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Acropolis was
born from a
simple idea:

In an industry where high
quality, objective advice is
hard to come by, we make
a difference by putting the

client’s interests above our own.

ALONG CAME SEPTEMBER

The summer feels like a quiet time for
the stock market, making getting back
into reality in the fall that much harder.

October has the worst reputation with
two Black Mondays, but historically,
September has the worst average return
and the only one in the red, down -0.8
percent on average.

But the average only tells part of the
story because the swings around that
average are bigger than you may realize.

For example, the worst September
return was in 1931, when the S&P 500
fell -29.7 percent. The best September
was eight years later, in 1939 when it
bounced by 16.7 percent.

Last month was in the 18th percentile
of all September returns, so it was worse
than average for sure, but not as terrible
as the news outlets would have you
believe.

And, if we widen our gaze and look
at the whole quarter, the return of 0.6
percent is marginally worse than average,
but basically in the middle. Volatility
was a little higher, but again, not much
higher than the average.

And if we broaden our scope even further

to the last one, three, five, or ten years,
; .

we'd see pretty good numbers indeed.

In other words, we should surely take
notice of the things impacting markets,
like overly leveraged Chinese real

AND HERES TED WiTH HIS,
ALwWAYS ACCURATE,
FosST-MARKET PREDICTIONS.

!

estate companies, elevated inflation,
the Federal Reserve pulling back, and
lowered earnings forecasts.

But, we should also keep in mind that
this is all perfectly normal. All of these
things could surely turn into something
larger and more impactful, but there’s
also a good chance that they won'.

While we constantly monitor the news
for things that could affect our clients,
a lot of the job is finding the signal in
the noise.

More importantly, we set our clients up
for success in the planning stage, where
we decide how much money will be at
stake.

We never know what will bring tough
markets, but we know that they are
always on the horizon. Moreover, good
markets are also on the horizon, and

we'll be there for both.
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“Nothing wilts
faster than
laurels that have
been rested
upon.”

- Percy Bysshe Shelley,
English Poet

STOCK MARKET SUMMARY

By David Ort

Although the S&P 500 ecked out a gain,
the other major market indexes were all
lower, as noted on page one.

Most lost less than three percent, but the
big outlier to the downside was the MSCI
Emerging Markets Index, which lost -8.1
percent, and swung to a loss of -1.3 percent
for the year (more on page four). Still, all
of the major domestic indexes are showing
double-digit gains for the year.

Stocks were adding to their gains through
July and August but turned sour in
September for several reasons. First, some
of the issues with the Chinese market spilled
over to the US after news from China that
their slowing economy may expose more
widespread over-leveraged conditions.

Second, the Federal Reserve signaled they
are likely to shift their monetary policy
stance in the relatively near future. As
Ryan notes on the next page, the market
now believes that inflation will remain
“transitory,” but the Federal Reserve will
likely curb their bond-buying program in
the fourth quarter.

Lastly, the spread of the delta variant slowed
the economic normalization process. Cases
appear to have peaked in September,
suggesting that the process will resume in
the fourth quarter.

With the prospect of rising interest rates,
some of the leadership within the sectors
shifted. For example, financials and utilities
fared best in the third quarter, adding 1.8
and 2.4 percent. Industrials and energy
stocks lost the most, falling -4.2 and -3.5
percent, respectively.

The largest sector, information technology,
gained 1.3 percent but is in the middle of
the pack for the year, far behind energy, real
estate, and financials, which are all are up
25-43 percent.

Even after a tough September, the valuation
for the S&P 500 remains elevated. There
are several ways to measure valuation and
adjust for the low interest rates, and they
all say the same thing: prices are high.
However, that’s been true for several years
and is almost certainly impossible to time
correctly.
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BOND MARKET REVIEW

By Ryan Crafi, CFA

Yields traded much lower throughout
most of the quarter but spiked up in the
second half of September as the Federal
Reserve opened the door for tighter
monetary policy soon. The result was
that yields ended the quarter right back
where they began, with investment-
grade indices providing returns close to
zero for the quarter.

Inflation continues to run hot, with the
CPI showing annual price increases of
greater than 5.0 percent for the past five
months. The Fed continues to publicly
state that this is “transitory,” and prices
are expected to level off in the near
term. The market appears to agree as
forward-looking indicators of inflation
expectations have remained anchored
close to 2.5 percent.

Despite these high levels of realized
inflation, the recent 30 basis point
jump in Treasury yields was not due
to concerns about inflation but rather
an increase in real yields. This can be
revealed by comparing the Treasury
Inflation Protected Securities (TIPs)
market to the nominal Treasury market.
TIPS yields have recently increased just

as much as yields on nominal bonds,
indicating that this rise in yields is not
inflation-induced. Rather, this rise in
real yields is a result of tighter monetary
policy on the horizon.

At the September FOMC meeting, the
Federal Reserve told the market to expect
a tapering of bond purchases beginning
in November. The Fed intends to reduce
future purchases but has been very clear
that interest rate hikes or a reduction of
its balance sheet are much further down
the road.

From a market perspective, a less loose
Fed is the same as tightening. After all,
the next marginal dollar is the most
important. This view is also bleeding
into equity markets. Stocks can provide
a hedge against short bouts of inflation
as companies have the pricing power
to raise prices and asset values increase.
Therefore, increases in rates due to rising
inflation expectations are not always
negative to stock markets. However,
rising real rates only result in increased
costs for companies and, therefore, can
negatively impact markets, as the past
month has demonstrated.

Selected Bond Index YTD Returns
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“The track record
of economists

is monstrously
bad. It is beyond
simplification; it
is like medieval

medicine.”

- Nassim Nicholas Taleb,

Lebanese-American Author
¢ Mathematician

www.acrinv.com
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“If I only had

three words of

advice, they
would be, Tell

the Truth. If1
got three more
words, I’d add,
All the Time.”

- Randy Pausch
American Educator

EMERGING

By David Ot

Emerging Markets (EM) stocks suffered
a bruising third quarter, down -8.0
percent, and taking the MSCI EM index
from a gain to a loss for the year. EM
was hit by a one-two punch, dropping
-6.7 percent in July, recovering modestly
in August, and falling -3.9 percent in
September.

An analysis of every three-month period
since the launch of the MSCI EM index
in 1988 shows that this quarter falls in
the bottom 15 percent, which is material
since other markets were positive.

Both punches originated in China,
which represents approximately one-
third of EM. The first shot stems from
the Chinese government’s recent heavy-
handed influence on publicly traded
Chinese companies.

Jack Ma, the founder of Alibaba and
Ant Financial, spoke out publicly
against government regulators. The
government responded by canceling the
Ant Financial Initial Public Offering
(IPO) and silencing Ma, who many
consider missing. Didi, Chinas Uber,

went public after the government told
it not to, and the government banned
the company from accepting new riders,
crushing revenues.

All of these actions, and others, rightly
caused investors to wonder what the
government might do next that could
hurt shares.

The second punch came in September
when Chinas third-largest real estate
developer announced that they would
default on some loans. The company
is highly leveraged, and investors
wondered whether this could be China’s
‘Lehman  Brothers moment that
triggered a larger financial crisis and
economic slowdown.

Asyou can see from the chart on the next
page, EM stocks no longer outperform
US stocks going back to their inception.
Further inspection reveals that EM
stocks are more volatile and subject to
larger drawdowns, all of which begs the
question: should we continue to invest
in EM stock? For now, our answer is
yes, and the logic is twofold.

Global Market Breakdown
June 2021

Emerging Markets
12.8%

Developed Markets
29.8%

4 | Acropolis Investment Management®
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S&P 500 vs MSCI EM Growth of $1
Logarithmic Scale, Jan 88 - Sep 21
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First, we continue to believe that a
highly diversified portfolio is the best
strategy. 'The pie chart on the previous
page shows that EM stocks account for
12 percent of the global stock market.

A pure efficient market theorist would
suggest maintaining the market weight.
While we appreciate that thought
process, we have targeted a five percent
weight in our stock allocation (a 50/50
stock/bond mix hasa 2.5 percent weight
to EM stocks).

At this point, we don't think there is
good evidence to suggest that excluding
EM stocks from a portfolio altogether is
strong since the performance is roughly
the same and the correlation between
EM and US stocks is relatively low.

Perhaps more importantly to our
analysis is that EM stocks are very
inexpensive relative to US stocks on a
variety of measures.

The price-to-earnings (PE) ratio for US
stocks is 25.3, and just 14.4 for EM
stocks. If we consider the earnings yield
as one over the PE ratio, we find that
the earnings yield for EM stocks is 6.9

www.acrinv.com

percent versus 3.9 percent for the S&P
500.

We know that EM stocks are risky,
which is why we don’t own their full
market weight. Their realized volatility
compared to US stocks is much higher,
as are their selloffs.

The only two markets to ever fall to zero
and never recover are both emerging:
Russia and China, in 1917 and 1949,
during their respective Communist
revolutions.

Since the inception of publicly-traded
EM stocks, investors have known that
they are riskier because the governments
are less stable. There is a rich history of
political insurrections, currency crises,
and poor governance from day one.

As a result, investors have always paid
less for EM stocks. When they have
experienced faster economic growth,
those low valuations have paid off
in spades. The chart above clearly
illustrates that there have been sustained
hot streaks in EM stocks. It’s been a
while since we've had one, but it makes
sense to us that another one could be
just around the corner.

€

“The man who
never alters his
opinion is like
standing water,
and breeds
reptiles of the
mind.”

- William Blake
English Poet
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“The biggest
risk of all is not
taking one.”

- Mellody Hobson

American Businessperson

INFLATION EXPECTATIONS TODAY

By: David Ot

For the 12-months ending in August,
the headline inflation rate was 5.3
percent, which is certainly concerning.

Outside of two 12-month periods in
2008 related to high oil prices, inflation
readings haven't been this high since the
early 1990s.

Since then, for 30 years, headline
inflation averaged 2.3 percent per year,
well below the long-run average of 3.0
percent that dates back to the 1920s.

Starting at the end of the 2008 Global
Financial Crisis through the start of
the pandemic, inflation ran just 1.8
percent, despite the monetary stimulus
during that time.

Economists worried more about
deflation and falling prices, which can
be painful because consumers stall
purchases, hoping for lower prices later,
which slows economic growth.

As a result, the Federal Reserve and
other central banks set inflation targets

of two percent, which fits one of the
Fed’s mandates of price stability (the
other is maximum employment).

The chart below looks at inflation
over the past five years, and the gray
line represents a constant two percent
growth rate. The blue line is headline
inflation as measured by the Consumer
Price Index (CPI). The orange line is the
CPI but excludes food and energy prices

because they are especially volatile.

Over this period, you can see that
headline inflation was a little above
target until the pandemic, and core
inflation was a litdle below target.
When the pandemic arrived, prices fell
since we all had to stay at home, and the
economy fell into recession (as shown

by the gray bar).

Inflation picked up a few months later
and was back on trend until this year,
when both CPI measures took off.

The Federal Reserve says that the

current jump in inflation is ‘transitory,

Realized Inflation vs. Fed Target
Aug 2016 - Aug 2021
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5-Year Inflation Expectations
Sep 2011 - Sep 2021
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but investors are starting to wonder
whether that is the case.

Inflation matters when we're at the
grocery store and stopping for gas, but
it also matters a great deal for bond
investors because inflation erodes the
value of the interest payments. And,
with interest rates so low, it’s easy to see
how bond portfolios might not keep up
with inflation.

The good news, for now, is that the
market seems to believe the Fed because
current bond prices signal inflation
expectations of just 2.5 percent over the
next five years.

The chart above shows one of the
measures  that  signals  inflation
expectations, known as the 5-Year,
5-Year Forward.

The definition is technical, but this
measure looks at the interest rate for a
period of five years that starts five years
in the future. Said another way, it’s the
10-year bond yield minus the current
5-year bond yield.

This measure was falling for most of the
last ten years, as seen in the chart above.

09/16
09/17
0918
09/19
0g9/2

09/21

In the pandemic, as CPI was falling,
expectations about future inflation also

fell.

Since the end of the recession (marked
in gray), inflation expectations have
crept steadily higher, almost to levels
seen six or eight years ago.

The fact that inflation expectations are
not even three percent should be taken
as a signal that the bond market does
not expect the current high rates to last
much longer.

Better still, it also suggests that the
markets do not see anything like what
we experienced in the 1960s and 1970s,
which is what people worry about the
most.

We have not ventured into specific
inflation hedges like inflation-protected
bonds, gold, commodities, or crypto-
currencies. Some, like commodities,
have fared well since the end of the 2020
recession; others like gold have not.

As long as the market continues to
expect reasonably low inflation, our
mix of stocks and bonds should fare
reasonably well, all else being equal.

www.acrinv.com

“The key is to
wait. Sometimes
the hardest thing

to do is to do

nothing.”

- David Tepper,

Famed Investor

@
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Data Center
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THE BIG PICTURE

Selected Indexes: Growth of $1
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DID YOU KNOW?

Acropolis® has a team of advisers that specialize in

. 401(k) & Profit Sharing plans.

We are here to help you

e \ protect your current
&/, plan or start a new one.

Notice to Clients

Please remember to contact ACROPOLIS® Investment Management, LLC if there are any material changes
to your financial situation or investment objectives or if you wish to impose, add or modify any reasonable
restrictions to our investment management services. A copy of our current written disclosure statement as set
forth on Part Il of Form ADV continues to remain available for your review upon request.

Legal Disclaimer

This publication is provided as a service to clients and friends of ACROPOLIS® Investment Management, LLC solely
for their own use and information. The information in this publication is not intended to constitute individual
investment advice and is not designed to meet your particular financial situation. You should contact an
investment professional before deciding to buy, sell, hold or otherwise consider a particular security based on
this publication. Information in this publication has been obtained from sources believed to be reliable, but the
accuracy, completeness and interpretation are not guaranteed and have not been independently verified. The
information in this publication may become outdated and we are not obligated to update any information or
opinions contained in this publication.

© ACROPOLIS® Investment Management, LLC 2021. All rights reserved.
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