NI 2051 First Affirmative
M&fk@t Commentary & FINANCIAL NETWORK

_M

Endemic COVID + Higher Inflation = New Normal
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November 1, 2021

Overview

At third quarter end, the S&P 500 was 93% above its March 23, 2020, pandemic low and 27% above its pre-
pandemic high (see Figure 1). As we move through the fourth quarter, COVID is transitioning from pandemic
to endemic, inflation is accelerating amid labor shortages, kinks in the supply chain, and the global push
toward a lower carbon economy, and gridlock has re-emerged in Washington. Against this backdrop, as
evidenced by third quarter results, earnings growth will be the key determinant of stock price performance.

Figure 1. S&P 500 at Inflection Points - Bull and Bear Markets, 1996 to Date
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Source: Compustat, FactSet, Federal Reserve, Standard & Poor’s, J.P. Morgan Asset Management.
Dividend yield is calculated as consensus estimates of dividends for the next 12 months, divided by most recent price, as provided by Compustat.
Forward price-to-earnings ratio is a bottom-up calculation based on J.P. Morgan Asset Management estimates. Returns are cumulative and based on
S&P 500 Index price movement only, and do not include the reinvestment of dividends. Past performance is not indicative of future returns.
Guide to the Markets — U.S. Data are as of September 30, 2021.

Third Quarter Market Review

Global equities paused in the third quarter, with the return for the year holding steady at +12.3% (see Figure
2). US stocks (S&P 500 +0.2%) outperformed non-US stocks (MSClI ACWI Ex-USA -3.2%), with emerging
markets lagging developed markets. Large cap stocks outperformed small, and growth stocks outperformed
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value (see Figure 3) for the second consecutive quarter. The Barclays Aggregate Bond index fell 1.6% in the
third quarter and remains underwater for the year.

Finally, commodities remained the stand-out performers in the third quarter. For the year-to-date, Energy,
Industrial Metals, and Agriculture are higher. Higher commodity prices reflect the acceleration in economic
activity, inventory rebuilding, and supply constraints.

Figure 2. Global Equity, Fixed Income, and Real Assets Performance (Percent Change), 3Q 2021

2021 YTD Last 12 Months Last 24 Nanths
Annualized

Global 12.25 39.25 19.31

US Equities 15.25 44.32 23.94

" US Large Cap 14.92 42.97 23.91
:.g US Mid Cap 15.32 46.90 21.07
ug." US Small Cap 16.38 56.48 21.53
Non-US Equities 9.05 35.57 13.40
Non-US Developed Markets 8.89 32.58 12.07

Non-US Emerging Markets 7.10 39.92 15.93

US Aggregate -1.64 -0.37 4.04

) US Treasuries (Intermediate) -1.87 -2.07 3.41
g Minicipals (Intermediate) 0.44 3.55 4.13
= Investment Grade Corporate -1.27 3.26 6.14
g US Corporate High Yield 2.95 13.26 5.56
= Bank Loan 1.51 7.53 2.77
Emerging Markets -1.22 7.19 3.82
Commodities 31.78 55.47 11.31

" Energy (Oil/Gas) 61.24 4.19
9 JPMorgan Alerian MLP ETN 46.61 -3.09
§ Precious Metals 2.87 13.43
§ Industrial Metals 47.71 15.05
Agriculture 38.19 6.91

REITs (Real Estate) 34.33 11.78

Source: Morningstar Direct as of 9/30/2021
Note: Coloring is relative. Deeper green indicates higher relative return, deeper red indications lower relative return.
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Figure 3. Morningstar Style Box Analysis, 3Q 2021

Source: Momingstar Direct
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Notwithstanding the recent reversal, the longer-term performance gap, current valuations, and the

economic backdrop continue to favor the economically sensitive sectors represented in the value category

(see Figure 4).

Figure 4. Value versus Growth and Sector Earnings Correlation to Real GDP, 3Q 2021
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Source: FactSet, FTSE Russell, NBER, J.P. Morgan Asset Management.

correlation is since 3Q13 and based on backtested data by JPMAM.
Guide to the Markets — U.S. Data are as of September 30, 2021.
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Equity markets are expensive, which is “normal” for this early stage of an economic recovery. However,
corporate profits are set to recover sharply through 2022, continuing the pattern established in the first
three quarters of this year. Just as we saw estimates chasing reported earnings downward in 2020, we are
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seeing the reverse this year. This is particularly true in Energy, Industrials, Consumer Discretionary, and
Materials, which took the brunt of the decline during the pandemic.

Both revenues and margins are set to expand rapidly in 2021 (see Figure 5). With inflation accelerating
pricing power will become increasingly important in 2022. Industries able to pass on raw material and labor
cost increases and those able to quickly implement technology changes to improve efficiency will fare far
better than those unable to do so.

Figure 5. S&P 500 Earnings Growth, 2001-2021

S&P 500 year-over-year operating EPS growth
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Source: FactSet, Compustat, Standard & Poor’s, J.P. Morgan Asset Management.

EPS levels are based on annual operating earnings per share. Percentages may not sum due to rounding. Past performance is not indicative of
future returns. *2021 earnings estimates are based on forecasts from FactSet Market Aggregates.

Guide to the Markets — U.S. Data are as of September 30, 2021.

Outlook - Endemic COVID + Higher Inflation

The historic bull market continues. However, investors should prepare for choppiness and possible
consolidation as COVID moves - possibly in “fits and starts” - from pandemic to endemic and an inflation
regime change leads us to dust off playbooks buried since the 1970s. Investors who stay the course amid
market volatility and conflicting prognostications, maintaining well-diversified portfolios geared toward
achieving their long-term objectives, will continue to be rewarded.

Following a summer surge, the number of COVID cases has fallen sharply (see Figure 6). As a result, the
COVID pandemic appears to be moving toward endemic status - with the likelihood of ups and downs more
akin to the flu. Immunity resulting from natural infection and vaccines, altered patterns of social contact,
and reduced virus transmissibility are contributing to progress toward a new normal, which will look more
like the pre-pandemic normal than the March 2020 to date period.
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Figure 6. New COVID Cases in the US - Virus Inception to October 21, 2021
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Sowurce: CDC, First Affirmative Financial Metwork, LLC.

Steady monetary policy and persistent fiscal stimulus bode well for equity markets. However, against this
monetary and fiscal backdrop - combined with labor shortages, kinks in the supply chain, and the global
push toward a lower carbon economy - we are likely in the early stages of an inflation “regime change”.

As inflation heats up, we found these charts from JP Morgan Asset Management interesting.

e Figure 7 puts the current inflation surge in a historical context. It shows that the current surge leaves
most metrics above their 50-year average and the Energy CPI at nearly 5 times its 50-year average.

e Figure 8 shows nominal and real yields on 10-year US treasuries. At -2.46% on September 30, 2021,
real yields are at a level last seen when nominal yields peaked at 15.84% on September 30, 1981. It
would appear that “something has to give”. Either nominal rates will rise to reflect the surge in
inflation, or inflation will retreat, confirming that it is transitory (which seems to be what the bond
market is telling us).

e Finally, Figure 9 looks at asset class performance in different inflation environments over the past 33
years. It shows that as inflation moves from pre-pandemic “low (less than 2.5%) and falling” levels to
today’s “low and rising” to “high and rising” - likely where we are going - emerging markets and real
asset could move higher continue to outperform.
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Figure 7. US Inflation Measurements, 1971-August 2021

CPIl and core CPI
% change vs. prior year, seasonally adjusted
15%
50-yr.avg. Jul. 2021 Aug. 2021
Recession
Core CPI 3.8% 4.2% 4.0%
12% Food CPI 3.9% 34% 37%
Energy CPI 4.5% 23.6% 24.9%
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Source: BLS, FactSet, J.P. Morgan Asset Management.
CPl used is CPI-U and values shown are % change vs. one year ago. Core CPI is defined as CPI excluding food and energy prices. The
Personal Consumption Expenditure (PCE) deflator employs an evolving chain-weighted basket of consumer expenditures instead of the fixed-
weight basket used in CPI calculations.
Guide fo the Markets — U.S. Data are as of September 30, 2021.
Figure 8. Nominal and Real 10-Year Treasury Yields, 1958-September 30, 2021
Nominal and real 10-year Treasury yields
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Source: BLS, FactSet, Federal Reserve, J.P. Morgan Asset Management.
Real 10-year Treasury yields are calculated as the daily Treasury yield less year-over-year core CPI inflation for that month except for September and
August 2021 where real yields are calculated by subtracting out September 2021 year-over-year core inflation.
Guide to the Markets — U.S. Data are as of September 30, 2021.
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Figure 9. Fixed Income, Equity, and Alternatives Returns in Different Inflation Environments
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Source: J.P. Morgan Asset Management. *High or low inflation distinction is relative to median CPI-U inflation for the period 1988 to 2020 (33 years),
which was 2.5% yfy. Rising or falling inflation distinction is relative to previous year CPI-U inflation rate. Indices: Bonds - Bloomberg Barclays U.S.
Aggregata: Cash - Bloomberg Barclays 1-3 Month T-Bill index sincé its incaption in 1892 and 3-maonth T-Bill rates prior to that; U.S. high yield —
Bloomberg Barclays US Aggregate Credit (corporate high yield): Equities — S&P 500, Value — Russell 1000 Value, Growth — Russell 1000 Growth,
Small Cap - Russell 2000; EM equity - MSCI Emerging Markets (USD}; REITs - FTSE NAREIT! All Equity REITs; Commodities — Bloomberg
Commadity Index since its inception in 1992 and S&P GSC| prior to that, Gold — NYM $/ozt continuous future closing price. For illustrative purposes
only. Past performance is not indicative of comparable future returns. Retums are based on calendar year performance and are total return unle-_

otherwise specified.
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Achieving Long-Term Investment and Impact Objectives

The shift into sustainable, responsible, and impact (SRI) investments continues. According to Morningstar,
sustainable fund assets hit a record $3.9 trillion at third quarter end. As shown in Figure 10, the MSCI KLD
400 index outperformed the S&P 500 index year to date, as it has over the long term. The sustained,
consistent performance of this standard SRI/ESG benchmark over time and recent outperformance support
our view that strategies incorporating environmental, social and governance (ESG) factors - with an eye
toward making the world a better place - and mainstream financial returns can be achieved simultaneously.

As always, everything we do at First Affirmative is driven by our dedication to enabling advisors to deliver
financial results to clients and belief in the power of capital to bring about lasting environmental and social
change. Our three Sustainable Investment Solutions - Custom Direct Index, Multi-Manager, and Managed
Mutual Fund - are built to enable clients to achieve their financial goals over the long term, along with their
individual environmental, social, governance, ethical, and values-based objectives. Each portfolio is carefully
constructed to be well diversified across assets, sectors, geographies, securities, and management styles —-
and designed to weather periods of uncertainty and volatility.
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Figure 10. MSCI KLD 400 vs S&P 500 Indices, September 30, 2021
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Source: Morningstar. *Data prior to 9/1/2010 is that of the MSCI KLD 400 Social Index GR, while data since 9/1/2010 is that of the MSCI
KLD 400 Social Index NR. Indexes are unmanaged groups of securities. Index performance does not include the impact of cash, fees, or

transaction costs. Investors cannot invest directly in indexes but may purchase mutual funds or other investment products designed to
track the performance of various indices.

First Affirmative

&8 FINANCIAL NETWORK

First Affirmative Financial Network

5475 Mark Dabling Boulevard, Suite 108, Colorado Springs, Colorado 80918
719-478-7036 | www.firstaffirmative.com
Registered Investment Advisor (SEC File #801-56587)

Advisor Inquiries

phone: 719-478-7036
businessdevelopment@firstaffirmative.com

Business Development, Marketing, and Media Inquiries
phone: 719-478-7036
businessdevelopment@firstaffirmative.com
Service Inquiries
phone: 719-478-7036
service@firstaffirmative.com
General Inquiries
service@firstaffirmative.com

First Affirmative Financial Network :: Market Commentary « November 2021 :: 8


mailto:businessdevelopment@firstaffirmative.com

	First Affirmative Financial Network

