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The Bear is Back

Once again, stocks have entered a “bear market” - defined as a decline of 20%
or more from its peak. This has become a regular occurrence in recent years;
declines around that level or more occurred in late 2018 and early 2020.
However, unlike those previous occurrences, this instance appears to be
following more “typical” bear market trends with regards to its depth

and duration.

Historically, the average length of a bear market is about nine months and they
have occurred every four and a half years on average. Thus far, what we are
experiencing with stocks now is normal and well within “typical” ranges for
market movement. Investors, however, have become accustomed to minimal
declines or extremely quick recoveries over the last 13 years, so experiencing

a pull-back lasting more than a few months may feel unsettling.

Adding to that unsettling feeling is the state of fixed-income investments this
year. While bonds normally make up the “stable” portion of an investment
allocation, they have not behaved that way in 2022. In fact, core fixed income
had its worst calendar year start in 96 years. Combined with the stock

market decline, investors were left with few available safe havens. Even cash
has experienced an effective decline due to inflation. The good news is that
many fixed income investments should see recoveries as the underlying bonds
move towards maturity and the higher yields now available begin paying out.
Like holding a CD - if sold early there may be a penalty, but if held to maturity
the full value is received.

We'd like to take a slightly different approach for the remainder of this
newsletter and direct you to the attached piece. This 2022 Midyear Update was
recently authored by Brad McMillan, CFA®, Commonwealth’s chief investment
officer, and provides clear synopsis of the market and economy, touching on
many points that we had intended to cover in this communication. Rather than
attempt to condense and summarize this data, we felt sharing the additional
information would be worthwhile. We encourage you to take the time to read
through it.

As always, please let us know of any questions or concerns.
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Market Update

Market index returns for the
second quarter and year of 2022:

Q2 YTD
DOW -10.78% -14.44%
NASDAQ | -22.28% -29.23%
S&P 500 | -16.10% -19.96%
MSCI EAFE -14.51% -19.57%
Barclays Agg -4.69% -10.35%

We're Not Alone

Inflation and high energy costs are
being felt across the globe. As of
mid-June, central banks in 45 nations
have raised interest rates in an
effort to bring down consumer
spending demand and combat
inflationary pressure.

Bond Market History

Since 1926, the bond market has
been positive 90% of one-year
periods. Over rolling three-year
periods, that number increases to
99% and, for four-year periods,

100% have produced positive results.

Stocks & Bonds

It is extremely rare for both stocks
and bonds to experience negative
periods at the same time. Assuming
both remain negative for 2022, it
will be only the third time this has
occurred since 1926, the other years
being 1931 and 1969.
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As we enter the second half of the year, the
outlook might appear grim at first glance.
Covid-19 continues to spread, both here and
worldwide. Inflation remains close to 40-year
highs, and the Federal Reserve (Fed) is tightening
monetary policy to fight rising prices. The war in
Ukraine is ongoing, and it threatens to become a
long-term conflict. Midterm elections loom in the
U.S. Looking at the headlines, you might expect
the economy to be in very bad shape.

On the contrary, though, the news is largely good
when you look at economic data. Job growth
remains strong, and the labor market is still very
tight. Consumers are out there shopping despite
an erosion of confidence caused by inflation and
high gas prices. Businesses, driven by consumer
demand and the labor shortage, continue to hire
as much as they can, and to invest when they
can't. In other words, despite the headlines, the
economy remains not only healthy, but strong.

Unfortunately, markets are reflecting the
headlines more than the economy; they’re down
substantially from the start of the year. They tend
to do this in the short term. A growing economy,
however, generally supports markets, which gives
us hope that the recent stabilization will continue,
and even that markets might start to recover in
the second half.

That isn’t certain, though, so the question is:
With so much in flux, what does the rest of the
year hold? As always, the answer is to look at
the fundamentals, not the headlines.

FUNDAMENTAL NO. 1: THE ECONOMY

With so much momentum in place, the economy
will keep growing through the rest of the year.

Job growth has been strong and will stay that way
given the high number of vacancies. At the current
job growth rate of about 400,000 per month,

and with 11.5 million jobs unfilled, we can keep
growing at the same rate and still arrive at the

end of December with more open jobs than at
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any point before the pandemic. This is the key
to the outlook for the rest of the year.

When jobs grow, confidence and spending stay
high. Confidence is down from its peak but is still
above the levels of the mid 2010s, as well as those
of 2007. With people working and feeling good,
consumers will keep the economy moving
through 2022. For businesses to keep serving
those customers, however, they need to hire. This
is proving difficult in the current climate. Another
thing businesses need to do to continue on an
upward path is to invest in new equipment. This
is the second driver that will keep us growing
through the rest of the year.

As we analyze the current state of the economy,
there are two areas of concern: the end of
federal stimulus programs and the tightening

of monetary policy. Federal spending has been

a tailwind for the past couple of years but is now
a headwind. This will slow growth, but most of
that stimulus has been replaced by wage income,
so the damage will be limited. In terms of
monetary policy, future damage is also likely to
be limited because most interest rate increases
have already been fully priced in. Here, the
damage is real but is largely in the past.

The thing to watch will be net trade. In the first
quarter, for example, the national economy
shrank due to a sharp pullback in trade, with
exports up by much less than imports. As with
monetary policy, the good news is much of the
negative impact has already happened. Data so
far this quarter shows the terms of net trade have
improved substantially and that net trade should
add to growth in the second quarter.

Summing up, the foundations of the economy—
consumers and businesses—are solid. The weak
areas are not as weak as headlines would suggest,
and much of the damage may already have been
done. Although we have seen some slowing, slow
growth is still growth. This puts us on solid ground
through the end of the year.
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FUNDAMENTAL NO. 2: THE MARKETS
What does all of this mean for financial
markets after a terrible start to the year? Will
a slowing-but-growing economy be enough to
prevent more damage? That depends on why
the declines happened.

There are two possibilities to explain such

a plunge: earnings or valuations. If it were an
earnings-related decline, the market would have
declined as expected earnings dropped. That is
not the case here because earnings are still
expected to grow at a healthy rate through 2023,
and, as discussed earlier, the economy should
support that. So, it must be related to valuations
(the prices investors are willing to pay for those
earnings). Here, we can do some analysis.

In theory, valuations should vary with interest
rates. Higher rates generally mean lower
valuations. Looking at history, this inverse
relationship holds true in the real data. When
we look at valuations, therefore, we need to look
at interest rates. If rates hold, so should current
valuations, and if rates rise further, valuations
may decline.

Although the Fed is expected to continue raising
rates, those increases are already priced into the
market. Rates would need to rise more than
expected to cause additional market declines.
On the contrary, it appears rate increases may be
stabilizing as economic growth slows. One such
sign comes from the yield on the 10-year U.S.
Treasury note. Despite a recent spike, the rate is
heading back to around 3 percent, suggesting
rates may be stabilizing. If rates stabilize, so will
valuations—and so will markets.

In addition to these effects from Fed policy, rising
earnings from a growing economy will offset any
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potential declines and will provide an opportunity
for growth during the second half of the year. Just
as with the economy, much of the damage to
markets has been done, so the second half of the
year will likely be better than the first half.

A LOOK AHEAD

Now that we’ve analyzed the fundamentals, let’s
return to the headlines. It was a tough start to the
year with the news affecting expectations more
than the actual economy, which, in turn, knocked
markets hard. As the Fed spoke out about raising
rates—and then followed through—markets fell
further.

As we enter the second half of the year, despite
the headlines and rate increases, the economic
fundamentals remain sound. Valuations are now
much lower than they were at the start of the year,
and they show signs of stabilizing. Even the
headline risks—inflation and war—are showing
signs of stabilizing and may get better. We are
nearing the point of maximum perceived risk,
which means most of the damage is likely in the
past, and the downside risk for the second half
is largely already incorporated. That is not to say
there is no risk, but the existing risks are unlikely
to keep knocking markets down.

We don’t need to get great news to see the second
half of the year turn out better than the first. We
only need news that isn't quite as bad. Growth

will likely slow, but it will keep going. The Fed will
keep raising rates, but maybe more slowly than
expected. That combination should keep the
economy and the markets on a positive trajectory.
It probably won't be a great finish to the year, but
it will be much better than what we have seen
to this point.




