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The first quarter’s financial markets’ resiliency was followed by its second quarter’s

capitulation.  During the second quarter, the Federal Reserve (as did many other foreign

central banks) made it clear that Job #1 was to bring down inflation that turned out to be

more durable than expected. Investors struggled to accept the fact that the Fed’s actions

will not at all resemble its activities over the last 10+ years.  The Fed’s primary objective

is not to backstop the stock market nor resuscitate stocks and financial assets as it did

during the 2007-2009 global financial crisis. The Fed’s highest priority is to lower inflation

by raising interest rates even though such action could drive unemployment higher,

financial assets lower, and force economic growth to stall or even to reverse (recession).

On the surface this proposition looks dreadful.  However, that is not how we view it. We

have already seen signs that point to healthier and more sustainable market conditions.

Some of the excesses have been squeezed out of the markets including the decline in

Meme stocks, SPACs (Special Purpose Acquisition Companies), and cryptocurrencies.

Financial markets’ reliance on monetary support and stimulus is over as is the investing

environment described as TINA (“There is No Alternative” (to stocks). 
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We welcome an environment that emphasizes fundamentals, competition with stocks, and diversification. Unfortunately, we believe

that we may have more volatility to endure before we reach calmer waters. Our Investment Committee members have differences in

opinions of whether a bottom has been reached in the stock market. However, the consensus belief is that stocks will continue to

experience elevated volatility and that investors, as they have been conditioned to expect in years past, will likely not be swiftly

rewarded by “buying on the dips”. 

Recession is not our base case expectation either for this year or during the first half of next year. Even though one characteristic of

recessions has been two consecutive quarters of negative annualized GDP growth (the first quarter’s GDP was recently revised down to a

-1.6% annualized rate, and many expect a negative growth rate for the second quarter), other factors contribute to this determination.

The business cycle dating committee within the National Bureau of Economic Research (NBER) has the backward-looking responsibility

of determining when a recession begins and when it ends. The committee considers other economic indicators including income,

employment, industrial production, and business sales. As consumer demand transitions from goods to services, there have been signs

of “demand destruction” due to consumers’ shifting behavior and reaction to higher prices, as well as weakness in manufacturing and

wholesale sales. We believe that we would have to see significant deterioration in a variety of economic markers before we are

convinced that a recession is imminent. And if we were to experience a recession, we agree with David Kelly, JPMorgan’s Global

Strategist, when he recently stated that the next recession is likely to be a shallow one, and not be “your father’s recession” (referencing

the Great Recession of December 2007-June 2009). In the same token, he said that our current inflationary conditions differ from your

“grandfather’s inflation”, characterized by double-digit inflation of the 1970’s and early 1980’s. Perspective is crucially important,

especially during these difficult and emotionally charged times. 
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In terms of financial asset market performance, there were extremely limited places to hide. Cash and very short-term bonds showed

marginally positive second quarter returns. Although some commodities ended the quarter up, many faced significant headwinds in

June when investors downshifted economic growth expectations after the Federal Reserve’s June 75 basis point rate hike (to a range of

1.5% to 1.75%), its most aggressive rate hike in over 25 years (1994). Global stock markets returns were decidedly negative, and while

“value” stocks outperformed “growth” stocks, this outperformance waned in June because of the mounting economic growth concerns. 

Except for convertible bonds, bonds significantly outperformed stocks during the quarter.  Nonetheless, most bond returns were

negative, adversely impacted by higher interest rates and widening credit spreads (yield differential of credit-sensitive bond segments

relative to like-maturity US Treasuries). Quarterly bond returns ranged from -16.7% (iShares Convertible Bond ETF) to the slightly

positive 0.2% (Merrill Lynch Municipals 1-3 Yr. Index).  Our core bond holding’s total return (intermediate-term corporate bond) ranged

from -5% to -7% for the quarter, an unusually weak performance unlikely to repeat for the foreseeable future.


