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SUMMARY: Financial markets continue to wrestle with the effects of Covid-19, supply chain issues from lockdowns
in China, higher food, and commodity prices from the war in Ukraine, stubbornly elevated inflation, and tighter
financial conditions pursued by central banks. In the U.S., the Federal Reserve has turned its attention to the fight on
inflation and is expected to follow an aggressive path of interest hikes towards that end. Consequently, the bond
markets have suffered meaningful losses as interest rates moved sharply higher, and stocks have needed to adjust to
this new environment as well as a rising probability of recession. It is important to note that we do not yet see much
evidence in support of an imminent recession, and without dismissing the possibility of a technical one, at present
we believe that if one eventuates, it may not happen until 2023. The U.S. consumer is facing increasing headwinds
from higher housing, energy, and food prices, but not yet displaying much change in its demand for goods and
services. Nominal wages, while they have risen, they haven’t been sufficient to offset the rise in inflation which in
turn may dampen future demand. Cash alone provided a safe haven in the 2nd quarter in nominal terms, yet after
accounting for inflation ended negative for the quarter.

STOCKS

There was no place to find cover in stocks in the 2nd
quarter. Global equities continued to fall, and even S&P
500 energy stocks lost value, although their year-to-date
returns are still excellent at positive 29.2%. The S&P 500
Value index posted the smallest loss among the equity
asset classes, yet, at -11.3% for the quarter, that’s small
consolation. The traditionally defensive stocks in
Consumer Staples, Utilities, and Healthcare, in which the
S&P 500 Value index is strongly represented, lost far less
than other sectors. The rout in Consumer Discretionary,

home of Amazon and Tesla, continued in force, losing
26.3% in the quarter and 33.1% year-to-date. Many
individual stocks have sold off to what appear to be
attractive if not out-right bargain prices, and we believe
that careful selection among these names may sow the
seeds of good returns in the future. Also, corporate
earnings for the 2nd quarter will soon be reported, and it
will be very insightful to analyze the forward guidance that
companies will offer, and in which direction these will
point. It seems bottom-up earnings estimates will need
some adjustment lower as earnings remain relatively
optimistic for the remainder of the year.
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BONDS

Interest rates continued their march higher here, and
abroad. In the U.S., the yield on 10-year Treasury notes
has doubled since the beginning of the year, rising from
1.51% to 3.01% over this period. Short term rates have
moved even more dramatically, with the three-month
Treasury bill rising from 0.03% to 1.63% year-to-date. Two
power forces are at play here, one is the persistence of
inflation at higher levels than previously expected, and
second is the commitment of the Fed to tighten monetary
policy to bring inflation back to 2%. So far in 2022 the Fed
has increased the Funds rate from 0.25% to 1.75%, as
measured by the upper bound of their target range.
Further moves to higher Funds rates are priced into the
market, with December 2022 futures showing an expected
rate of 3.27%. Since 1981, this is already the second largest
cycle of rising interest rates, measuring about +3.2% from
trough to peak so far (for 10-year Treasurys). Returns for
bonds have been sharply negative and have had the worst
start to the calendar year in modern times. The Bloomberg
U.S. Aggregate Bond index has lost 10.4% year-to-date
while the 30-year Treasury has lost 23.6%

ALTERNATIVES & U.S. DOLLAR

While still solidly positive year-to-date, commodities
retraced meaningfully during the quarter, falling almost
20% from its intra-period peak, and -5.7% for the quarter.
Admittedly, it seemed there was fairly wide-spread
agreement as to the bull case for commodities in general
and energy in particular, and while those arguments
continue to make sense, the recent contrarian wave of
selling seem to be associated with market’s perception of
imminent threat of recession.

The U. S. dollar increased in value substantially during the
2nd quarter of 2022 with a 6.5% gain as investors gauged
that a Fed decision to hike interest rates would benefit
the currency. That kind of rally in a currency in such a short
period of time is unusual but reflects the impact of many
factors including not just rates but the post-Covid concerns,
the continuing impact of Russia’s invasion of Ukraine on
global commodities and the unease from selloffs in stock
and bond markets. In the past, Fed rate hikes led to
increased dollar strength, and it seemed likely that a repeat
of that dynamic would unfold this time as well. As it
became clear that rates would be headed higher, more
money left stocks, bonds and other world currencies and
headed into the U.S. version of cash. The dollar index hit a
low point in mid-January at 94.63 and subsequently rallied
to 105.52 before ending June at 104.69. It hadn’t been as
high as that since 2002 clearly demonstrating the
remarkable economic significance of the move. While the
strength in dollar helps with import prices, it should be
noted that continued strength would be headwinds for
large multinational companies of the S&P 500.

ECONOMY

Facing higher prices for housing, food, and energy, the
U.S. consumer, as the all-important engine of the
economy, faces stiff headwinds. While wages have risen,
they have not kept pace with the increase in cost of
necessities i.e., headline inflation. Indeed, when adjusted
for inflation, wages have been in negative territory on a
year-over-year basis since the 2nd quarter of 2021.
Likewise, in March retail sales adjusted for inflation fell into
negative territory on a year-over-year basis and have
remained there since. As a result, it is easy to see why the Fed
has turned its attention squarely to bringing down inflation.
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U.S. -16.9% -4.7% -13.2% -10.3%
Canada -15.7% -7.5% -8.0% -13.0%
Mexico -15.2% -12.6% -0.7% -17.4%
Japan -14.6% -11.9% -19.9% -20.7%
Pacific ex Japan -14.1% -6.3% -14.9% -5.0%

     Australia -18.1% -12.2% -13.0% -19.1%
     China 3.4% -4.4% -31.8% 1.6%
     Hong Kong -1.1% -2.5% -15.2% -5.7%
Europe -14.5% -12.7% -17.6% -23.0%
     France -14.8% -12.9% -18.3% -13.6%
     Germany -18.1% -12.1% -31.2% -21.6%

     Italy -17.7% -13.5% -22.7% -13.9%
     Netherlands -19.0% -13.5% -28.4% -24.0%
     Spain -8.4% -12.2% -16.3% -21.9%
     Switzerland -14.5% -8.1% -12.7% -14.0%
     U.K. -10.5% -14.7% -4.0% -24.4%
World -16.2% -8.3% -14.3% -15.2%

World ex U.S. -14.7% -11.0% -16.8% -18.8%

Sources: MSCI Stock & Bloomberg Barclays Bond Indexes as of 6/30/2022
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A faltering consumer is a real threat to economic growth,
and therefore the likelihood of a slowdown, if not a
recession, has risen. However, indicators that have reliably
preceded past recessions are not currently signaling that
one is imminent. Also, any resolution to the war in Ukraine
or a re-opening of China could quickly lead to less concern
and even optimism for future growth and inflation, perhaps
resulting in better market conditions. Another important
point is that our financial system is significantly more
robust today than it was prior to 2008, lending hope to the
idea that if a recession does eventuate, it is less likely to be
as damaging as the one following the 2007-2009 market
crash. Admittedly, this is damning praise, but, like death
and taxes, recessions will eventually occur. What is less
certain is whether, in the event of a recession, the Fed will
give up its crusade against inflation and come to the rescue
of the economy. Historically this has produced a rebound
in the financial markets and has come to be known as the
“Fed put”, or, in other words, provided a safety net to the
markets.

Another market benefiting from the expectation of higher
interest rates is housing where buyers wanting to get in
before that the increase with their purchases rather than
put them off to the future when it might cost much more.
This, combined with the underlying strength in the
seasonality of typical springtime home-buying, provided
additional support to prices. A fiercer competition to buy
homes under these circumstances tended to lead to
increases in housing prices as well. Real estate investment
trusts, large institutional investors and wealthy individuals
were also buying properties with an eye toward renting
single family homes to those unable to afford the higher
sales prices that would come with possibly higher mortgage
rates. Also, the number of homes available is declining,
putting even more pressure on prices. High demand and

low inventory combined in the 2nd quarter provided the
kind of support to the housing market not seen in other
types of asset classes, at least for now.

The 2nd quarter showed solid improvement in the U.S.
government’s budget deficit, especially in May. In that
month, the deficit was $66 billion, substantially better than
the May 2021 deficit figure of $132 billion. Less money
flowing out of federal coffers and more money flowing into
them is a desirable condition. This is the result of stronger
economic growth which leads to better earnings for
corporations, larger paychecks for workers and greater tax
revenues from individuals and from corporations. Stimulus
checks created in the post-Covid pandemic period, which
continued in 2022’s 2nd quarter, helped to provide support
as well. Increases in revenues help to pay off government
debt and slow the creation of further debt through the
issuance of bonds by the U.S. Treasury. That’s what
worked in the 2nd quarter as unemployment numbers
improved just as inflation numbers began to rise again,
splitting the concerns for the Fed and its dual mandate.
Better growth, higher tax revenue and stimulus from
federal governments also benefitted state and local
governments as is seen in their budget surpluses. Hence
healthier state budgets are providing options to local
governments to help residents combat some impacts of
high inflation.

Trade improvement in the 2nd quarter continued, a
greater part of which stemmed from the higher levels of
oil prices (and U.S. oil exports) seen during the period.
West Texas Intermediate crude oil started April 1st at 100,
peaked in early June at 123 and fell back to the 100 level by
the end of June. High agricultural prices kicked in, as the U.
S. Department of Agriculture’s 2nd quarter forecast
showed a projected trade surplus of $10.5 billion. The USDA
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2020 Q1 -5.1% 1.7% -3.0% 0.1% 0.7%
Q2 -31.2% -0.8% -13.9% 0.1% 0.7%
Q3 33.8% 3.5% -15.2% 0.1% 0.7%
Q4 4.5% 1.2% -19.4% 0.1% 0.9%

2021 Q1 6.3% 2.7% -3.6% 0.0% 1.7%
Q2 6.7% 6.1% 26.2% 0.0% 1.5%
Q3 2.3% 4.6% 40.5% 0.0% 1.5%
Q4 6.9% 5.0% 53.7% 0.0% 1.5%

2022 Q1 -1.6% 5.2% 39.9% 0.5% 2.3%
Q2 e 3.0% 4.8% 20.7% 1.6% 3.0%
Q3 e 2.3% 4.6% 13.8% 2.1% 3.2%
Q4 e 2.0% 4.1% 11.5% 2.6% 3.2%

2023 Q1 e 1.6% 3.5% 14.1% 2.8% 3.2%
Q2 e 1.8% 3.1% 17.4% 2.9% 3.3%
Q3 e 1.7% 2.8% 17.3% 2.9% 3.2%
Q4 e 1.8% 2.6% 14.4% 2.9% 3.2%

e: Bloomberg Consensus Estimates; *: Annual Rates; #: Year-Over-Year Change in S&P500 EPS

Sources: Bloomberg LP, Wright Investors' Service, Inc.
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report estimated that agricultural exports and import
outlooks are likely to increase from 1st quarter figures.
These improvements are coming despite (or perhaps
because of) the unusual effects of a Covid pandemic and
the war in Ukraine which disrupted global commodity
markets (especially in the oil and agricultural sectors)
coupled with the expectation of greater interest rate
tightening by the Fed.

INVESTMENT OUTLOOK

The rising inflation concerns of the 1st quarter are giving
way to the actual inflation of the 2nd quarter as revealed
in the May consumer price index of +8.6%. This condition
is leading to higher interest rates as Fed members suggest
perhaps a 0.75% hike in July Chairman Powell has stated
that the Fed’s focus on bringing down inflation is
“unconditional”. This suggests they are setting aside, for
now, the other part of their dual mandate, namely the goal
of achieving maximum employment. Many observers think
this new singular focus could mean the Fed will sacrifice
the economy in its pursuit to curb inflation, that something
could break before they stop their endeavor. As such, the
bond market is already pricing in lower long-term rates as
early as 1st quarter of 2023.

It remains the case that divergent outcomes exist,

whether or not a recession is in the cards may not yet be
answerable but the concern that it may continues to
affect markets. Stagflation seems more likely than it did
although it depends on how quickly (or if) the coming
higher interest rates can give the economy that “soft
landing” and normalization of inflation so desired. If it’s
the case that conditions worsen, then the effect on stock
markets may continue to remain negative despite the
recent sell-off in the first half of 2022. All of this may
become clearer when the Federal Reserve Bank of
Kansas City’s Economic Forum at Jackson Hole, Wyoming
commences this year from August 25th through the
27th. As one of the longest-standing central bank
conferences in the world, Fed members, prominent
foreign central bankers, finance ministers, leading
economists, financial market participants and members
of the media will gather in one place. What kind of
message emerges from this will be of the utmost interest
to markets and investors globally. Historically, stocks
have fared relatively well during the early stages of rate
hikes and inflation and financially strong companies have
been able to better weather economic slowdowns and
take advantage of their balance sheet strength. Hence,
we continue to believe that holding portfolios tilted
towards well-diversified, high-quality investments held
for the long term remains the prudent course for
investors.


