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Our First Quarter edition of Risks and Opportunities acknowledged the significant 
pivot from a “recovering” economy to an economy that was both overheated and 
undersupplied. Inflation is now the epicenter of all economic and financial discussions. 
Supply chain challenges, shortages due to the war in Ukraine, and persistent consumer 
demand are creating the perfect environment for inflation worldwide. In turn, escalating 
inflation is causing the Fed and other central banks to increase interest rates more quickly 
than anticipated, which has shaken the stock and bond markets. 

At the same time, anyone who wants to get a job can do so. Wages are on the rise. 
Companies are hiring and many are reporting positive earnings. If this is a recession, 
it certainly doesn’t look like any that I’ve lived through. When the 2008-9 financial 
crisis hit, companies laid off tens of thousands of people at a time, and unemployment hit 
10%. After that downturn, people talked about a “jobless recovery.” I wonder if we are now 
in a “jobful recession”?

Our theme for this edition of Risks and Opportunities is “Obstacles.” An obstacle 
is something that is in your way as you journey towards your longer term goal, but it 
generally assumes that you can still reach your destination. In our last edition, we outlined 
a possible 2024 outlook of lower inflation, normalized interest rates, a growing economy, 
and still low unemployment. That environment still seems very likely, but we are realistic 
that the obstacles along that journey will be very challenging to navigate. 
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We are in an extraordinarily dynamic environment and 
continue to see many uncertainties throughout the world. 
Global economies have a collection of daunting obstacles: 
inflation, ongoing COVID, the war in Ukraine, and the possibility  
of slowing growth. But if we assess each of them as an obstacle 
on a slightly longer journey, we can start to see what a new 
normal may look like in the next few years. 

Changing consumer behavior over the past two years is causing 
the world economy to adjust frequently to new spending trends. 
Consumers wanted goods, and now we all want experiences. 
The snarl that once existed in supply chains has moved to airports 
and luggage carousels. Possibly the best news of the quarter is 
that the supply chain is truly easing, as evidenced by the price of 
shipping, the time it takes to ship, and the pressure in the supply 
chain all falling. 

Europe’s prices are rising similar to those in America, with strong 
inflation r eadings c oupling w i th a  s l owdown i n a c tivity. H owever, 
the last time that inflation w as a t  t h is l evel ( an i ncrease o f  9 . 6% 
in the EU in June), the euro didn’t exist. Europe is undoubtedly in 
uncharted territory, with war, uncertain energy supply, and rising 
food prices as primary challenges.

While the war in Ukraine does not have an obvious resolution on 
the horizon, the details of how it ends will be important. The longer 
it goes on, the more economic damage it can cause not only to 
Ukraine and Russia, but to all of the countries that trade with them 
and that now supply Ukraine with resources. On the flip s ide, t he 
longer it goes on, the stronger the relationship is likely to be among 
European countries. 

China is also seeing challenges with its economy, which depends 
heavily on consumer demand. Its policies around COVID - which 
include ongoing lockdowns - run counter to maximizing the 
economic benefit of that consumer demand. The country’s barely 
positive growth in the first half of the year is a substantial obstacle 
to achieving its 2022 growth goals. According to Goldman Sachs, 
“…China’s 5.5% GDP target requires 7.2% annualized growth in 2H 
2022, which is well above consensus forecasts.”

Another obstacle for the global economy is the incredible strength 
of the US dollar, which has soared this year to levels not seen in over 
50 years. The New York Times explains it this way: “As the world’s 
most important currency, the dollar often rises in times of 
turmoil, in part because investors consider it to be relatively 
safe and stable. The dollar has gained in recent months as 
inflation h as s oared, i nterest r ates h ave i ncreased a nd t he 
worries over growth have worsened.” A strong dollar is good 
for Americans spending money overseas and importing goods, but 
it is an obstacle to other countries maintaining healthy economies. 

No one truly knows whether foreign economies will slow or 
will fall into a recession, but both outcomes are currently viable. 
The International Monetary Fund (IMF) recently downgraded its 
prediction for global expansion from 3.6% to 3.2% in 2022. The 
2021 global output was 6.1%, so a drop to 3.2% is a meaningful 
difference. However, 3.2% growth is still a healthy positive 
growth rate. 

• Russia’s war against Ukraine continues to mire food and
energy markets and lacks a resolution.

• Tensions between the developed democratic world and
Russia, China, and Iran continue to rise.

• The strength of the US dollar is a challenge for the global
economy.

• Central banks around the world are tightening monetary
supply and increasing interest rates.

• Many countries are susceptible to recession if tightening
overshoots demand.

• Global growth forecasts are still positive, even if growth
slows.

• The supply chain is showing tangible evidence that it
is easing.

• Inflation is expected to moderate as central banks
increase interest rates.

• Countries continue to relax COVID restrictions, spurring
both travel and transport.

• The relationships between European countries and
NATO are strengthening.

INTERESTING NOTE:  For the first time in twenty years, the euro has fallen 
to parity with the dollar. This makes it a great time for Americans to travel to 
Europe and splurge, which is a factor in the sometimes chaotic travel stories 
reported this summer.  

https://www.businessinsider.com/supply-chain-crisis-over-prices-inflation-go-down-2022-7
https://www.newyorkfed.org/research/policy/gscpi#/interactive
https://www.nytimes.com/interactive/2022/07/16/business/strong-dollar.html
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Even in the absence of supply chain issues, the incredible level of consumer demand over the past two years would have created inflation. 
A significant contributor to excessive consumer demand was the government pushing money out to individuals and businesses to combat 
the economic toll of COVID. That stimulus is now gone, and gradually we should all return to our normal spending patterns.

The complex issues that plague the global economy are all also present in the US. Due to excess savings, American consumers have been 
very willing to buy things – from food to houses – at excessive prices. The chart below from the St. Louis Fed shows the massive jump 
in Personal Consumption Expenditures on Durable Goods from before the pandemic to after. The far right side of the chart shows a slight 
decline as consumer behavior starts to shift from goods to services.

In the meantime, wage inflation – the stickiest type of inflation – is 
settling in. People tend to ask me how long economic conditions, 
especially unpleasant ones, will go on. My response about inflation 
is the same as my response was about COVID: the longer it goes on, 
the longer it will go on. Wage inflation is very difficult to unwind, and 
has now become a bigger input cost in many industries. According 
to State Street Global Advisers, for the period 2007-2019, “average 
wage inflation i n t ransportation and warehousing was j ust 1.9%, 
but during the first five months of 2022, it jumped to 7.5% year over 
year.” Over the same period of time, GDP has also been increasing, 
reducing the impact of wage growth on businesses, though as the 
economy contracts, wage inflation becomes an increasing drag.

The real goal of the Fed is to decrease this excessive consumer 
willingness to buy. If all of us simply decided not to keep spending 

• US inflation remains persistently high, despite aggressive
increases in interest rates by the Fed.

• Consumer behavior trends are still stressing parts of the
economy significantly.

• The Fed’s rapid interest rate increases may slow the
economy too much, resulting in a recession.

• Consumer confidence is waning.

• The US economy may still be in a longer growth cycle,
which is expected to continue, despite concerns about a
near-term recession.

• The labor market remains extremely strong with low
unemployment.

• Corporate earnings and balance sheets continue to be
healthy.

• Consumer spending is beginning to moderate, as savings
levels drop and price levels increase.

at higher prices, prices would begin to drop. With spiking prices and 
waning savings, we shouldn’t be too surprised if demand actually 
drops, as consumers finally relent on their spending. 

A widely reported example was an announcement in June by Target 
that it was oversupplied with products for the home. Consumer 
tastes had changed and demand for those goods dropped. Target 
had to slash prices to get rid of the inventory. 

The biggest question right now is whether the US can achieve 
a “soft landing” – a slowdown in economic activity that will 
elegantly drop inflation without pushing the economy into 
recession. The primary tool to slow the economy in the US right 
now is the Fed’s increase of interest rates. While this is a textbook 
weapon to battle inflation, it is a blunt instrument that was deployed 

https://fred.stlouisfed.org/series/GDP


2022 is shaping up to be a year for the history books. The 
Bloomberg US Aggregate Bond Index was down greater than 10% 
through June, which was the worst performance it has had in 40 
years. It is historically rare for stocks and bonds to be negative in the 
same year, with only two previous years (1931 and 1969) showing 
this type of coordinated downturn. Even conservative allocations 
(20% stocks, 80% bonds) had their worst performance ever. 

While the Fed is predicted to continue raising rates, the market has 
already “priced in” an increase up to 3.25-3.50% by year end. This 
means that the market reacted in the second quarter as if all of 
the future rate increases already happened in the second quarter. 
In fact, bonds have had such a reset over the past few months 
that they look attractive to buy again. Like a stock investor, a bond 
investor can make money in two ways: through the actual price 
of the investment (or bond) going up, and/or through the income 
that the investment (or bond) generates. Bond investors normally 
expect to make most of their return through income. However, 
a bond investor entering the market today could expect both an 

US BOND MARKET
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• The bond market has already priced in the Fed’s current
plan to increase interest rates.

• Municipal bonds currently have the potential for very
attractive total returns, especially on a tax equivalent basis.

• With values beaten down and investor demand for bonds
steady, bonds may be able to stage a solid recovery once
interest rates stabilize.

• As rates rise on bonds and other fixed income
investments, they provide more income to investors.

• The Fed is on an aggressive path to increase interest rates,
which may continue in 2022.

• The Fed is also projecting additional rate increases in 2023.

• The market environment for bonds is unlikely to be positive
in 2022, challenged by both inflation and rising interest
rates.

increase in price and a higher amount of income.

Interest rates have been close to zero essentially since 2008, 
which has been a challenge for conservative investors. When I 
first started my career, a conservative investor could invest in a 
legitimately conservative investment (savings account, CDs, a 
basic bond) and realize a 3-4% return. Over the past ten years, 
that conservative investor needed to also invest in some stock 
and higher risk bonds to realize that same 3-4% return. If the Fed 
actually lands the interest rates at 3-3.5% and they stay there, 
this could be a whole new era for conservative investors – one 
in which they can actually expect a reasonable rate of return with 
less risky investments.  

OPPORTUNITIES

late. What we are seeing now is an immediate reaction from the 
financial markets (think mortgage rates, the bond market, the stock 
market) but a lagged reaction from consumers and the economy 
itself. As an example, mortgage rates jumped up immediately in 
response to the Fed rate hikes (from 3% in 2021 to over 6% in 
June), but consumers kept buying homes.

The uneasy combination of low unemployment and high inflation 
puts the Fed in a challenging position to work to avoid recession. 
Fed Chairman Jerome Powell has indicated an “unconditional” 
commitment to returning inflation to its 2% target. Of the two 
mandates held by the Federal Reserve - maximum employment and 
price stability (managing inflation) - the Fed is currently choosing to 
focus on curbing rising prices.  

It’s understandable why some believe there is a recession on the 
horizon since the Fed is specifically engaging in activities to slow 
the economy. The general understanding of a recession is two 
back-to-back quarters with negative GDP, which we just hit with 

the recent announcement by the US Bureau of Economic Analysis 
(BEA) that the Gross Domestic Product (GDP) for the second 
quarter was negative, at -0.9%. However, the National Bureau of 
Economic Research is the group that officially c alls a  r ecession, 
with their definition being “a significant decline in economic activity 
that is spread across the economy and that lasts more than a few 
months.” In a sign of how many people are talking about whether 
we are in a recession, the White House recently released a blog 
about the methodology on when a recession is officially c alled. 
Most people fear a recession because it means massive job loss, 
which is a threat to our livelihood. If we do have a “jobful” or shallow 
recession, it may not be as difficult as previous recessions. 

INTERESTING NOTE:  Based on current inflation numbers, some estimate 
that the Cost of Living Adjustment for Social Security may be an increase of 
as much as 10.5%. This is good news for retirees who commonly feel the pain 
of hard economic times more acutely than working Americans. 

INTERESTING NOTE:  According to the University of Michigan, consumer 
sentiment has declined 37% year over year. Even with increasing rates, bonds 
may draw an increasing demand in a flight to safety for those concerned about 
their future spending ability.

https://www.whitehouse.gov/cea/written-materials/2022/07/21/how-do-economists-determine-whether-the-economy-is-in-a-recession/
http://www.sca.isr.umich.edu/
http://www.sca.isr.umich.edu/
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• Interest rate increases will continue to be a challenge for 
the price of growth stocks.  

• Consumers are less inclined to continue buying at 
higher prices, so further inflation can decrease corporate 
profitability.   

• Consumer sentiment is declining. 

• Volatility is expected to be higher than normal for US 
stocks. 

• Corporate balance sheets and earnings continue to  
be strong.   

• The performance of the stock market is no longer 
concentrated in growth stocks, so investors can diversify 
deeply across multiple asset classes. 

• If consumers can maintain their jobs and prices decrease, 
they will be able to continue spending at a level that will 
support economic growth. 

• High quality companies, especially those that pay 
dividends and have navigated inflation well, are positioned 
to be successful in the mid-term.  

• The recent decline in stock prices is an attractive entry 
point for stock investors.  

The US financial markets are trying to find their footing, which we 
believe will be an ongoing process until there is a true downward 
trend of inflation, indicated by three consecutive months of lower 
inflation. Whether we are currently in a recession, approaching one, 
or will avoid it, there is a general consensus that we are in a truly 
different economic cycle than the one that we were in until March. 
The previous cycle, which featured near-zero interest rates fueling a 
growth-focused bull market, will be difficult to reproduce in the near 
term. A higher long-term rate of 3-3.5% means higher borrowing 
costs, which is generally a drag on profit.

Bear markets tend to expose risk in the stock market and to highlight 
high-quality companies. One obvious indication of the strength of a 
company is whether it can maintain positive earnings in a year like 
this. Many high-profile / high-growth companies, such as Uber or 
Zillow, operate without a profit because they reinvest their revenue, 
or they haven’t found a profit model yet. That works when you can 
operate with low input costs. When inflation and borrowing costs 
rise at the same time, that model doesn’t work well. 

On the contrary, companies with solid earnings, consistent 
profitability, and steady or growing dividends have fared much 
better. According to State Street, firms with positive trailing 
12-month earnings are only down 18% in 2022 versus a 36% 
drop for firms with negative earnings. 

The good news is that stock markets are fickle and have short 
memories. Shock and awe fades away quickly in the stock market, 
as investors and corporate leaders weigh risks and reassess where 
they can find value. The US stock market broadly has strong 
fundamentals, with solid balance sheets and ongoing consumer 
demand. The volatility index (VIX) has trended higher than normal 
throughout the year, which we believe may continue as consumer 
spending boomerangs through various sectors and stock market 

performance transitions by sector. As an example, the energy sector 
– the top performer of the first half of 2022 - reminds us that even 
in very challenging financial markets, there is something that can 
make money. However, the U.S. Energy Information Administration 
forecasts a decline in oil prices going into 2023 with an increase in 
supplies. Energy is a large contributor to inflation and the cost of 
consumer spending, so this increased supply would be a welcome 
relief to household budgets.

This type of environment, featuring a high level of uncertainty and 
unique and evolving sources of risk, calls for deeply diversified 
investing in high-quality companies and a willingness to pivot as 
the road ahead becomes more clear. Portfolios that are nimble and 
active should be able to provide the flexibility long-term investors 
seek to manage both growth and income goals. 

RISKS OPPORTUNITIES

INTERESTING NOTE:  According to US Bank, “The S&P 500 Index has 
historically underperformed in the year leading up to midterm elections. 
The post-midterm election period is a very different story. The S&P 500 has 
historically outperformed the market in the 12-month period after a midterm 
election, with an average return of 16.3%.”



OUR FINAL THOUGHTS

We are living through a transitional time, and the truth is that no one knows when 
inflation will subside, or when we will see the bottom of the market. In times like 
this, it is important to lean heavily into what has been successful before: trusting our 
sound process, working with partners who will support and challenge your opinions, 
and keeping a strong focus on risks and opportunities.

Our portfolio allocations remain fully invested, with maximum exposure to equities 
and minimum exposure to fixed income. We have made more tactical shifts this 
year than normal, but we believe that most of the risk discussed above is priced 
into the markets and does not currently warrant further changes. We are monitoring 
markets continuously and expect to unwind some of our current allocation tilts as 
inflation begins to subside. Active cash management is still a primary strategy, both 
to find opportunities to buy and to avoid selling in a challenging market. 

We appreciate the confidence and trust that you place in us, and we are dedicated to 
helping you pursue your long-term goals. If you have any questions about our views 
on the markets, or about your portfolio, please contact us. We’re here for you.

Debra Brennan Tagg, CFP®  
President    



Securities and investment advisory services offered through FSC Securities Corporation (FSC), member FINRA/SIPC. Financial planning services offered 
through BFS Advisory Group, LLC, a registered investment advisor. Insurance is offered by Debra Brennan Tagg as an independent insurance agent. FSC 
is separately owned and other entities and/or marketing names, products or services referenced here are independent of FSC. 
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Investing involves risk, including the potential loss of principal. No investment strategy, including diversification, can guarantee a profit or protect against loss. 
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In general, the bond market is volatile as prices rise when interest rates fall and vice versa. This effect is usually pronounced for longer-term securities. Any 
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