Encompass Portfolios Quarterly
Third Quarter 2021 – Future Outlook in Flux
The summer started off with smooth sailing for markets, but ultimately stubbed its toe on concerns
over future growth and inflation for a flat performance overall. Looking in the rearview mirror, this
emerging period of uncertainty was as predictable as the strong first-half was. Early in 2021, the Covid
reopening trade was still hot. Backed by on-going monetary support, small-cap and value stocks led
one of the strongest first halves in nearly 20 years. However, by spring small-caps had peaked and the
trade began to languish. Since that time, concerns arose over inflation and slowing growth ahead even
as the US Federal Reserve began to hint at reeling in its easy money policies. That drumbeat has
persisted and become increasingly loud, causing violent rotations among sectors along the way. A
policy crackdown and large real estate developer debt default in China, in addition to a mid-summer
rise in Covid-D and a US debt ceiling showdown only added to the more sanguine mood.
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More recently, we have seen consistently high inflation prints exacerbated by global supply chain
disruptions and rising energy costs. Core inflation rose +4.0% in August from the prior year, the
highest level in nearly 30 years (US Bureau of Labor Statistics, News Release, 9/14/21). That and the
natural transition from a rapid recovery phase to a steadier economic state plus vaccination lags
overseas recently prompted the International Monetary Fund to downgrade its global GDP forecast
for 2021 a fraction to a still healthy +5.9%, stepping down to +4.9% for 2022 (Wall Street Journal,
“IMF Cuts Global Growth Forecast…,” 10/12/21). While inflation is expected to moderate, it has been
sufficiently high that the US Federal Reserve accelerated its ‘tapering’ schedule to reduce bond
purchases this fall. The natural concern with markets ‘priced to perfection’ as stimulus is withdrawn, is
that a “misalignment” between prices and the economy could ignite a greater correction.
For the quarter, US large-cap stocks finished effectively flat (‘SPY’ ETF Proxy*), still up +15.9% for the
year. Overseas equities under-performed again, held back by a strengthened US Dollar and the China
factors mentioned above. Bonds also finished flat and are subject to rising rate volatility ahead. More
dramatically, commodities managed another +4.8% rise (‘DBC’), leaving them up +37.3% for 2021.
Despite the apparent consolidation phase that markets have entered, we have yet to see the typical
-6.5% retrace that tends to occur on an annual basis. Time will tell if fall shall bring that investors way,
but for now with the economy fundamentally sound, we expect the current action to serve as a likely
set-up for a traditional year-end rally assuming politics doesn’t get in the way again with the US debt
ceiling. Meanwhile, we will be closely monitoring client portfolios and wish you a wonderful fall and
holiday season ahead.
*Dividend-adjusted ETF data from Commodity Systems, Inc. Allocations as of Sept. 30, 2021, may not apply to all clients.
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Market Assessment for Q3 2021
Chart

Discussion

(Available Data as of 9/30/21)

US Economy ●●●●●
Period

As usual, the National Bureau of Economic Research was late to
declare the Covid recession over, having lasted a mere two
months (CNBC, “It’s official: The Covid Recession lasted just two
months…,” 7/19/21). Despite the proclamation, our internal
recession alert signal line shows that we have much further to go
to fully recover economically speaking, which is in stark contrast
to the stock market’s progress during that same period.
This is the quandary faced by markets going into Q4: while the
recovery has been tremendous, valuations are now stretched and
there are signs of economic slowing ahead with inflation as a
rising concern. Q3 earnings growth is expected in at +27.6% yearover-year, and yet quarter-over-quarter that represents a
contraction in the rate of change of -7-8% (Factset, “S&P Likely to
Report Earnings Growth…”, 10/11/21). How those reports play
out will likely set the tone for the balance of the year.

Non-Farm Personal
Payroll
Income
PAYEMS
PI (Net)

Retail
Sales
RSAFS

Industrial Service
Production Activity
INDPRO
NMFBAI

Weighted
Economic Assessment
Overall
Acceleration

Year-over-Year

4.40%

2.55%

9.41%

5.95%

-3.69%

Positive

Minus

Aug-21
Jul-21
Jun-21
May-21
Apr-21

0.25%
0.75%
0.66%
0.43%
0.19%

-0.26%
0.27%
0.13%
0.07%
0.15%

0.44%
-2.25%
-0.05%
-2.02%
0.13%

0.40%
0.84%
0.49%
0.63%
0.07%

-10.30%
10.93%
-8.76%
5.58%
-9.65%

Negative
Positive
Flat
Positive
Negative

Minus
Plus
Minus
Plus
Minus

Source: Federal Reserve Bank of S. Louis; assessments and signal line are proprietary.

Stock Valuation ●●●●●
The total return adjusted stock Price/Earnings (PE) ratio moved
higher once again to a whopping 41.8 on the global economic reopening trade, portending lower average returns for the decade
ahead. Real earnings fell to a rare negative -2.9%. The first-half
certainly demonstrated how fluid growth expectations can
quickly pressure these metrics. Look for companies with strong
pricing power to outperform so long as inflation concerns remain.

Source: Professor Robert J. Shiller, Yale University; Price/ Smoothed 10-yr Earnings.

Price Trends ●●●●●
Last year’s fastest ever Covid-induced bear market was followed
by an equally rapid recovery. However, the advance in equities
slowed this past summer reflecting growing uncertainty about
what lies ahead for the global economy.
Meanwhile, bonds remain modestly negative on the year, while
commodities have gone to the moon due to supply chain issues.
Source: Dividend adjusted data from Commodity Systems, Inc.; technical channels.

Portfolio Choppiness ●●●●●
Our portfolio choppiness measure finished September near the
bottom of targeted levels. However, late in the quarter the VIX
S&P 500 options index began to tick slightly higher, reflecting the
increasing choppiness and large moves in both directions of late.
While we are monitoring this for any further behavioral change,
for now volatility remains low, suggesting market participants are
not overly concerned about a major pullback ahead.

Note: Historic volatility of the Moderate ETF Index portfolio; annualized dispersion
from mean calculation.

Association Financial Services, LLC | 755 West Big Beaver Road, Suite # 2020, Troy, MI 48084 | Tel. (800) 943-8804 | info@association-financial.com

Page 3

Trend Outlooks for Q3 2021
(Representative ETP)

Proprietary
Outlook*

Quarterly
Performance

United States Stocks

Constructive

-0.0%

Vanguard Total Stock
Market ETF (VTI)

●●●●●

Asset Class

Overseas Stocks

Constructive

Vanguard FTSE Developed
All Cap ex-US ETF (VEA)

●●●●●

Emerging Stocks

Neutral

iShares Core MSCI Emerging
Markets ETF (IEMG)

(Downgrade)
●●●●●

US Aggregate Bonds

Neutral

iShares Core US Aggregate
Bond ETF (AGG)

●●●●●

Global Fixed Income

Neutral

Vanguard Total International
Bond ETF (BNDX)

●●●●●

Global Real Estate

Neutral

SPDR Dow Jones Global
Real Estate ETF (RWO)

(Downgrade)
●●●●●

Commodities

Constructive

PowerShares DB Commodity
Tracking ETF (DBC)

●●●●●

Alternatives

Constructive

IQ Hedge Multi-Strategy
Tracker ETF (QAI)

●●●●●

Price Chart
(As of 9/30/21)**

-1.6%

-7.8%

-0.0%

-0.0%

-0.1%

+4.8%

+1.5%

* Based on a proprietary indicator, not trading advice; ** Representative ETP index proxies, dividend-adjusted time series from Commodity Systems, Inc.
Past performance does not guarantee future results or profitability, all investments face the risk of loss. Presentation is not complete without Form ADV, Part 2 and program
disclosures. Company is a registered investment adviser and has no affiliation with any referenced Exchange Traded Product (ETP). This newsletter is for informational
purposes only and does not purport to provide individual investment advice or represent that the securities or services referenced herein are suitable for any investor.
Reasonable restrictions on security selection and trading accepted. Data sources deemed reliable, but not guaranteed. Please see advisor website for further disclosures.
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