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FIRST QUARTER
MARKET OVERVIEW

Both stocks and bonds expe-
rienced declines in First
Quarter 2022, as rising infla-
tion and Russia’s invasion of
Ukraine roiled capital mar-
kets around the world.

U.S., the S&P 500

p index declined

o during the quarter,

while the Russell 2000 small-
cap index dropped 7.53%.

Foreign stocks also experi-
enced declines during the
quarter, with the MSCI
EAFE index of large stocks
in Europe, Australasia, and
the Far East falling 5.91%.

Alternative equity asset clas-
ses weren’t spared from the
volatility during First Quar-
ter. The Dow Jones U.S.
REIT (real estate stock) index
fell 3.71% during the period,
while the MSCI Emerging
Markets  Index  declined
6.97%.

Bonds weren’t a refuge from
the volatility during the quar-
ter, either. Fears over rising
inflation and interest rates
sent the Bloomberg U.S. Ag-
gregate bond index down
5.93%.

Rising inflation and the cha-
otic situation in Ukraine are
legitimate concerns in the
short term. However, we
should keep in mind the ad-
age, “history doesn’t repeat
itself, but it often rhymes.”

Stocks in the past century
have experienced a wide va-
riety of economic and geopo-
litical shocks; sometimes
lasting a few months, while
others lasted several years.
But long-term investors can
take comfort in the fact that
no crisis has permanently de-
railed the long, upward climb
stocks have enjoyed, and
we’re confident that reality
will continue in the future as
well.

First Quarter

High Inflation and Potential Depth of a Bear Market:

Leading financial headlines are inflation, recession, and the potential depth of a bear
market. This article addresses inflation’s impact on the chances of a recession, the
correlation between recessions and stock market valuations (measured as the S&P 500
throughout the article), and market timing in the face of a recession.

What is a Recession?

A definition of a recession commonly used in the media is two consecutive quarters of
a shrinking gross domestic product (GDP). Recessions have been infrequent. The U.S.
has been in an official recession for less than 15% of all months since 1950.

Recessions have been relatively short, lasting on average about eleven months.' On the
other hand, economic expansions typically last about five and a half years. For
example, the 2009-2020 economic expansion was longer than the prior ten recessions
combined. Finally, recessions have been less impactful compared with expansions. The
average recession contracted GDP by less than 2%, while an expansion grew the
economy by about 25%.

Does Inflation Cause a Recession?

You may recall a few months ago that the Federal Reserve thought inflation would be
“transitory” and would gradually return to the Fed’s long-term 2% inflation target.
However, inflation has proved to be more persistent, which has charged the Federal
Reserve with the task of raising interest rates and tightening financial conditions to get

Mar. 22 1% Qtr. YTD
S&P 500 Total Return (Large-Cap Stocks) 3.71% -4.60% -4.60%
Russell 2000 Total Return (Small-Cap Stocks) 1.24% -7.53% -7.53%
MSCI EAFE (Developed International Stocks) 0.64% -5.91% -5.91%
MSCI Emerging Markets (International Emerging Stocks) -2.26% -6.97% -6.97%

Mar. 22 15t Qtr. YTD
Barclays U.S. Aggregate (Broad Domestic Bonds) -2.78% -5.93% -5.93%
Barclays 1-5 Yr. Credit (Short-Term Domestic Bonds) -1.81% -3.65% -3.65%
Barclays 5-10 Yr. Credit (Intermediate-Term Domestic Bonds)  -3.04% -6.91% -6.91%
Barclays U.S. TIPS (Treasury Inflation Protected Securities) -1.86% -3.02% -3.02%

FTSE World Gov’t 1-5 Yr. Hedg’d (Short-Term Global Bonds) -1.39% -2.38% -2.38%
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inflation back under control. If Fed Chair Jerome Powell cannot implement a “soft landing” (aka slow the econ-
omy just enough to lower inflation), the U.S. economy may fall into a recession.

Why is a Recession Important?

In stock investing, a recession is important because it will likely lead to a substantial bear market. Bear markets
can be challenging for stock investors to navigate if they last longer than a few months. Investors may sell
stocks, move the proceeds to “safer” investments such as money market funds, and not buy back into stocks un-
til they have risen above where the investor sold out. This is known as “selling out at the bottom.”

However, like recessions, bear markets have historically been blips in the context of an investment lifetime. In
1980, the last time the Federal Reserve raised interest rates aggressively to cool inflation, it caused a recession.
However, by 1983, inflation had dropped closer to its 2% target rate, where it mostly hovered for the next 40
years. This period coincided with the start of the greatest bull market of all time—from August 1982 until
March 2000.

Where does Wall Street think the S&P 500 will end in 2022?
Some of the world’s best and brightest stock market analysts made the following projections for the 2022 year-
end value of the S&P 500 on the dates specified:?

Securities Firm Preliminary 2022 Year- | Current Base Case 2022 Current Worst Case
End Target Year-End Target 2022 Year-End Target

Goldman Sachs 5,100 (Nov 16,2021) | 4,300 (May 13,2022) | 3,600 (May 13,2022)

Morgan Stanley 4,400 (Nov 15,2021) | 3,900 (May 15,2022) |3,400 (May 15,2022)

JPMorgan 5,050  (Nov 30,2021) | 4,900 (Mar 18,2022) | 3,600 (May 13,2022)

UBS 4,850  (Sep 7,2021) 4,850 (Mar22,2022) |3,800 (May 15,2022)

RBC 5,050 (Nov 11,2021) | 4,860 (Apr25,2022) |-

Barclays 4,800 (Dec2,2021) |4,500 (Mar29,2022) |-

Bank of America | 4,600 (Nov 23,2021) | 4,500 (Apr29,2022) |-

Credit Suisse 5,200  (Dec 8, 2021) 4,900 (May 5, 2022) -

Jefferies 5,000 (Nov 23,2021) | 4,650 (May 10,2022) |-

What is a Stock Market Correction?

A stock market correction is a decline from the recent peak of greater than 10% but less than 20%. The value of
the S&P 500 generally surpasses its pre-correction peak within several months after a correction begins. Correc-
tions are generally considered healthy because they can force speculators out of the market and tend to keep
stocks from becoming overpriced.

Remember that at least since 1980, there has been an average annual peak-to-trough correction in the S&P 500
of about 14%.3 However, the S&P 500 at the start of 1980 was 106, and at the end of April 2022, it was 4,132.4
The S&P 500 ended each calendar year since 1980 positive about 75% of the time.

Legendary fund manager Peter Lynch famously said in his book “Learn to Earn” that “Far more money has
been lost by investors trying to anticipate corrections than has been lost in all the corrections combined.””

What is a Bear Market?

As you may know, the S&P 500 briefly touched bear market territory, which is a stock market decline from the
last peak of greater than 20% but is now back above that level. As shown in the table below, since 1960, the
S&P 500 has experienced thirteen bear markets (including the current bear market), or about one every five
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years. Three of the bear markets since 1960 have been greater than -45%, as measured by the S&P 500. Since
1960, the most significant bear market decline in the S&P 500 was -56.8% during the 2008-2009 Great Finan-
cial Crisis, and the average bear market decline has been -32.2%.

TIMING THE MARKET

Most people intuitively understand that it would be desirable to sell stocks before a decline and repurchase them
before the price increases. Unfortunately, this is notoriously difficult.

Someone is always predicting a recession is imminent, whether in the next three months or three years. It is
possible that they may be right this time. However, no one has been shown to be consistently correct in predict-
ing recessions.

As measured by the S&P 500, predicting the
stock market’s price is even more difficult be-

cause the stock market has not been shown to be
closely correlated with the blips in the U.S. 12/13/61 6/26/62 -27.1%
economy—meaning the stock market does not

go up and down in tandem with a recession. The 2/09/66 10/07/66 240 ~25.2%

stock market tends to be forward-looking and 12/03/68 5/26/70 539 -35.9%

discounts the chances of a recession well before

a recession begins and bottoms out and increas- 1/11/73 12/06/74 694 -45.1%
i | h th i .

es in value much sooner than a recession ends 9/21/76 2/28/78 55 26.9%

Since 1945, every recession has prompted a
bear market, but not all bear markets were fol- 4/27/81 8/12/82 472 24.1%
lowed by a recession.®

8/25/87 12/4/87 101 -33.5%
The table to the right is a chart detailing the be- o
ginning date, ending date, and the total decline Al 1071190 87 -21.2%
of every bear market in the S&P 500 since 7/17/98 8/31/98 45 -19.3%
1960." The chart is a frightening sight for inves-
tors. However, it is essential to remember that 3/24/00 10/09/02 929 -49.1%
on the first trading day of 1960, the S&P 500 10/9/07 3/9/09 517 _56.89
traded at 60. On the last trading day of April 8%
2022, the S&P 500 closed at 4,132.% 2/19/20 3/23/20 33 -33.9%

1/3/22 5/20/22 136 -20.9%

Investors should find solace that from 1960 un-
til April 30, 2022, the average annual compound
rate of return of a 60/40 portfolio invested 60% in the S&P 500 and 40% in One-Month U.S. Treasury Bills was
8.13%.° The return of a 60/40 portfolio during this period is slightly higher than the long-term (96-year) average
of 7.85% of a similarly constituted 60/40 portfolio.

The S&P 500 is significantly more volatile than a 60/40 portfolio, but someone invested in the S&P 500 from
January 1960 to April 2022 would have earned 10.23%. The average return of the S&P 500 over the past 96
years has been 10.27%. While it is exceedingly difficult to time a bear market, it turns out you would not have
needed to time the market to have a successful investment experience during these periods.
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STAYING THE COURSE

The urge to get out of the market just before something bad happens is innate in all of us. However, an urge is
not an investment strategy because it is only one part of the equation. Without a strategy for re-entry, you’ll
have to wait for an urge to get back into the market. Moreover, the odds that an investor can profitability time
the market through an urge to get out followed by an urge to get back into the market is small.

Warton Business School Professor of Finance, Jeremy Siegel, in his best-selling book, “Stocks for the Long
Run,” advises against market timing because the chance of success is so slight. He provides a compelling ex-
ample of a professionally designed market timing strategy that fails to outperform a traditional asset allocation
strategy.!”

There is also a chance that the stock market will go down and stay down for multiple years, like in the 1929
Great Depression. However, the likelihood of a Great Depression-style recession is small because the govern-
ment and Federal Reserve will usually step in and provide liquidity to credit markets and stimulate the econo-
my. According to many economists, the Federal Reserve did the opposite in 1929, when it tightened the money
supply in the face of an economic slowdown. In addition, the ability to predict and time a severe recession
would be as difficult if not more difficult than trying to forecast and time an average bear market.

The S&P 500 has already fallen over 20% as of this writing. Selling out now would likely be selling out closer
to the next bottom than near the last top. As mentioned above, someone who invested in a 60/40 portfolio from
1960 to April 2022 would have earned 8.13% per year even while experiencing the twelve bear market declines
(excluding the current one). If you sell now, you will be locking in your losses unless you can buy in at a much
lower price. Plus, if you sell assets that have gone up 50% and are in a 25% tax bracket, you will have to pay
12.5% of the value of the assets sold in tax (50% x 25% = 12.5%).

Today more than ever, we believe it makes sense to tailor your investment strategy to meet your financial goals.
This means deploying the same core principles we use across time and through various market conditions. One
of the essential principles of goals-based investment planning is to adopt an allocation between stocks and
bonds that you can stick with to meet your financial goals and ride out the ups and downs of the market. If your
investment portfolio is already well-structured for your needs, you should be positioned to manage the future
ups and downs of the market successfully.

Past performance does not guarantee future results. All investments include risk and have the potential for loss as well as gain.

Data sources for returns and standard statistical data are provided by the sources referenced and are based on data obtained from recognized statistical services or other sources we believe to
be reliable. However, some or all information has not been verified prior to the analysis, and we do not make any representations as to its accuracy or completeness. Any analysis nonfactual in
nature constitutes only current opinions, which are subject to change. Benchmarks or indices are included for information purposes only to reflect the current market environment, no index is
a directly tradable investment. There may be instances when consultant opinions regarding any fundamental or quantitative analysis do not agree.

The commentary contained herein has been compiled by W. Reid Culp, IIl from sources provided by TAGStone Capital, as well as commentary provided by Mr. Culp, personally, and
information independently obtained by Mr. Culp. The pronoun “we,” as used herein, references collectively the sources noted above.

TAGStone Capital, Inc. provides this update to convey general information about market conditions and not for the purpose of providing investment advice. Investment in any of the companies
or sectors mentioned herein may not be appropriate for you. You should consult your advisor from TAGStone or others for investment advice regarding your own situation.
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