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Inflation for June set a new 40-year record as the consumer price index (CPI) rose to 9.1% over 12 months, the
fastest pace since November 1981. The June rate was also above the May rate of 8.6%, which influenced the Fed-
eral Reserve to accelerate the pace of Fed Funds rate increases to bring down inflation.

12-month percentage change, Consumer Price Index, by region and division, all items, not
seasonally adjusted
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The high pace of inflation was endemic across all consumer price categories but particularly pronounced in
energy and food which rose 42% and 10.4%, respectively. Excluding food and energy, the so-called “core” rate of
inflation was 5.9%. This was slightly less than May’s 6.0% gain.
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12-month percentage change, Consumer Price Index, selected categories, June 2022, not

seasonally adjusted
Click on columns to drill down
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Source: U.S. Bureau of Labor Statistics

The initial market reaction to the release was negative as the print is seen as supportive of continued Federal
Reserve hawkish policy. Following the release, the probability for a 75-basis point increase in July and another
75-basis point increase in September rose. The overall effect was to increase the expected terminal rate (the ex-
pected end-target rate for the Federal Funds rate in 2023) to 3.5-3.7%, or an additional 50 basis points above the
terminal rate expectation coming into the release.

Bond markets reacted with a rise in the 2-year Treasury to 3.1% (after peaking at 3.22% following the release).
The 2-year is generally seen to move directionally with expectations for the forward Federal Funds rate. Howev-
er, the 10-year Treasury saw its yield decline to 2.92% which continued the recent trend of yield curve inversion
(10-year Treasury yielding lower than the 2-year Treasury). The inferred reading of this yield curve action is that
the probability of recession increases with ongoing inflation and the expected increased hawkish policy response
by the Federal Reserve.

Equity markets remain volatile and indecisive in the wake of the inflation print. Near-term earnings risk is
elevated, given the rising sentiment towards recession, but potentially offset by a lower bar for long-term inter-
est rates, supportive of valuation multiples, as the Fed would be expected to loosen policy if a recession were to
occur.

While the high CPI print was disappointing, the lagging nature of the CPI data and the observed recent easing of
some of the CPI inputs looking forward suggest June could be the peak. Supportive of this position is data show-
ing commodity prices peaked in mid-June and have been declining subsequently.

BRAINTREE, MA WAKEFIELD, MA | PORTSMOUTH, NH PARKRIDGE,NJ | NEWPORT, RI

www.pallascapitaladvisors.com




PALLAS

Commodity prices have broadly declined in recent weeks

Bloomberg Commodities Index price

136.61
150 |
120

91.16 -
20
60
30
0 . . . ;
July Aug Sept. Oct. Now. Dec Jan | Feb | March ‘ April | May | June

Source: FactSet, as of July 6, 2022

In addition, the Treasury markets are signaling a similar forward expectation of lower inflation.

As mentioned above, the 10-year Treasury yield has declined. In addition, Treasury inflation-protected securi-
ties (TIPS), which adjust for longer-term expected inflation rates, have repriced in the past few weeks for a lower
expected level of inflation.

TIPS chart suggests investors expect lower inflation

TIPS 5-year breakeven

4.0%
376% |,

3.5%

0.11

)
®

2011 2013 2015 2017 2019 2021 2022

Jloomberg. Weekly data, as of June 27, 2022.

BRAINTREE, MA WAKEFIELD, MA | PORTSMOUTH, NH PARKRIDGE,NJ | NEWPORT, RI

www.pallascapitaladvisors.com




PALLAS

In any case, the release of record-level inflation no longer appears to be a shock to the financial markets.
Financial markets have potentially absorbed much of the higher inflation and, accompanying higher interest rate
policy, have now moved on to the next phase of the economic cycle. Unfortunately, in this case, the next phase
of the cycle looks to be at least a shallow recession.

While projected growth in the U.S. economy has been downgraded by the International Monetary Fund (IMF)
to 2.3% in 2022 and 1.0% in 2023, growth for Europe is seen at an even higher risk of falling into recession. The
impact of higher energy costs in Europe due to the Ukraine war is seen as the primary culprit for the deterioration
of the outlook. Other factors driving the exchange rate include the U.S. dollar’s status as a safe haven and higher
interest rates.
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The impact of the stronger dollar may have a positive mitigating effect on U.S. inflation as global commodities
priced in dollars and imports may see relative price declines. However, a strong dollar is likely to weigh on U.S.
business growth as U.S. exports will be less competitive from a price perspective. In addition, foreign sales and
profits by U.S. companies will be worth less when translated back into U.S. dollars. It is likely that the impact of
currency will be a topic and have a negative bias on corporate outlooks during this coming earnings season.
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The release of CPI this week reaffirmed the record level of inflation, which has been the primary weight on the
financial markets this year, is still with us. However, while the numbers remain high, the market no longer seems
shocked but rather potentially anticipatory of potential decline.

The market has instead moved on to discounting slowing growth and the potential for recession. Given the
financial markets muted response to the latest inflation data, it would appear slowing growth with lower inflation
is to some degree the lesser of evils. Meanwhile, given the significant appreciation of the U.S. dollar to the Euro
and other currencies, the U.S. still appears to be the best house in a world beset by headwinds.

The information contained herein is for informational purposes only, is not personalized investment advice and should not be construed as a recommendation to pur-
chase or sell any particular security, sector or strategy to any individual person or entity. The decision to review or consider the purchase or sale of any security, sector or
strategy mentioned should not be undertaken without consideration of your personal financial information, investment objectives and risk tolerance with your financial
professional. Past performance should not be considered as an indicator of future results. Investment Advice offered through Pallas Capital Advisors LLC, a registered
investment advisor.
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