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The global market downturn, which began earlier this year, continued in the second quarter. The Canadian
benchmark S&P/TSX Composite Total Return Index (TSX) declined 13.2% in the second quarter marking a 9.9%
year to date decline. The U.S. benchmark S&P 500 Total Return Index declined 16.1% in Q2 and 20.0% year-todate. Bond markets also saw a sharp decline, with the Canadian Broad Composite Bond Index declining 12.2%
year to date, ahead of the Global Aggregate Bond Index which declined 14% year-to-date.
Although corporate earnings continued to grow during the first
half of the year, equity markets faced considerable turbulence.
Higher interest rates are putting pressure on asset valuations,
and the uncertainty and pessimism surrounding interest rates,
inflation, global geopolitical tensions, a European war, and
pandemic reverberations are weighing on investor sentiment.
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Inflation: Signs of Peaking?

Inflation represents a push and pull of supply and demand factors that drive the everyday price of a basket of
goods. During the pandemic and over the past few quarters, these forces have been working together to push
inflation higher. High inflation erodes the value of cash and reduces the purchasing power of consumers.
Over the past year, supply constraints, including shipping backlogs and production disruptions, have
contributed an estimated 50% of the increase in inflation, while elevated demand has driven approximately
33%, according to the Federal Reserve Bank of San Francisco.
A detailed breakdown of driving forces of inflation, as conducted by the U.S. Bureau of Labor Statistics, further
notes that nearly half of the price increase over the past year comes from the transportation sector. Another
quarter is from housing and food inflation, as noted in the graph below.

Chart 1: A Breakdown of Inflation Drivers

As of June 2022. Source: U.S. Bureau of Labor Statistics (BLS), Macrobond, RBC GAM

Supply chain constraints have been a key driver of heightened inflation levels; from shipping costs, lockdowns
in key Chinese production locations, and difficulties attracting and retaining transportation sector workers, to
Russian sanctions and distorted pandemic spending. Encouragingly, we are seeing indications of supply chain
improvements. For example, shipping costs have been easing; lumber prices have fallen from their near record
highs; wheat prices have begun to retreat; and chip shortages are showing signs of easing.
Chart 2: Shipping Container Costs Easing

Source: Drewry Supply Chain Advisors, RBC GAM

Chart 3: Lumber Prices Retreating

Source: CME Group, Macrobons, RBC GAM

Although positive to see some inflationary components easing, inflation remains broad based and considerably
above long term target levels. At the Bank of Canada’s monetary briefing on July 13, 2022, the easing to normal
inflation levels is expected to happen slowly as the broad base of inflation pressures take time to ebb.

Soft Landing or Recession?

In an effort to reign in elevated and persistent inflation, central banks around the world, including the Bank of
Canada and the Federal Reserve Bank of the United States, are moving to tighten monetary policy by raising
interest rates and reducing the money supply in the economy. By raising interest rates, the central banks hope
to intentionally slow the economy. Higher interest rates act as a headwind for the economy by increasing the
interest cost for consumers and businesses to hold debt, thereby reducing demand for interest-sensitive
spending such as on houses and vehicles and making the cost to businesses building factories and financing
projects higher.
A recent study conducted by The Bank of International Settlements (BIS) followed the after effects of a
monetary policy tightening cycle across 35 countries. The results found that approximately half of the
tightening cycles resulted in a recession, with the other half successfully achieving a soft landing.
All past recessions have one thing in common, they all saw unemployment rise as economic growth faltered.
Currently, we are in an incredibly tight job market. Unemployment is at a multi-decade low, nearly everybody
who wants a job, can get a job. There are nearly 70% more job openings in June than there were before the
pandemic with those searching for employees forced to compete with nearly 9% fewer workers. Slower
economic growth should help ease labour market inflationary pressures.
Corporate earnings, which remain at historically high levels, are expected to slow amidst the headwinds of
higher interest rates and slower economic growth. Currently profit margins sit at an average of around 18% of
sales, a level rarely seen in the past post-World War II history, as reported by the Wall Street Journal.
Historically, we have seen profit margins temporarily decline to single digits during recessions.

Our Approach during Volatility

Going through periods of economic uncertainty, our philosophy remains unchanged. We seek to invest in high
quality, well-managed companies that can withstand and successfully navigate through periods of economic
stress. We look for strong management teams, solid balance sheets with low debt levels and high free cash flow,
and attractive business models that we can own throughout the entire business cycle.

Although revenue and
earnings may decline in the
short term, we are confident
in the sustainability of the
companies in our portfolio.

The pandemic has been a two year recession test run for
companies, agilely navigating supply and demand shocks, and
given the uncertainty, restraining capital spending, allowing
them to enter a potential recession with better balance sheets
than last cycle. Although revenue and earnings may decline in
the short term, we are confident in the sustainability of the
companies in our portfolio.

Whether or not the economy dips into a recession remains to be seen, nevertheless the pessimism and
trepidation of investors have already priced in a strong expectation that a recession will arrive. Currently,
the TSX is now trading at the lowest trailing earnings multiple since the 2008 recession, dipping to one
standard deviation below the historical average shortly following the end of the second quarter.
We continue to believe that we cannot time nor
predict the market. Through the volatility that lies
ahead, we are reminded that of the past nine
periods of extreme lows in the market since 1990, all
troughs saw the TSX post double-digit returns over
the following twelve months.
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Chart 4: Historically Strong Returns Following Market Troughs

Source: BMO Capital Markets Investment Strategy Group, FactSet, Compustat, IBES

History reminds us that it is time in the market, not timing the market that produces superior long-term results.
Compounding effects and strong, long-term positive trends work in the investors’ favour over time.
We thank you for your continued support and wish you a safe and enjoyable summer.
Sincerely,
The Seymour Team

