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Welcome to the second half of 2022.

     When looking in the rearview mirror, nearly every asset class finished deep in the
red as a perfect storm of runaway inflation, slowing global growth, war, an energy
crisis, a food crisis, a tight labor market, compounded with supply-chain snags, and
central bank tightening slammed the markets, resulting in the weakest first-half
performance since 1970.

     Stocks, corporate and government debt, international bonds, and even
cryptocurrencies there was no safety for investors in the first half of 2022.

     As economic growth slows, we expect the balance between inflation protection,
quality, and defensive positioning to increase in importance. Companies with solid
balance sheets and healthy cash flows will likely be better positioned to weather the
storm. At this point in the economic cycle, fundamentals are essential.

     We are changing our views on equity during the second quarter to neutral. We
expect the market volatility to continue over the short term as investors react to the
latest headlines surrounding the events in Ukraine, fears of a possible recession, and
as the US acclimates to a higher interest rate environment. However, volatility is
nothing new, and we encourage our clients to remain focused on their long-term
portfolio strategy as we make our way through this period of uncertainty.

Concerns over the Federal
Reserve’s efforts to tame
inflation sparked a selloff
across public markets during
the first half of the year.
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Inflation Has the Fed and Global Central Banks Playing Catch-Up

      It appears the hawks and bears may have scared away the doves and bulls, at least in the short term. In the
first half of 2022, surging inflation, and expectations for accelerated Federal Reserve (Fed) interest rate hiking
dominated market sentiment, and market returns showed it. In the second half, we expect inflation, higher
interest rates, and market volatility to remain front and center, but with added emphasis on how these factors
challenge the consumer and their spending. Excess pandemic savings put the U.S. consumer in a relatively
strong position. However, the big question is whether it will be enough to stave off a recession. Overall, we
believe labor market strength holds the keys to consumer spending and U.S. recession risk. Should economic
growth turn negative, the U.S. economy currently faces fewer negative feedback loops, reducing the risk of a
severe recession.

     In our view, markets expect weaker economic growth and higher inflation than central banks have been
openly admitting. We expect the inflation trajectory will likely remain a focal point for the second half of the
year as markets assess how long inflation will remain above normal levels.

     Higher energy and food prices are major culprits in the current scenario. While they are removed from core
inflation, energy and food prices are the most visible everyday prices, and therefore have the largest impact on
inflation expectations. We expect inflationary pressures on food and energy to persist, particularly with
Europe committed to moving away from Russian energy. Along with higher energy costs, we expect droughts
and higher fertilizer costs to weigh on future crop yields, further exacerbating food prices. Additionally,
shelter prices and services inflation are expected to increase core inflation.

In June, the Consumer Price Index for All Urban Consumers rose 1.3 percent, seasonally adjusted, and
rose 9.1 percent over the last 12 months, not seasonally adjusted. The index for all items less food and
energy.
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https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/consumers-to-unleash-trillions-of-dollars-in-excess-savings-when-pandemic-ends-62511820
https://www.bls.gov/cpi/


     We have mentioned in our previous newsletter the acronym "TINA" or “there is no alternative.   It’s a
reference to having a limited amount of opportunities to earn attractive returns across the board on a risk-to-
return basis for your capital vs. the stock market.

     TINA has been in place in some capacity since the Global Financial Crisis. With fixed income yields so low
and cash earning next to nothing, equities were the “only” asset class investors could go to generate returns.
However, we feel that the TINA era is nearing its cycle end. 

     Fixed income, and particularly Treasuries, may outperform equities during periods of heightened economic
growth concerns. But overall, rising interest rates create headwinds for equities and fixed income.

A New Era for Fixed Income Begins as"TINA" ends

Bonds Suffer Large Losses as Rates Climb

     Unfortunately, stocks have not been the only asset class impacted by expectations of higher interest
rates. After years of relying on bonds as a source of refuge during periods of market stress, investors
found that most fixed-income investments offered little support in their time of need. In fact, the
Bloomberg Aggregate Bond Index ended June with a year-to-date return of -10%, among the worst
drawdowns in its nearly 50-year history.

     Although bonds have demonstrated their limitations as a hedge against market declines, it is
important not to give up on the asset class altogether. After all, today’s risk-off environment is not
your garden variety panic. Rather, it is being driven primarily by elevated levels of inflation and as we
know, inflation is the greatest threat to fixed-rate assets such as bonds.

     After seeing Treasury bond yields surge to the highest level in 13 years, we have reason to suspect
that yields may be at or near its respective peak.  As this adjustment period runs its course bonds
could eventually resume their role as a diversifier within a balanced portfolio.

     For now, we maintain our underweight allocation to core fixed income across portfolios, and with interest
rates on the rise, our fixed income portfolio maintain almost no weighting in long-term bonds.  

In addition, we continue to complement our bond allocation by incorporating other fixed income investments
such as high yield, floating rate funds, and convertible securities, these types of investments offer a reasonable
hedge again inflation.   
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     As the Fed embarks on what is likely to be a prolonged period of monetary tightening, it must try to
thread the needle of bringing inflation down without causing harm to the economy.  What makes conducting
monetary policy, especially di cult is that, like a winning chess strategy, policy-makers must think several
moves ahead. Because it takes months to see the impact of their decisions in data, they must base policy
decisions on where they think the economy will be in the future rather than its present condition. Therefore, one
can see how a central bank that is aggressively tightening policy can cause a downturn by unknowingly raising
interest rates when it is no longer necessary.

Threading the Needle...

    It is not hard to identify potential risks in
today’s economic data. For instance, the highest
inflation in decades has eroded confidence among
consumers, as evidenced by the closely watched
Consumer Sentiment Index which recently fell to
the lowest level in its 45-year history. Persistent
inflation and di cult operating conditions have
also impacted confidence among businesses. In
the latest survey of small business owners, those
expecting economic conditions to improve over
the next six months fell to a fresh historic low.

It is often said that recessions can be self-fulfilling prophecies, and these trends bear watching as they
raise the prospect that consumers and businesses could pare their spending as they prepare for tough
economic times in the future.

Wall Street economists have been gradually hiking their recession forecasts. Their estimates now put the
likelihood of a recession somewhere between 30% and 50%

Wall Street, Main Street and Washington all have differing opinions about the likelihood of a recession and
how deep it's likely to be if it happens.
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     After seeing stocks decline 20% in the first six months of the year, investors no doubt wonder what’s in
store as the second half gets underway. We remain neutral on equities after reducing exposure to risky
assets in the second quarter. This positioning reflects our belief that although equities are more
attractively-priced than they were at the start of the year, we are not yet ready to view recent weakness
as a buying opportunity.

     On the positive side, this year’s drawdown has caused stock market valuations to fall to the lowest level
since early 2020. In fact, the forward price-to-earnings-ratio (which measures how much an investor
is paying per unit of earnings over the next 12 months) of the S&P 500 recently fell to 15.8, below the
The 25-year average of 16.8.

Too Early to Signal the “All Clear”

We Have Been Here Before

     Although no one enjoys market volatility as we have experienced over the last six months, it is
important to highlight that bear markets are nothing new. Over the last 75 years, the S&P 500 has
experienced a market decline of 20% or more approximately every six years.
     
     During di cult markets like these, it is important not to allow short-term volatility to influence one’s
long-term strategy. We remind investors that the average bear market lasts just over one year and sees
stocks decline by -35%, while the historical bull markets have lasted for more than five years months
and seen stocks rise by 192%.

"Fear, greed and hope
have destroyed more
portfolio value than
any recession or
depression we have
ever been through."
 

James O'Shaughnessy

ALL INVESTMENTS CARRY CERTAIN RISK AND THERE IS NO ASSURANCE THAT AN INVESTMENT WILL PROVIDE POSITIVE
PERFORMANCE OVER ANY PERIOD OF TIME. PAST PERFORMANCE IS NOT A GUARANTEE OR A RELIABLE INDICATOR OF FUTURE
RESULTS.

KUSHAL SHAH IS AN INVESTMENT ADVISOR REPRESENTATIVE WITH DYNAMIC WEALTH ADVISORS DBA DAVINCI CAPITAL
PARTNERS. ALL INVESTMENT ADVISORY SERVICES ARE OFFERED THROUGH DYNAMIC WEALTH ADVISORS. THE VIEWS
EXPRESSED WITHIN THIS NEWSLETTER ARE SUBJECT TO CHANGE AT ANY TIME WITHOUT NOTICE AND ARE NOT INTENDED TO
PROVIDE SPECIFIC ADVICE OR RECOMMENDATIONS FOR ANY INDIVIDUAL OR ON ANY SPECIFIC SECURITY OR STRATEGY. 

 In the weeks and months ahead, we will remain disciplined but nimble
as we navigate the changing landscape. As always, any portfolio
changes we make will be based on data and research rather than
market noise and headlines. If you have any concerns about your own
portfolio, we encourage you to review your financial plan with your
advisor.
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