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Asset Class Returns Through September 30, 2021
Data from Morningstar.com

Sept
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Category Ticker Description Monthly Q3'2021  8/31/2021 2020
Change
SPY S&P 500 -4.7% 15.8% 21.5% 18.3%
DIA Dow Jones -4.2% 12.0% 16.9% 9.6%
IWM Small Cap Stocks -3.0% 12.3% 15.7% 19.9%
IWF Russell 1000 Large Growth -5.6% 14.2% 20.9% 38.2%
. IWD Russell 1000 Large Value -3.5% 16.0% 20.2% 2.7%
\I\//Ivzjr?; | EFe EAFE Growth (INT'L Growth) -4.3% 6.2% 11.0% | 18.0%
Indices EFV EAFE Value (INT'L Value) -2.3% 9.0% 11.5% -2.8%
IEV European 350 -5.0% 9.9% 15.6% 5.0%
EWJ Japanese Stocks 2.4% 5.0% 2.6% 14.0%
MCHI Chinese Stocks -4.7% -16.8% -12.7% 28.7%
INDA Indian Stocks 0.0% 22.2% 22.2% 14.7%
EEM Emerging Market Stocks -4.0% -2.2% 1.9% 17.6%
XLY Consumer Discretionary -2.1% 12.2% 14.6% 29.7%
XLP Consumer Staples -4.2% 3.9% 8.4% 10.2%
XLE Energy 9.0% 42.1% 30.4% -32.6%
XLF Financial -1.8% 29.0% 31.4% -1.7%
:JnSdAust XLV Healthcare 55% | 13.3% 20.0% | 13.3%
Stock Yy XLI Industrial -6.2% 11.4% 18.7% 11.0%
RWR Real Estate Inv Trusts -5.5% 24.2% 31.5% -11.4%
XTL Telecommunications -5.2% 13.5% 19.8% 22.6%
XLK Technology -5.8% 15.4% 22.5% 43.7%
XLU Utilities -6.1% 4.2% 11.0% 0.5%
Gov US FED Gov't Bonds -1.1% -2.6% -1.5% 7.9%
TFI US State/Local (Muni) Gov't Bonds | -1.0% -0.5% 0.5% 5.6%
?no(;gzs LQD US High Credit Rating Corp Bonds | -13% | -1.9% 06% | 11.1%
JNK US Low Credit Rating Corp Bonds -0.1% 3.7% 3.8% 4.7%
IAGG International Bonds -1.1% -1.8% -0.7% 4.5%
DBC Broad Commaodities Index 5.0% 37.6% 31.1% -8.1%
Tangibles N/A US Crude Oil (Futures) 10.2% 58.0% 43.4% -22.8%
GLD Gold Bullion -4.0% -8.1% -4.3% 23.7%
AOR Growth (~60-70% Stocks) -2.9% 6.8% 9.9% 11.6%
Benchmark OF v 0 0 0 0
[EN—_— AOM Moderate (~40-50% " ") -2.3% 4.1% 6.5% 10.1%
AOK Conservative (~25-35% " ") -1.9% 2.7% 4.7% 9.4%




In Review

Stocks: The 12-year run of US stock dominance continued through the end of the Summer (8/31/2021) with
significant outperformance relative to Asian equities and modest outperformance relative to Europe. The rise of
the S&P 500 that started from the March 2020 low has resulted in an 85%-+ jump stemming from unprecedent
FED stimulus, which in turn pushed inflation higher hinting that general confidence in the stability/value of the
US dollar was waning. This has driven demand for assets with non-currency-related intrinsic value (stocks, real
estate, and commodities). The first signs of cracks in this rally showed during September with serious rhetoric
by FED governors of QE tapering coming as soon as the 2021/2022 winter to slow inflation. The spread of
the COVID-19 delta variant and corporate debt troubles bubbling up in China with the potential $300B
default of real estate developer Evergrande have investors alarmed. A stalled debt ceiling debate in the US
congress added fuel to the fire late in September.

Commodities: Inflation concerns appear to be warranted with major commodities like copper, natural gas, and
crude oil surging in price. While lumber prices have pulled back significantly from records set in May’2021,
$635/board foot still represents a price tag ~50% above average levels seen just 18 months ago at the start of this
pandemic. These price increases in 2021 for productive commodities are in sharp contrast to precious metals
which have dropped in value (ticker “GLD” down ~8%) after an outstanding year in 2020.

Bonds: The prospects for bonds are still incredibly poor. Looking at the US Investment Grade Corporate bond
index (ticker “LQD”) paints a tough picture. It currently yields just 2.17%, has high duration risk with weighted
average maturities of 13.83 years (high sensitivity to interest rate rises), and a very high concentration of “just
above junk quality” bonds. Over 50% of this index is in BBB rated companies, the bare minimum credit rating
to be considered “investment grade” or “not junk”.

Real Estate: Home values remain hot with the highest national median list price in history seen in September,
although the # of sales recently declined. Inventory remains low with less than 3 months of supply currently on
the market although supply may be starting to pick up. The national foreclosure moratorium ended 7/30/2021
resulting in a 27% increase in foreclosures in August vs. September. |

Outlook

Forming an outlook in this market is challenging as most of our measures for valuing stocks and real estate are
based in USD terms. A stable currency value is incredibly important for this purpose. For 80 years, the US dollar
has been the measuring tool against which the world’s assets are priced in large part due to its stability and
popularity around the world. But, how can the dollar’s stability be expected when our central bank is printing
dollars at the fastest rate since WW2 and 1 out of every 3 dollars in circulation was created in the last 18 months?
The answer is simple — dollar stability can’t be expected. Because of this, prices of most assets, in dollars terms,
look more expensive than they have ever looked in history. The S&P 500 US Stock index fund, based on a price-
to-sales measurement of value, dwarfs levels seen even in the 2000 tech bubble, a time when our country was
running budget surpluses and had a healthy Gov’t Debt-to-GDP ratio of just ~55% (vs. ~110% today). Many
perma-bull economists (those who only ever see upside in US stock indexes) look at the outstanding returns of
US equities after WW2 and suggest that we should expect something similar in this new era of rampant money
printing. One major omission in the comparisons used in their rosy outlooks is the difference in valuations of
stocks in the late 1940s (post WW2) as compared to today. After the 1929 and 1937 stock market meltdowns,
depression era investors were VERY skeptical of stocks, and rightly so. They had seen their wealth evaporate on
two occasions in under a decade, and, as a result, demand for US stocks was also low which led to valuations
being less than 50% of what they are today by most measures. The low stock valuations of that era, the emergence




of the USA as the globe’s main superpower, and vast debt-monetization programs at the FED (money printing)
made the late 1940s and 1950s an epic bull market for investors who were courageous enough to own stocks.

There is no doubt that we are in another era of debt monetization. The US government only has one way to get
out of debt trouble and that is the massive money printing tactic of the late 1940s post-WW?2 era. That said, the
current environment lacks the other two components of the 1940s/1950s bull market recipe with domestic stocks
being anything but cheap, and our nation’s status as the world’s superpower in decline. Check out the images
on our current deficits and stock valuations now vs. the late 1940s below.
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Key Conclusions

I. Complacency on the part of US investors is high and the sensitivity of stock prices (particularly growth
stocks) to interest rates shouldn’t be underestimated. It’s widely known that owning an S&P 500 index fund
has outperformed most active investment managers since The Great Recession. This notion was popularized by
the famous “Buffet Bet” which ended in 2017 when Warren Buffet won $1M pitting the S&P 500 against a
diversified hedge fund strategy managed by Protégé Partners. Since then, other firms have dug deeper to further
illuminate the dismal track record of active management in the investing industry vs the SPY benchmark. In fact,
Dimensional Fund Advisors’ 2020 “Mutual Fund Landscape” study showed that less than 25% of active stock
fund managers beat the benchmark over the last 10 years." But there is a problem with this: With the advent of
the internet and this S&P 500 track record being so widely known, blogged about, and espoused by countless
investors, it seems vast swaths of the world’s investing dollars have adopted this strategy creating a new risk for
the index — the risk of it getting overcrowded and overbought. This leads us to arguably the most important
investing truth for everyone to know and appreciate > historically, when too many people pile into the same
investment, it ends badly. For years, we have espoused the strategy of passive index fund investing because of its
track record and superiority to expensive active management alternatives. Actively managed mutual funds were
cost prohibitive with high expense ratios (commonly north of 1%) and until recently, the trading costs of building
individual stock portfolios made them unrealistic for all-but-the-largest accountholders. But luckily, necessity
breeds invention, and the fund management and brokerage industry has responded by doing better by investors.
Low costs alternatives to the S&P 500 index are now available with many active management and factor-based
ETFs priced at under 0.35%/yr. In addition to this, many of the nation’s leading broker-dealers now offer
commission-free trading of individual stocks, which has made investing directly in specific companies more
viable for main street investors.

e Response (#1) — We will stay consistent and continue to emphasize reasonably priced stocks vs. stocks
that are priced expensively (due to high potential) to decrease downside risk. We are overweight
strategies in US stocks that emphasize companies with low fundamental share prices that pay dividends (value
stocks). This is the antithesis of the S&P 500’s weighting methodology which favors more expensive
companies (nearly 2 to 1 in fact)". Most of our clients will see this play out with several ‘value stock’ funds
in their portfolio and/or individual stock strategies that emphasize reasonable valuations as a main criterion
for selection in the stock mix (Value Line and Morningstar stock models). To further support this value stock
skew, we look at the recent record concentration in the S&P 500 of just 10 companies, primarily those in the
tech space making up ~29% of the total value of the index. This has spelled danger for index funds in the past.
Further, the sensitivity of growth stocks to higher interest rates compared to value stocks (see “IWF vs. IWD”
charts below) shifts us to prioritize more predictable & up-front return potential of dividends vs. the delayed
& only potential appreciation that historically drives growth stock returns.

Weight of the top 10 stocks in the S&P 500
% of market capitalization of the S&P 500
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September 2021: Mild Increase in Yields Triggers Sell-Off with Growth Stocks Hit Much Harder

US Large Cap Growth Stocks ("IWEF")
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US Large Cap Value Stocks ("IWD")
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Response (#2) — The world is vast, and we can’t limit our exposure to US markets alone: We urge
investors to be patient and continue with meaningful exposure to foreign stock funds where prices are more
reasonable, GDP growth is likely to be higher, and the populations are younger (Asia in particular). As can be
seen in Exhibit #1 at the end of this newsletter, Vanguard projects ~2x the return potential in foreign equities
looking forward 10 years as compared to US markets broadly, and 4x the return potential vs. US growth stock
markets specifically. It’s important to note the source of this outlook. It’s arguable that no firm has benefited
more from the ‘just buy the S&P 500’ mentality than Vanguard, yet they are precisely the firm that is
communicating to investors to seek alternatives for better returns for the rest of the 2020s. We wholeheartedly
agree with their stance.

o Check out the graph below for a visual of the USA’s share of the global economy. While our stock
market makes up > 55% of the total world stock market value, our GDP is less than 4 of the world’s



total economy. We view that it will be increasingly important to capture this other 75% of the world’s
GDP by investing in non-USA domiciled companies.
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Il. There is hardly any margin for error in bonds, particularly dollar-denominated bonds. History has been
unkind to creditors of empires that can’t repay their debts purely from balancing budgets. Nearly all regions of
the world have seen empires rise, become well over-indebted, and then fall as their currencies lose place as a
reserve currency. For a great read on this topic, we recommend “A History of Hyperinflation” by He Liping. It’s
too soon to tell if the dollar will suffer this fate, but the meteoric rise of alternative currencies (bitcoin | ether), the
rapid rise of commodity prices, the deteriorating USD Debt-to-GDP ratio (chart below), and an increasingly
emboldened and geopolitically powerful China suggest that the risk of a dollar decline (bad for creditors of US
denominated debt) is increasing.



https://www.routledge.com/Hyperinflation-A-World-History/Liping/p/book/9780367529208

The USA’s Fiscal Health is in Rapid Decline
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Response (#1) — With our bonds, we’ll take less credit risk and own issues with less interest rate
sensitivity. While it hasn’t made us any money this year, only investing in short-term bonds of high credit
quality has prevented losses in our capital preservation investments in 2021 as opposed to negative returns
seen in core bond indexes like the Bloomberg Barclays Aggregate bond index (ticker “AGG”). As rates crept
up from the lows in the second half of 2020, AGG has fared worse than most of our fixed income exposures
that take less interest rate risk. Until rates move up markedly (10-year treasury north of 2.5%) and/or credit
ratings in core bond indices improve, we will hold this stance with an emphasis on short-term bond funds that
recycle (mature) quickly and benefit from rising rates.

Response (#2) — Consider additional diversification with alternative investments that serve as possible
bond substitutes. For accredited investors, we continue to look for uncorrelated return streams like reputable
and consistently performing long-short equity funds. Dipsea Capital LP (owned by some of our clients)
continues to perform well, even in September, but is not expected to keep up with stocks during surges like
we’ve seen since March of 2020. We are okay with this as it’s not our intention in owning this fund to match
the stock market while it’s running higher * This fund is only available to qualified investors who meet specific
net worth and income SEC suitability requirements — if you are interested, contact us for more details.

Response (#3) — Keep direct real estate investing in mind. We will continue to support clients who want to
invest directly in rental properties with modest leverage (50% or less loan-to-value) but only if cash reserves
are healthy enough to deal with (1) major & unexpected repairs, (2) legal costs associated with landlord/tenant
issues, and/or (3) increased vacancy / declining rental rates generally associated with broad real estate
downturns.

o Disclosure: Direct real estate investments are NOT for everyone and must be analyzed on a case-by-
case basis. In general, these are more suitable for clients who can invest near where they live, who



have the time to manage their rental properties, and those who are somewhat handy with home
maintenance projects.

e Response (#4) — For those not positioned to own rental properties directly, or who are averse to doing
so, consider private equity / debt real estate alternatives that focus on modest income vs. speculative
growth. For clients who can tolerate some illiquidity, low loan-to-value hard money loan funds like Redwood
Mortgage X and low leverage private real estate funds like Hines Global Income Trust are worth considering.*
These funds have specific net worth and income SEC suitability requirements — if you are interested, contact
us for more details.

e Response (#5) — With the greenback facing headwinds, alternative currency exposure for your near-
term reserve needs may be warranted. Consider diversifying your cash bucket into other major world
currencies. On a case-by-case basis, we have started incorporating foreign currencies into client portfolios.
Our ability to do this is limited by cost barriers and the scarcity of quality investment products to gain this
exposure. Currently we are using FXE (Euros), FXA (Australian Dollars), FXY (Japanese Yen), and FXC
(Canadian Dollars) for added diversification to hedge the risk of a weakening dollar. Other funds do exist for
currencies such as the British pound and Chinese RMB, but they do not meet our liquidity screens (average
trading volume too low) at present.

I11. The prospect of a lower return world in the 2020s doesn’t justify reckless risk-taking. While not tied to
any pundit specifically, there is a phrase common in the investment world worth noting, “More money has been
lost reaching for yield than at the end of a gun.” We caution clients to be skeptical of private equity and debt
sponsors and SPACs advertising “targeted returns” > 15%/yr. While it’s possible, the odds of these results
occurring in any market are low, and particularly so in a time when private investments are in such high demand
and trade for such expensive price tags. We look to one of the most successful private investors of all time,
Warren Buffet, for some additional reassurance here. He has been remarkably restrained in the last few years
using more of his firm’s $100B+ cash war chest to buy back his own stock (BRK-A and BRK-B) vs. making
several new headline acquisitions of US companies. Not coincidentally, he HAS recently taken 5% stakes in 5
different Japanese trading firms in 2021 (supporting our narrative of foreign markets having better bargains). V!
We tend to agree with Warren’s behavior here — that sometimes doing less (or contrarian) is better than doing
something foolish for the sake of taking action.

e Response (#1) — Maintain a watchful eye on your appropriate balance of risk-off (reserves) vs. risk on
(long-term appreciation focused) assets. Discipline is key here. Human nature is tough to fight. We hear
stories through friends and on social media of people achieving astronomical returns in meme stocks and
becoming overnight “crypto millionaires” from the likes of non-fungible tokens (“NFTs”) and prank
investments like dogecoin. It’s only natural to want in on that action. But the reality continues to be that the
average investor drastically underperforms the broad market; we just don’t hear about these people. This is
what we call “survivorship bias”. It’s for this reason why we do not espouse major concentrated bets in
individual stocks, or too large an exposure to aggressive risk-taking private equity and debt investments. To
us, private market investments are an asset class we see as useful for hitting consistent doubles, not very
infrequent homeruns. Investors must remember to carefully balance the competing risks of cash devaluation
against market volatility risk. As of late, it seems more investors are willing to jeopardize their necessary
“reserves” allocation (meant to mitigate losses in volatile times in the market) to get in on new privately
sponsored investments. Don't jeopardize necessary reserves. Funds needed in the short-term should not be
in stocks, or any volatile or illiquid investment.



http://www.redwoodmortgageinvestors.com/
http://www.redwoodmortgageinvestors.com/
https://www.hinesglobalincometrust.com/

It’s All About Balance

"Cash Devaluation Risk" "Market Volatility Risk"
Mitigated with: Mitigated with:
Stocks / Real Estate / Commodities Cash, CDs, Bonds

Response (#2): Consider whether a meaningful gold allocation is right for you. This is a very divisive
issue with equally brilliant people falling on both sides of the isle. Ray Dalio, the world’s largest and most
successful hedge fund investor, has been consistent in his public appearances that a meaningful allocation to
gold is warranted in this market. On the flip side, Warren Buffet has always been bearish about gold as a poor
investment choice given its lack of utility as compared to other commodities. Gold is primarily a novelty and
used in adornments, jewelry, and luxury items as opposed to copper, lithium, or silver which have many
industrial applications. Even internally at FFG, we are split on the efficacy of “Gold exposure”. The FFG
Case for Gold. In what is expected to be a low return world with significant headwinds facing stocks and
bonds alike for the remainder of the 2020s, gold may be the ultimate uncorrelated safe-haven trade if the
dollar stumbles. The last time gold experienced a true bull-run was when the US credit rating was downgraded
by Standard & Poor’s in 2011 from AAA to AA+ (during congressional debt ceiling debates). In the span of
just 2 months, gold soared nearly 30% as investors previously unshakeable faith in the USA’s creditworthiness
was rattled and stocks plunged. Considering the current debt ceiling debates in Congress and a $6T surge in
our nation’s debt obligations since Feb’2020, a supplementary gold allocation would likely benefit a portfolio
of stocks and bonds if a 2011-style debt downgrade happened again. The FFG Case Against Gold. Over
long timeframes, gold has underperformed stocks, and it lacks the stability to be considered a “currency
substitute”. As a result, there is a strong case to be made that money invested in gold should only be earmarked
for long-term purposes, and stocks have consistently outperformed gold over those long-time frames. The
decision here to add or remove your gold exposure should be dealt with on a case-by-case basis after
discussion with our team.

AA+ or Better Sovereign Credit Ratings and Their Debt-to-GDP Ratios

Gov't Debt- Gov't Debt-
Country S&P to-GDP Country S&P to-GDP
Australia AAA 25% Netherlands AAA 55%
Austria AA+ 84% New Zealand AA+ 27%
Canada AAA 118% Norway AAA 46%
Denmark AAA 42% Singapore AAA 131%
Finland AA+ 69% Sweden AAA 40%
Germany AAA 70% Switzerland AAA 43%
Hong Kong AA+ 38% United States AA+ 108%
Luxembourg AAA 25% European Union | AAA 91% vii




IV. We Do Not Believe in A One-Size Fits All Investment Approach. How you are invested depends on several
variables: [1] Your risk tolerance (or volatility tolerance), [2] your ability to take risk*, [3] your need for growth
from your investments to meet your financial goals, and [4] valuations of various assets class in which we can
invest (these are constantly changing). * Risk capacity, or “your ability to take risk” is high nuanced. It depends on
your cash flow situation, your insurance plan, diversity & stability of income sources, existence (or lack) of
dependents, your age, among other things. The FFG team is here if you would like to revisit your investment
strategy heading into Q4°2021. We are happy to review these factors with you to better assess if a change to your
current investment program is warranted but we urge all investors to avoid making emotional decisions before
talking to us first.

Exhibit #1 — Vanguard 10 Year Forward
Return Outlooks — Updated Mid-Year 2021

Equities Return projection Median volatility
U.S. equities 2.6%—4.6% 16.7%

U.S. value 3.4%-5.4% 18.8%

U.S. growth -0.5%-1.5% 17.7%

U.S. large-cap 2.4%-4.4% 16.4%

U.S. small-cap 2.4%-4.4% 21.7%

U.S. real estate investment trusts 2.4%-4.4% 19.5%

Global equities ex-UU.S. (unhedged) 5.5%-75% 18.9%

Fixed income Return projection Median volatility
U.S. aggregate bonds 1.4%-2.4% 4.5%
U.S.Treasury bonds 1.1%-2.1% 4.7%

U.S. credit bonds 1.8%-2.8% 5.7%

U.S. high-yield corporate bonds 2.2%-3.2% 10.2%

U.S. Treasury Inflation-Protected Securities 0.8%-1.8% 7.0%

U.S. cash 1.3%-2.3% 1.3%

Global bonds ex-U.S. (hedged) 1.3%-2.3% 3.8%

Emerging markets sovereign 2.1%-3.1% 9.9%

U.S. inflation 1.4%-2.4% 2.4% i
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