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Stock Market Performance

During the second quarter the major U.S. indexes were under
continued pressure. First from worries surrounding elevated
valuations and then from heightened inflation concerns.

While the current ramp in inflation is certainly real, our thesis
continues to put it somewhere in between “transitory” and
persistent. While it remains to be seen, the near panic
experienced in June may have been an overreaction to fear
“The Fed” would hike the U.S. economy into a severe
recession in the near future.

Outside the U.S., stocks followed a similar move lower. Many of the
same concerns weighed on both the developed international and
emerging markets over the past few months.

While the investment markets are global, the conflict in Ukraine
and many of the resulting energy concerns and potential
geopolitical issues weighed more heavily on the European markets.

China’s economy was also slowed by a series of quite stringent
“stop-and-go” COVID lockdowns during the quarter.
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U.S. Sector Performance

The second quarter saw all sector indexes decline. The
Defensive sectors, as their name would suggest, held up
best with Consumer Staples only declining 4.19%. This was
followed closely by the Utilities and Healthcare sectors.

Both the Economically Sensitive and Cyclical sectors
experienced more significant declines ranging from 15-
25%.

Somewhat surprisingly, even the Energy sector which had
run up in price throughout most of the quarter, turned
lower as oil prices came down late in the quarter, ending
down over 5%.

Whether from declining valuations, concerns about lower
future earnings or just nervous selling pressure the
message was clear that investors were growing more
concerned about a looming economic slow and threat of
recession on the horizon.
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Asset Class Performance – Trailing Periods

This table shows the performance of asset classes over different time
frames going back ten years to June 30, 2012.

Much like the first quarter, during the second quarter every asset class
posted negative returns except for commodities that managed a 2%
gain. Leaving every asset class except for commodities down a
meaningful amount year-to-date.

Despite the recent declines, the 5- and 10-year annualized returns are
still in-line with long-term averages.

The US Growth style of investment
was hit the hardest again in Q2,
finding their performance at the
bottom of the list for the quarter with
a decline of 21%.

Bonds also continued to decline as
interest rates rose leaving the
Aggregate index with a loss of 4.7%
and Municipal bonds down 2.9%.



Asset Class Performance – Quarter by Quarter

This visual shows historical
quarterly asset class performance
for the last 15 quarters.

The randomness of the chart
makes a strong case for maintaining
a well-diversified portfolio. Looking
at the arbitrary color patterns,
should reinforce the difficulty of
timing the market.

Attempting to determine with any
consistency which asset class will
outperform or underperform in any
given quarter remains as difficult
now as ever.



Inflation

The chart to the left shows the U.S. Consumer Price Index (CPI) year-over-year in blue reaching a new high over the past three years. However, the U.S. Core
Consumer Price Index (Core CPI) in orange declined slightly near quarter-end. While the 9% headline inflation over the past year is alarming, the slight decline
in Core CPI may indicate a moderation of price increases has begun.

The chart to the right shows the U.S. Index of Consumer Sentiment reached a record low of 50. Due in large part to rising inflation and the fear that the
inflation is likely to persist for several years. Note this level is below those of 2008-2009 Financial Crisis and the early 1980’s during our country’s last bout of
rapid inflation!

As noted last quarter, the question investors are facing now is whether inflation will remain at these elevated levels or if it will moderate back towards the 2%
level of the last decade or so. Consensus seems to be predicting a moderation but only back to around 4-5%, not the unusually low levels of the past decade.



Inflation cont.

To better understand the idea of inflation moderating over
the coming months it helps to look at the underlying
components. The following represent approximately 80% of
the CPI index and each seems more likely to slow or decline
than to accelerate in the coming months:

• Home Prices: mortgage rates have jumped several points
• Food Prices: supply chain easing, Ukraine grain gets out
• Car Prices: chip shortage easing, bubble in used car price
• Durables: supply chain easing and inventory re-stocking
• Job Market: Companies announcing cuts & slowing hires
• Oil/Gas: Remain war dependent but prices have eased

It also helps to look at various measures of inflation not just
headline CPI. As the graphic to the right shows, Leading
indicators have rolled over the past two months, market-
based indicators began to turn as early as in May, and recent
surveys appear to indicated peak inflation may have already
occurred.

Even the hard data is beginning to hint that inflation may be
slowing as noted earlier, Core CPI has declined in recent
weeks.



Interest Rates

The second quarter saw continued action in the yield curve. Treasury rates continue to rise
across the board, and by so much in the short-end that the yield curve has flattened to the point
of inversion.

The 5-Year Treasury rate ended Q2 at 3.01%, greater than the 10-Year Rate’s 2.98% yield and just
shy of the 30-Year’s 3.14%. An inverted, and flatter, yield curve can indicate uncertainty about
economic growth in the long term.
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Housing Indicators

The average 30-year mortgage rate continued to move
higher ending the quarter at over 5.5%. As a result,
originations and refinances have continued to decline and,
in some areas, have almost stopped. Following such a rapid
increase in rates, home prices in most regions appear to
have peaked at least in the short-term.

So far, the slowing in housing appears to be a bit of sticker
shock related to the increase in financing costs and a
reluctance of buyers to pay top dollar while the economic
outlook appears uncertain.

While home price appreciation will likely moderate in the
coming months/quarters, this appears to be a normal
correction within the business cycle and not something
along the lines of the credit bubble back in 2008-2009.



Leading Indicator Summary & Trends

This table is a heatmap of various important economic indicators, showing the trends over time. The first 4 columns show a quarter-by-quarter change in each
indicator, whereas the remaining columns show annual changes in the data.

Consumer sentiment dropped to 50, the lowest measurement on record. The 10-2 Year Treasury Yield Spread decreased further and inverted, potentially
indicating a recession on the horizon. While these are negative indicators, the bullish argument remains that the investment markets declines have priced in
the worst of the bad news. Business inventories are up, housing starts and building permits continue to rise and retail sales increased year-over-year.



Historical Reference

While the comparison is certainly not apples-to-apples, the late 70’s/early 80’s is worth looking at as this was the last time the U.S. faced inflation at these levels.

During the 1970’s inflation was a decade long event that drove the 10 Year Treasury to levels over 10% and 30-year mortgages towards 13%. Today with inflation
at 9% the 10-year Treasury is back to where it was in 2018-2019 and mortgages are back to 5.5% which not too long ago was considered historically low.



Where Do Things Go From Here?

The charts show the peak-to-trough decline of 27% from late 1980 into
1982. For comparison, over the past 6 months the S&P 500 experienced a
peak-to-trough decline of approximately 25%. When looking at the early
1980’s, it is worth noting that the entire decline was recouped in the next
4 months as the market rallied following the suggestion that the Fed may
shift tactics.

At the time Volker hinted inflation may be under control, CPI was still
elevated at around 6% suggesting that today’s Fed may not have to
continue hiking until inflation is fully back to their acceptable range of 2-
3%.

If that is the case, the investment markets are anticipating the Fed will
need to remain more aggressive than it ultimately will. This in turn may
lower the risk of a “hard landing” or miscalculation by the Fed that pushes
the U.S. economy into a painful recession.

So, while a slowdown in the economy is likely to occur or may have already
begun, the ultimate outcome may not be as bad as feared a few weeks ago.

This is not to suggest that the equity markets will immediately return to all-
time highs seen earlier this year but perhaps it suggests that the second
half of the year will be better than the first half.



Where Do Things Go From Here?

At the end of the quarter the S&P 500 Index P/E ratio was around 22x. This leaves the broad market index trading below its 3- and 5-year averages and in-line
with the 10-year average P/E.

The question this earnings season is whether earnings estimates will be revised lower and if so, by how much. If earnings are in-line with expectations, then the
broad markets appear reasonably valued at current levels. However, if companies begin to report lower earnings and provide guidance that is revised down from
current estimates, this could trigger additional downside.

Weighing all this information it still appears that inflation may have peaked, the Fed won’t have to be overly aggressive, and a reasonably soft-landing remains
possible. While inflation could remain above average for the next few quarters, the trend should be towards moderation. If this proves to be the case, the stock
market may begin to look past inflation and rising interest rates. This could mean upside for the equity markets and stabilization in the fixed income markets over
the next few quarters.
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•All investment strategies have the potential for profit or loss. Changes in investment
strategies, contributions or withdrawals may materially alter the performance and
results of your portfolio.

•Different types of investments involve varying degrees of risk, and there can be no
assurance that any specific investment will either be suitable or profitable for a client’s
investment portfolio.

•Economic factors, market conditions, & investment strategies will affect the
performance of any portfolio there are no assurances that it will match or outperform
any particular benchmark.

•The information contained herein has been obtained from sources believed to be
reliable, but the accuracy of the information cannot be guaranteed.

•This is not to be considered a solicitation for the purchase or sale of any individual
security or investment strategy.
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