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(which is still above the desired target of 2%), and low

unemployment.

The crisis in Ukraine adds a great deal of uncertainty to that
outlook. We can imagine scenarios that would be extremely
problematic, but can also see a peaceful cease-fire in the

very near term that would lead to a much brighter outlook.

Policy mistakes, especially on the part of the Federal
Reserve, are another potential risk. Some would even say the
Fed has already made a mistake, and now has to decide
between addressing inflation at the expense of harming the

economy or ignoring it altogether.

The Federal Reserve has been talking recently about doing
whatever they need to do to bring inflation under control,
including sharply increasing interest rates. We think the Fed’s
bark may be worse than the bite. First, raising interest rates is
not a perfect policy response to address inflation caused by
supply chain shocks. And second, the Fed does not want to
raise interest rates when the economy is already slowing. So,
we think the tough talk is to manage expectations, and any

actual rate increases for the next six months will be modest.

We also expect that the higher level of uncertainty in the

economy means continued volatility for the stock markets.

We want to take this opportunity to explain how and
why we reallocated our clients’ portfolios during the

first quarter.

For bonds, higher inflation and higher interest rates mean that
existing bonds fall in value. We've seen this dynamic playing
out since the start of the year, and it could continue a while
longer. Some of the bonds we purchased in our clients’
portfolios matured last year, and we kept the resulting cash
until this month. We did not want to reinvest the funds back
into bonds last year or early this year only to have the new

holdings fall in value, but we also didn’t want to hold cash for

too long, since cash gives no return. As such, we waited until
interest rates increased, which allowed us to purchase
additional holdings of very short-term bonds at a discounted
price. We know the bonds we purchased could fall in value if
interest rates climb noticeably from current levels, but we do
not anticipate rates going up significantly, and we do not plan
on selling them; instead, we intend to hold them until they

mature, collecting interest along the way.

Turning to global funds. We reduced our clients’ global
holdings in the fourth quarter of 2021, then eliminated those
holdings completely in the middle of the first quarter of 2022.
Just before the end of the quarter, we added global holdings
back to our clients’ portfolios, paying special attention to the
disruptions caused by the invasion of Ukraine. In particular,
we think the war in Ukraine means changes in commodity
flows. Many countries are now looking for alternatives to the
oil, grain, and other commodities they receive from Russia.
Commodity flows from Ukraine have also been disrupted. As
such, we see growth in countries that export many of those
same commodities. These countries include Canada,
Australia, and Brazil, and our clients have exposure to those

countries in their portfolios.

Turning to U.S. funds and individual equities, we note that
inflation is not necessarily bad for stocks. It can mean lower
earnings for certain companies. In addition, higher interest
rates tend to reduce the value today of future earnings. That
means we have to be careful, and perhaps avoid companies
that do not have the ability to raise the price of their goods to
offset higher operating costs, and/or companies where the
value is really based on earnings expected sometime in the
future as opposed to strong earnings now. As such, we are
focusing heavily on free cash flow and strong earnings in our

selection of U.S. mutual funds and individual stocks.

In the end, we are hoping for the best in Ukraine, planning for
continued volatility in the financial markets, and wishing you a

happy spring.
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