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The stock market correction accelerated in the second quarter of 2022 as investors reacted to several
headwinds including higher inflation and commodity prices, rising interest rates, and tightening monetary policy.
A “healthy” adjustment in valuations to reflect normalizing interest rates drove the initial phase of the sell-off.
However, as expectations for more aggressive Federal Reserve action grew, markets quickly priced in higher
recession risk across economically sensitive (or cyclical) areas of the market. The S&P 500 dropped 16.1% in the
quarter and entered bear market territory (down >20% from highs) for the first time since March 2020. While
every sector declined in the second quarter, defensive segments (health care, staples, utilities) outperformed,
and only energy remained in positive territory for the year.

Foreign equity markets, as measured by the broader MSCI All-Country World Index Ex-U.S.>?, fell 13.7%. After
factoring in a 6.5% headwind due to gains in the value of the U.S. dollar (assets priced in foreign currencies
decline when the dollar appreciates), international stocks meaningfully outperformed U.S. shares because of a
higher weighting to defensive and value-oriented sectors.

Bonds extended their losses from the first quarter as yields continued to climb (bond prices move inversely to
yields). The 10-year Treasury yield surged from 2.35% to 3.01%, and U.S. bonds, as measured by the Bloomberg
Barclays Intermediate U.S. Aggregate Index, lost 2.9%. According to a Merrill Lynch report, the first half of 2022
was the worst start of a year for bonds since 1865.

Second Quarter Six Months - YTD Twelve Months
03/31/22 - 6/30/22 12/31/21 - 6/30/22 6/30/21 - 6/30/22
S&P 500 Total Return? -16.1% -20.0% -10.6%
DJIA Total Returnt -10.8% -14.4% -9.1%
MSCI All-Country World Index Ex-U.S.? -14.3% -19.1% -19.9%
Barclays Int U.S. Agg. Bond Index -2.9% -7.5% -7.9%

! Includes dividends in addition to index price appreciation
2 The MSCI AC World Ex-U.S. index measures equity market performance in foreign developed and emerging markets excluding U.S.
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Market Perspective/Recap

In last quarter’s letter we wrote that equity valuations would continue to adjust to rising interest rates and an
environment where money is no longer “free”. As noted above, bond prices move inversely to yields, and, all
else equal, higher interest rates typically lead to lower prices for all assets (bonds, stocks, real estate, etc.).

Considering the simplest example of a bond, when interest rates (or yields) rise, the price of an existing bond
must then fall to provide a prospective buyer with the higher yield now available in the market. The equivalent
concept for stock investors is “earnings yield”, or the ratio of company profits relative to the price of the stock.
Our letters regularly reference “price-earnings multiples”, which is the inverse of earnings yield (i.e. a 10%
earnings yields equals a 10x P/E multiple).

As one would expect, these various measures of yields are inter-related. For example, if interest rates rise,
prospective buyers of a stock will likely no longer be willing to pay the same price, given they can now earn a
higher return in a lower-risk bond. Consequently, stock prices must fall to find willing buyers. In general, the
higher the price-earnings multiple (or lower the earnings yield), the more sensitive the stock price will be to
changes in interest rates.

With this background, one can better understand the price action of markets in 2022. As the 10-year Treasury
yield has nearly doubled year-to-date, the most speculative, or high-valuation stocks, have been decimated. As
of June 30", household names such as Netflix and PayPal have fallen 71% and 67%, respectively, while many
smaller companies and shares of “pandemic darlings” are down even further. As shown below, growth stocks
(red), which generally trade at higher P/E multiples, have declined 28%, while cheaper “value” stocks are only
down 12%.

S&P 500 Value (Green) vs. S&P 500 Growth (Red): Year-to-date
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Everyone knew that interest rates would eventually normalize and function as a headwind to returns for higher
valuation stocks. However, at the start of the year, and consistent with Fed guidance, investors believed this
would happen very gradually. What the market did not adequately anticipate was that higher inflation levels
would force the Fed to rapidly pivot and dramatically accelerate their tightening pace. The chart below
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demonstrates how quickly short-term interest rates have adjusted, as the yield on the 6-month U.S. Treasury Bill
has climbed from 0.2% at the start of the year to 3.0% today.
6-Month U.S. T-Bill Yield

’ 2.5
2.0

L.
WJ" : O:O

‘ 2013 2014 2015 2016 2017 2018 ‘ 2019 2020 ‘ 2021 | 2022
HIST6M Index (US Treasury Yield Curve Rate T Note Constant Maturity 6 Month) White Security Compariso Daily 180UN2012-183UL2022 ConyrightZ 2022 Bleomberg Finance
18-3u1-2022 17:11:1

Source: Bloomberg

Markets initially reacted to the rate increases in an orderly fashion, but, as the pace of interest rate increases
steepened, markets quickly grew fearful of a Fed mistake and potential economic downturn. As shown in the
chart below, Google searches for “recession” recently reached an all-time high.

100 == Google US Trends Search: "Recession”
40
80
70
&0
U
40
30
20
10
0

‘0B 08 10 12 14 "6 1B 20 22

Sowce: Google, Evercore (51 Research

In response, the sell-off intensified, and, consistent with the short-term mindset (and computer models) driving
trading today, investors mechanically followed the recession playbook of the 2008-09 Financial Crisis and Covid
downturn. Stocks of cyclical companies (materials, energy, financials, semiconductors, etc.) declined rapidly,
despite already trading at inexpensive valuations.

To be clear, we agree that the risk of a Fed mistake has increased. Monetary policy utilizes blunt tools that
operate with a substantial lag, and, hence, tightening at a faster clip increases the probability of a misstep.
However, with cyclical sectors now trading in the first percentile of valuation relative to defensive segments
(see chart), we believe much of that recession risk may already be priced into these stocks.

Page | 3



Relative Valuation of Cyclical vs. Defensive Stocks
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Accordingly, we have been utilizing this sell-off to trim or sell defensive stocks in client portfolios and reinvesting
the proceeds into shares of high-quality, cyclical companies with superior long-term return prospects. Ultimately,
corrections and the removal of speculative froth from markets are a healthy and welcome development for
disciplined investors. While pockets of overvaluation remain across many areas of the market, we are seeing
some of the most attractive investment opportunities available since the Covid depths.

Higher interest rates have also provided an opportunity to fill out client fixed income allocations, where we have
been significantly underweight and sitting in cash due to an unattractive risk-reward (or as many commentators
referred to it, “reward-free risk”).

Outlook

An old Wall Street adage says, “Don’t fight the Fed.” Investors have been well served by following that advice
over the years and deducing the direction of monetary policy from here would certainly be helpful in guiding
portfolio strategy. Furthermore, the key to assessing where the Fed is going is to determine how inflation data
will evolve.

As regular readers of our letters know, we have written about the risk of inflation repeatedly over the past three
years, when few were raising it as a concern. With the headline inflation rate recently touching 9%, we now
have a chorus of commentators worried about rising prices and insisting that the Fed should immediately raise
interest rates to much higher levels. At a minimum, we think this consensus view suggests that inflation risk is
priced into markets, but, more likely, we believe these same commentators are attempting to “drive while
looking in the rear-view mirror.”

Reflecting on the past couple years, the primary forces boosting inflation were massive fiscal spending,
unprecedented monetary stimulus, rising commodity prices, supply chain disruptions, higher housing prices,
and, to a lesser extent, labor shortages as people exited the workforce during Covid. Looking forward, the first
three factors have all abruptly reversed as fiscal spending contracts, the Fed rapidly tightens monetary policy,
and commodities have retreated significantly from their highs (as we write, gasoline prices have fallen 38 days in
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a row). Moreover, supply chains are improving (finally), home sales have declined for five months in a row as
mortgage rates have spiked, and, while the labor market remains tight, hiring has slowed and layoffs are rising.

The rise in interest rates so far in 2022 is already the fastest and largest ever experienced in history. As noted
previously, monetary policy operates with a significant lag, meaning the moves already made will work to slow
the economy in late 2022 and through 2023. After being wrong about “transitory” inflation during the
pandemic, the Fed politically had little choice but to turn more aggressive. However, their actions to date just
accelerated their path to a “neutral” level of interest rates (not stimulative or restrictive of growth), after which
they still plan to remain data dependent. Looking forward, we believe slowing inflation will allow them to ease
the pace of their tightening.

As shown in the chart below, the bond market appears to agree with our assessment. The market measure of 5-
year inflation expectations has declined from ~3.7% in March ~2.7% today.

Market Pricing of 5-Year Inflation Expectations
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These kind of extreme data points following
large price declines are often powerful
contrarian (i.e. positive) indicators. Obviously,
they do not guarantee that markets will turn
around, but they do suggest that there may not
be many investors left to sell, barring
incremental bad news. Furthermore, given the
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positive developments could trigger a sharp Seumee: Bt Global Furd Marager Survey
rebound.

Of course, we could endure a recession in the next year or two, but, if we do, it is likely to be far milder than
2008-09 given the lack of the systemic imbalances and the solid state of consumer and corporate credit.
Further, it is helpful to remember that recessions are temporary. As long as your investments have the
wherewithal to reach the other side, recessions provide the opportunity for high-quality companies to enhance
their long-term return prospects through corporate initiatives such as buybacks of their own, now cheaper,
stock, lower priced acquisitions, and improving cost structures.

As always, please don’t hesitate to reach out with any questions or concerns. We hope everyone is enjoying a
wonderful summer.

Sincerely,

Peter B. Reidenbach Jeffrey V. St.Claire

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies
recommended or undertaken by Blume Capital Management [“Blume Capital]), or any non-investment related content, made reference to directly or indirectly in this
commentary will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove
successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or positions.
Moreover, you should not assume that any discussion or information contained in this commentary serves as the receipt of, or as a substitute for, personalized
investment advice from Blume Capital. Please remember to contact Blume Capital, in writing, if there are any changes in your personal/financial situation or investment
objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or to modify any
reasonable restrictions to our investment advisory services. Unless, and until, you notify us, in writing, to the contrary, we shall continue to provide services as we do
currently. Blume Capital is neither a law firm, nor a certified public accounting firm, and no portion of the commentary content should be construed as legal or accounting
advice. A copy of the Blume Capital’s current written disclosure Brochure discussing our advisory services and fees continues to remain available upon request or at
www.blumecapital.com. Please Note: IF you are a Blume Capital client, Please advise us if you have not been receiving account statements (at least quarterly) from
the account custodian.

Historical performance results for investment indices, benchmarks, and/or categories have been provided for general informational/comparison purposes only, and
generally do not reflect the deduction of transaction and/or custodial charges, the deduction of an investment management fee, nor the impact of taxes, the incurrence
of which would have the effect of decreasing historical performance results. It should not be assumed that your Blume Capital account holdings correspond directly to
any comparative indices or categories. Please Also Note: (1) performance results do not reflect the impact of taxes; (2) comparative benchmarks/indices may be more
or less volatile than your Blume Capital accounts; and, (3) a description of each comparative benchmark/index is available upon request.
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