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 Apart from cash and equivalents, which was up just 0.1%, the major asset classes were all down significantly due to concerns relation to inflation 
and the prospect of higher interest rates. Small company domestic stocks were the worst performing asset class, down 17.2%, followed by large 
company stocks, down 16.1%. Emerging market stocks performed better but were still down 11.3%. Taxable bonds were down 4.7% while 
municipal bonds were down 2.9% 

 Valuation measure such as P/E ratio and the CAPE ratio are indicating that the sell-off has brought the market down to levels that makes a long-
term investment more compelling. Additionally, the American Association of Individual Investors asset allocation survey in June indicated that 
investors have reduced their allocations to more risky asset classes going from about 70% to 65%. When investors become pessimistic it is a sign 
that a market bottom is not far away. Still, investor capitulation in the past has been associated with even lower allocations to more risky assets 
closer to 45%. 

 The stock market may not have bottomed and lower valuations may lie ahead as two of the major contributors to inflation, labor and energy 
remain supplied-constrained. There are indications that participation in the labor market is improving, which would slow the pace of wage 
increases. Energy prices have moderated, but unless there is improvement in domestic production, prices are likely to remain elevated. 

 Recession fears are growing due to poor consumer sentiment and the inverting of the interest rate yield curve, which happens when the 2-year 
treasury rate is higher than the 10-year rate. Considering capacity for continued consumption remains high, and other economic indicators such 
as retail sales, job openings, industrial production, and air travel are strong, it does not seem that a recession should be imminent. 

 The most recent CPI inflation reading came in at 9.1%, which was higher than expected and raised concerns that the Federal Reserve will raise 
short-term rates a full percentage point at the end of July. Unless there is a corresponding move higher in longer rates, the yield curve may then 
invert further with 3-month rates rising above 10-year rates, which would then suggest a recession starting in mid-2023 or early 2024. 

 The United Nations food index is at levels which historically have coincided with food shortages, geo-political turmoil, and regime change. The 
fall-out could be very destabilizing and cause interruptions to the supply of commodities important to the U.S. economy. The dramatic 
depreciation of most major currencies against the dollar could trigger a ripple effect in the $600 trillion global derivatives market if it turns out 
any large speculators were on the wrong side of the trade as global banks, or funds, may have counter-party exposure. 

 Given reasonable valuations, we suggest our clients gradually bring their more risky asset allocation up to their strategic target while keeping in 
mind the potential for further disruption and even lower valuations. 

Summary: Apart from cash and equivalents, the major asset classes were all down significantly during the second quarter. Higher rates of 
inflation led to lower stock market valuations, which are now approaching levels that make long-term investment more compelling. 
Pessimism has been on the rise and individual investors have pulled back their allocation to more risky assets. Still, lower valuations may 
lie ahead given the lack of investor “capitulation” and the two major contributors to higher inflation; labor and energy, remain supplied 
constrained. The Federal Reserve no longer views inflation as “transitory” prompting a dramatic shift in policy that is focused on reducing 
demand by reversing the wealth effects of the stimulus and keeping interest rates too low for too long. Engineering the so called “soft 
landing” by getting the stock market and housing prices to drop without causing a recession will not be easy to achieve. Poor consumer 
sentiment readings, and some signs that demand is slowing, have stoked recession fears even though the capacity for consumption remains 
high. Other economic indicators, such as retail sales, job openings, industrial production, and a pick-up in air travel suggest more growth 
may lie ahead. The interest rate yield curve is flashing a recession warning but that does not mean one is imminent. Should the Federal 
Reserve’s policy become even more aggressive, that could change quickly. Persistent inflation and higher interest rates are the most 
immediate concerns. The elevated level of food prices globally and the steep appreciation of the dollar are two other issues to keep an eye 
on as either could also be economically disruptive. Given reasonable valuations, we suggest our clients gradually bring their more risky 
asset allocation up to their strategic target while keeping in mind the potential for further disruption and even lower valuations. 
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