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Keeping a
Balanced Approach

Global economy being impacted by
several items including the continuation
of Covid-19, geopolitical fallout from the
invasion of Ukraine, plus Fed tightening
of monetary policy
Volatility is normal and is expected

SUMMARY

POSITIVE SIGNALS

In the US, various statistics tell us people
are trying to get back to normal
Unemployment fell to 3.6% in March
Economic Indicators are mostly
stable/improving
There is now more "income" available in
fixed income. 

REASONS FOR CONCERN

Inflation has been rising and is well above
the 2% Fed target
Rising rates can be painful while they are
occurring; the Bloomberg US Aggregate
experienced its third worst quarter in
history, falling -5.9%
Will the Fed get it right? Did they not tap
the brakes early/hard enough? Are they
going to slam the brakes in the future?
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Uncertainty reigns supreme

More than we can remember in the recent
past, there is one word we read and see
more of in the financial press. That word is
“uncertainty”. The uncertainty comes at
many levels including economic, geopolitical,
and health, all areas where there appear to
be more questions than solid answers.In
addition, events could unfold rapidly, so the
paragraphs below have the potential to be
stale   by the time you actually get to read
them. 

As a great example of the uncertainty, a
recent webinar from a well-known portfolio
manager placed his thoughts in opposing if-
then statements. In one instance, “if” supply-
side factors continue to pressure inflation
higher for longer, “then” investors should
adjust their long-term real return
expectations lower (possible stagflation
scenario). 

BUT…”if” supply side factors and inflation ease,
long-term inflation expectations don’t need to
rise further and may even fall (stagflation not
expected in this scenario). Obviously, these are
mutually exclusive events with very different
economic outcomes.

Another asset management firm, Nuveen,
created their own vision of how they view the
current uncertainty by placing odds on various
scenarios including the chance of recession
(roughly 10%), soft landing by the Fed (roughly
50%), and stagflation (roughly 10%). They also
placed the chance of a completely different
outcome from these three, what they referred
to as an “unknown unknown” at close to 30%
(see Exhibit 1).

If you are a regular reader of this quarterly
commentary, you have likely heard us say that
one thing financial markets don't like is
uncertainty. 
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Even with the uncertainty, there are some
positive economic signals out there. For
example, at least in the US, people appear to
be trying to get back to their pre-pandemic
lives as hotel occupancy rates, TSA traveler
traffic and the number of people eating out are
all approaching the level they were at the same
time in 2019. Overall, this shows a shift of
consumers once again spending more on
services and leisure activities over just
purchasing goods. Also, most leading and
coincident economic indicators like
unemployment claims, building permits and
industrial production are at strong levels with
trends that are either stable or improving. In
addition, the unemployment rate fell to 3.6% in
March 2022. To paraphrase Oprah, “you get a
job, and you get a job.”

Even with these positive signals, one of the
main concerns is higher and possibly still
increasing inflation, which eats away at
investor return. As of this writing, the last
readings we had for headline CPI (a common
measure of inflation) and PCE (the Fed’s
preferred measure of inflation) were 7.9% and
6.4% respectively, both of which are
considerably higher vs. the Fed’s average
inflation target of 2%. 

The causes of the current inflation spike are
well documented and include tight supply
chains, worker shortages, increased consumer
spending and rising energy prices. Last quarter
we mentioned the “Powell Pivot,” a reference to
Fed Chairman Powell’s movement away from
calling inflation transitory, or temporary,
suggesting inflation may be more persistent.
Looking at Exhibit 2, there may actually be
some components of headline CPI inflation that
are temporary. For example, if more supply
becomes available, we might see a decrease in
energy costs. Similarly, if supply chain issues
decrease, in particular when it comes to
semiconductor chips, we would expect to see
an increase in new car production, which
should reverse the significant increases in used
car prices that we have seen. At the same time,
there are some components of inflation that
may be stickier, with shelter as an example.
This is important because shelter comprises
roughly one-third of the CPI measurement.
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Since 1980, the average intra-year decline
of the S&P is 14%, so the first quarter’s
decline was slightly better than average.
2021 was more of an anomaly as the S&P
500 experienced an intra-yar decline of
only -5%.
Even with these intra-year declines in
most years, the S&P 500 was still positive
in 32 of 42 years. 

It wasn’t a great quarter for most
investments, including US stocks, as all the
indexes we track suffered negative returns
for the quarter (though they were all positive
in March, somewhat mitigating their poor
returns in January and February). Overall, the
mood on Wall Street could be described as
sour as the theme of uncertainty, the
invasion of Ukraine, and concerns over
increasing inflation led to the down markets.
For the quarter, value stocks outpaced their
growth counterparts in both the large cap
space (-0.7% vs. -9.0%) and in small caps
(-2.4% vs. -12.6%) (Source: Morningstar
Direct, Russell indexes). This was not terribly
surprising as rising rates are generally
expected to have a negative impact on
growth stocks, as their future earnings are
less attractive in today’s dollars. 

In thinking about stocks in general, it is
critical to remember that volatility, including
down markets, is both expected and normal.
To put the first quarter of 2022 in
perspective, the S&P 500 experienced a
decline of -13%. However, let’s consider a few
other notes and figures: 

Inflation spike leads to Fed action

Oh, how quickly things change. If you look back
a few months to late 2021, the Fed was still
referring to inflation as temporary and the
market was predicting there would be one,
maybe two, Federal Funds rate increases in
2022. Fast forward a few months and things
have changed.As inflationary pressures have
broadened and intensified, not only did the
Federal Open Market Committee increase rates
by 25 bps in March 2022, the first increase in
over 3 years, but they were also penciling in six
more rate increases in 2022. Of course, the
number of increases is still to be determined
and at least partially depends on the size of the
increases. For example, while the March
increase was 25 bps, there is broad speculation
that there may be a 50 bps increase at the next
meeting in May. As Chairman Powell has
indicated, they are more comfortable moving
away from near-zero interest rates now that
inflation is expected to exceed 2% and their
definition of maximum employment has been
satisfied. 

As we have previously discussed, the Fed is in
an unenviable position. Some would argue that
they didn’t take their foot of the gas fast
enough, alluding to the opinion that they didn’t
move away from the pandemic-related
accommodative policies soon enough. On the
other hand, if they push rates up too high and
too fast, they risk undoing the positives we
have recently seen, risking a cooling of the
economy which could potentially lead to a
recession. 

Outside of the US, the Bank of England
increased rates by 25 bps in December 2021,
February 2022, and their most recent March
2022 meeting, with their rate now reaching
0.75%, in line with its pre-pandemic levels.
Separately, the European Central Bank has not
publicly stated any indication they will be
raising rates soon.
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Non-U.S. Equity
Like US equities, all of the international equity
indexes we track had negative returns for the
first quarter with international developed
stocks (MSCI EAFE) declining -5.9% and
international developed small cap stocks (MSCI
EAFE Small Cap) dropping -8.5%. Similar to last
quarter, at least some of non-U.S. equities
underperformance versus their U.S.
counterparts can be attributed to the dollar’s
strength over the quarter, as we know a
stronger dollar hurts international equity
returns. Some of the negative return, for at
least the Eurozone countries, is related to their
ties to Russia and Ukraine given the unfolding
events.

From a country perspective, only two (Canada
and UK) of the top five developed country
weights outperformed the US (Japan, France
and Switzerland all underperformed).  Looking
at these top five countries, it may come as a
surprise that Germany is the sixth largest
country weight in international developed
indexes. (Source: MSCI All Country World IMI
Index, Russell 3000 for US). 

In the emerging markets, China remains the
largest country exposure by far, at just under
one-third of the entire index.China fell by
-14.3% over the quarter as continued Covid
outbreaks followed by harsh lockdowns stifled
a more positive outcome. 

The other large country weightings in the MSCI
EM index (Taiwan, India, South Korea) all
experienced negative returns for the quarter.

As we talk about emerging markets, we have to
talk about the Russian invasion of Ukraine.
While we are not here to be political, we believe
it is safe to say that the sanctions placed on
Russia have been devastating to the Russian
economy.As a result, various index providers
now considering Russia uninvestable, and
therefore Russian stocks were removed from
indexes created by MSCI and FTSE, for example.
Fortunately, this change hasn’t been too
impactful for emerging market investments
that are index-like. This is because, as Exhibit 3
shows, the weight of Russia in the MSCI EM
index has steadily declined since 2008, when it
comprised roughly 10% of the index. For
reference, it had fallen to roughly 4% at the
beginning of 2022. To put this in dollar terms,
for investors with $1M invested in their
portfolios with 60% allocated to equities and
40% to fixed income, if we assume a global
market cap weight of 12% allocated to
emerging markets, that equates to just under
$2,900 allocated to Russia, a relatively small
amount.
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Exhibit 4 provides the best picture for what has
happened. Specifically, while yields have risen
across the yield curve, you can see how sharply
yields rose at the front end of the yield curve.
These increases are occurring as market
participants expect the Fed to increase the Fed
Funds rate in order to combat inflation. Notice,
however, that longer term rates (10-30 years),
while they have increased, have not done so as
much as shorter term yields.  One potential
explanation for this is that investors don’t trust
the Fed to pull off a soft landing; meaning they
are suggesting the Fed’s rate increases will
dampen growth in the long term, with the
possibility of a recession to follow.

Astute observers will also notice that parts of
the current yield curve are inverted, which
occurs when shorter term rates are higher
versus longer term rates (a “normal” yield curve
slopes upward). As of quarter end, there was
still a small (4 bps) but positive difference of
the 10-year over the 2-year (a traditional
measure of inversion is the 2-yr vs. the 10-yr),
though the 3, 5, and 7-year Treasury were all
above the 10-year Treasury. Overall, the yield
curve is relatively flat as of quarter-end across
much of the curve, meaning longer term
bondholders are being compensated similarly
to shorter term bondholders, even though the
risks of longer bonds are greater.

Global REITs
Like global equities, global REITs, as
represented by the Dow Jones Global Select
REIT, declined by -3.5% over the quarter.U.S.
REITs underperformed non-US REITs over the
same time period (-3.7% vs.-3.0%).

Looking more deeply in the quarterly sector
returns for the FTSE NAREIT US index (a REIT
index that does provide sector returns publicly),
lodging/resorts (6.9%) health care (5.4%), office
(2.8%), and specialty (0.2%) were the only four
of the fourteen sectors with positive returns for
the quarter. Source: NAREIT

Global Fixed Income
The fixed income indexes we follow were all
negative for the first quarter and are negative
too for the last 12 months, with the exception
of the 1-5 Year Inflation Linked Treasury index. 

How bad has this most recent period been for
fixed income? Well, let’s consider the history of
the Bloomberg US Aggregate index, probably
the most common US fixed income index. If we
look back to 1980, the earliest data we have
available, that constitutes 169 quarterly return
periods. The Q1 2022 return of -5.9% places it
third worst all-time, behind Q1 1980 (-8.7%) and
Q3 1980 (-6.6%). As a comparison to today, in
January 1980 inflation was a whopping 13.9%
and unemployment was 6.3%. I think it’s safe to
say this time is different.Interestingly, the worst
annual return for the Agg occurred in 1994,
when it dropped -2.9%.
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Why does this all matter? The short answer is
because in recent history, yield curve inversions
have preceded recessions. Therefore, it is not
surprising that some are sounding alarm bells
expecting the next recession is right around the
corner.However, it is important to remember
several items. First, while inverted yield curves may
be correlated with recessions, they do not cause
recessions. The yield curve inversion in 2019 is a
great example. While there was a recession that
followed in 2020, it is widely believed the economic
fallout occurred due to the Covid-19 pandemic,
something completely unrelated to the inverted
yield curve. 
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Second, there are times when recessions have
occurred when the yield curve wasn’t inverted
beforehand, so clearly there must be other events
that bring about recessions. Finally, as Exhibit 5
shows, if you look over a longer time period, there
are clearly many periods of positive returns for
stocks that follow inverted yield curves.
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It is important for investors to remember that
bonds other than US Treasuries have their own,
separate yield curve. For example, Exhibit 6 shows
the yield curve for A-Rated US Corporates.

If you compare this chart versus Exhibit 4, you will
notice two main differences. For one, the yield on A-
rated corporates is generally higher than similar
Treasuries. This makes intuitive sense as investors
expect to be compensated for taking on additional
credit risk. Second, the corporate yield curve is
more normally shaped.

On a positive note, higher yields means that there is
more income in fixed income, which is good for
savers and those wishing to generate income from
their fixed income portfolio. And while rising rates
may create some pain for fixed income investors in
the short run, the current interest rate remains the
best predictor of future bond returns. 

SOURCE:  BLOOMBERG,  DATA AS OF 12/31 /2021
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Municipal performance was also negative for the
quarter across the muni yield curve. Like the
corporate yield curve, the muni yield curve is more
normally shaped than the Treasury curve. On a
positive muni note, one prominent muni manager,
Baird Advisors, stated “by any measure, municipal
credits are strong and improving” noting budget
surpluses from tax revenues including sales tax as
well as property tax.

We continue to view fixed income as a method of
reducing overall portfolio risk (as measured by
standard deviation), given that equities are
expected to have much higher volatility. Our
portfolio’s focus will continue to be on high quality
bonds with an emphasis on short to intermediate
duration government and corporate bonds, where
default risk has historically been relatively low. For
some investors, muni bonds are attractive for their
tax-free income.
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Portfolio management and subadvisor services are offered through XY Investment Solutions (XYIS), a Securities
Exchange Commission registered investment advisor based in Bozeman, MT. XYIS and its representatives are in
compliance with the current filing requirements imposed upon Securities Exchange Commission registered investment
advisors by those states in which XYIS maintains clients. For a detailed discussion of XYIS and its advisory fees, see the
firm’s Form ADV Part 1 and 2A on file with the SEC at adviserinfo.sec.gov.

XY Investment Solutions, LLC (“XYIS”), through its partnership with East Bay Financial Services, LLC (“East Bay”), builds
investment models through a technology solution, and supports financial planners with investment strategies based on
research, experience, and sound rationale. XYIS primarily allocates client assets among various mutual funds and/or
ETFs. XYIS may also allocate client assets in individual debt and equity securities, options and independent investment
managers. XYIS's services are based on long-term investment strategies incorporating the principles of Modern Portfolio
Theory. XYIS manages client investments in portfolios on a discretionary basis.

Email support@xyinvestmentsolutions.com with specific questions about models you may be using or considering in
your practice.
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DISCLOSURES

The commentary contained herein is intended to be general and educational in nature, and is not intended to be used as the primary basis for
investment decisions, nor should it be construed as advice designed to meet the particular needs of an individual investor. Nothing contained
herein should be considered legal, tax, accounting, investment, financial, or other professional advice, and should not be construed as an offer to
sell, a solicitation of an offer to buy, or a recommendation of any security or other financial product or investment strategy. Investors should
consult with a qualified professional advisor before taking any action based on this commentary. 
Investing in mutual funds, exchange-traded funds (“ETFs”), and other equity and debt securities involve risks, including loss of principal. Any
performance data quoted represents past performance. Past performance does not guarantee future results and principal value will fluctuate so
that an investor’s investments, when redeemed, may be worth more or less than their original cost. Performance data quoted does not account for
any advisory fees imposed by XYIS or any independent and unaffiliated financial planners, or other transaction charges, expenses, taxes, or other
fees and costs. Performance of an investor’s actual portfolio will differ from any performance presented. 
Investing in foreign securities may involve certain additional risk, including exchange rate fluctuations, less liquidity, greater volatility and less
regulation. Small company stocks may be subject to a higher degree of market risk than the securities of more established companies because
they tend to be more volatile and less liquid. Bonds are subject to risks, including interest rate risk which can decrease the value of a bond as
interest rates rise. REIT investments are subject to changes in economic conditions and real estate values, and credit and interest rate risks. 
Investors cannot invest directly in an index. Indexes are unmanaged and reflect reinvested dividends and/or distributions, but do not reflect sales
charges, commissions, expenses or taxes. 
An investor should consider a portfolio’s investment objectives, risks, charges and expenses carefully before investing. The underlying funds’
prospectus contain this and other important information. Please read any applicable prospectus carefully before investing. 
Benchmark descriptions: MSCI ACWI Index, MSCI’s flagship global equity index, is designed to represent performance of the full opportunity set
of large- and mid-cap stocks across 23 developed and 24 emerging markets, covering approximately 85% of the free float- adjusted market
capitalization in each market. Russell 3000 Index is a market-capitalization-weighted equity index that tracks the performance of the 3,000 largest
U.S.-traded stocks which represent about 98% of all U.S incorporated equity securities. Standard & Poors 500 is an index based on the market
capitalizations of 500 large companies having common stock listed on the NYSE or NASDAQ. The S&P 500 index components and their weightings
are determined by S&P Dow Jones Indices. Russell 1000 Index is an index of approximately 1,000 of the largest companies and is a subset of the
Russell 3000, comprising approximately 90% of total market capitalization of all listed US stocks. Russell 1000® Growth Index is a market
capitalization weighted index that measures the performance of those Russell 1000® companies with higher price-to-book ratios and higher
forecasted growth values. Russell 1000® Value Index is a large-cap value index measuring the performance of the largest 1,000 U.S. incorporated
companies with lower price-to-book ratios and lower forecasted growth values. Russell 2000® Growth Index measures the performance of the
Russell 2000 companies with higher price-to-book ratios and higher forecasted growth values. Russell 2000® Value Index is an unmanaged,
market-value weighted, value-oriented index comprised of small stocks that have relatively low price-to-book ratios and lower forecasted growth
values MSCI EAFE (Europe, Australasia, Far East) Index is designed to measure the equity market performance of developed markets outside of the
U.S. & Canada. MSCI EAFE Small Cap Index captures small cap representation across Developed Markets countries around the world, excluding the
US and Canada. MSCI Emerging Markets Index captures large and mid cap representation across 24 Emerging Markets (EM) countries and covers
approximately 85% of the free float-adjusted market capitalization in each country. MSCI Frontier Markets Index captures large and mid cap
representation across 29 Frontier Markets countries and covers about 85% of the free float-adjusted market capitalization in each country. Dow
Jones Global Select REIT Index is designed to measure the performance of publicly traded REITs and REIT-like securities and is a sub-index of the
Dow Jones Global Select Real Estate Securities Index (RESI), which seeks to measure equity real estate investment trusts (REITs) and real estate
operating companies (REOCs) traded globally. The index is designed to serve as a proxy for direct real estate investment. Dow Jones U.S. Select REIT
Index tracks the performance of publicly traded REITs and REIT-like securities and is designed to serve as a proxy for direct real estate investment,
in part by excluding companies whose performance may be driven by factors other than the value of real estate. The index is a subset of the Dow
Jones U.S. Select Real Estate Securities Index. Dow Jones Global ex-US Select REIT Index is designed to measure the performance of publicly traded
REITs and REIT-like securities traded globally ex-US. ICE BofAML 3-Month T-Bill Index is an unmanaged index that measures returns of three-month
Treasury Bills. ICE BofAML 1-5 Year US Treasury, Corporate and Municipal Indexes are subsets respectively of ICE BofAML US Treasury, Corporate
and Municipal Indexes including all securities with a remaining term to final maturity greater than or equal to 1 year and less than 5 years. ICE
BofAML 5-10 Year US Treasury, Corporate and Municipal Indexes are subsets respectively of ICE BofAML US Treasury, Corporate and Municipal
Indexes including all securities with a remaining term to final maturity greater than or equal to 5 years and less than 10 years. ICE BofAML 10+ Year
Treasury, Corporate and Municipal Securities Index are subsets respectively of ICE BofAML US Treasury, Corporate and Municipal Securities
Indexes including all securities with a remaining term to final maturity greater than or equal to 10 years. Bloomberg Barclays Global Aggregate
Bond Index provides a broad-based measure of the global investment-grade fixed income markets (one version shown with its currency hedged
back to the USD and is noted as such). Bloomberg Barclays US Aggregate Bond Index is a broad-based flagship benchmark that measures the
investment grade, US dollar-denominated, fixed- rate taxable bond market. The index includes Treasuries, government-related and corporate
securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS and CMBS (agency and nonagency). J.P. Morgan Global (ex-US) Government
Bond Index: Is the standard unmanaged foreign securities index representing major government bond markets outside the US markets (one
version shown with its currency hedged back to the USD and is noted as such). ICE BofAML US Inflation-Linked Treasury Index tracks the
performance of U.S. dollar denominated inflation linked sovereign debt publicly issued by the U.S. government in its domestic market. Qualifying
securities must have at least one year remaining term to final maturity and no more than 5 years to maturity. Bloomberg Barclays U.S. Corporate
High Yield Bond Index is a total return performance benchmark for fixed income securities having a maximum quality rating of Ba1. 


