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Key Investment Themes for 3Q 2021
1.

High-frequency data, including purchase mortgage applications, consumer discretionary spending, hotel occupancy, travel and navigation, and US dinner reservations, are
close to pre-pandemic levels.
2. According to the CBO, the 2022 federal budget deficit as a percentage of GDP is expected to continue increasing, inclusive of the pending infrastructure and reconciliation bills.
This is not a problem as long as interest rates remain low.
3. In the second quarter of 2021, US GDP increased by 10% annualized. As a result, the US economy will have fully recovered from pandemic losses by the end of the year. With
US consumers flush with cash, inventories low, and the childcare tax credit due to hit bank July 15th, we believe 5.0% plus GDP growth in the second half of 2021 is probable.
4. Total available jobs in the US are estimated at 9.3 million, about equal to the total number of unemployed people. The National Association of Independent Business states
that 47% of small businesses are having difficulty filling positions. Enhanced unemployment benefits in 27 states have already expired. The benefits in the remaining 23 states
are expected to expire in September. We believe the enhanced unemployment benefits are leading to sticky wage inflation.
5. The 5.9% unemployment rate reflects the lingering effects of the pandemic. The Fed expects the unemployment rate to decline to +4.5% by year-end. Wage growth over the
past two years has increased at an annualized rate of +4.6%. The last time wage growth was this strong was in Nov 1983.
6. In a traditional recession, services are stable, and manufacturing declines. In the 2020 Covid-19 recession, services were impacted much more severely than manufacturing. In
the second quarter of 2021, both services and manufacturing continued to rebound strongly.
7. Expectations for long-term inflation average +2.3%, slightly above the Fed’s long-term target of +2.0%. A critical part of the Fed maintaining credibility is being responsive to
the incoming data and not allowing inflation to run hot for an extended period.
8. Wellspring believes the Fed will announce plans to begin tapering its bond-purchase program at its annual Jackson Hole symposium on August 26th -28th, 2021. We also
expect the Fed to begin tapering its bond purchases mid-to-late 2022.
9. A slowing of the US economy, higher trade deficit, and growing budget deficit are expected to push the dollar lower. This should have positive implications for international
equities.
10. A strong, synchronized global recovery favors value over growth. Value stocks, such as banks, are increasing dividends, while industrial stocks are increasing share buyback
programs. The combination of share buybacks plus dividend results in yields 350 to 400 bpts higher than treasuries.
11. The volatility index (VIX) has declined from 27 to 16 over the past 12 months, creating a sense of complacency among investors. With retail investors playing a more prominent
role in the market, and interest rates expected to grind higher, investors should expect the occasional drawdown in risk assets. We believe staying invested within a diversified
portfolio is the optimal approach over the next 12 -18 months.
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Synchronized Global Expansion
The U.S. economy is transitioning to mid-cycle, characterized by high
nominal growth and employees returning to work. The U.S. consumer is
flush with cash, with more than $2.1 trillion in excess savings in their bank
accounts. This suggests significant pent-up demand is likely to be released
into the economy over the next 12-24 months. The purchasing managers'
index (PMI) for manufacturing and services globally remains robust (i.e.,
above 50), even as supply chains remain stressed, inventories low, and
inflationary pressures increase. The Biden administration recommends $4
trillion of new spending and $3 trillion in tax hikes over ten years. This
would increase fiscal deficits but also be highly supportive of nominal GDP
growth. Pent-up consumer demand, supportive fiscal and monetary policy,
improving business and consumer confidence, favorable credit conditions,
and building momentum in reopening are providing an environment for
higher growth and the potential for higher inflation.
Activity globally also continues to improve, led by China and a
synchronized recovery in developed and emerging economies. Countries
are benefiting from the improvement in global trade, lean cost structures
and higher productivity from their employees.
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High Frequency Economic Data

The convergence of growing consumer confidence, a higher percentage of vaccinations (75% of US population with at least the first shot, vs. 30% in Q1), additional stimulus
checks, and improving weather continue to positively impact high-frequency data. Airline travel, as measured by TSA data, is returning to normal. Hotel stays are down just 10%
from two years ago. Dinner bookings on Open Table are down just 5%. The US is successfully re-opening, and the rest of the world is quickly catching up.

LIVE WELL. SLEEP WELL.

The 2021 Federal Budget
The Federal budget deficit is currently $3.0 trillion (the chart
on the left) or about 44% of total US spending, estimated at
$6.8 trillion. The chart on the bottom right shows the deficit at
102.7% of GDP and is forecasted to grow to nearly 110% of
GDP by 2028. According to Trading Economics global macro
models and analysts' expectations, GDP in the United States is
expected to reach 21,500 billion by the end of 2021. In 2022,
the United States GDP is projected to trend around 22,790
billion for an increase of about 6.0%. The GDP value of the
United States represents 18.55% of the world economy,
according to the World Bank. The chart on the top right
shows the CBO forecasts for the deficit declining in the
absence of further legislation. Wellspring believes additional
legislation will be passed by Congress using a reconciliation
package which will have to be passed with only Democratic
votes. This will extend the American Rescue Plan provisions,
including the child tax credit, the earned income tax credit,
and the dependent care tax credit.
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Economic Growth and the Composition of GDP
This chart shows US GDP declined 31.4% in the second quarter of
2020, followed by a massive surge of 33.4% in the third quarter
and slower growth in the fourth and first quarters of 2020 and
2021, respectively. Economists forecast that US GDP rose by
nearly 10% annualized in the second quarter of 2021. For the full
year, GDP is forecasted to be 1.5% higher than in the fourth
quarter of 2019, recovering all pandemic losses. Looking ahead,
significant pent-up savings remain. The child tax credit is hitting
individual's checking accounts beginning July 15th. More state and
local government money will also be spent. The US has
experienced a significant drop in inventories, so production will
remain strong across the many segments of the economy. For the
full year 2021, Wellspring expects GDP to grow by more than 5%
relative to 4Q19, equal to a ~2.5% annualized rate.
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The Demand for Labor
The JOLTS job opening report (the chart on the left) shows 9.3
million jobs available in April, almost equal to the total
number of people unemployed in the US today. This is a
record high dating to the year 2000 when the JOLTS survey
began. The National Federation of Independent Business
survey shows a record 48% of companies having difficulty
filling open jobs. There has never been an economic recovery
where labor demand has been as strong relative to labor
supply. Workers realize there are plenty of jobs, and
businesses are desperate to hire. One of the reasons for the
mismatch is that unemployment benefits of an extra $650 a
week mean low-income workers receive more money in
unemployment than if they took a job. The average
unemployment benefit today competes favorably with a $15
an hour job. If businesses are trying to hire someone below
$15 an hour, there's a question of why the person would take
the job. This is leading to a general rise in wages. The National
Federation of Independent Business also asks its members if
they are planning to raise wages. This number is also at a
record high, which we believe leads to sticky wage inflation.
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Unemployment and Wages

The June unemployment rate was 5.9%, while the two-year increase in wages was +4.6%. The unemployment rate remains distorted by hotels and leisure
activities, which are still shut down. State and local governments are also down one million jobs, including teachers and parents who have chosen to stay home
instead of sending their kids to childcare. Each of these is keeping the unemployment rate higher than it might otherwise be. Wages are also increasing. One
needs to go back to October 1983 to see the two-year wage growth higher than 4.6% today. Higher wages are feeding through to sticky "non-transitory"
inflation.
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Long Run Inflation Expectations

Higher wages are supporting higher inflation. The chart above shows three measures of inflation expectations; consumer expectations, professional
forecasters as surveyed by the Philadelphia Fed, and the five-year forward inflation expectations from the treasury market. The five-year forward inflation
measure looks at the difference between ten-year tips and ten-year bonds and subtracts the impact of five-year bonds to arrive at the inflation implied by the
market. This tells us the rate the market believes inflation will be in five years, starting five years from now. It's a long-term inflation expectation number. Each
of these inflation measures is rising, running well above the Fed's target of 2.0%. While it's unlikely we see run-away inflation in the months ahead, most
economists agree that the current inflation increases are more than just "transitory." Higher prices are not just the result of supply chain issues and higher oil
prices. Higher prices tend to follow wage growth closely.
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Global Economic Activity Momentum
This global Purchasing Manager's Index (PMI) is shown in the chart
on the left. The 2009 Global Financial Crisis (GFC) was a traditional
recession with a higher percentage of losses (depicted in red) in
manufacturing than services. In a traditional recession, services
tend to be stable, while manufacturing declines. The two columns
on the far right highlight the two most recent months (May &
June), showing both manufacturing and services coming back
online. The world is catching up to the US in vaccinations. Some
European countries are expected to achieve higher overall
vaccination levels than in the United States, which is currently 75%.
India and Brazil continue to lag, but their population is also moving
toward immunity. By the fourth quarter of 2021, economists expect
the right-hand column to be mostly green across the world, with
the global economy booming simultaneously.
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The Federal Reserve Balance Sheet
In June 2021, the Federal Reserve indicated they believe real GDP
growth will be +7.0% year-over-year, and PCE inflation had
increased from 2.4% to 3.4%. The Fed's stated goal for inflation and
unemployment is 2.0% and 4.0%, respectively. At their Jackson Hole
meeting in August, economists expect the Fed to announce they
will begin tapering in December of this year. If the Fed tapers over
the following 12 months, they could theoretically reduce bond
purchases to zero in one year. This suggests early 2023 as a
potential time frame for the first-rate hike. If the Fed follows past
recoveries, they will increase rates every three months as long as
the economy is healthy. They may begin to taper mortgage-backed
securities sooner than Treasuries. While they would like long-term
interest rates to remain low, they are also aware that median new
home prices increased +18% year-over-year in June, and median
existing home prices increased +23% year-over-year. The Federal
Reserve should not be encouraging speculation in the housing
market since this increases inequality and creates problems in the
future.
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Economic Growth and the Composition of GDP
Since November 2020, the dollar has weakened relative to a
basket of international currencies before stabilizing in the May
and June of 2021. Because the U.S. is ahead of the rest of the
world in economic growth and fiscal stimulus, long-term
interest rates have been trending higher relative to the rest of
the world. This is shown in the chart on the bottom right,
where the gap between U.S. ten-year yields and other
developed countries has declined in recent months. This has
caused the strength in the dollar to stall. During the pandemic,
the U.S. government extended significant liquidity to U.S.
consumers. This led to an increase in the trade deficit (chart
on the top right). In 2022, the U.S. economy is expected to
slow relative to emerging markets. A slower U.S. economy and
a significant trade deficit should push the dollar lower. With
the rest of the world catching up to the U.S. in terms of
vaccinations and fiscal stimulus, the dollar is likely to remain
under pressure for the foreseeable future. This is likely to have
positive implications for international investments.
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The “60/40” Portfolio Valuation
We continue to find opportunities in value funds relative to
growth and markets outside of the U.S. The valuation of the
60/40 stock-bond portfolio is more extended today than at
any point since 1985 (the chart on the left). With valuation as
a guide, earnings and coupon yield suggest that the implied
rate of return of the 60/40 portfolio over the next several
years is only about 3.5%. This will continue to inform
Wellspring's investment allocations, policy toward risk, and
overall investment thesis.
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Equity Market Correlations and Yields
The spread between high-quality investment-grade corporates and
lower-quality debt has compressed across the fixed income universe. We
recognize that investors need treasuries, municipal bonds, and
securitized paper in their portfolios to protect principal. But, we also see
an opportunity in high yield with the asset class likely to generate the
greatest income in the current environment. We expect increasing
issuance in the high yield and leveraged loan market for M&A and private
equity activity. These segments of the credit market appear more
attractive on a relative basis, given the current interest rate environment.
We also believe a significant amount of value remains in core real assets.
Global real estate, infrastructure, and high-quality direct lending, which
Wellspring collectively refers to as Satellite assets, can play a role in the
portfolio without adding to the overall risk of one's fixed income
portfolio.
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Corporate Profits and Sources of Total Return
The good news is that earnings will continue to rise. The
earnings for the S&P500 are tracking at $190 a share in 2021,
representing a +36% growth rate on a year-over-year basis. In
2022, earnings are forecasted to increase to $210 a share or a
growth rate of +10.5%. The question is, what happens with
margins. Profit margins in the United States are currently
tracking 13.0%, which is unsustainable given rising wages. The
growth rate in earnings will remain positive, but we believe it
will likely be in the high single digits rather than the low
double digits range. This should lead to more moderate price
gains, allowing the multiple of the S&P500 to decline, which
has already begun. (the chart on the right).
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Value vs. Growth
Value funds continue to look attractive relative to Growth
funds (chart on the left). We believe Value remains positioned
to outperform Growth in the second half of 2021 as interest
rates recover and earnings rebound. Value-oriented sectors,
such as Industrial and Financials (table on the right-hand side
of the page), tend to be more sensitive to the overall pace of
economic activity and typically outperform during strong
earnings recovery. Value funds should be supported by a
synchronized global recovery in PMI, higher rates, increasing
dividends, and share buybacks during the second half of 2021.
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Market Volume and Investment Flows
The charts on market volume and investment flow examine
the participation of the retail investor. The chart on the left
side of the page is the share of overall volume accounted for
by retail investors since January 2020. The two charts on the
right-hand side of the page examine the quantity of money in
individual investors' accounts. This data informs on the overall
movement of money. Since the pandemic, retail investors
have played a more prominent role in money flow and market
trading. As the two charts show, younger and lower-income
investors have gained a larger share of the overall investment
flow. Generally, the higher the percentage of retail investors
trading in the market, the greater the volatility. We expect
market volatility to increase as the rate of change in liquidity
begins to slow.
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Annual Returns and Intra-year Declines

Market volatility is to be expected. On average, over the past 41 years, the S&P500 has declined by more than 14% during the year. We've been in an
uninterrupted rally since November 9th, 2020. Given the continued strong fundamentals and accommodative fiscal and monetary policy, a significant bear
market appears unlikely. We remain constructive on the market and expect 2021 to deliver double-digit returns. Wellspring expects to continue tilting
portfolios in favor of relative valuations and improving fundamentals, while delivering a balanced portfolio. We believe a diversified approach to a broad range
of asset classes and staying the course improves the probability of successfully achieving long-term retirement goals.
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Risks and Disclosures
This document is a general communication being provided for informational purposes to Wellspring clients only. It is educational in nature and not
intended to be taken as advice or a recommendation for any specific investment product, strategy, plan feature, or other purposes in any
jurisdiction, nor is it a commitment from Wellspring Financial Advisors, LLC, to participate in any of the transactions mentioned herein. Any
examples used are generic, hypothetical, and for illustration purposes only. This material does not contain sufficient information to support an
investment decision and should not be relied upon by Wellspring clients or others in evaluating the merits of investing in any securities or products.
Investors should request an independent assessment of the legal, regulatory, tax, credit, and accounting implications and determine if any
investment or asset class mentioned herein is believed to be appropriate to their personal goals. Investors should ensure they obtain all available
relevant information before making any investment. Any forecasts, figures, opinions or investment techniques and strategies set out are for
information purposes only, based on certain assumptions and current market conditions and are subject to change without prior notice. All
information presented herein is accurate at the time of production, but no warranty of accuracy is given, and no liability in respect of any error or
omission is accepted. It should be noted that investments involve risks, and the value of investments and the income from them may fluctuate under
market conditions and taxation agreements, and investors may not get back the full amount invested. Both past performance and yields are not
reliable indicators of current and future results.
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