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Economic and Market Update — FEELING THE HEAT (07/31/2022)

Latest Developments and Economics

The United States and Europe are currently experiencing significant, and in some cases, record heat this summer.
The heat is also being felt in other areas — though not metorogically. The U.S. consumer is feeling the heat of
inflation as the

Contributions to US CPI latest Consumer

Substantial inflation pressure in energy, food, and housing costs Price Index (CPI)
W Headlne Yors 906 [5.06 reading was
Core_YoWs 5.92
M o (- zbemy % over 9%, which

M Food 145

5.92
signifies that the

S 'IIIIIIIIII inflation riddle,
“mlln‘l-“‘lmnll‘ o while showing

signs of abating,

M Energy 2.98

Mar Jun Sep Dec ar Jun Dec ar Jun Sep Dec Mar Jun

2019 2020 2021 2022 is still not

Source: Bloomber

CPI YOY Index (US CPI Urbangonsumers YoY NSA) US CPI breakdown Monthly 28FEB2019-30JUL2022 Copyright® 2022 Bloomberg Finance L.P. 30-Jul-2022 21:00:29 SOI\/ed
Furthermore, much of the Real-Life Pri Hik G Seri
flation i di eal-Life Price Hikes Get Serious
Intlation Is concentrated in Groceries, gasoline, electricity all up by double figures
categories that impact e s o o0 e

] soline § Inflation »

consumers most directly. Food — se&fimi, L& = =1 o
at home, gasoline and electricity = = o
are all up double digits since Lo
April of 2021. This is on top of e EE me oo
housing costs — whether it be e

4/30 5/31 6/30 7/31 8/31 9/30 10/31 11/30 12/31 1/31 2/28 3/31 4/30 5/31 6/30
Jul 2022

p u rCh a Se Or re nt' CPSFHOME Index (US CPI Urban Consumers Food at Home SA) Gas, Food, Utilities Daily 30APR2021-30JUL2022 Copyrights 2022 Bloomberg Finance L.P. 30-Jul-2022

This strong inflation reading was reason for markets to believe that the Federal Reserve might raise interest rates
as much as 1.00% at their July meeting. The Fed did settle on another 0.75% raise, their second in as many
months, to bring the upper end of short-term rates to 2.50%. Part of the reason for not moving higher was that
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only Saudi Arabia and United Arab Emirates do but even that is slim. President Biden’s recent trip to Saudi Arabia
is not likely to result in increased supply, beyond what was already promised, not only due to little excess
capacity but there is also no motivation for Saudi Arabia to increase production while oil prices are high. OPEC

has a meeting scheduled for early August where we may see the result of any new production goal discussions.
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Moreover, long-term inflation expectations Peak Inﬂation Expectations')
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Despite the good news there remain elements of inflation which are not moving down or are continuing to rise.
One of the most important is labor costs. Wages, which are sticky and a significant source of fueling more
inflation, continue to rise. The Employment
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consumers are spending more money but
getting less goods and services due to inflation. Estimates are that inflation is costing the average household
about $500/month. Evidence suggests that this additional spending is now coming from credit cards as
consumers, especially those with less resources, have used up all of the savings from COVID shutdowns.

Despite the inflation problem the U.S. economy had a Q2 GDP first read of -0.90%. The expectation was for a
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This puts the Fed in a very precarious position. Their main tool in attacking inflation is interest rates, which they
must continue to raise but, raising interest rates also slows the economy further. The most dangerous situation
would be if the Fed raised interest rates enough to slow the economy but not enough to bring down inflation.
This would most likely result in the ‘stagflation’ situation that has been discussed in previous letters. The wage
cost inflation and strong consumer spending just mentioned makes the Fed’s job harder as a stubborn labor
market generally means the Fed may have to raise rates higher than they wish in order to affect inflation. The
higher rates go the more likely that a recession develops as well. This is why many believe that we do not get out
of this situation without some sort of recession — how severe cannot be known. The Fed will not meet again until
September and Chairman Powell indicated that clear guideance on rates is not possible. He had already been
taking heat for not dealing with inflation earlier and now there is criticism that he is raising rates too quickly.
Senator Elizabeth Warren called him out last week for two significant rate increases in two months. These are
the times when being Fed Chair is especially hard.
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exporting inflation to other countries.
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the two negative quarters is a non-technical, cliff notes version of recession. Also, this wrangling over a term has
no real significance. The U.S. economy is slowing it is just a matter of degrees and whether it has crossed a line
to put the label ‘recesssion’ on it. If it is a recession it would be historically very unusual (which is following
another unique recession when we shut down the economy due to COVID in March, 2020). The National Bureau
of Economic Research (NBER) is the official agency that defines the beginning and ending of recessions (often
after a delay) and they characterize a recession as “a significant decline in economic activity that is spread across
the economy and lasts more than a few months”. GDP is just one of the indicators they take collectively to call a
recession. One of the other major indicators is employment. Recessions usually exhibit a fairly significant rise in
unemployment. As of today, we are still at
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Bad Signs In US Consumer Confidence
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forthcoming. Part of what drives people to spend is how they feel, and they do not need to be in a recession to
feel bad. This has the potential for a self-fulfilling prophecy.



Recessions are also preceded by a prolonged inverted yield curve, which we do have that right now with the yield
on 2-year treasuries definitively higher than 10-year treasuries. Many feel the chance of recession has increased,
especially if the Fed continues this path of rate increases.

As we turn to international affairs heat takes on different meanings there as well. Russia continues to be coy

about their plans to supply Europe with the natural gas that they will need to heat their homes this winter.
Russia claims that the pipeline
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which could lead to mandatory
rationing should there be a supply emergency. Gas prices in Europe doubled in a month after Russia cut supply
but remain 30% below the March post-invasion price. With a significant energy problem, continued inflation
issues and rising interest rates the prospects of a recession on the European continent look higher than that of
the United States. This is in conjunction with significant political issues in some countries. In the U.K. Prime
Minister Boris Johnson resigned after pressure from his party and in Italy Prime Minister Mario Draghi resigned
after only 18 months as his unity government failed.

Slowing Growth in China China Growth: Actual Vs Target
2Q GDP expanded 0.4% y/y vs 1.20% expected YTD 2.5%, official GDP target 5.5%
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China is feeling some economic heat as growth is slipping quickly. Their Q2 GDP came in at 0.4% year over year —
far less than the 1.20% that was expected. The economy continues to be slowed by the zero-COVID policy and
that is also causing global growth to slow through continued supply chain slowdowns and disruptions. Current
economic growth is far below official targets of 5.5%, coming in at 2.5% annualized rate for the year so far. The
country also is being significantly affected by the real estate sector. July sales at China’s top 100 real estate
developer fell 39.7% from the same period last year. There has even been homeowner revolt with homebuyers
threatening to renege on their mortgages due to concerns that the developers will not be able to complete pre-
sold apartments. In addition, the manufacturing sector continues to fall. Together, real estate and manufacturing
are estimated to be responsible for about one third of the Chinese economy (second largest globally). This
contributed to China cutting key borrowing rates recently. One more headache are geopolitical tensions with the
West. There has been much attention paid to Taiwan, which China considers an island in Chinese territory (by
history). The island of 23 million people have been ruled by a democratic system independent from China since
1949. The planned visit by Senator Nancy Pelosi in early August has heighented tensions further and China
responded to the U.S. with a very stern warning not to “play with fire”.



Financial Markets
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The relief rally was driven primarily by two events during the month. The first was the comments by the Federal
Reserve Chairman in his press conference. Despite raising interest rates by 0.75% and clearly stating that taming
inflation was of utmost priority some of the comments made were interpreted as dovish. Chairman Powell
indicated that, in his opinion, we were reaching the neutral interest rate (the rate at which the policy is neither
restricting the economy nor expanding it) and that he expected rates to end the year near 3.50%. If true, this
would mean a potential increase in rates of only 1.00% for the rest of the year — a slowing of rate increases. In
addition, he even mentioned that the committee could “adjust the stance of monetary policy” rates should risks
emerge. Second, the market has been satisfied with the corporate earnings reports for Q2 so far. Companies
have performed better than feared this quarter. Of the 278 companies in the S&P 500 that have reported 75% of
them have beaten earnings expectations. This is especially true of big tech which has taken the brunt of the
decline in equities this year. Apple, Amazon, Microsoft and Alphabet all reported results that were not as bad as
expected and all were up. In fact, Information Technology and Consumer Discretionary stocks led the July
performance. Despite the positive Q2 many companies indicated that they are feeling the impact of building
headwinds. They see a retracting consumer that is reducing sales and are feeling the impact of inflation on costs,
interest rates on financing and declining profitability due to a strong U.S. dollar. This is causing a reassessment of
corporate earnings globally for 2022 and estimates are being revised down.

Profit Jitters

Analyst cuts of global earnings forecasts outweigh upgrades
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Fixed income also enjoyed

positive performance in July. ReceSSion RiSk
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rough patch. Inverted yield curves have preceded each recession since 1969. Yields in the near future will also

be impacted by other technical factors. The Federal Reserve has been reducing its holdings of almost $9 trillion

in bonds by $47.5 billion per month and will increase that to $95 billion per month starting in September. In
addition, China’s direct holdings of U.S. Treasury bonds fell below $1 trillion for the first time since 2010. China
has reduced treasury holdings by 9% and Japan, the number one external holder of treasury debt, dropped by

4%. With the Fed a net seller (rather than buyer) and less external buyers of U.S. debt participating, there could

be future upward pressure on treasury yields due to liquidity.

Should you have any questions please contact us.
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