
                        The Fed’s Conundrum 

sumer sentiment.  Recent earnings reports from 
Target and Wal-Mart reveal an about-face from 
the pandemic-induced binge on goods.  Perhaps 
offering a glimmer of hope for future inflation, 
these bellwether retailers are slashing prices on a 
growing glut of discretionary goods.  Higher pric-
es are disincentivizing spending on non-
essentials, leading to price discounts that ought 
to help alleviate some inflation pressure.  The 
wealth effect in reverse will further curb consum-
er enthusiasm.     

To combat inflation, the Federal Reserve recently 
hiked interest rates by 75 basis points, the largest 
such increase since 1994, bringing the Fed Funds 
target rate to 1.75%.   The Fed Funds futures 
market is now discounting a peak rate of 4% by 
early 2023.  The Fed’s summary of economic 
projections suggests expectations for inflation to 
cool to within striking distance of its 2% target by 
2024, as unemployment rises from the current 
3.7% rate to 4.1%.  The Fed is predicting 1.7% 
GDP growth for the next two years and 1.9% in 
2024.  Especially skeptical of Fed prognostica-
tions in the wake of such misguided predictions 
for “transitory” inflation, markets are understand-
ably skittish about the prospects for the Fed to hit 
its targets without throwing the economy into 
recession.  As we have warned in previous news-
letters, the propensity for Fed policy error has 
grown markedly.  With each ensuing rate hike, it 
will become more dif5cult for the Fed to engineer 
an economic soft landing.  From the bad news is 
good news department, the recent decline in 
commodity prices indicate that inflation may be 
ready to roll over along with the economy.     

The odds for recession in any random year is 
approximately 15%.  Today, economists surveyed 
by the Wall Street Journal place dramatically 
higher odds for recession in the coming 12 
months at 44%.  Morgan Stanley and Citigroup 
see recession probability at 50%, while Bank of 
America pegs recession odds at 40%.  Goldman 
Sachs sees a 30% chance.  JP Morgan is the 
outlier and sees the economy averting recession 
and the stock market recovering in the second 
half of the year.  Meanwhile, a Conference Board 
survey of 750 CEOs indicate that more than 60% 
of executives see a recession within the next 12 
to 18 months.      

Fed Chairman Powell recently testi5ed before 
Congress that the Fed “does not think we will 
need to provoke a recession, but we do think it’s 
absolutely essential to bring down inflation.”  
During the same testimony, Chairman Powell 
acknowledged that Fed policy has no ability to 
influence spiraling food and energy costs.  Herein 
lies the potential for a Fed pivot.  The Fed has 
already induced material economic damage and 
the demand quotient of inflation within the Fed’s 
influence is bound to deteriorate further under 
the weight of higher interest rates.  Supply is 

A 
persistent decline in both equity and 5xed 
income prices left investors with few plac-
es to hide for the 5rst half of 2022. With 

markets having pierced the psychologically im-
portant “bear market” (technically de5ned as a 
decline of at least 20%) threshold, now is a good 
time to assess the extent to which deteriorating 
fundamentals have already been properly dis-
counted or whether additional downside may lie 
ahead.     

The primary culprit for this extraordinary market 
volatility is the alarming rise in inflation.  Con-
sumer prices as measured by the CPI rose 8.6% 
in May, its highest rate in four decades.  Soaring 
inflation, especially for gasoline and food, is ex-
ceeding wage increases and leaving consumers 
feeling pinched.  Indeed, as real purchasing pow-
er declines, the University of Michigan Consumer 
Sentiment Index has fallen to it lowest level on 
record going back over 50 years.   

The war in Ukraine has exacerbated inflation for 
food and energy, and supply chain bottlenecks 
stemming from COVID lockdowns in China fur-
ther compound the problem as critical electronics 
and machinery components grow scarce.  Shang-
hai’s gradual reopening leaves us hopeful for 
budding supply chain relief, while it is impossible 
to discount the full extent and duration of Putin’s 
“special military operation.”  With the Federal 
Reserve’s preferred personal consumption ex-
penditure price index (which excludes more vola-
tile food and energy prices) recently rising a 
more muted 4.7%, it is conceivable that the Fed 
could steer PCE inflation down closer to it’s 2% 
target while tolerating a higher, cyclical rise in CPI 
inflation.  Fed Chairman Powell recently admitted 
that Fed policy has no impact on events in 
Ukraine or China and no capacity to allay the rise 
in food and energy prices.       

Accounting for 70% of GDP, the toll on consumer 
spending bears watching.  The jump in the per-
centage of consumer spending on gasoline has 
jumped more in the last four months than at any 
time since data has been collected going back to 
1959.  Real average hourly earnings have de-
clined for nine straight months.  The personal 
savings rate has fallen to its lowest level since 
the Great Recession of 2008-09.  Retail sales are 
slowing, and consumers are taking on higher 
credit card balances at a time when interest rates 
are soaring.   

Wilshire Associates estimates the peak to trough 
loss in U.S. equity market capitalization at $13 
trillion.  Cryptocurrencies have lost over $2 trillion 
with the total market cap for crypto assets now 
below $1 trillion.  Meanwhile, mortgage rates 
have almost doubled in a few short months to 
approximately 6%, leaving the housing market 
vulnerable to a material decline.  With this back-
drop, it is not surprising to see such bleak con-

another issue and will require relief on the 
Ukrainian or Chinese fronts.   

Unable to tame food and energy prices, the Fed 
may ultimately blink as the economy rolls over, 
preferring higher, cyclical inflation to a deeper 
economic contraction.  As rate hikes and the 
Fed’s quantitative tightening begins to marinate, 
the Fed may reach a point of having observed 
suf5cient economic pain to warrant a pause.  
Another potential pivot may include the Fed 
raising its inflation target, even temporarily, to a 
higher range.  The Fed’s conundrum between 
economic expansion or winning the battle 
against inflation is a tightrope act that will re-
quire careful precision, many months of addi-
tional data points and patience in knowing the 
ultimate outcome.  

Powell also testi5ed that the “American economy 
is very strong and well-positioned to handle 
tighter monetary policy.”  To that point, the Fed 
Chair is spot-on, at least for now.  The housing 
market and banking system are in much greater 
health than in previous recessions and corpora-
tions and consumers are flush with cash.  The 
dollar is at a two-decade high and the United 
States remains the most attractive, liquid market 
in the world.  The supertanker U.S. economy 
does not turn on a dime and it is likely that any 
potential recession would be relatively mild.  

We believe the market may need to grind lower 
if indeed we are poised for recession.  We are 
currently in the midst of the bottoming process 
and the stock market always bottoms well be-
fore the economy does.  The S&P 500 has 
dropped by an average of 32% from peak to 
trough during recessionary periods since the 
1930s.  At its steepest point in this year’s de-
cline, the S&P 500 was off by 22%.  The price-
earnings multiple on the S&P 500 has contract-
ed from approximately 21 at its high to 15 at its 
recent low.  As reasonable as this may seem 
now, a recession will inevitably dampen earnings 
growth and lead stocks lower.   

While we see plenty of bargain opportunities in 
the current environment, we are erring on the 
side of caution and opting to keep a good 
amount of dry powder.  Cash offers us great 
optionality should valuations become even more 
attractive in the months ahead.  And bond yields 
have become much more attractive in the last 
few months, providing us opportunities to bal-
ance portfolios as appropriate. Whether we see 
a recession or not, your portfolio is well-
positioned for the long haul.  Companies with 
fortress balance sheets, proven earnings 
growth, predictable dividend growth and share 
buybacks will anchor portfolios in the wake of an 
economic storm and lead markets higher during 
the inevitable recovery.           
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International Core 11.7%

U.S. Core 88.3%

OVIM Equity Composition

Firmwide Asset Allocation

Sector Weightings Relative to S&P 500
Ranked by Largest Overweight

Alphabet Inc. Class A GOOGL

Bristol-Myers Squibb Co. BMY

Amgen Inc. AMGN

United Parcel Service Inc. UPS

BlackRock Inc. BLK

Qualcomm Inc. QCOM

PepsiCo Inc. PEP

Air Products & Chemicals Inc. APD

JPMorgan Chase & Co. JPM

Visa Inc. V

Johnson & Johnson JNJ

Starbucks Corp. SBUX

Apple Inc. AAPL

Roche Holding AG ADR RHHBY

Walgreens Boots Alliance Inc. WBA

Texas Instruments Inc. TXN

Cisco Systems Inc. CSCO

Berkshire Hathaway Inc. Cl. B BRKB

Charles Schwab Corp. SCHW

Canadian National Railway Co. CNI

Microsoft Corp. MSFT

ABB Ltd ABB
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This presentation is solely for informational purposes. Data is pulled from sources believed to be reliable, but not independently verified. Past performance is no guarantee of future returns. Investing involves risk

and possible loss of principal capital. No advice may be rendered by Osher Van de Voorde Investment Management unless a client service agreement is in place. Please contact us at your earliest convenience

with any questions regarding the content of this presentation and how it may be the right strategy for you. This data is representative of all equity securities held across Osher Van de Voorde’s client accounts,

however portfolios are tailored to meet specific client objectives and actual client holdings will vary.

The S&P 500 Index or the Standard & Poor's 500 Index is a market-capitalization-weighted index of the 500 largest U.S. publicly traded companies. The S&P 500 is a float-weighted index, meaning company

market capitalizations are adjusted by the number of shares available for public trading. Note: Investors cannot invest directly in an index. These unmanaged indices do not reflect management fees and

transaction costs that are associated with most investments.
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Or e-mail us... 
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mv@oshervandevoorde.com 

 

 

Please visit us on the web: 
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Tax Loss Harvesting in a Volatile Market 

Tax-loss harvesting may lower your tax bill and be an effective strategy to 
consider during such volatile markets.   With both stocks and bonds having 
suffered material declines in the 5rst half of the year, tax-loss harvesting may 
provide an opportunity to realize a loss to offset realized gains and even 
shield future taxable gains. 
 
Tax-loss harvesting is the practice of creating tax savings today by realizing 
investment losses.  The loss must be realized by December 31, before the 
end of the tax year, and only applies to investments held in taxable accounts. 
The rate at which a gain is taxed depends on how long the security was 
owned.  Gains on sales of investments held less than one year are consid-
ered short-term and taxed at ordinary income rates with the highest federal 
tax bracket of 37% in 2022.  The long-term federal capital gains tax rate is a 
preferential rate that could be as low as 0%, but not higher than 20% for high
-income earners and applies to investments held for more than one year.   
 
A tax loss reduces other capital gains you have realized during the year.  
Long-term capital losses are 5rst used to offset long-term capital gains and 
short-term losses are used to offset short-term gains.  If there is a net loss in 
either group, the net loss can be used to offset gains of either type so that 
you only pay tax on your net gain.  Short-term losses may provide the great-
est bene5t as they are 5rst used to offset short-term gains which are taxed at 
ordinary income tax rates.   
 
Even those who have no realized capital gains to reduce can offset $3,000 of 
ordinary income with a realized tax loss.  An investor subject to a 35% mar-
ginal tax rate claiming a $3,000 net loss could save $1,050 in taxes at the 
federal level.  Importantly, an investor that has net capital losses that exceed 
$3,000 can continue to offset capital gains in future years, or ordinary in-
come in future years in $3,000 increments, until the net capital loss is used 
up.  
 
At times, we may realize a loss in a company we wish to own for the longer 
term.  For the tax loss to be allowed in this position, wash sale rules require 
that the same or “substantially similar” security not be purchased for 30 days 
before or after the date on which the loss generating security was sold.  If 
the security is repurchased within 30 days, the tax loss will be disallowed.  
This prevents investors from claiming a loss and immediately rebuying the 
same security.   
 
There may be other times when we effectively “double down” on an invest-
ment to reduce our cost basis and then sell the original position with a higher 
cost basis after 30 days to realize the tax loss.  We also may employ a com-
bination of these tax-harvesting strategies where we realize tax losses in one 
security and use the proceeds to “double down” on another security with tax-
loss harvesting potential.   
 
Depending on your individual goals, tax-loss harvesting may lower your tax 
bill and improve after-tax returns without sacri5cing our commitment to 
achieving your long-term goals. 

                        DeLynn Russell and James Van de Voorde 

Source: Schwab.com, Forbes.com, Fidelity.com 


