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Index Returns as of June 30, 2022

Index Q2 YTD
DJIA (Dow) (11.25%) (15.31%)
S&P 500 (16.45%) (20.58%)
NASDAQ (22.44%) (29.51%)
MSCI EAFE (15.37%) (20.97%)
Russell 2000 Small Cap (17.68%) (23.93%)
Barclays US Aggregate Bond Index (4.69%) (10.35%)
MSCI World (16.60%) (21.21%)

Index Returns 2022 Q2

Presenter
Presentation Notes
Thank you everyone for joining us today.  I feel like I’ve written this in several of our newsletters in the past and each new quarter, each new year seems to come with more eye popping results that leads me to say it was another quarter/year or in this case first half of the year for the record books.  But not necessarily in a good way like in mid 2020 or all through 2021.  The S&P 500 saw its worst first half decline since 1970.  The NASDAQ its worst since 2002 – not terribly surprising there given the tech bubble.  But what made this first half of the year so much more painful was the decline in bonds, which saw their worst first half returns in history, and we’ll get into that here shortly.   Here we just have returns for all major indexes for the second quarter and year to date as of the end of June.  You can see the S&P is down over 20%, NASDAQ nearly 30%, the Dow is down just over 15%, but that’s not an appropriate index to gauge against because it has more to do with the nominal price level rather than the market cap weighting of its constituents.  Small caps are down over 20% and so are international equities.  But normally, when we see this much red in these tables there’s that one index that’s usually in the black – the Barclays US Bond Aggregate.  Traditionally, bonds have been negatively correlated with stocks over the long-term.  However, given this current market environment and this 40+ year bull market in bonds we are seeing come to an end, we see that not only are bonds down double digits as of the end of June, but they’re actually kind of the catalyst for all the other declines we’ve seen in the markets so far this year.   It’s no secret that inflation has skyrocketed and the Fed is actively trying to get that under control, which we’ll also get into later.  But the way they do that is through demand destruction via hiking interest rates – something they’ve done a pretty good job of so far, pretty much nuking over $14T in market cap – that’s about 60% of the US’s GDP.  The economy is running too hot and there’s too much money out there chasing the same number of goods and if we don’t get that under control, that’s when things can get real ugly and your purchasing power really starts to plumet.  The primary way to combat that is through higher interest rates and as we’ve discussed before, higher rates not only means lower bond prices, but also more expensive debt, increased potential for defaults, and lower growth projections.  Remember, the market is a forward looking indicator so when you’re given lower growth expectations you have to reevaluate what how much you’re paying for a company’s equity.  If interest rates are close to zero I’m probably more willing to pay up for a stock at loftier valuations.  But as that risk free rate begins to rise, I’m going to need a little more attractive earnings yield to justify the price I’m paying and if earnings are slowing or stagnant, or worse falling, there’s going to be some serious repricing in the market.  So what does that mean for a balanced portfolio with a mix of stocks and bonds?  



5FASKC.COM

Nowhere to Hide

Presenter
Presentation Notes
Worst drawdown in a 60/40 portfolio since 1932
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60/40 Historical Returns



7FASKC.COM

How the Mighty Have Fallen

Presenter
Presentation Notes
Meta/FB (51%)Amazon (31%)Tesla (31%)Microsoft (23%)Google (22%)Apple (15%)
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Index Returns vs. Constituent Returns

Presenter
Presentation Notes
S&P as of Monday 7/18 – down 20% from ATH% of S&P stocks lower than S&P YTD – 47%% of S&P stocks <10% off of 52 week lows – 46%% of S&P stocks >20% off 52 week highs – 69%
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25 Years of Bulls and Bears
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Multiple Contraction vs. Earnings
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Average Returns Are Rarely “The Average”
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Fixed Income Markets and 
Interest Rates
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Bonds Getting Slaughtered

Presenter
Presentation Notes
Bonds are on course for their worst year since 1865. One of the biggest issues with this generational pullback was that there was no yield to buffer the drawdown.  When your yield is 5% and your duration is 5 and rates go up 1%, your 5% yield essentially nets out your 5% loss.  When your yield is at 1%, duration is at 5 and rates increase by 2%, you’re now at a net 9% loss.  
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Intra-Year Declines in Bonds

Presenter
Presentation Notes
10 Year on 1/1/1982 was 14.2%10 Year on 12/31/1982 was 10.3% - that’s a 3.9% drop
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Yields Look Attractive Relative to History
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The Dreaded Inverted Yield Curve

“Inverted Yield Curve”
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High Yield Spreads Nearing “Crisis Levels”
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Market Forecasting Rate CUTS
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Inflation
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Inflation Components

Presenter
Presentation Notes
We’ve been discussing inflation for over a year now.  A topic we covered in depth during 2021’s Q2 update was what components of inflation were considered sticky or temporary.  The buzz word related to inflation last year for the government agencies was “transitory”.  The Fed removed their transitory language at the December meeting of last year before the continued acceleration in inflationary pressures.  Earlier this summer, treasury secretary Janet Yellen who opined that inflation would be a “small risk” conceding in hindsight her view was wrong.  Headline inflation which includes food and energy costs has increased by 9.1% (a 41 year high) since a year ago based upon June 2022.  The recent increase in prices has been broad based regardless of stick or transitory. 		Sticky	- Rent/OER have increased 5.5% year over and have been an increasing contributor. LENNAR	- Transportation services, mv ins/maint + airline are up 8.8%, in fact airline fares are up 34.1% since last year.  “revenge travel” LUV 	Transitory	- Energy – very aware as overall prices are up 42%, gasoline up 60%, natural gas up 38%!	- New vehicle prices are up 11.4%, used 7.1%.	- Food costs have continued to accelerate, up 10.4%The point of all this is there is not area where we’ve seen reprieve from price increases.  A silver lining for the next report, these surveys are concluded on the 15th of the previous month.  Sor for June numbers, the peak so far in gasoline prices were captured.  Since, we seen a steady decline in prices through last week’s close.  
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Money Supply & Inflation

Presenter
Presentation Notes
While there have been shocks which have exasperated the pressures such as delta/omicron strains and their stresses on US supply chains or China’s zero Covid and of course the war in Ukraine pushing up energy and food costs even more.  The fact is persistent inflation is likely a result of the extraordinary fiscal and monetary response we experienced during/after the pandemic.  Milton Friedman, a famous nobel prize economist, said “inflation is always and everywhere a monetary phenomenon”… Our nation’s current monetary policy is expansionary, which means artificially increasing the money supply and lowering interest rates to near zero. As a result, the growth rate of all the dollars in circulation (“M2 Money Supply”) soared a historic record 27% in 2020-2021. Represented by the blue line.As a result of fighting the recession caused by the COVID pandemic, the U.S. government has flooded the American economy with a historic amount of U.S. dollars created through unprecedented monetary (and fiscal) stimulus programs.To put that in perspective, that is the biggest jump in the money supply in America’s history. That is bigger than the Financial Crisis of 2007-2008 (10%), bigger than World War II (18%), and bigger than FDR’s stimulus to fight the Great Depression (10%).The red line is the personal consumption expenditure excluding food and energy.  You can see over the last 10 years there was a relatively stable relationship between M2 growth and inflation. Now we are seeing a spike in inflation after the flood of stimulus. 
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Tight Labor Market

Presenter
Presentation Notes
Most of us are aware the unemployment rate is near record lows at 3.6%.  But when we take a deeper look we see that the employment market is even tighter than the widely reported metric.  The Fed has a dual mandate of stabilizing prices and maximizing employment.  As we’ve seen, prices are far from stable but what about the employment market.  It is historically very tight.  There are roughly 11.2 million job openings in the US, with 5.9mm unemployed.  Which means there are ~1.9 jobs for every unemployment individual.  As one would expect we’ve seen record low layoffs at 1.4mm (.9%), while quits are up to 4.4mm as workers are confident they can find a new job.  
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Wage Growth

Presenter
Presentation Notes
With such a tight labor market as a backdrop, there has been a strong increase in wage growth.  With job switchers demanding more than the overall unweighted increase of almost 7%.  This is a big concern for the federal reserve.  In fact, during chairman Powell’s press conference in May, he state unequivocally “We can’t allow a wage-price spiral to happen.” A big concern for the FOMC is the persistent nature of a wage-price spiral continually driving up labor costs injecting money supply which would chase same goods and keep inflation high.They’re goal is to tighten financial conditions to reduce the number of job openings, decreasing negotiating powers of the labor force.  Additionally, we’ve seen “the great resignation” take many people out of the labor force which contributes to the imbalance by reducing the supply of workers available to fill jobs.  Before the pandemic, the labor force participation rate was 63.4%.  Throughout the year, there has been an improvement but at 62.2% we are still 1.2% below pre-pandemic levels which equates to roughly 2.6mm people.  
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Easing Supply Chain Stress

Presenter
Presentation Notes
Supply chain disruptions have wreaked havoc on inflation measurements.  Commodity prices have fluctuated dramatically increasing the input costs of businesses.  Recently we’ve seen these costs subside somewhat alongside measurements of supply shortages as it seems China is becoming more lenient with regards to their zero covid policy.  -the beige book gathers data from the various federal reserve districts to get a sense for what business conditions are actually like on the ground.  Since March the number of time shortages has been mentioned in the report has dropped by over half from ~60 to under 30.  -ocean shipping rates around the world are coming down and another measurement of supply strain has fallen for three straight months. There could be a combination of factors leading to the ease of supply strain, it’s likely a complicated combination of factors but looping back to the first slide on inflation, consumers are likely normalizing their consumption pattern to be more service oriented which means less spending on goods. 
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Inflation Expectations

Presenter
Presentation Notes
As a result of tighter financial conditions, easing supply chains inflation expectations have come back down.  The 10 year breakeven inflation rate had been above 3%.  This is a chart the Fed pays attention to closely and I’m sure mr. powell is pleased to see expectations of higher inflation for the long term begin to moderate. It remains to be seen whether we’ve seen the peak of inflation measurements but core pce has declined for 3 consecutive months to 4.7% from the high of 5.3% in Feb. 



26

WWW.FASKC.COM

Economy
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Consumption ~70% of GDP

Presenter
Presentation Notes
A big question is whether the Fed is going to tip the economy in to a recession to arrest these inflationary pressure.  In fact we already saw a negative quarterly GDP number for Q1 at -1.6%.  These numbers can be noisy from quarter to quarter and a lot of the negative contribution was from inventory builds and trade imports but real consumer spending up 1.8% over the previous quarter.  This was a deceleration from the end of last year additionally we continue to see a slow down in spending through May of this year according to the bureau of economic analysis.  Which is important to pay attention to as it is ~70% of GDP measurement.  A counterbalance is the recent comments from BAC and JPM indicating that consumer spending is still very strong and up double digits over the last year. 
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Record Low Consumer Sentiment

Presenter
Presentation Notes
Consumer sentiment has been crashing according to the U of M survey.  Sentiment hit a record low of 50 in June but did rebound to 51.1 this month.  Generally speaking when sentiment has reached these levels in the past, a recession has followed for the US.  But it doesn’t guarantee a recessionary outcome as we saw sentiment drop dramatically in 2011 to 55.8 in august of that year only to rebound to ~70 by year end. 
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GDP Estimates Drop

Presenter
Presentation Notes
GDPNow is an estimate provided by the Atlanta Fed.  The goal is to keep a running tally of economic variables to preview what a potential GDP print would be.  Theoretically it becomes more accurate as time goes by and more data is collected.  The model began predicting negative economic growth towards the end of July and has fallen since.  It’s debatable how accurate the forecasts are but it’s important to also note that the blue chip consensus experts have also been revising their forecasts down as well.  Neither predicted negative GDP growth for Q1…
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Shallow Recession

Presenter
Presentation Notes
The odds of a technical recession have increased… a heuristic that’s defined as 2 quarters of negative GDP growth.  The National bureau of economic research is tasked with making the actually recession call.  However, this call is made in “retrospect” and after they’ve collected a vast amount of data and passed judgment so the need for any revisions is miniscule.  Another way of saying by the time the recession is identified we may be back in expansionary mode. If we do have a recession which is very difficult to forecast, we do feel it will be “mild” in nature.  Above is research from JPM, dubbed their 4 horsemen of the cyclical economy.  Typically for a recession to be deep and prolonged in nature, we’d have to see excess build up in one of these 4 areas.  Residential investment is contained, business fixed investment is low, light vehicle sales have been constrained, and inventories appear to be within reason relative to sales.  
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Outlook
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Valuations Look Attractive

Presenter
Presentation Notes
Again, as we briefly touched on earlier, valuations for the S&P are currently below their 25-year average.  This is primarily due to the multiple contraction we talked about.  When prices are falling and earnings haven’t been adjusted too far downward, you’re going to see valuations come down.  Now, if we were to see, say a 5-6% revision downward for earnings tomorrow before the market opens, valuations based on today’s price, would shoot back up to probably the 17-18x range, above its long-term average.  At that point the market would most likely reprice itself downward by maybe 5-10%, probably even overshooting that target.  That’s why earnings are so important and why we want to pay close attention not just to current earnings, but forward looking earnings since the market is a forward looking indicator.  But all else equal right now, the market does look somewhat cheap relative to history, given the current economic conditions.   
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Yield Curve

Presenter
Presentation Notes
This blows
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Returns to Peak

Presenter
Presentation Notes
This chart is helpful because it puts things into perspective on how much is needed to break even and get back to previous highs in stocks.  Given the rally we’ve seen over the last month, and specifically the last week, we are about 17.5% from previous all-time highs.  That means just over a 21% return from here in the next year gets us back to even, but if we were to stretch that out of 2, 3 or 5 years, those annualized numbers begin to look a lot more reasonable at 10%, 6.5%, and 3.9% respectively, which are not all that unreasonable to accept, especially if you consider the possibility of the Fed being forced to potentially cut rates in the next 24 months.  To put that into perspective for a balanced portfolio, the average 60/40 portfolio is down about 11.3%, which means we’d need to see a 12.7% return to break even.  Over those same time frames of 2, 3 and 5 years we’re looking at annual compounding returns of 6.2%, 4.1% and 2.4%, respectively. 
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Consumer Sentiment Contrarian?

Presenter
Presentation Notes
This is maybe one of the more bullish charts we’ve seen, given that consumers and investors are traditionally pretty awful at predicting the future.  This is that same consumer sentiment chart from earlier, but now with an overlay of the subsequent 12 month returns from each trough in consumer sentiment readings.  The average 1 year gain following these troughs over the last 40 years is 24%.  This isn’t necessarily like the S&P 500 chart where the deeper the drawdown the higher the returns as we get back to even and we can see that when comparing the trough in ’08 to the trough in ’11 where the readings were roughly the same but the subsequent 12 month returns were about 7% less in 2011, but keep in mind that was following 27% and 15% returns in 2009 and 2010.  And consumer sentiment was significantly higher at its low point in 2020 and we saw a 43% climb from there.  So don’t read this as “this is the lowest reading in history therefore we should see the highest returns coming off the bottom from here.  It’s more of an exercise to show that historically markets tend to do well when people are most fearful.  How well depends on several other factors. 
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Bull Market Recoveries

Presenter
Presentation Notes
70% of the time it works every time. 
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Questions
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Presenter
Presentation Notes
In US, we see high prices in things we consume, but see that offset by the wealth effect.  More equally distributed.  But look at Euro zone where so much comes from energy. Disproportionate amount of inflation sourced from energy.  Greater cost of living crisis and greater impact on economic output. Look at Germany – gets 50% of nat gas from Russia. Risk of fragmentation (sovereign stress) in Europe is something to pay attention to.  Have not delivered first hike.  Need to balance ECB response across 19 economies. BoC is lagging
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