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Outlook
It was a volatile quarter for equities, though the S&P 500 managed 
to eke out its 8th straight month of gains, rising 0.58% for the 
quarter.  Market breadth deteriorated over the last few months, 
with fewer stocks trading above their 200-day moving average.  
Still, there is reason for optimism, and we generally expect 
economic performance to remain above long-term trends through 
the end of this year and into the next.  First, earnings growth, the 
fundamental core of equity returns, has been very strong and is 
expected to continue, supported by strong profit margins and 
continuing consumer demand.  Valuations have come down from 
lofty levels as stronger earnings led to multiple compression.

Economic growth and inflation should continue to stay well above 
historical norms for the next 6-12 months, both of which are 
supportive for earnings.  The U.S. consumer looks to be in good 
shape, having built up significant savings during the pandemic.  
We expect those savings to be spent throughout 2022, providing 
a tailwind for businesses.  Low interest rates also allow households 
to take on more debt, if needed.  Sales have been growing faster 
than inventory, and retailers’ need to restock should also be a 
source of economic growth.  Per UBS, the customer inventory 
component of the ISM Manufacturing Index is currently at a 
record low, historically leading to strong business sentiment and 
growth.  Going forward, we expect market behavior to return to 
their earnings-focused roots.  Earnings growth, valuations, and 
interest rates will likely moderate and normalize through 2022.  
Outperformance should eventually follow corporate profitability, 
rather than COVID risks.

Supply chains continue to be tight, particularly in semiconductors.  
Combined with persistent labor force issues, businesses face 
some inflationary pressure in the near term.  We believe these 
mismatches are temporary and are already seeing signs that high 
inflation numbers are transitory.  Core CPI figures for August came 
in well below April’s peak levels, settling back down to around the 
pre-pandemic averages.  

Third Quarter 2021

Recent price increases have been disproportionally caused by 
relatively few items, such as used cars and gasoline.  Opportunities 
have arisen from these higher inflation numbers: financial and 
energy equities would likely benefit from an inflation surprise, 
reflecting a stronger reopening and reflation position.  

Thus far, bond markets have indicated lower inflationary pressures 
in the longer-term, supporting yield and growth investments.  
Stimulus checks and expanded unemployment are in the rear view 
mirror, and the recently passed infrastructure bill is both modest in 
scale and spread out over multiple years.  Market-based measures 
of inflation expectations imply the current spike will fade in the 
next year or two, and then revert back to longer-term trends.  The 
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TIPs “breakeven rate” shows a peak next year, and then 2.4% and 
lower over the longer term.

Early monetary tightening by the Federal Reserve remains a risk, 
though the Fed has repeatedly reaffirmed its average inflation 
target, no longer pre-emptively raising rates in a ‘hot’ labor market.  
The August and September jobs report were both lower than 
expected, and employment is still roughly 5 million jobs below 
the peak in February 2020. As a result, rate hikes are not expected 
to be imminent.  Even with high inflation readings the last several 
months, rolling 2, 3 and 5-year average inflation data remains 



Strategy Commentary
Overview
The domestic economy and equity markets are transitioning 
from an early cycle to mid-cycle, resulting in higher volatility 
in the third quarter.  Earnings growth and inflation should 
remain elevated in the near term, before returning back to 
long-term averages.  Overall, our strategies remained fully 
invested with some adjustments in positioning.

Tactical Income  
The portfolio focuses on three main themes:  tactical 
high yield strategies, high conviction fixed income sector 
allocations and income-focused equity exposure.  

Tactical high yield strategies, which use a variety of 
indicators to determine exposure, did well during the 
quarter, generating some positive returns when most bond 
indexes were flat.  High yield bonds generally outperformed 
during the quarter, despite the volatility in interest rates.  
Credit spreads remain close to record lows, so we expect 
the tactical features to continue to play an important role in 
risk management.  

Growth and inflation remain and we expect this to continue, 
though at a more moderate rate.  We maintain an allocation 
to floating-rate bank loans in the strategy, which offers 
slightly higher yields compared to other corporate credit 
sectors and was the top contributor to performance.    

Our income-focused equity exposure is diversified across 
technology, small cap, dividend growth, and high dividend 
strategies.  Technology provided the strongest returns 
during the quarter.  Generally, income-focused equity 
performance was mixed during the quarter as Value and 
small cap stocks lagged.

Balanced Strategy  
It was a volatile quarter for stocks and bonds, with the 
S&P 500 up 5.42% through August, only to fall -4.67% in 
September.  The Bloomberg U.S. Aggregate Bond index 
was similarly up 1.12% in July, but gave back almost all of 
it in August and September.  Both indexes finished slightly 
positive.

With low interest rates and compressed spreads, we 
generally prefer a tilt towards equities over fixed income.  
Economic and earnings growth will likely recede from recent 
peaks but still continue above long term trends, which we 
feel is constructive for equities.   

Growth led Value during the quarter, and our Growth 
positions generally led the portfolio.  Small and mid-cap 
positions underperformed.  Among fixed income positions, 
MBS exposure and a Total Return fund managed to 
outperform core bonds.  We adjusted some of our sector 
exposure related to the early cycle recovery, for example 
selling a leisure focused position and opting for core 
U.S. equity.  We also reduced our floating rate exposure, 
switching it to a Total Return fund that has performed well, 
in response to early signs that inflation may be transitory. 

Equity Strategy
Domestic equities were mixed across sectors, led by 
Financials and Utilities, while Industrial and Material stocks 
trailed.  Growth outperformed Value in the third quarter, 
and now also leads year-to-date.  The strategy continues to 
blend multi-cap exposure with positions in ActiveBeta and 
Quality.

Growth positions were the largest contributors to 
performance, outperforming core U.S. equity.  Small, mid, 
and value holdings detracted from performance.  During 
the quarter, we made some adjustments to our sector 
holdings.  A position in Materials and Home Construction 
was sold and the proceeds were shifted to U.S. large cap.  
Looking ahead, we are continuing to evaluate our holdings, 
expecting earnings growth to continue with higher market 
volatility.

Global Strategy
Global stocks were mixed in the third quarter, with U.S. and 
Japanese stocks somewhat positive.  In contrast, Chinese 
stocks dropped significantly, with the Hang Seng index 
falling -14.13%, dragging down broader emerging market 
indexes with it.  The MSCI Europe index fell -1.55%, and the 
MSCI EAFE index fell -0.45%.  
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As a result, U.S. domestic equities outperformed foreign equities during the quarter.  U.S. Growth stocks contributed the 
most to performance in our strategy.  In contrast, exposure to Emerging Markets and EAFE/Europe detracted. Despite the 
underperformance, countries outside the U.S. have generally lagged in their pandemic response with European fiscal stimulus 
and vaccination distribution trailing the U.S.  Moving forward, international equities may be well positioned to outperform as 
restart dynamics broaden outside the U.S.

the House of Representatives.  A larger $3.5T bill is unlikely to pass 
without significant revisions: even if passed, it will likely be much 
smaller in size with a limited corporate tax increase.  In either case, 
the effect on growth should be muted as spending is spread over 
several years.  A 5% rise in corporate taxes is unlikely to materially 
affect corporate earnings, and a 5% increase to long-term capital 
gains tax is unlikely to change investor behavior.  

The COVID-19 delta variant continues to be a risk in the short-term.  
In the U.S., strong service sector activity suggests that consumer 
fear of the virus is low, and vaccines have been highly effective at 
reducing healthcare burdens.  The CDC noted that 97% of those 
being hospitalized with COVID-19 are unvaccinated.  Death rates 
have detached from infection and hospitalization rates, and there 
is very little political will to renew economic restrictions.  Vaccines 
have been highly effective at combating COVID-19, changing it 
from a pandemic to an endemic disease.  Hospitalization rates 
for COVID-19 among the vaccinated are roughly equivalent to 
seasonal influenza.  While the pandemic will likely impede growth 
in certain regions, the general economic upswing should continue.

In aggregate, our base case scenario expects economic growth, 
earnings, and market performance to decelerate from recent 
peaks, but still remain above long-term trends.  Inflation will 
likely stay elevated through 2021, but fall back towards long term 
expectations of around 2% throughout 2022.  Matched with 
economic growth, this is the “good” kind of inflation, and should 
be supportive for equities.  Government fiscal stimulus is expected 
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well below the 2% target for core PCE.  So far, the Fed has done a 
good job to avoid a repeat of 2013’s “taper tantrum” by providing 
consistent, gradual guidance on monetary policy.  

Consensus expectations are for the Fed to announce a tapering 
plan in November, with implementation in 2022.  Demand for 
Treasuries and MBS among banks, investment funds, and foreign 
central banks remain robust, and should be able to absorb 
tapering policy.  Note that Treasury yields are still higher than 
government bond yields in other countries, providing a large 
source of demand.  The market has been expecting policy 
normalization for some time, so we are not expecting any 
negative effects to equities from monetary policy. 

On the fiscal side, a small $550B infrastructure bill has already 
passed the U.S. Senate with bipartisan support, and will likely pass 



to be moderate as the private economy recovers, and the Federal 
Reserve should keep monetary policy accommodative while 
normalizing slowly and deliberately.  

In our downside scenario, growth would decelerate sharply from 
expectations, perhaps surprised by an early rise in central bank 
interest rates or another COVID-19 variant.  Inflation could also 
persist without any resolution to supply chain frictions; combined 
with an economic slowdown, this is the “bad” kind of inflation.  We 
consider this scenario to be unlikely.

Upside potential could come from higher government 
fiscal stimulus and/or near-universal vaccinations in the U.S., 
re-accelerating growth above the current recovery.  In this scenario, 
inflation may moderate rapidly, allowing central banks to start 
reducing asset purchases earlier.  Quickly reestablishing supply 
chains and strong employment could lead to higher demand, 
earnings, and market performance.

Overall, we prefer equities over fixed income, and position 
ourselves for continued economic growth.  Oil prices should 
continue to rise with strong consumer demand, potentially 
benefiting energy stocks.  Rising yields from modest inflation 
and policy normalization should benefit financials.  As a result, 
we have reduced our Growth overweight and are focusing on 
earnings quality rather than pandemic positioning.  Low rates 
and compressed spreads offer little return from fixed income.  

We prefer to use non-traditional bonds, alternatives, and active 
management to provide diversification.  An emphasis on total 
return, as opposed to a stretch for yield, could be accomplished 
with marginally higher equity exposure.  While investors may be 
worried about full valuations and a series of record highs, it is 
important to realize that portfolios will still grow whether you pick 
the best day or the worst day of the year to invest.  There are few 
strategies that can outperform getting and staying invested, which 
should be the default position for long-term investors.  We are 
optimistic for growth in the months ahead and we thank you for 
your continued trust in TPFG.
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Has anything happened we should know about? If there are any changes in your financial situation, investment objectives or specific restrictions, 
please contact your Investment Advisor or The Pacific Financial Group, Inc. It is critical to the achievement of your investment goals and the 
success of our relationship to discuss any changes in your financial needs.

Our clients receive quarterly performance on their accounts. For performance on any of our strategies, please contact your Investment Advisor. 
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The information provided herein is the opinion of The Pacific Financial Group (“TPFG”), a registered investment adviser, and may change without notice at the discretion of TPFG. Market Data is as of the time period noted and TPFG makes no 
warranties as to the accuracy of the information or any representations made or implied at any time given. The information should not be construed or interpreted as an offer or solicitation to purchase or sell a financial instrument or service. 
The information is for informational purposes only and should not be relied on or deemed the provision of tax, legal, accounting, or investment advice. Past performance is not a guarantee of future results. All investments contain risks to 
include the total loss of invested principal. Diversification does not protect against the risk of loss.
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