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SECOND QUARTER
MARKET OVERVIEW

Volatility hit nearly all major
asset classes during Second
Quarter 2022, as rising infla-
tion and recession fears re-
verberated through the global
capital markets.

For the quarter, the S&P 500
U.S. large stock index fell
16.10%. International stocks
followed a similar path to
their U.S. counterparts during
Second Quarter. The MSCI
EAFE index of large stocks
in Europe, Australasia and
the Far East fell 14.51%.

Bonds also fell during the
quarter, although much less
than stocks, with the Bloom-
berg U.S. Aggregate bond
index falling 4.69%.

There’s no minimizing the
negative impact that inflation
and economic uncertainty are
having on the capital mar-
kets, especially stocks. How
long the downturn lasts and
how deep it goes aren’t
known to anyone, including
Wall Street analysts and me-
dia pundits.

What we do know is that the
stock market has historically
overcome each crisis in time,
which is why having a diver-
sified portfolio and staying
invested during downturns is
so important.

Crises continually seem in-
surmountable in real time,
but history shows that stocks
begin their recovery well be-
fore the news cycle improves.
Investors who flee the market
and are stuck on the sidelines
are the ones who miss crucial
gains once the market revers-
es course.
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Second Quarter

Weathering the Stock Market’s Storm:

The first six months of 2022 saw the S&P 500 decline 23.6% from its all-time high at
4,796.56 to a closing low (so far) of 3,666.77 on June 16. The Index finished its worst
first half since 1970 at 3,785.38.

Even more extraordinary than the decline was its gathering strength: in mid-June, the
market ran off a streak of five out of seven trading days on which 90% of S&P 500
component stocks closed lower. This is one-sided negativity on a historic scale.

Let’s pause for a moment because the most urgent point of this newsletter is here.
Selling one’s quality equity portfolio into a bear market has historically been the best
way to derail any chance for lifetime investment success and reaching your financial
goals. That is, to sell when everyone else is selling strikes us as long-term folly at its
highest level.

How Did We Get Here?

With that clearly on the record, let me try to make some sense of what's happening
here. Let’s go back to the bottom of the Great Panic on March 9, 2009. From that
panic-driven trough, the S&P 500 (with dividends reinvested) compounded at 17.6%
annually for the next twelve years through the end of 2021. At its peak, this past

Jun. 22 20 Qtr. YTD
S&P 500 Total Return (Large-Cap Stocks) -8.25% -16.10% -19.96%
Russell 2000 Total Return (Small-Cap Stocks) -8.22% -17.20% -23.43%
MSCI EAFE (Developed International Stocks) -9.28% -14.51% -19.57%
MSCI Emerging Markets (International Emerging Stocks) -6.64% -11.45% -17.63%

Jun. 22 27 Qtr. YTD
Barclays U.S. Aggregate (Broad Domestic Bonds) -1.57% -4.69% -10.35%
Barclays 1-5 Yr. Credit (Short-Term Domestic Bonds) -1.22% -1.75% -5.33%
Barclays 5-10 Yr. Credit (Intermediate-Term Domestic Bonds)  -2.60% -6.17% -12.66%
Barclays U.S. TIPS (Treasury Inflation Protected Securities) -3.16% -6.08% -8.92%
FTSE World Gov’t 1-5 Yr. Hedg’d (Short-Term Global Bonds) -0.47% -0.95% -3.30%
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January 3, the Index was up seven times from its low. This was one of the greatest runs in the whole history of
American equities.

Moreover, the Index's compound return over the three years from 2019 through 202 1—encompassing the worst
of the coronavirus plague—shot up to 24% annually.

But when inflation soared late last year, it became clear that equities' jaw-dropping advance over those three
years had been fueled by an excess of fiscal and monetary stimulus mounted to offset the economic devastation
of the pandemic. In one sentence: the Federal Reserve created far too much money and left it sloshing around
far too long.

The economist, Milton Friedman, taught that inflation is always and everywhere a monetary phenomenon.
Based on this theory, investors now find themselves giving back some of the extraordinary 2009-2021 market
gains as the Fed moves belatedly to sop up that excess liquidity by raising interest rates and shrinking its bal-
ance sheet.

Yes, the war in Eastern Europe and supply chain woes of various kinds have worsened inflation. Still, in my
judgment, they're irritants: monetary policy (seasoned with too much fiscal stimulus) got us into this mess, and
monetary policy must now get us out. The fear, of course, is that Fed will overtighten, putting the economy into
recession.

My position in all my discussions with you has been and continues to be “so be it.” If an economic slowdown
over a few calendar quarters is what it takes to stamp out inflation, it would be by far the lesser of the two evils.

Inflation is a cancer, and it must be destroyed.

Here are ten lessons to remember during periods of volatility that can help you stick to your well-built
plan.

TEN LESSONS FOR WEATHERING A RECESSION

1. There is No Precise Definition of a Recession.

Most of us know what a recession feels like, but there is no clear definition for a recession or how it might af-
fect us. In the U.S., the National Bureau of Economic Research (NBER) defines a recession as follows (empha-
sis ours): “A recession is a significant decline in economic activity that is spread across the economy, and that
lasts for more than a few months.” Similarly, the World Bank Group has said, “Despite the interest in global
recessions, the term does not have a widely accepted definition.”!

2. Economists Usually Can’t Spot a Recession Except in Hindsight.

No single signal tells us exactly when a recession is underway or over. Instead, recessions can trigger or be trig-
gered by many conditions, including declining Gross Domestic Product (GDP), rising unemployment, sinking
consumer confidence, gloomy retail forecasts, disappointing corporate balance sheets, a bond yield curve inver-
sion, and stock market declines.

Furthermore, a widespread downturn must linger for a while before it qualifies as a recession, and the NBER
declares one only after it’s underway. For example, in July 2020, the NBER announced we’d been in a reces-
sion for two months between February—April 2020. This was triggered by the abrupt arrival of the global pan-
demic. It was the shortest U.S. recession to date and already over by the time the NBER officially acknowl-
edged it.2




3. Sometimes, The Economy Gets Stuck for a While.

Recessions can become a self-fulfilling prophecy. As Nobel Laureate and
Yale economist, Robert Shiller describes, “The fear can lead to the actuali-
ty.”® For example, one economic mishap feeds another until the economy
feels gridlocked. It may take a while before improved conditions, a more up-
beat attitude, or a blend of both help the economy move forward. When this
occurs, a recession and its related financial fallout may last longer than the
underlying economics suggest.

4. Recessions are Inevitable.

It is never fun to be in a recession, but it helps to recognize they are part of
natural economic cycles. While they may not be anyone’s favorite tool for
the job, they can sometimes help rein in runaway spending, earnings, and
pricing for companies, consumers, and creditors alike.

As mentioned above, the Federal Reserve may facilitate a recession through
tighter monetary policy and interest rate increases to prevent rising inflation.
If we can avoid a recession, all the better. But if it takes a recession to reduce
inflation, it is a necessary evil. Let’s hope it is a modest recession.

5. Experience Helps.

New investors have little perspective to help them realize recessions and
market downturns won’t last forever. It’s been more than a decade since the
Great Recession and more than 40 years since the U.S. last experienced steep
inflation. Many investors have had little first-hand experience managing such
turbulent times. As we gain investment experience, we learn to temper our
expectations and seek support from an investment advisor.
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Dates

Number of Months

June 1857 - Dec 1858
Oct 1860 - June 1861
April 1865 - Dec 1867
June 1869 - Dec 1870
QOct 1873 - Mar 1879
Mar 1882 - May 1885
Mar 1887 - April 1888
June 1890 - May 1891
Jan 1893 - June 1894
Dec 1895 - June 1897
June 1899 - Dec 1900
Sept 1902 - Aug 1904
May 1907 - June 1908
Jan 1910 - Jan 1912
Jan 1913 - Dec 1914
Aug 1918 - Mar 1919
Jan 1920 - Jan 1921
May 1923 - June 1924
Oct 1926 - Nov 1927
Aug 1929 - Mar 1933
May 1937 - June 1938
Feb 1945 - Oct 1945
Nov 1948 - Oct 1949
July 1953 - May 1954
Aug 1957 - April 1958
April 1960 - Feb 1961
Dec 1969 - Nov 1970
Nov 1973 - Mar 1975
Jan 1980 - July 1980
July 1981 - Nov 1982
July 1990 - Mar 1991
Mar 2001 - Nov 2001
Dec 2007 - June 2009
Feb 2020 - Apr 2020

18 Maonths
8 Months
32 Months
18 Months
65 Months
38 Months
13 Months
10 Months
17 Maonths
18 Manths
18 Months
23 Months
13 Months
24 Months
23 Months
7 Months
18 Months
14 Maonths
13 Months
43 Months
13 Months
8 Months
11 Maonths
10 Maonths
8 Manths
10 Months
11 Months
16 Months
6 Maonths
16 Months
8 Months
8 Months
18 Maonths
2 Months

Source: Mational Bureau of Economic Research [(WEBER]

It may help to acknowledge we’ve been here before. The table (above and to the right) lists nearly three dozen
distinct U.S. recessions dating back to the 1850s, with an average length of 17 months.* Some were considera-
bly longer. We endured a series of years-long recessions during the era of the Civil War in the mid-to-late-

1800s. Then there was the Great Depression from 1929-1939.

6. The Stock Market is Forward Looking.

While economists may not call a recession until after the fact, stock market participants are continuously mak-
ing investments based on their predictions about the future state of the economy. If you’re worried, other inves-
tors are too, and that uncertainty is reflected in stock prices. The chart below shows that the U.S. stock market
tends to fall in advance of recessions and starts rebounding earlier than the economy.’
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7. A Recession is Not a Signal to Sell. FAMA/FRENCH TOTAL US MARKET RESEARCH INDEX RETURNS
It also helps to remember: Every recession has eventually July 1, 1926-December 31, 2021
ended, with economies and markets thriving after that.

. 1-Year Average Cumulative 3Year Average Cumulative . 5Year Average Cumulative

The chart to the right shows us that the U.S. stock market

has averaged positive returns over one-, three- and five-year _— 71.8%

periods after significant declines dating back to July 1926.
While a recession does not accompany every bear market, i
the one-year average cumulative return of the S&P 500 after .
34.5%
22.2%
12.5%

falling into bear market territory (a 20% decline from its
previous peak) was about 20%—the five-year average cu-
mulative return was over 70%.°

23.8%
16.4%
8. Time the Market at Your Own Peril.
When you start to think, “I’1l sit out until things get a bit I
better,” consider these words of wisdom from one of the

most experienced investors of all, Warren Buffett (emphasis Return after Return after Return after
0urs):7 10% Market Decline 20% Market Decline 30% Market Decline

“Periodic setbacks will occur, yes, but investors and [business] managers are in a game that is heavily stacked in
their favor. Since the basic game is so favorable, Charlie [Munger] and I believe it’s a terrible mistake to try to
dance in and out of it based upon the turn of tarot cards, the predictions of ‘experts,” or the ebb and flow of
business activity. The risks of being out of the game are huge compared to the risks of being in it.”

As the chart to the right shows, big re-
turn days are hard to predict, and you
don't want to miss them. If you continu-
ously invested $1,000 in the S&P 500
from the beginning of 1990 through the
end of 2021, you would have $26,322.
However, if you missed the S&P 500’s
single best day, you’d only have
$23,590—and only $16,625 if you
missed the best five days.?

Performance of the S&P 500 Index, 1990-2021

$26,322

Missing only a few
days of strong returns
can drastically impact
overall performance.

i ~

Growth of $1,000

9. You Can’t Change the Economy, period et "5 sest 15 Bt 2 Best Month
Day Single Single Single uUs T-Bills
But You Can Change Yourself. Days Days Days
19 1 1 Annualized
When the economy 1S I a funk’ lt Cr;:]:nfﬁd Return 10.76% 10.38% 9.18% 7.15% 5.56% 2.56%

doesn’t matter whether it’s due to reces-
sions, bear markets, and other external
events. Only one person can change your financial wellbeing: yourself.

Indices are not available for direct investment. Their performance does not refiect the expenses asscciated with the management of an actual portfolio. Past performance is not a guarantee of future results.

Life is filled with causes and effects over which we have no control, especially concerning our investments.
And yet, there are many small but mighty acts we can take to contribute to the positive outcomes we wish to see
in our homes, our nation, and the world. We can manage our household budgets. We can show up for work (or
perhaps volunteer in retirement). We can be loving family members, engaged citizens, and generous donors to
the causes we hold dear.

[4]



And we can invest wisely. This means taking charge of your wealth by focusing on the drivers you can control
and ignoring the greater forces you can’t. For example:

e We can’t avoid recessions. But we can channel our inner Warren Buffett to look past today’s risks and re-
tain an appropriate amount of market exposure to pursue our long-term financial goals.

e We can’t avoid bear markets. But we can avoid generating unnecessary losses by panicking and selling
low in the middle of one.

e We can’t avoid inflation. But we can set up a thoughtful budget to track our income and spending, with a
plan in place for making adjustments as warranted.

Last and hardly least: It’s tough to change the world. But you can change yourself. Sometimes all it takes is a
shift in sentiment to seize your next best move.

10. It May Be a Good Time to Revisit Your Long-Term Investment Plan.

The flood of money pushed into the system to keep the economy afloat during the pandemic also opened the
door for many exotic investment ideas to hit the market. Were you tempted by meme stocks, cryptocurrencies,
or a hot new IPO? If so, it may be a good time to revisit your long-term investment plan.

About half of the investable market open to public equity investors is outside of the U.S. If your portfolio is all
in U.S. stocks, you are missing 50% of the investment opportunities available. You may consider starting your
investment process with a market-cap-weighted global portfolio instead of chasing market segments that have
outperformed in the past few years.

Furthermore, building your portfolio using institutional-quality asset class funds can help you quickly diversify
across companies of various sizes and underlying fundamentals. Using funds that target specific asset classes
can help you easily reduce your exposure to market segments that have become overvalued and reinvest in other
parts that may be undervalued. Periodic rebalancing can help capture a balanced market return over the long
run.

Beyond a well-designed portfolio, an appropriate asset allocation between stocks and bonds can help you ride
out market downturns. As we mentioned above, one of the most significant risks for an individual equity inves-
tor is to get scared and sell their stocks near a market low.

An investment advisor can help you develop a plan considering volatile markets and disappointing returns.

Then, they can help you stick to your plan and get to the other side when the storm comes. A sound approach to
investing for you may include a written investment plan, a well-designed portfolio, and a financial advisor.

STAYING THE COURSE

Our long-standing investment policy stays the same:

1. Be long-term, goal-focused, plan-driven equity investors.
Own diversified portfolios of companies that have shown the ability to increase earnings (and, in most
cases, dividends) over time, thus supporting increases in their value.

3. Continuously review our clients’ financial and investment plans.

4. Do not overreact to current events, no matter how distressing they may be.

After 30 months of chaos—the pandemic in its several variants, the election that would not end, roaring infla-
tion (most painfully in stupefying gas price increases), the supply chain mess, the war in Europe, and so on—
we're all understandably exhausted (and we most certainly mean we). That's when the impulse to capitulate—to

51
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get to the illusory “safety” of cash—becomes strongest. So that's when the impulse must be resisted most
strongly.

The only reason to sell a low-cost, diversified stock fund is if your financial goals have changed or you have
learned something about your risk tolerance. This is not necessarily true for individual stocks or specialty funds.

Our job is to help you stay invested because we believe it gives you the best chance to capture the recovery. As
mentioned above, rebalancing may be suitable if your portfolio has shifted too far from a market-cap-weighted,
globally diversified portfolio. Diversification, a suitable fixed-income allocation, and a plan for down markets
are critical tools to manage stock market volatility.

This too shall pass. When the market periodically heads downward with a doom-and-gloom forecast, stocks
eventually find their footing (sometimes astonishingly quickly), and the stock market restarts its long, upward
climb.

We are here to talk this through with you at any time. Thank you for being my client. It is a privilege to serve
you.

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, III 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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