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m The past six months have been the worst start to a year for a traditional “60/40” portfolio since 1932 whenthe U.S.
economy was in the Great Depression.

n  Commodities and energy stocks served as rare bright spots in the first half of 2022, up 18% and 32%, respectively.

n  After being dovish for most of the past 13 years, the Federal Reserve is now struggling to change its reputation by
becoming increasingly hawkish as it tries to tame inflation.

n  Unlike past hiking cycles, this one is occurring while the economy is slowing and a bear market has set in.

» Although some opportunities are emerging, it may take more time to work through the effects of inflation and rate hikes.

It’s not only that investors
may have been too
demanding, but the pivot by
the Fed from one extreme to
the other has exacerbated
the situation.

Overview

The late, great artist formerly known as Prince released “When Doves Cry” in 1984, and it
ultimately spent five weeks as the number-one hit song in the U.S. In the song, he writes,
“How can you just leave me standing? Alone in a world that’s so cold? Maybe I'm just too
demanding.” In what has been an incredibly challenging year for capital markets, Prince’s
lyrics eerily echo the mood of many investors. After benefiting from a 40-year decline in
interest rates, capped off by far-above-average gains of 17.8% per year for a traditional
“60/40” portfolio (60% U.S. stocks/40% U.S. bonds) for the three years ending December
2021, investors are now faced with the harsh reality of inflation and the terrible toll it takes
on the value of financial assets.

I's not only that investors may have been too demanding, but the pivot by the Fed from
one extreme to the other has exacerbated the situation, taking markets from “party like it's
1999” to being “left in a world so cold.” By any standard, the first half of 2022 has been
extremely difficult for markets. Both stocks and bonds suffered historic concurrent
drawdowns. The S&P 500 Index, a proxy for the U.S. stock market, declined 20%, the
third-worst start to a year since 1926 and the worst since 1962. For bonds, 2022
represents the worst start to a year ever, with the Bloomberg U.S. Aggregate Bond Index
down 10.4% at the mid-year mark. Looking at six-month rolling returns, this period is the
third-worst since the creation of the U.S. Aggregate Bond Index in 1976. The only two six-
month periods with lower returns were in 1980 when annual inflation was above 14%.!
The only year when a 60/40 portfolio had an even worse start was 1932 when the U.S.
economy was in the Great Depression.2

Commodities and energy stocks served as some of the only bright spots in the first half of
2022, as measured by the Bloomberg Commodity Index, up 18%, and the energy sector,
as proxied by the S&P Energy Select Sector Index, up 32%. The macro environment
presented perfect conditions for a commodity boom. Fiscal and monetary stimulus during
the COVID-19 pandemic capped off years of dovish monetary policy around the world,
and as a result, aggregate demand increased dramatically at a time when supply was
constrained.
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With inflation running below
the Fed’s 2% target during
most of the 2010s, the Fed
had no incentive to
materially change its policy
stance and become hawkish.
But things have changed...

Now, with year-over-year
inflation for the month of
June at 9.1%, a four-decade
high, and a multi-
generational low
unemployment rate of 3.6%,
Chairman Powell and the rest
of the FOMC are struggling
to change their dovish
reputation.

Stocks and Bonds Sell Off Together
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Doves and Hawks

The Federal Reserve has a dual mandate of price stability and maximum sustainable
employment.® To achieve these two goals, members of the Federal Open Market
Committee (FOMC) decide what the appropriate interest rate should be given the levels of
inflation and unemployment. If inflation is low and unemployment is high, the FOMC
stimulates the economy by lowering interest rates, which lowers the hurdle rate for the
deployment of capital into both the economy and financial assets. This policy stance is
widely referred to as being “dovish.” Conversely, during periods like today when inflation is
high and unemployment is low, the FOMC cools off the economy by raising interest rates.
This policy stance is widely referred to as being “hawkish.”

Based on the stance of monetary policy, Fed Chairman Jerome Powell and his
predecessors have been dovish since the Global Financial Crisis (GFC), effectively
keeping interest rates at or only slightly above zero for most of that time. Since the FOMC
first cut interest rates to zero in 2008, the Federal Funds Rate has averaged 0.5% for
nearly 13 years.* Also, during the GFC, the FOMC took its extraordinary policy a step
further and introduced quantitative easing, a policy whereby they purchased Treasuries
and mortgage-backed securities to further stimulate the economy. Since then, the Fed'’s
balance sheet has grown tenfold from around $900 billion to just shy of $9 trillion by June
2022.5

With inflation running below the Fed’s 2% target during most of the 2010s and the global
pandemic that wreaked economic havoc, the Fed had no incentive to materially change
its policy stance and become hawkish.! But things have changed. Artificially buoyed
demand, pandemic-related supply chain disruptions, and commodity price shocks
(exacerbated by Russia’s invasion of Ukraine in February) have all sent inflation soaring.
The price of oil and food, two important costs to consumers, have exploded. Since the
start of the year, a barrel of WTI crude oil is up 39%, rising from $76 per barrel to $106
per barrel today. The U.N. Food Price Index is up 23% from a year ago.6 Now, with year-
over-year inflation for the month of June at 9.1%, a four-decade high, and a multi-
generational low unemployment rate of 3.6%, Chairman Powell and the rest of the FOMC
are struggling to change their dovish reputation by becoming increasingly hawkish.
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“Right now, demand is
substantially higher than
available supply, though, so
we feel that there’s a role for
us in moderating demand.”

Interest rate hiking cycles
have occurred many times,
but the timing of the current
cycle is unique as stocks are
already in a bear market.

At the most recent FOMC meeting in June, the Fed raised interest rates by 0.75%, the

largest rate hike since January 2006. In his press conference following the decision,

Powell’s tune was decidedly hawkish:
“We move the policy rate. That affects financial conditions. And that affects the
economy...ultimately, it comes down to, do we think financial conditions are in a
place where they’re having the desired effect on the economy? And that desired
affect is, we’d like to see demand moderating. Demand is very hot still in the
economy. We’'d like to see the labor market getting better in balance between
supply and demand, and that can happen [as a result of developments coming]
both from supply and demand. Right now, demand is substantially higher than
available supply, though, so we feel that there’s a role for us in moderating
demand.”

Tightening Cycle

Interest rate hiking cycles have occurred many times, but the timing of the current cycle is
unique. Normally, the Fed raises rates during economic booms when demand is high and
stocks are in a bull market. In fact, the Fed has only hiked rates once since 1987 when
stocks were down more than 5% from the previous rate hike. That happened in
December 2018 when the S&P 500 was down -13.6% from the previous interest rate
hike.® This ended up being the last interest rate increase of that cycle. Further, after
pausing, the Fed further pivoted by cutting rates in July of the following year due to
deteriorating economic conditions. On June 15, when the Fed hiked interest rates 0.75%,
the S&P 500 was down -11.6% from the previous rate hike on May 4.

Today, stocks are in a bear market, and the economy is clearly slowing. In the most
recent GDPNow projections released by the Atlanta Fed, second-quarter GDP growth is
expected to come in at-1.2%.° This comes on the heels of the first-quarter GDP growth of
-1.6%.'9 The Purchasing Managers’ Index (PMI) report contains a series of economic
indicators derived from monthly surveys of private sector companies produced by the
Institute of Supply Management (ISM). The Manufacturing PMI dropped in June, but still
showed modest growth at 53 (index readings above 50 indicate expansion, whereas
numbers below 50 show contraction).!" Unfortunately, though, the new orders component
of the index, a more forward-looking series, dropped into contraction territory at 49,the
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Wage gains are not keeping
pace with inflation; real wage
growth dropped to a newlow
of -3.9% in May relative to
the year prior.

The S&P 500 fell -16.1% in
the second quarter, resulting
in its worst quarterly return
since the first quarter of
2020.

first decline since May 2020."" While the ISM Services PMI is still in expansion territory at
55, it too has slowed in recent months; the June reading was slightly lower than May.
Real personal consumption expenditures have also slowed to 2.1% year-over-year amid
signs that consumers are starting to overextend themselves.? Revolving consumer credit
increased at an annual rate of 19.6% to an all-time high at the end of April (the most
recent data available).'® It appears that consumers, squeezed by higher prices, are
stretching to fund even their reduced spending levels. Wage gains are not keeping pace
with inflation; real wage growth dropped to a new low of -3.9% in May relative to the year
prior.1#

The slower economic activity is occurring very early in the cycle of tighter monetary
policy. The FOMC first started to raise interest rates just three months ago in March, and
with the most recent increase, the current level is still only at a relatively low 1.5%. If
market expectations are accurate, this may only be the halfway point of interest rate
hikes; the Fed Funds Futures market currently anticipates the Fed will hike all the way to
3.25% by the end of 2022.15 Further, the FOMC only recently started to reduce its
balance sheet in June, by a target of $50 billion. This is a long way from the over $500
billion contraction they have told the market to expect of them by year end.¢

Economic Slowdown
ISM Purchasing Managers' Index Value, 1/1/2017-6/30/2022
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Markets

The S&P 500 fell -16.1% in the second quarter, resulting in its worst quarterly return since
the first quarter of 2020. From a style perspective, value stocks fared better than growth
stocks, as the Russell 1000 Value Index fell -12.2% while the Russell 1000 Growth Index
fell -20.9%. This marked the worst quarter for growth stocks since the fourth quarter of
2008 during the GFC. Small cap stocks slightly lagged behind their large cap
counterparts, returning -17.2% as proxied by the Russell 2000 Index. Despite this
dramatic market sell-off, valuations for the S&P 500 are still not cheap compared to
history. The Shiller P/E Ratio, a commonly referenced measure of valuation, sits at 28.9x
at the end of June, which is at the 77t percentile over the last twenty years and above the
twenty-year median of 25.9.17

According to data from Refinitiv, second-quarter earnings growth for S&P 500 companies
are expected to increase by 5.7% on a year-over-year basis.'® Excluding the energy
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Even with strong energy
sector profits, second-
quarter earnings are
expected to come in lower
than projections.

Credit spreads widened
throughout the quarter,
leading to poor returns in
high yield bonds.

sector, that estimate drops to -3.0%. In more traditional recessionary periods, oil and
energy stocks tend to underperform due to lower demand for the commodity as the
economy contracts. However, given the challenged global supply backdrop,
unseasonably low U.S. inventory levels, Chinese demand coming back after months of
lockdowns, and an oil futures curve in steep backwardation (suggesting a persistently
tight market), oil may not decline as much as in prior recessions. Even with strong energy
sector profits, second-quarter earnings are expected to come in lower than projections.
Entering the year, analysts expected 8.2% earnings growth for the second quarter of
2022."° Regardless of slightly lowered expectations, positive earnings growth relative to
the same quarter last year is a welcomed dynamic given the slowdown in the economy,
even if that growth is below the rate of inflation.

International equities outperformed the U.S. in the second quarter, with the MSCI EAFE
Index down -14.3% and MSCI Emerging Markets Index down -11.3%. This is despite the
U.S. dollar strengthening 6.5% over the quarter. The U.S. Dollar Index is now at its
highest level since November 2002. Conversely, the Yen has underperformed
dramatically this year, with the yen-dollar exchange rate down -15.2% for the year-to-
date, including a -10.7% drop in the second quarter. The weakening Yen can be
attributed to ultra-dovish monetary policy by the Bank of Japan, including overnight
interest rates at -0.1% and a policy called “yield curve control,” which is designed to cap
the ten-year Japanese Government Bond yield at just 0.25%.20

Within fixed income, the Bloomberg U.S. Aggregate Bond Index was down -4.7% in the
second quarter. The 10-Year Treasury yield peaked at 3.48% on June 13, its highest
yield since April 2011 and right before the FOMC’s June 15 meeting when it raised
interest rates by 0.75%. Credit spreads widened throughout the quarter, leading to poor
returns in high yield bonds, which were down -9.8%, as proxied by the Bloomberg U.S.
High Yield Bond Index. The option-adjusted spread for the high yield index is now at 569
basis points, up from 325 basis points at the beginning of the quarter. Finally, due to both
a strengthening U.S. Dollar and wider credit spreads, emerging market bonds
underperformed, down -11.4% over the quarter, as measured by the JPM EMBI Global
Diversified Index.
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Looking Forward

The Fed has just begun the process of withdrawing its unusually accommodative
monetary policy over the past 13 years. It is attempting to slow demand, cool the red-hot
labor market, and hopefully reduce inflation. Recent economic developments suggest the
odds of a “soft landing”—a scenario where the Fed is able to cool the market just enough
to stop inflation without doing harm to the economy—are too low to bet capital on. As a
result, we think investors should still err on the side of patience when it comes to
deploying capital. Although stocks and bonds are meaningfully below their record highs,
the policy-goosed prices of the past few years may have anchored investors to
unsustainable levels of economic activity and market prices. In order to get more
comfortable deploying more risk in stocks, we would like to see more compelling
valuations (lower prices) or enough evidence of a material improvement in the inflation
backdrop that would suggest an imminent pivot in monetary policy.

Despite this far-from-optimistic backdrop, there is good news. Lower prices are creating

opportunities. Investors can now earn a 2.8% yield on a two-Year Treasury that yielded

optimistic backdrop, there is just 0.1% early last year. Further, the average high yield bond, as proxied by the

good news. Lower prices are Bloomberg High Yield Bond Index, now yields approximately 8%, its highest since

creating opportunities. February 2012. The pain felt today via lower prices (and higher yields) increases the
return potential of all financial assets. In the adapted words of the late great Prince,
“Dearly beloved, we’re gathered here today to get through this thing called... the bear
market.”

Despite this far-from-
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Performance Disclosures

All market pricing and performance data from Bloomberg, unless otherwise cited. Asset class and
sector performance are gross of fees unless otherwise indicated.
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DISCLAIMER

Magnus Financial Group LLC (“Magnus”) did not produce and bears no responsibility for any part of this report whatsoever, including
but not limited to any macroeconomic views, inaccuracies or any errors or omissions. Research and data used in the presentation
have come from third-party sources that Magnus has not independently verified presentation and the opinions expressed are not by
Magnus or its employees and are current only as of the time made and are subject to change without notice.

This report may include estimates, projections or other forward-looking statements, however, due to numerous factors, actual events may differ sub-
stantially from those presented. The graphs and tables making up this report have been based on unaudited, third-party data and performance infor-
mation provided to us by one or more commercial databases. Except for the historical information contained in this report, certain matters are for-
ward-looking statements or projections that are dependent upon risks and uncertainties, including but not limited to factors and considerations such
as general market volatility, global economic risk, geopolitical risk, currency risk and other country-specific factors, fiscal and monetary policy, the
level of interest rates, security-specific risks, and historical market segment or sector performance relationships as they relate to the business and
economic cycle.

Additionally, please be aware that past performance is not a guide to the future performance of any manager or strategy, and that the performance
results and historical information provided displayed herein may have been adversely or favorably impacted by events and economic conditions that
will not prevail in the future. Therefore, it should not be inferred that these results are indicative of the future performance of any strategy, index, fund,
manager or group of managers. Index benchmarks contained in this report are provided so that performance can be compared with the performance
of well-known and widely recognized indices. Index results assume the re-investment of all dividends and interest.

The information provided is not intended to be, and should not be construed as, investment, legal or tax advice nor should such information con-
tained herein be construed as a recommendation or advice to purchase or sell any security, investment, or portfolio allocation. An investor should
consult with their financial advisor to determine the appropriate investment strategies and investment vehicles. Investment decisions should be made
based on the investor’s specific financial needs and objectives, goals, time horizon and risk tolerance. This presentation makes no implied or ex-
press recommendations concerning the way any client's accounts should or would be handled, as appropriate investment decisions depend upon
the client's specific investment objectives.

Investment advisory services offered through Magnus; securities offered through third party custodial relationships. More information about Magnus
can be found on its Form ADV atwww.adviserinfo.sec.gov.

TERMS OF USE

This report is intended solely for the use of its recipient. There is a fee associated with the access to this report and the information and materials
presented herein. Re-distribution or republication of this report and its contents are prohibited. Expert use is implied.

DEFINITIONS

Asset class performance was measured using the following benchmarks: U.S. Large Cap Stocks: S&P 500 TR Index; U.S. Small & Micro Cap: Rus-
sell 2000 TR Index; Intl Dev Large Cap Stocks: MSCI EAFE GR Index; Emerging & Frontier Market Stocks: MSCI Emerging Markets GR Index; U.S.
Intermediate-Term Muni Bonds: Bloomberg Barclays 1-10 (1-12 Yr) Muni Bond TR Index; U.S. Intermediate-Term Bonds: Bloomberg Barclays U.S.
Aggregate Bond TR Index; U.S. High Yield Bonds: Bloomberg Barclays U.S. Corporate High Yield TR Index; U.S. Bank Loans: S&P/LSTA U.S. Lever-
aged Loan Index; Intl Developed Bonds: Bloomberg Barclays Global Aggregate ex-U.S. Index; Emerging & Frontier Market Bonds: JPMorgan EMBI
Global Diversified TR Index; U.S. REITs: MSCIU.S. REIT GRIndex, Ex U.S. Real Estate Securities: S&PGlobal Ex-U.S. Property TR Index; Commodi-
ty Futures: Bloomberg Commodity TR Index; Midstream Energy: Alerian MLP TR Index; Gold: LBMA Gold Price, U.S. 60/40:60% S&P 500 TR Index;
40% Bloomberg Barclays U.S. Aggregate Bond TR Index; Global 60/40: 60% MSCI ACWI GR Index; 40% Bloomberg Barclays Global Aggregate
Bond TR Index.
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