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Summary

Global markets have been roiled by a succession of blows in April — higher bond yields,
lingering post-pandemic supply chain imbalances, a commodity price shock exaggerated
by the war in Ukraine, and lockdowns across most major cities in China.

Although markets have successfully brushed off recent shocks, stubbornly high inflation is
a relatively new phenomenon — one that has not been experienced by investors,
policymakers, and businesses in four decades.

While policymakers have historically responded to shocks with additional monetary
support, inflation may prevent them from doing that.

Any additional inflation will hurt consumers at a time when policymakers cannot switch to
being accommodative.

The Consumer

Global markets have been roiled by a succession of blows this year — higher bond yields,
lingering post-pandemic supply chain imbalances, a commodity price shock exaggerated
by the war in Ukraine, and lockdowns across most major cities in China. Although none of
these are trivial, markets have been able to brush off similarly worrying events in recent
years because policymakers, particularly the Federal Reserve, have been quick to step in
with support, typically in the form of lower interest rates, quantitative easing, or both. But
markets currently have a new threat, one that has not been experienced in several
decades — stubbornly high inflation.

Not only is inflation high, but it is jarringly so. As such, it is front-and-center for consumers
and policymakers alike, and the fear of it has surpassed worries of an economic
slowdown. In April, the University of Michigan Index of Consumer Sentiment hit 65.2, one
of its lowest readings in four decades. From the accompanying press release:
“The downward slide in confidence represents the impact of uncertainty, which
began with the pandemic and was reinforced by cross-currents, including the
negative impact of inflation and higher interest rates.”

Similarly, the policy response to inflation was crystallized by comments from Federal
Reserve Chairman Jerome Powell after the well-telegraphed 0.5% rate hike in early May,
the first hike of that magnitude in 22 years:
“Inflation is much too high and we understand the hardship it’s causing, and we're
moving expeditiously to bring it back down. Against this backdrop, today the
FOMC raised its policy interest rate by 1/2 percentage point and anticipates that
ongoing increases in the target rate for the federal funds rate will be
appropriate.

It is this fear — of the hardship inflation and tighter monetary policy could cause — that has
driven market returns in recent weeks. In addition to eroding purchasing power and
investment returns, inflation also undermines the current value of financial assets,
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including stocks and bonds. This dynamic can become self-reinforcing if elevated inflation
persists and consumers lose the incentive to defer much-needed current income for the
prospects of potential future gains. At the end of April, year-over-year inflation was 8.3%,
a slight dip from the prior month’s 8.5%, whereas a U.S. balanced portfolio of 60% stocks
and 40% bonds yielded just 2.1%.2 Either inflation must come down, or the value of many
assets may need to decline to levels that justify holding them for the long term.

Persistent inflation can also prevent consumers from investing, especially when it exceeds
wage growth. Over the past 12 months, wage growth has been 4.6% — a full 3.7% lower
than inflation.#® The inability of wages to keep pace with inflation is showing up in
revolving credit balances, which jumped 12.8% in March on a year-over-year basis, the
largest increase since April 2001.% While the absolute levels of consumer credit are not yet
concerning, the rapid rate of change speaks to U.S. consumers’ precarious situation. The
personal savings rate over the past year tells a similar story. In March 2022, it hit 6.2%,
substantially lower than the stimulus-fueled 26.6% logged in March 2021 and a material
deterioration from the December 2021 reading of 8.4%. The current reading is the lowest
savings rate since December 2013.7

U.S. Consumer Credit Beginning to Pick Up
Revolving Consumer Credit ($Bn), 1/1/2016-3/31/2022
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Corporate Earnings

April was an important month in the earnings calendar as nine of the top 10 largest U.S.
companies reported first-quarter results, including all five “FAANG” stocks: Meta (formerly
Facebook), Apple, Amazon, Netflix, and Alphabet (formerly Google). The S&P 500, a
proxy for the overall U.S. stock market, is on track to report first-quarter earnings growth
of 7.1% (on a year-over-year basis).® This represents the first quarter of single-digit
earnings growth since the fourth quarter of 2020. Digging a little deeper, 80% of
companies in the S&P 500 are beating earnings per share estimates, slightly above the
five-year average of 77%.8 However, companies are reporting earnings just 3.4% above
estimates, which is well below the five-year average of 8.9%. While on the surface these
numbers appear respectable, the S&P 500 is trading at 17.6 times forward earnings,
which is still above the 10-year average of 16.9 times.® With inflation currently running
above earnings growth, further pressure may push corporate profitability nearer a tipping
point. Fortunately, a review of recent earnings calls suggests companies have so far been
able to pass price hikes along to consumers. In addition, current S&P 500 profit margins
of 12.3% are well above the long-term average.®
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Despite slowing earnings growth overall, the dispersion across sectors has been
enormous. Energy had an outstanding first quarter, with an expected year-over-year
earnings growth rate of 258%, though that number is slightly skewed due to the unusually
low earnings base in the first quarter of 2021. At least on the surface, tangible sectors led,
including materials (+39%), industrials (+32%), and real estate (+20%), all expected to
report earnings growth of at least 20%. On the other hand, both financials (-21%) and
consumer discretionary (-34%) are reporting greater than 20% earnings declines.®

FAANG Stocks off to a Bad Startin 2022
Equal-Weighted Basket of FB, AAPL, AMZN, NFLX, GOOGL vs S&P 500, Year-to-Date
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The first quarter was important for the “FAANG” names, given the earnings growth
needed to rationalize their above-average valuations. Netflix was the first to report on April
19", beating analyst earnings per share estimates by 22%.'° However, the stock
plummeted over 35% the next day on the news that the company lost 200,000
subscribers, its first decline in paid users since October 2011. Alphabet, Google’s parent
company, was next, reporting earnings per share of $24.62, compared to estimates of
$25.91, a 5% miss."" This represented an 8% decline in profit from the fourth quarter of
2021, dragged down by poor YouTube ad revenue, which the company attributed to
European advertisers cutting ad spending due to the war in Ukraine. The stock finished
down 18% over the month of April. Meta, Facebook’s parent company, beat relatively low
analyst expectations by 6%. However, revenues rose just 7% in the quarter, marking the
first time in Facebook’s 10-year history as a public company that the firm failed to achieve
double-digit revenue growth.’> Amazon reported its first quarterly loss in seven years after
online shopping cooled off as consumers returned to pre-pandemic habits and spent
more money in person at stores.' The stock fell 14% the next day as a result. Apple was
the lone bright spot, surprising earnings by 11% and beating analyst revenue estimates
for every product category except iPads.™

The disappointing earnings season for the FAANG stocks resulted in their weight in the
S&P 500 dropping from 17% on March 31 to 15% at the end of April, and they
cumulatively contributed -2.7% to the S&P 500’s -8.7% return in April. If we are indeed at
or near a tipping point in the corporate earnings cycle, the performance of the “FAANG”
giants will play a pivotal role in anchoring investor sentiment.
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Markets

April marked the worst month for the S&P 500 since the onset of the pandemic in March
2020 as the index fell 8.7%. Small caps did even worse, falling 9.9% as measured by the
Russell 2000 Index. From a style perspective, value stocks, measured by the Russell
1000 Value Index, outperformed the Russell 1000 Growth Index, dropping 5.7% (versus
12.1%). The 6.4% of outperformance by value stocks over growth stocks marked the
largest spread between the two indexes since March 2001, when markets were in the
process of unwinding the excesses of the dot-com bubble. From a sector perspective,
consumer staples were the only sector with positive returns, up 2.5% over the month as
investors fled to names with more stable earnings and dividends. Energy was the second-
best performing sector, down just 1.5%. Historically higher growth sectors were punished
over the month, including communication services (-14.1%), consumer discretionary
(-11.9%), and technology (-10.9%), all down double digits.

April 2022 Key Market Total Returns
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Stocks outside of the U.S. outperformed their U.S. counterparts during the quarter.
Foreign developed market equity returns, as measured by the MSCI EAFE Index, fell 6.4%
in U.S. dollar terms. The MSCI Emerging Markets Index fared even better, down 5.6% in
U.S. dollar terms. A big reason for international equity outperformance is its lower
exposure to technology companies, as the MSCI EAFE and Emerging Markets Indexes
have an 8% and 20% weight to the sector respectively, compared to 27% for the S&P
500.

Within fixed income securities, the Bloomberg U.S. Aggregate Bond Index was down
3.8% over the month and is down 9.5% year to date. This significant drop represents the
index’s worst year since it was created in 1976, surpassing the previous record of -2.9%,
which occurred in 1994. The yield curve rose and steepened over the month. The 10-year
yield rose 57 basis points from 2.32% to 2.89%, and the two-year yield rose 42 basis
points from 2.28% to 2.70%. As a result, short-term bonds outperformed longer term
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bonds as the Bloomberg U.S. Aggregate 1-3 Year Index fell just 0.6%. High-yield bonds
struggled as well over the month, falling 3.6%. Finally, international developed and
emerging market bonds finished the month down 7.7% and 5.6%, respectively, as the
U.S. dollar strengthened considerably against foreign currencies.

U.S. Bonds on Pace for Worst Year in History
1989 - 2022 Calendar Year Returns for Bloomberg U.S. Aggregate Bond Index, Growth of 100
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Looking Forward
Persistently high inflation has pushed the U.S. consumer and the overall economy to a
tipping point. As we look forward, we will continue to focus our efforts on how consumers
and policymakers respond to incoming inflation data. On April 13, president of the St.
Louis Fed James Bullard summarized the predicament faced by the Federal Reserve in
an interview with the Financial Times:
“It is a fantasy to think the Fed can tame the fastest U.S. inflation in four
decades without aggressively raising interest rates... We have to put downward
pressure on the component of inflation that we think is persistent.”’

Referring again to the April University of Michigan Consumer Sentiment press release:
“Who would not be apprehensive about future conditions, even if on balance
they anticipated a continued expansion? Monetary policy now aims at tempering
the strong labor market and trimming wage gains, the only factors that now
support optimism... The probability of consumers reaching a tipping point will
increasingly depend on prospects for a strong labor market and continued wage
gains. The cost of that renewed strength is an accelerating wage-price spiral.”

Unless inflation moderates meaningfully, the Fed faces an agonizing dilemma, albeit one
of its own making. Because it waited so long to address inflation, it now must abruptly
slow economic growth and risk a recession in the process. The alternative is equally
unattractive. If it fails to do enough, inflation could wreak even more havoc, allowing
stagflation to take hold and further eroding what is left of the Fed’s already waning
credibility.'®
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Our view is that the path of least resistance is the former option — the Fed will attempt to
address inflation now, even if that means sacrificing economic growth and markets. We
believe this will be their focus until inflation materially declines or until the pain from the
resulting slowdown exceeds the pain of inflation. While this environment could continue
to be challenging for risky assets, we are more optimistic than we have been for some
time about the prospects of active managers and allocators navigating markets that
appear to be placing more emphasis on the fundamental earnings capabilities of asset
classes, sectors, and specific investments.
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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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Asset Class 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: Russell 2000 TR Index; Intl Dev Large Cap Stocks:
MSCI EAFE GR Index; Emerging & Frontier Market Stocks: MSCI Emerging Markets GR Index; U.S.
Interm-Term Muni Bonds: Bloomberg Barclays 1-10 (1-12 Yr) Muni Bond TR Index; U.S. Interm-
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.
Leveraged 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: MSCI
U.S. REIT GR Index, Ex U.S. Real Estate Securities: S&P Global Ex-U.S. Property TR Index;
Commodity 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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Disclaimer and Terms of Use

DISCLAIMER

Past performance is no guarantee of future performance. Any opinions expressed 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 substantial-
ly from those presented. The graphs and tables making up this report have been based on unaudited,
third-party data and performance information provided to us by one or more commercial databases. Addi-
tionally, 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. While we believe this information to be reliable,
103 Advisory Group (“103 Advisory”) bears no responsibility whatsoever for any errors or omissions. In-
dex 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. Moreover, the information provided is not intended to be, and should not be con-
strued as, investment, legal or tax advice. Nothing contained herein should be construed as a recommen-
dation or advice to purchase or sell any security, investment, or portfolio allocation. This presentation is
not meant as a general guide to investing, or as a source of any specific investment recommendations,
and makes no implied or express recommendations concerning the manner in which any client's accounts
should or would be handled, as appropriate investment decisions depend upon the client's specific invest-
ment objectives.
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