargo ships and containers and a lack of workers willing to drive trucks or handle inventory in
warehouses for the wages offered.” It was first thought that these issues would be resolved by now, but it is apparent that it
will take longer than many had anticipated to fix the problem. Another concern is that we are seeing people’s behavior change
in anticipation of continued supply chain issues. For example, the September retail numbers were much better than expected
because people are buying holiday gifts now in fear that stores will run out of products. This will lead to more inflationary
pressure in the near term.
The second, and what we think is the most damaging pressure in the long run, is higher wages. The latest figures show that
there are 10.4 million job openings [ii] while 4.3 million workers left their jobs.[iii] Yet there are 7.7 million people without work.[iv]
This means if everyone wanted a job, they could easily find one. This phenomenon has disproportionally affected lower paid
jobs in the retail and hospitality industry. Although we have also seen this affect many small business owners in all industries.
Workers know they have the upper hand and are forcing employers to offer higher wages for new jobs and raising wages for
current employees.[v] Wage increases are very sticky because it is very difficult to go back to an employee down the line and
request that they take a pay cut. As a result, companies are going to try to pass along some of the additional cost to consumers via higher prices. If they cannot pass the cost to consumers, that will ultimately mean lower margins for those companies,
and it will hurt their stock price.
This is all important because the Federal Reserve may be forced to increase short-term rates faster than anticipated. At the
moment, 50% of the Fed members think a 25-basis point increase is warranted in 2022 and that percentage could increase if
the data continues to show inflationary pressure. By 2023 members have signaled they would be comfortable with two
25-basis point increases. The reason the market is paying close attention is that if the Federal Reserve acts too slowly to
combat inflation, they may be forced to raise short-term rates very fast to catch up, which would ultimately hurt the economy and the stock market.
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In terms of our portfolio holdings, we will be doing a review on each company to see how resilient they are to inflationary
pressures. One item we will focus on is the demand elasticity for the goods and services produced by the company. The
more elastic the demand, the harder it will be for the company to increase prices. The more discretionary the goods and
services the more elastic the demand; for example, if restaurants raise their prices too high, people are likely to stop eating
out and will cook more at home. Contrast that with a company that has more of an inelastic demand, such as a company
that sells toothpaste or hand soap. These goods would be considered nondiscretionary because we need to use them and
are willing to accept a higher price. Not every company will be able to pass along higher prices and therefore it is important
for us to identify which companies will not do well in a persistent inflationary environment and replace it with a company
with a more inelastic demand.
We will keep you updated through our weekly market updates and your financial advisor. Should you have any questions,
please reach out to your financial advisor. We thank you for the confidence you have placed in our team to help you and
your family achieve your financial goals.
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Source: Dow Jones Newswires and The Wall Street Journal
Source: U.S. Bureau of Labor Statistics https://www.bls.gov/news.release/jolts.htm
Source: CNBC “A record 4.3 million workers quit their jobs in August, led by food and retail industries”
https://www.cnbc.com/2021/10/12/a-record-4point3-million-workers-quit-their-jobs-in-august-led-by-food-and-retail-industries.html
Source: U.S. Bureau of Labor Statistics https://www.bls.gov/news.release/pdf/empsit.pdf
Source: The Washington Post “These businesses found a way around the worker shortage: Raising wages to $15 an hour or more”
https://www.washingtonpost.com/business/2021/06/10/worker-shortage-raising-wages/
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DISCLOSURE
This is not a recommendation to buy or sell any securities. Speak with your financial advisor before making any investments
or acting on any topics discussed. Surevest Private Wealth is a Registered Investment Adviser. Advisory services are only
offered to clients or prospective clients where Surevest Private Wealth and its representatives are properly licensed or
exempt from licensure.
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