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It has been a messy year so far. Bond returns have been terrible. Bond returns fall when interest rates rise. The 10-year Treasury
yield was very low 18 months ago. The yield increased 0.60% during 2021 but then increased 1.46% during the first six months of
this year. That resulted in double digit losses. Yields increased more this year because the Federal Reserve finally decided to
address accelerating inflation. That is the headline. What is also true is that the 10-year Treasury yield is back to where it was in
2018. So this year’s losses are really just giving back the gains made during 2018 to 2020. Double digit losses in bonds this year were
combined with losses in the S&P500 of 20% and Nasdaq of 30%.

When the Federal Reserve changes monetary policy, a lot of things change. The cost to speculate in investments goes up
significantly. And when things go well for so long in the markets, there ends up being a lot of speculation: Crypto currencies for
example. Small technology companies that don’t actually make any money. Leveraged buyouts at higher and higher valuations.
Borrowing money to buy more investments. The list is long. But when the Federal Reserve switches course, all these things stop
working. Suddenly, there is a lot of selling. Everything gets sold, good and bad.

What happens next? The valuation of the S&P500 is now back to a point just below its 25-year average. The strong earnings gains
of last year along with the price decline this year have brought this measure down over 30% from its peak last year. This is
meaningful. If there is a constructive attribute of the market today, it would be that sentiment is fairly negative. Consumer
sentiment, measured by University of Michigan’s gauge fell to the lowest point since at least 1952. The bar for something to be a
positive surprise is lower.

Will we have a recession? If so, earnings fall from here and there is likely more downside to the stock market. The Federal Reserve
wants to squash inflation (more discussion on that below), but they might continue raising rates until we have a recession. Already,
there are indications that the economy is slowing, quickly. There are also indications that inflation may be peaking in several areas.
If this continues, perhaps the Federal Reserve can find an excuse to stop their tightening. The market would like this.

Can we actually get rid of inflation?

What if the Federal Reserve cannot tame inflation? There are two reasons this could happen. First, a portion of inflation is supply
side based. The Federal Reserve does not have a lot of control over this type of inflation. Second, maybe the Fed cannot continue
raising rates because of the global damage it causes. This would mean that we have to learn to live with higher inflation.



CAUBLE & HARRE

WEALTH MANAGEMENT

Supply side inflation means that one of two factories burned down. Demand for the product has not changed, but supply was just
cut in half, so prices start to increase. This is difficult for the Fed to reduce. They would have to try to reduce demand by half.
That’s not good for growth.

Demand inflation means that people have more money to spend than before and start buying more. Supply cannot keep up. Here,
the Fed only needs to reduce demand back to where it started, not cut it in half. This would take far fewer interest rate hikes. That
is an oversimplification, but hopefully explains how the Fed has more control to influence demand inflation.

What about the financial damage that much higher rates would cause? The last time the Federal Reserve had to significantly raise
interest rates to tame inflation was the 1980’s. The world is a lot different today. Given the massive increase in Federal Debt, the
global investors of all that debt, and the proliferation of other dollar denominated debt, when the Federal Reserve decides to take
action, its impact is far larger than it has ever been before. When central banks decide to change monetary policy now, it has
geopolitical implications and ramifications. When you have too much debt, you have less control than you think. This is the case in
which we currently find ourselves.

The possibility of a sustained higher level of inflation is very real. This would represent a very different investment environment
than we have seen in decades. We still believe in the adaptive nature of companies but acknowledge that their list of challenges is
growing. Healthy balance sheets and reasonable valuations for companies given their specific growth prospects will be key moving
forward.
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