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The Fed and Inflation Inflict Pain
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STRATEGY

From Inflation
Risk to
Recession Risk

The second quarter of 2022 was particularly difficult for financial
markets after an already tough start to the year. Markets struggled
as central banks responded forcefully to elevated inflation by
increasing interest rates, while also removing monetary stimulus.

Inflation rates looked to be peaking towards the end of the

first quarter. However, the Russia-Ukraine conflict came at the
worst possible time and caused a commodity price shock when
post-pandemic inflation pressures were already elevated. This
combination of inflation and higher interest rates has been
negative for both bonds and equities, the core building blocks of
most investment portfolios.




STRATEGY

For developed market equities it has been the worst first half of
a year since 1970, when the US fell into recession after a long O
period of strong economic growth. Global equities fell -16.2% in ° O
US dollar terms over the quarter and there were few places to hide

. . . . The amount Global
as European equities fell -14.8%, while UK equities and Emerging equities fell in US dollar
Market equities held up marginally better returning -10.1% and terms over the quarter.
-11.5% respectively. At a sector level, the traditionally more
defensive sectors like Consumer Staples, Health Care and Utilities

outperformed, returning between -6% and -7%, while the Energy
sector also outperformed as oil prices climbed higher.

One of the unusual features of this equity market sell-off has
been that corporate earnings growth estimates have continued to
rise. The return of the S&P 500 index can be split into corporate
earnings and the multiple attached to that stream of earnings.
Over the first six months of the year, earnings estimates have
actually increased by around 6.7%, whereas the price/earnings
(P/E) multiple has contracted by a huge -27.3%. This de-rating has
been painful for investors; however, these lower valuations bode

well for potential forward-looking returns. _ ! 7 E ()/
With equities struggling as inflation and tighter monetary policy o O

hit valuation multiples, bond markets were also negatively The amount the price/
impacted by the same factors. For much of the last 20 years, there earnings (P/E) multiple

contracted over the first

has been a negative correlation between bonds and equities. In e e e

broad terms, when growth has been good equities would do well
and bonds poorly and, typically, the reverse would be the case

in periods when growth was weak. This is because the global
economy has had a disinflationary bias, particularly when it

comes to durable goods. Globalisation has played a key role in
this, especially since 2000 when China joined the World Trade
Organization; lots of new low-wage, productive workers meant the
world could produce more at lower costs. This backdrop was very
supportive for financial markets, but this year has seen the reverse
because of the return of inflation.

One of the unusual
features of this equity
market sell-off has been
that corporate earnings
growth estimates have
continued to rise.
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Earnings estimates have
increased over the first
six months of the year.

STRATEGY

Over recent months, we have taken a number of steps to make
portfolios more defensive. While we haven'’t sold equities, we have
refrained from rebalancing portfolios as the equity exposure has
drifted below benchmark weights. Allowing equity weightings to
drift underweight has been a conscious decision and has been
beneficial in a market trending downwards. At a sector level, we
reduced exposure to the more cyclical Consumer Discretionary
sector and increased exposure to the more defensive Consumer
Staples sector in the first quarter. Furthermore, we increased our
Health Care exposure to overweight as it has historically been a
defensive sector in periods of economic turbulence.

We started the year with an overweight position in the Financials
sector based on the outlook for higher interest rates and solid
economic growth, however as the risks increased we pared this
back. With inflation elevated, our commodity exposure acted as
a good hedge during April and May, but gave back some gains
during June as the focus turned from inflation concerns to
growth concerns. During the quarter we reduced our exposure to
more cyclical commodities and added exposure to agricultural
commodities, which helps hedge against the risk that global food
prices continue to rise.
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FIXED INCOME

Another
Tough
Quarter

The second quarter followed the same theme as the first. Fixed
Income markets remained under severe pressure from an
aggressive Federal Reserve with a laser focus on reigning in
inflation. With little sign that headline or core inflation pressures
are abating, and with consumers’ longer term inflation expectations
remaining firm, policy makers have guided the market for the
fastest pace of monetary policy tightening in decades. Following
the recent 75 basis points (bps) increase in the US base rate in
June, the market now expects the base rate to reach 3.50% by the
end of 2022. As a result, global bond yields have increased even
further with the entire US yield curve rising by over 70bps and the
risk-free US two-year Treasury now yielding over 3%.
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FIXED INCOME

The implications of these moves in global yields cannot be
underestimated and the global economy is now the closest to
outright recession since March 2020. Consumers are under

attack from rapidly rising borrowing costs, some of the highest
energy prices on record (US gas prices approach $5 per gallon)
and governments looking to rein in bloated fiscal deficits post
COVID-19. While on the surface the economy appears relatively
solid, there is a shift under the surface and a transition from
growth and elevated inflation to recession appears to be underway.

With their recent messaging, the Federal Reserve is regaining some
credibility and real yields have risen across the world. Market-
based inflation expectations have fallen, with the 10-year inflation
breakeven yield falling below 2.5% in June, while US 30-year
mortgage rates have risen above 6%. This is the highest borrowing
rate since 2007, reducing affordability and contributing to a
slowdown in the housing market, which is a leading indicator for the
broad economy. While real estate prices remain elevated, there are
signs that the market is rapidly contracting as mortgage applications
plunge, and new and existing home sales decline. This is before

the large inventory of new housing units under construction come
to market. Higher borrowing rates are also flowing through into
auto loans and credit card debt; a concerning development with
unsecured borrowing rising dramatically this year.

Outside of the US, every major economic region apart from Japan
saw weak and disappointing economic data releases in Q2, with
China and Europe showing signs of a rapid slowdown. A recession
in Europe is now a high probability event this year. There is also
rising risk of a repeat of the 2012 Euro zone crisis as bond yields
for the weaker members rise to unsustainable levels. Italian 10-
year government bond yields (with debt to GDP now over 150%)
have risen from 0.5% to 4% over the past 12 months and this

has forced the European Central Bank to design a new “anti-

fragmentation instrument” to help cap the rise in borrowing costs.

The amount per gallon

that US gas prices
approached this year.

-30%

Lumber prices decreased
over the quarter

INVESTMENT VIEWS

Although economic activity is clearly slowing, we have yet to
see signs of a sustainable reduction in inflation pressures.
Recently, there are increasing signs of disinflation, with Copper
and Lumber prices down over -20% and -30% over the quarter.
However, the world will likely have a headline inflation problem
for some time yet as energy and food prices remain firm due to
supply constraints.

As we enter the third quarter, positioning remains neutral interest
rate duration across the curve as we feel it is unlikely the Federal
Reserve will need to raise the base rate above what is already
currently priced into the bond market. The carry (income)
available now on short dated risk-free US Treasuries more than
compensates us for most realistic tail risks. Currency markets
remain very volatile with the US dollar broadly strengthening over
the quarter and we witnessed a huge weakening in the Japanese
Yen (-12% vs USD) as the Bank of Japan bucks the global trend
towards monetary tightening.

A recession in Europe is now a
high probability event this year.

In corporate credit, we remain neutral but acknowledge that
spreads now look attractive. Before we increase exposure, we
would need to see a stabilisation in global economic activity and/
or a much more dovish Federal Reserve; both of these triggers are
not in place at this time and in fact they are both moving in the
opposite direction. In Emerging Markets and High Yield, with
yields now above 7%, the asset classes look tempting and will
potentially be one of the first places we deploy capital this year
once monetary policy stabilises.
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EQUITIES

The Fed
and Inflation

Inflict Pain

Global equity markets continued their decline in June, finishing
the month down -8.7%, the quarter -16.2%, and the first half

of the year -20.5%. Emerging Markets held up marginally better
than Developed Markets in all three periods.

With inflation continuing to exceed expectations, the US Fed
Reserve has shifted its focus away from supporting growth
and employment to fighting inflation. This has meant central
banks have been forced to tighten financial conditions, which
unfortunately inflicts a level of pain on financial markets,
particularly equities.




15.9x

The S&P 500 Forward
P/E ratio declined from
21.4x earnings at the
market peak in the
beginning of the year.

127%

The amount energy
sector earnings are
estimated to grow

compared to 2021.

EQUITIES

The widely followed S&P 500 Forward P/E ratio declined from
a lofty 21.4x earnings at the market peak in the beginning of the
year to a more reasonable 15.9x at June 30, slightly below its
25-year average of 16.8x. While market valuations now appear
cheaper, it’s worth bearing in mind these valuations are lower
because prices have fallen without a decline in consensus earnings
expectations. As the probability and magnitude of an economic
slowdown increases, so too does the likelihood of downward
revisions to analysts’ earnings expectations. If forward earnings
expectations are lowered, valuations will not appear as cheap.
Note also that other valuation metrics including Price to Book,
Price to Cash Flow, Shiller’s P/E and Dividend Yield remained
above their 25-year averages at quarter end.

The challenging economic backdrop makes it difficult for
analysts to estimate corporate earnings and for companies to
help provide earnings guidance to the market. Analyst earnings
estimates have been too low over the past couple of years as
government and central bank stimulus provided a strong tailwind
to corporate profits throughout the pandemic. This helps to
explain why analysts have been reluctant to cut earnings estimates
aggressively. Furthermore, companies are reticent to provide
guidance when the level of uncertainty is so high. Stuart Miller,
executive chairman of US homebuilder Lennar, recently called it
a “complicated moment in the market.” While the company stuck
to its previous forecast for deliveries of about 68,000 homes this
year, he described current attempts at guidance as tantamount to
“guessing” and not “guiding”. On the flipside, very strong upward
revisions to earnings estimates in the Energy sector have helped
to offset weakness in other sectors. Earnings for this year in the
Energy sector were revised 33% higher during the second quarter
and earnings in the sector are now estimated to grow by 127%
compared to 2021.
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EQUITIES

Most of the equity market decline since the beginning of the year
is attributable to higher discount rates due to rising bond yields. O
The largest sector in the benchmark by market capitalisation, O

Information Technology, is down -30% and includes many US

Most of the equity market
A decline since the beginning

companies with relatively high valuations based on high earnings teChzsr:ge;g;tnongs —_— . N

projgctions over long ter}rll h%)rizons. Many unproﬁtab?e, emerg;gng below their 2021 peaks. Of t h e ye a r I S att r I b u t a b I e tO

technology stocks are more than -50% below their 2021 peaks.

The two other sectors in developed markets with roughly -30% h i g h e r d i S C O u nt rat e S d u e to
declines are Consumer Discretionary and Communications

Services, which similarly include companies with longer Tt b d 1 | d

earnings horizons such as Amazon, Tesla, Meta (Facebook) and r I S I n g O n yl e S o

Netflix. Sectors with better expected near-term earnings have

outperformed, most notably Energy which is +25% in the first half

of the year and Consumer Staples which has held up better than
the market at -9.4%.

In recent cycles, inflation has been low and the Fed eased rates to

support economic recovery as the economy weakened. This time,
the Fed is constrained by unacceptably high inflation so it will need
to maintain tighter policy for longer. As they showed in the first half
of the year, the Fed remains relatively relaxed about falling asset
prices as inflation is now their top priority. In a slowing economy
with the Fed aimed at reducing inflation, defensive positioning and
thoughtful security selection remains appropriate.




Global Asset Allocation

The chart below details our 6-12 month tactical investment strategy
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Disclaimer

This document and the information contained herein has been prepared
and issued by Butterficld Asset Management Limited, Butterfield Bank
(Cayman) Limited and Butterfield Bank (Guernsey) Limited and is for
illustrative purposes only. It neither constitutes investment advice nor

is it an offer or an invitation to acquire or dispose of any securities

and should not be relied upon as such. Prior to making any investment
decision a financial adviser should be consulted. Products and services
are available in the respective home jurisdictions and only in those
other jurisdictions where they may be legally offered or obtained.

The data source for this document is Bloomberg unless explicitly stated
otherwise and is believed to be accurate as at the date of publication and
may be subject to change without notice. Whilst every care has been taken
in producing this commentary, neither the author nor Butterfield Asset
Management Limited, Butterfield Bank (Cayman) Limited, nor Butterfield
Bank (Guernsey) Limited shall be liable for any errors, misprints or
misinterpretation of any of the matters set out in it. Past performance is
not necessarily a guide to future performance. The value of investments,
and the income from them, can go down as well as up, and you may

not recover the amount of your original investment. Where an investment
involves exposure to a foreign currency, changes in rates of exchange may
cause the value of the investment, and the income from it, to go up or down.
In the case of some investments, you should be aware that there is no
recognised market for them and that it may therefore be difficult for you
to deal in them or to obtain reliable information about their value or the
extent of the risks to which they are exposed. Certain investments carry

a higher degree of risk than others and are, therefore, unsuitable for some
investors. Before contemplating any transaction, you should consider
whether you require financial advice.
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Any copying, duplication or reproduction of part or all of this commentary
and/or its content in any form without the express written consent of the
copyright owner is prohibited and will constitute an infringement of copyright
unless expressly agreed to by Butterfield Asset Management Limited,
Butterfield Bank (Cayman) Limited, or Butterfield Bank (Guernsey) Limited,
or as otherwise permitted by the Copyright (Bailiwick of Guernsey) Ordinance
2005. You may not, without our express written permission, distribute or
commercially exploit this work.

This commentary and/or its content is copyright of Butterfield Asset
Management Limited, Butterfield Bank (Cayman) Limited and Butterfield
Bank (Guernsey) Limited. All rights reserved.

Butterfield Asset Management Limited is licensed to conduct investment
business by the Bermuda Monetary Authority.
Registered Office Address: 65 Front Street, Hamilton HM12, Bermuda.

Tel +(441) 299 3817
www.butterfieldgroup.com/Investments

Butterfield Bank (Cayman) Limited is licensed to conduct securities
investment business by the Cayman Islands Monetary Authority.
Registered Office Address: Butterfield Place, 12 Albert Panton Street,
George Town, Grand Cayman KY1-1107, Cayman Islands.

Tel +(345) 949 7055
www.butterfieldgroup.com

Butterfield Bank (Guernsey) Limited is licensed and regulated by the
Guernsey Financial Services Commission under the Banking Supervision
(Bailiwick of Guernsey) Law, 2020, The Protection of Investors
(Bailiwick of Guernsey) Law, 2020 and the Regulation of Fiduciaries,
Administration Businesses and Company Directors, etc. (Bailiwick of
Guernsey) Law, 2000, each as amended from time to time. Registered
Office Address: P.O. Box 25, Regency Court, Glategny Esplanade, St Peter
Port, Guernsey, GY1 3AP. Company registered in Guernsey No. 21061.

Tel +44 (0)1481 711521 Fax +44 (0)1481 714533
www.butterfieldgroup.com

Telephone calls are recorded for training, regulatory and security purposes.
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