
Economic Overview
Steve Scranton, CFA, SVP, Chief Investment Officer and Economist
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Inflation was the anchor that weighed on economic growth in the 2nd quarter. Forecasts from economists continue to indicate positive 
growth, but one of the “real time” forecasts is projecting a negative quarter. The pandemic recession and the subsequent expansion 
have not followed historical patterns. As a result, forecasting models are struggling to capture what actually happened. The first 
estimate of 2nd quarter GDP growth will be released on July 28th, after publication.

Consumer
One thing that was made very clear during the 2nd quarter is that consumers are not happy with the high prices that exist. The 
University of Michigan’s Consumer Sentiment index fell to record lows, while the Conference Board’s Consumer Confidence index 
has not declined as much but is clearly declining. The declining confidence levels translated into slower spending by the consumer. 
The Bureau of Economic Analysis data showed consumer spending slowing from a 1.20% growth rate in March to 0.6% in April and 
0.2% in May. June’s data has not been released yet. Rising interest rates are impacting the interest rate sensitive sectors of the 
economy, especially the residential real estate market. The combination of sky high home prices and higher interest rates has resulted 
in mortgage payments becoming unaffordable for some prospective home buyers. This may prove to be a good thing overall if 
declining demand results in home prices beginning to come back down and become more affordable.

Businesses
The biggest challenge for many businesses in the 2nd quarter was labor shortages. This continues to put pressure on wages and on 
profit margins. Overall, we saw the similar pattern for business spending as we did for consumer spending: slowing. Spending on 
plants and equipment started strong in April and then slowed in May (June’s data is not available yet). Industrial production grew 
1.30% in April and then slowed to 0.10% in May. Once again, the interest rate sensitive sectors saw the biggest slowing. Total vehicle 
sales grew 7.60% in April and then declined 11.80% in May. This was a combination of continued supply chain disruptions, high gas 
prices and rising interest rates. Construction spending grew 0.80% in April and then fell 0.15% in May. The decline in May was primarily 
due to negative growth in the public sector which declined 0.80%, while private construction spending was unchanged. This indicates 
that the infrastructure funds have not yet made their way into actual spending by local, state, and federal government entities.

Government
Government spending is still suffering from the after-effects of the large fiscal spending that occurred last year. On a year-over-year 
basis, government spending is projected to decline by close to $1.5 trillion. As discussed above, infrastructure spending is still mostly 
in the planning stages rather than the execution stage. 

Inflation and recession were the risks that dominated the headlines in the 2nd quarter. This resulted in the Federal Reserve moving 
to a more aggressive posture toward interest rate increases as it moved to raising the overnight borrowing rate by 0.75% at its June 
meeting, with another 0.75% increase anticipated for its July meeting. The key for future economic growth will be whether the Federal 
Reserve has the patience to see what the ripple effect is from its interest rate actions. If it has the patience to see if its actions succeed 
in causing consumers to slow spending and bring prices down, a recession is less likely. If it continues to aggressively raise interest 
rates without pausing, the risk of a recession increases.
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Strategy Review
Derrick Wilson, CIMA®, AVP, Portfolio Manager

Markets continued to move lower through the 2nd quarter. 
Inflation, global central banks’ response to inflation and, by 
quarter end, recession worries were the themes roiling stock 
and bond investors alike. Numerous indices entered bear 
market territory as well, declining at least 20% from their last 
recorded highs.

Global equities, measured by the MSCI All-Country World Index 
(ACWI) fell 15.5% within the quarter. Comparing domestic and 
international equities, the US markets trailed those abroad. 
The difference maker is the more aggressive Federal Reserve 
relative to a slower moving European Central Bank. Consistent 
across all regions, smaller companies were hit hardest, as 
returns worsened when moving down the market capitalization 
spectrum. Emerging markets, falling a little over 11%, had a 
relatively better quarter, leading all developed markets and 
pulling ahead through the first half of the year.

As the Federal Reserve continued the path forward of increasing 
interest rates, bonds declined a little further, although the 
bleeding has slowed. Shorter duration positions continued 
to fare better than longer-dated maturities. With economic 
uncertainty looming, credit quality matters more. This is 
evident with US Treasuries outperforming corporate bonds, and 
investment grade securities over below investment grade. By 
the numbers, short-term investment grade bonds declined just 
over 1%, whereas riskier debts in high yield fell nearly 10% and 
emerging markets bonds were down 8.6%. GNMA mortgage-
backed securities finished 3.9% lower in the quarter.

Alternative strategies continued to provide a cushion for the 
overall portfolio. Commodities cooled off some in the quarter, 
falling 5.6% as prices stabilized a bit over the unsustainable 
surges seen in the 1st quarter. Conversely, managed futures 
trend-following strategies strengthened as market trends 
persisted, posting a positive double-digit quarterly return. Real 
estate and global infrastructure had a tougher go, down over 
16% and 7%, respectively. 

This was another tough period for investors with very few places 
to hide. Over the past year, our inflation hedging positions 
responded with the onset of unexpected inflation, and risk 
management strategies have bolstered the portfolio with 
increased market volatility. While we anticipate this volatile 
environment isn’t ending soon, diversification remains key. More 
important for long-term success is holding steady and having 
patience is a virtue.
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Domestic Equities
Gayle Sprute, VP, Senior Portfolio Manager

Fixed Income
Brian Brill, CFA, VP, Senior Portfolio Manager

First quarter market weakness compounded further in the 2nd 
quarter (Q2), leading the S&P 500 Index to officially enter a 
bear market. High inflation, aggressive Federal Reserve (Fed) 
tightening, geopolitical overhangs, and China Covid restrictions 
continued to drag US stocks lower. For the quarter, the Dow 
Jones Industrial Average, the S&P 500 Index, the Russell 2000 
Index, and the NASDAQ Composite traded lower by 10.8%, 
16.1%, 17.2%, and 22.3% respectively. 

Still-high inflation and an increasingly aggressive Fed drove risk-
off sentiment. Aggressive monetary policy fueled concerns a Fed 
induced recession may be on the horizon. With the Fed’s focus on 
price stabilization, policy tightening — amidst an already slowing 
growth backdrop — stoked growth worries. Aside from inflation 
and Fed policy, the wreck we saw amongst the retail cohort was 
also a major quarterly theme. Several retailers, highlighted by 
Target and Walmart, posted disappointing retail results as cost 
pressures and shifts in consumption patterns weighed on the 
industry. Given the importance of the US consumer to the overall 
economy, consumer response to both inflation pressures and 
rising interest rates remains a key item to watch.

Both the macro risk backdrop and higher bond yields weighed 
on market valuations, particularly those of growth stocks. 
Multiple compression has thus far been the dominant driver of 
the market decline with the forward price/earnings ratio for the 
S&P 500 Index falling to 15.8x at quarter’s end. Five- and ten-year 
historical average forward price/earnings ratios for the index are 
18.6x and 16.9x respectively. Earnings revisions are viewed as 
the next potential headwind for equities given cost pressures on 
margins; a strong US dollar also poses as a headwind. Company 
commentary regarding the demand backdrop and second half 
outlooks will be in focus as Q2 earnings season unfolds. 

All eleven sectors traded lower in the 2nd quarter. Consumer 
Staples, Utilities, and Energy were the best performing, while 
more growth-oriented sectors in Consumer Discretionary, 
Communication Services, and Information Technology were the 
laggards. As the Fed aggressively battles inflation, its ability to 
navigate a soft landing remains in question. The recent pullback 
in commodity prices has been a positive development with the 
market in search of further traction surrounding peak-inflation/
peak-Fed themes. Until then, all eyes on Q2 earnings season.

The terrible start to the year experienced in the 1st quarter 
continued in the 2nd quarter as inflation has forced the Federal 
Reserve (Fed) to raise interest rates at the fastest pace since 1992. 
The rapid rate of interest rate increases has saddled fixed income 
investors with year-to-date losses, depending on duration and 
credit quality, ranging between -3.50% and -22.00%.

The chaotic quarter may have climaxed in mid-June as an 
unexpectedly high Consumer Price Index (CPI) report cemented 
Fed officials’ opinions that they need to become much more 
aggressive fighting inflation by raising short-term interest rates. 
That they did, by raising the fed funds rate 75 basis points on 
June 15th. Some even thought a 100-basis point increase was 
going to happen. Expectations for future rate increase ran wild 
with the market pricing in an additional 200 basis point by the 
end of the year.

Market opinion reversed quickly toward the end of June as 
attention focused on a Fed policy error. With most Fed officials 
talking about the need for aggressive action to fight inflation, 
investors fretted that these actions would contract the economy 
too much, possibly even causing a recession. Yields quickly 
reversed course from the June peak, closing some 50+ basis 
points off their highs.

Current inflation at 8.6% is the cause of all the angst and is 
the focus of the Fed (and media). But longer-term inflation 
expectations are being impacted by the policy error fears. To 
this end, 5-year inflation expectations (2.65%) are far below 
current levels and have fallen 110 basis points from their highs 
reached in March.

The Fed is caught in a damned if you do and damned if you 
don’t predicament. If they don’t raise rates fast enough then 
current inflation may get worse, but if they raise rates too fast, 
the economy could suffer. 

Currently they are of the mindset to do whatever it takes to get 
current inflation under control, even if it hurts the economy.
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Contact Our Advisors
Western Washington

Seattle
601 Union St., Suite 4747
Seattle, WA 98101
206.667.8954
888.254.0622

Bellevue
10500 NE 8th St., Suite 1100
Bellevue, WA 98004
425.467.1781
888.445.7166

Spokane
717 W Sprague Ave., Suite 900
Spokane, WA 99201
509.353.3898
800.725.4449

Portland
760 SW Ninth Ave., Suite 1900
Portland, OR 97205
503.778.7060

Southern Idaho / Boise
945 W Bannock St.
Boise, ID 83702
208.345.3343

North Idaho
218 Lakeside Ave.
Coeur d’Alene, ID 83814
208.667.7993

Additional and expanded information to this newsletter discussion may be 
obtained by contacting your Relationship Manager. We will be happy to 
expand our discussion with you to meet your individual requirements as a 
client of Wealth Management & Advisory Services.

INVESTMENTS ARE:  
NOT A DEPOSIT • NOT FDIC/NCUSIF INSURED  
NOT INSURED BY FEDERAL GOVERNMENT AGENCY  
NOT GUARANTEED BY THE BANK • MAY LOSE VALUE

International
Matt Clarke, CIMA®, VP, Senior Client Portfolio Manager

At the mid-point of the year, the international markets slumped 
further on inflationary pressures, tighter central bank policy 
and good old fashioned economic uncertainty. International 
stocks, as measured by the MSCI All Country World Index 
(ACWI) ex US, finished the quarter lower by -13.58% and YTD 
down -18.16%. While emerging markets continued to deal with 
the headwind of a stronger US dollar, they managed to find 
some footing and outpace their developed peers, largely due 
to relative strength out of China. This helped to offset weakness 
in South America (global recessionary concerns and weaker 
industrial metals pricing), Eastern Europe (proximity to the war 
in Ukraine), and much of East Asia (deterioration in global trade). 
China, on the other hand, benefited from an easing of lockdown 
restrictions and additional economic support (stimulus). As a 
result, China was the only emerging market to end the quarter 
in positive territory with the Shanghai up +5.56%. Emerging 
markets, as measured by the MSCI Emerging Markets Index, 
closed out the quarter down -11.40% and YTD by -17.57% versus 
developed international, as measured by the MSCI East Asia 
Far East (EAFE) index, which closed out the quarter lower by 
-14.32% and YTD -19.23%.

Just as in the domestic markets, international bonds continued 
to sell off into the 2nd quarter. Yields rose as inflationary 
pressures persisted and global central banks moved to tighten in 
response. The Bank of England (BofE) hiked rates in June for the 
fifth time since December of 2021, bringing its benchmark rate 
to 1.25%. At the same time, the European Central Bank (ECB) 
pointed to ending asset purchases early in the 3rd quarter and 
hiking rates as soon as July. The tide, however, began to turn late 
into the quarter-end. Bond prices began to firm as investors grew 
wary about the potential of recession as a result of aggressive 
central bank tightening.

Looking forward, we believe it is likely there will be more market 
volatility throughout the remainder of the year, especially as 
global central banks continue to tighten in an effort to break 
inflation. Only time will tell as to whether they break inflation 
or their economies first. As we navigate these rough waters, 
we continue to remain disciplined in our approach and 
focused on the long term, all while leaning into the benefits 
of diversification, active management, and strategic allocation.
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