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Inflation, Interest Rates/Inversion, Instability
Our newsletter from the 2nd quarter of 2021 was titled “The Three I’s: Inflation, Interest Rates, and Infrastructure.
” At that moment in time (June 30th of 2021), investors were excited about the “reopening” of the economy as almost
half of Americans had been fully vaccinated. Fast forward to today, only 9 months later, and some of those themes still
exist but new challenges have presented themselves as well.
INFLATION – Headline inflation often references the Consumer Price Index (CPI) and that indicator which tracks the price
increase for consumers over the past 12 months rose to 7.9% at the end of February. This was the highest reading in over
40 years, dating back to 1982. Consumers are feeling the increases, seemingly most in energy (gas) and food prices on a
day to day basis, but prices of most products and services that US consumers are purchasing are increasing. Since the early
90’s, the US economy has experienced very moderate inflation so this is a new challenge for many Americans to navigate.
INTEREST RATES / INVERSION – The first quarter of 2022 saw a historically significant increase in interest rates.
Investors often reference the 10-Year Treasury Note as the proxy to understand the direction of interest rates. At the
beginning of 2022, the yield on the 10-Year note was 1.52% but by March 31st that yield had risen to 2.32%, that is a
53% increase in the rate in one quarter which was the fastest such increase in 40 years. This sharp increase in bond yields
resulted in a decrease in the price/value of bonds. The US Aggregate Bond Index declined 5.9% in the first quarter, which
was difficult for Bond investors that are used to a more smooth return path.
In step, rates for things such as mortgages rose as well. The average fixed interest rate on a 30-year mortgage is over 5%
as we are writing this, the highest it has been since 2018. These rate increases have occurred because investors have been
listening to the Federal Reserve (the Fed) provide indications they need to raise the short term interest rate to help slow
down inflation. The shorter termed interest rates, such as the 2-Year Treasury Note can provide an indication of where
investors think interest rates and the economy will be in 2 years. The logic goes like this: Investors expect the Fed to push
up interest rates so much in the short run to fight off inflation that it ends up squeezing markets, causing a recession and
then the Fed has to reverse course down the road. In fact, when the yield is higher on the 2-year note than the 10-year
note (inverted) this occurrence has historically been an indicator of a recession in the next 6 to 24 months. In fact, the
indicator has predicted every recession since 1990. This inversion did occur on April 1st of this year when the two-year
Treasury note hit 2.44% and the yield on the 10-year note lagged behind at 2.38%.
INSTABILITY – A new risk coming to bear for investors in 2022 has been the Russian invasion of Ukraine. This geopolitical event has been tragic for the Ukrainian people and the impact will be felt in that area of the world for many
years to come. In the meantime, we can only hope that world leaders will find a way to end the war and to restore peace
in Europe. The invasion has also had a significant impact on the global economy primarily due to the exports that the
world depends on from both Russia and Ukraine. Oil, natural gas, wheat, steel and other resources are produced in those
countries and then exported to other parts of the world. Right now those steady streams of exports have stopped, thus
reducing the supply and increasing the prices of those items, further stressing the inflation we are feeling in the United
States. In addition to the supply chain issues, the general fear and uncertainty caused by the conflict impacts investor
sentiment as well.
The confluence of these four I’s led to a very volatile quarter in the stock and bond markets. We review these results and
factors throughout the rest of our newsletter.

BUILD WEALTH. RETAIN WEALTH.

Bob’s Corner
The Only Thing Certain is “Uncertainty”
and... Lower Returns!
When I look back at my 35 years of running All Star Financial
and 40 years of managing money, this time period we have
just pushed through (pandemic), are currently in (interest
rate increases), and are headed into (stagflation and perhaps
a recession) is by far the most challenging of my career. Don’t
get me wrong, the previous 9-10 event driven downturns were
challenging also, but the All Star Financial DISCIPLINE we have
always used has always worked!
1. Stay unemotional (no fear or greed)
2. Be patient, but ahead of the curve while
3. Finding the best VALUE you can “buy low and sell high,” to
4. Create less risk along the way (“It’s not how much you make,
it’s how much you keep”)
History tells us that when working through adversity there
is a pattern to and through the problem and the work out of
that problem. Over the last 22 market downturns caused by
a myriad of events (oil, embargos, wars, attacks, bombing,
invasions, and recessions) the market has gone down on
average 23.7%. The downside has averaged 8.3 months in
duration, bottomed and earnestly gained momentum 13
months after the bottom and was fully recovered another
13 months later. This totals 34 months from peak to trough
back to peak. So, can we sustain a little under 3 years of pain
while working back to the peak? After the last 9 of 11 years of
fantastic returns (7% or better), we need to feel fortunate. If
we have returns of negative 4% to 8% for a year or so and look
forward to the next 3 years averaging about 1%-4% in total
return, our financial lives should not be affected greatly.
Remember, it is always best to stay invested for the long term!

			– Bobby K.

All Star Financial is passionate about providing strategies for a safer way to a successful retirement
for people who are serious about their money but uncertain about how to nurture it.
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The Economy

The Fed Plays Catch-Up
• The current projection of GDP growth for the first quarter is a
1.8% annualized rate, a decrease after growing at an annual
rate of 6.9% in the fourth quarter.
• At its March meeting, along with finishing the tapering of the
balance sheet, the Fed approved its first rate hike since 2018
and suggested steady rate hikes over the next two years.
• The Consumer Price Index (CPI) accelerated to 8.5% in March
of 2022, the highest since 1981, primarily driven by increasing
energy prices, such as gasoline (48%). Core CPI, which
excludes food and energy, rose by 6.5% year-over-year, a 40
year high.
• Global geopolitical uncertainty, such as the war in Ukraine,
has put strain on global supply of goods, in particular
commodities. We believe that the commodity constraints in
oil and natural gas will continue to be a challenge that will
keep inflation historically high in both Europe and the US.

Bond Markets

Hiking Cycle Pains Continue
• This was a historically tough quarter for fixed income with the
US Aggregate Bond Index declining 5.9%. This was the worst
quarter for bonds since 1980 when the Global Aggregate Bond
Index fell 6.2%.
• The yield on the 10-Year Treasury Note started the quarter at 1.51%,
by mid-quarter it was 2.04%, and finished the quarter at 2.35%.
• The 10-yr to 2-yr yield curve very briefly inverted during the quarter,
which historically has been a predictor of an upcoming recession.
This could happen anywhere from 6-24 months from now.
• The US High Yield Index posted a -4.8% return, and the US
Corporate Credit Index returned -7.4% as spreads increased
dramatically before recovering at the end of the quarter.
• With inflation running hot around the globe, several central
banks have indicated or already started to raise interest rates.
With a crosswind of factors pressuring prices higher, we do not
see inflation abating rapidly. We still forecast muted returns
for bonds.
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Domestic Stocks
Market Momentum
Fizzles
• The S&P 500 fell 4.6% in Q1 with the Energy (39.0%) sector
leading all sectors, followed by Utilities (4.8%), while the worst
performing sectors were Communication Services (-11.9%) and
Consumer Discretionary (-9.0%).
• The current S&P 500 P/E ratio is 19.8 which is 17% above its 25year average ratio of 16.8.
• Large cap stocks (Russell 1000) outpaced small cap (Russell
2000) stocks, returning -5.1% vs -7.5%.
• The Value style of the Russell 3000 handedly outperformed the
Growth style, -0.9% vs. -9.3%.
• The uncertainty around the FED’s interest rate policy,
namely how much and how fast, causes volatility in the
market to increase. This is especially evident looking at
how Value significantly outperformed the Growth style
during the quarter. Going forward, we also believe there
are opportunities in certain cyclical sectors.

International Stocks
China Concerns Remain
• Non-US stocks (MSCI ACWI ex-US Index) returned -5.4%, on
par with US stocks (Russell 3000 Index), which returned -5.3%.
• Developed markets (MSCI EAFE Index) returned -5.9% while
Emerging markets (MSCI EM Index) returned -7.0%.
• From a style perspective, the MSCI ACWI Ex US Value and
Growth index returned 0.1% and -10.8%, respectively.
• Looking at valuations, the current MSCI ACWI ex-US Forward
P/E ratio is 13.0, a 34% discount to the S&P 500 P/E ratio.
• The war in Ukraine has caused increased economic
uncertainty in Europe. However, the spillover effects from
the war (mainly commodity shortages and their price
spikes) have had a significant global affect also. We are
not alone in believing that volatility will continue and
slow economic growth expectations around the world. In
times like today, with uncertainty exceptionally high, we
believe that being globally diversified and taking defensive
positioning is prudent!

Sources: All economic data is from JP Morgan’s Guide to the Markets, March 2022 (https://am.jpmorgan. com/us/en/asset-management/gim/per/
insights/guide-to-the-markets/viewer#/share-by-email) and all rate of return data is from Morningstar.com, unless otherwise noted by citation.
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With Interest Rates Up and Bond Prices Down, The Portfolios Need
Alternatives!
Victory Market Neutral
Income I
- 0.8%
JP Morgan Hedged
Equity 2 I
- 3.1%
Pimco Income Instl
- 4.2%
iShares Core US
Aggregate Bond ETF
- 5.9%
Columbia Total Return
Bond Inst2
- 6.9%

Source: Morningstar Direct

The first quarter of 2022 experienced a historic decline for bond prices as interest rates rose quickly. In each of the past few newsletters,
we have discussed this possibility and discussed how the All Star Financial Investment Committee responded by decreasing exposure to
bonds in a few different steps. The chart above shows the US Aggregate Bond index (green) and the 5.9% decline in value experienced
in the first quarter. The other lines on the chart display the return of investments within the current portfolio. The black and light blue
line show the two bond funds in the current portfolio, PIMCO Income and Columbia Total Return. The two funds have very different risk
profiles through their duration and credit risk that continue to add diversification to the portfolio and long-term income. The other two
lines, red and yellow, show the alternatives to bonds we are using to manage risk in the portfolio instead of bonds. The red line, the JP
Morgan Hedged Equity Fund, we have discussed in previous quarters how our clients are exposed to equity through this fund but are
buffered on the downside risk. The yellow line, shows a new fund to the portfolio. The Victory Market Neutral fund. This fund seeks to
expose investors to high yielding equities (~3.0%) but neutralizes the price change in the underlying stocks through derivatives. The
result is very minimal price change in the fund, but consistent yield.

Inflation – Where Are We Seeing It?
The chart to the left shows the dramatic increase
we’ve experienced in global inflation the past
12 months as economies have come back out of
the pandemic. Although supply chains are still
challenged, consumers continue to spend. The
Russia/Ukraine conflict is also putting additional
stress on energy and transportation costs.

Sources: All economic data is from JP Morgan’s Guide to the Markets, March 2022 (https://am.jpmorgan. com/us/en/asset-management/gim/per/
insights/guide-to-the-markets/viewer#/share-by-email) and all rate of return data is from Morningstar.com, unless otherwise noted by citation.
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Performance Update

			

First Quarter 2022

1st
Qtr

1
Year

3
Year

5
Year

MSCI ACWI All Cap NR

-5.48

6.19

13.49

11.35

S&P Global BMI NR

-5.65

5.65

13.21

11.17

MSCI ACWI Ex USA NR

-5.44

-1.49

7.51

6.76

Russell 3000 TR

-5.28

11.93

18.24

15.40

S&P 500 TR

-4.60

15.66

18.92

15.99

DJ Industrial Average TR

-4.10

7.11

12.57

13.40

Russell MidCap TR

-4.88

4.59

14.13

11.10

Russell 2000 TR

-7.53

-5.79

11.74

9.75

NASDAQ Composite TR

-8.95

8.06

23.56

20.31

MSCI EAFE NR

-5.91

1.16

7.78

6.72

MSCI EM NR

-6.97

-11.37

4.94

5.98

Bloomberg Global Aggregate TR

-6.16

-6.41

0.69

1.70

Bloomberg US Government TR

-5.53

-3.69

1.40

1.76

Bloomberg US Credit TR

-7.42

-4.16

2.81

3.18

Bloomberg US Agg Bond TR

-5.93

-4.15

1.69

2.14

Bloomberg High Yield Corporate TR

-4.84

-0.66

4.58

4.69

JPM EMBI Global Diversified TR

-10.02

-7.44

0.01

1.69

Market Index

*The above after-fee annualized total returns, betas, and alphas represent All Star Financial composite model performance.
Your portfolio’s actual returns, betas, and alphas may differ depending on your specific holdings and timing of cash flows.
Diversification, asset allocation, and value investing do not assure or guarantee better performance and cannot eliminate
the risk of investment loss.
All Star Financial works on a “best efforts” basis and does not promise or guarantee any results. Past performance does not
represent future results.
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Q1 2022 in Summary
1. Rising inflation is primarily a result of the 		
trillions of dollars in easy money that was
pumped into the system by the Fed and
Congress to save the economy from the
pandemic
2. Interest rates have increased the fastest
in 40 years so far in 2022 as markets
anticipate the Fed’s next move
3. The Fed is trying to create a “soft landing”
for inflation through gradual interest
rates over the next 9-18 months
4. The uncertainty of continued tensions
in Ukraine and the potential impact on
the global economy is increasing
volatility within markets
5. Bonds & fixed income investments will
play less of a role in our dynamic asset
allocation models until interest rates
normalize
6. Value stocks worldwide have outperformed
Growth stocks by a significant margin
(5% to 20%) over the past 12 months
7. Discipline – Process – Patience will
be critical for investors to successfully
navigate the next 12-18 months

“It’s not how much you make,
it’s how much you keep!”
			– Bobby K.
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Growth vs. Value

Russell 3000 Value
Russell 3000 Growth

YTD
Rising interest rates and inflation have created a difficult environment for growth stocks for the past 9
months and into 2022. As the graph above demonstrates, the Russell 3000 Value index has outperformed
the Russell 3000 Growth index by 3.3% over the past 9 months. Further, as the grid to the right demonstrates,
this theme has been persistent in 2022 within each size category as well (large-cap, mid-cap, small-cap), with
the greatest disparity in the mid-cap stocks where value outperformed growth stocks by 10.8%!

Stocks Usually Take Geopolitical Events In Stride
MARKET SHOCK EVENTS

EVENT DATE

S&P 500 INDEX
ONE-DAY TOTAL DRAWDOWN

U.S. Pulls Out of Afghanistan
8/30/2021
0.4%
Iranian General Killed in Airstrike
1/3/2020
-0.7%
Saudi Aramco Drone Strike
9/14/2019
-0.3%
North Korea Missile Crisis
7/28/2017
-0.1%
Bombing of Syria
4/7/2017
-0.1%
Boston Marathon Bombing
4/15/2013
-2.3%
London Subway Bombing
7/5/2005
0.9%
Madrid Bombing
3/11/2004
-1.5%
U.S. Terrorist Attacks
9/11/2001
-4.9%
Iraq’s Invasion of Kuwait
8/2/1990
-1.1%
Reagan Shooting
3/30/1981
-0.3%
Yom Kippur War
10/6/1973
0.3%
Munich Olympics
9/5/1972
-0.3%
Tet Offensive
1/30/1968
-0.5%
Six-Day War
6/5/1967
-1.5%
Gulf of Tonkin Incident
8/2/1964
-0.2%
Kennedy Assassination
11/22/1963
-2.8%
Cuban Missile Crisis
10/16/1962
-0.3%
Suez Crisis
10/29/1956
0.3%
Hungarian Uprising
10/23/1956
-0.2%
N. Korea Invades S. Korea
6/25/1950
-5.4%
Pearl Harbor Attack
12/7/1941
-3.8%
Average		-1.1%

-0.1%
-0.7%
-4.0%
-1.5%
-1.2%
-3.0%
0.0%
-2.9%
-11.6%
-16.9%
-0.3%
-0.6%
-4.3%
-6.0%
-1.5%
-2.2%
-2.8%
-6.6%
-1.5%
-0.8%
-12.9%
-19.8%
-4.6%

CALENDAR DAYS TO
BOTTOM
RECOVERY
1
1
19
14
7
4
1
14
11
71
1
5
42
36
1
25
1
8
3
3
23
143
19.7

3
5
41
36
18
15
4
20
31
189
2
6
57
65
2
41
1
18
4
4
82
307
43.2

Source: LPL Research (LPL.com), S&P Dow Jones Indices, CFRA, 01/24/2021

Sources: All economic data is from JP Morgan’s Guide to the Markets, March 2022 (https://am.jpmorgan. com/us/en/asset-management/gim/per/
insights/guide-to-the-markets/viewer#/share-by-email) and all rate of return data is from Morningstar.com, unless otherwise noted by citation.
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OUR MISSION IS TO HELP YOU ACHIEVE YOUR DESIRED
STANDARD OF LIVING AND FINANCIAL PEACE OF MIND.
The experienced All Star team of professionals is dedicated to understanding
your individual needs and objectives, offering a comprehensive wealth
management platform that is designed with one purpose in mind —
to serve you, our valued client.

New Team Member Spotlight
Alan Shaw, EA – Tax Manager
Alan joined the All Star Financial Team in February as a Tax Manager. Alan has his Enrolled
Agent (EA) designation and more than 20 years of tax experience helping businesses and
individuals with tax complexities and compliance. As a member of All Star’s Tax Team, Alan
works closely with clients to guide them in the tax planning process, as well as preparing the
annual filings for their families and businesses. Alan grew up in Minneapolis and obtained
his bachelor’s degree from the University of Nevada – Las Vegas. He lives in Woodbury with
his wife, Melissa, and two children, Nicholas and Emily. Alan’s personal interests include
traveling with his family and spending other available free time outdoors training his dogs
to keep them in shape for hunting season.

Please join us in welcoming Alan to the All Star family!

All Star Tax Services
Another tax season is in the books! Our team is grateful to have made it through another successful season
preparing our clients’ filings. If you are a current Tax Client at All Star Financial, thank you again for allowing
us to file your 2021 taxes! If you are not currently a Tax Client but are interested in learning more about the
benefits of including tax planning and preparation as part of your integrated wealth planning process, call
us today! We would love to show you how keeping advice and tax under the same roof can add value and
create efficiencies on the path to reaching your financial goals!

Meet Our Team

Advisory services are offered through All Star
Financial, a SEC Registered Investment Advisor.

Robert Klefsaas, CFP , AIF , CFDA® – CEO, Senior Wealth Advisor
Brian Senske, MA, CPA (inactive) – CFO, COO, Senior Wealth Advisor
Kaitlin Buckley – 2IC, Wealth Management Associate
Matt Berhow CFP®, AIF® – Senior Wealth Advisor
Sam Sexton CPA, CFP® – Senior Wealth Advisor
Mark Potter, CPA – Associate Advisor
Elliot Syverson – Associate Advisor
J. Alexander Källebo, CFA® – Portfolio Manager
Amanda Giliotti , JD, CPA – Director of Tax Services
David Osterberg, CPA – Tax Advisor
David Engelsgaard, CPA – Tax Specialist
Alan Shaw, EA – Tax Manager
Joleen Giliotti – Tax Advisor & Operations Coordinator
Linda Davis – Tax Assistant
Lucelia Husby – Client Service Associate
Haley Ziemke – Client Service Associate
Paula Zilka – Operations Manager
Nicole VandenPlas – Executive Assistant

Contact Us
3800 American Blvd. W.
Suite 620
Minneapolis, MN 55431
Phone: 952.896.3820
Fax: 952.896.3819
Toll free: 888.809.7901
asf@allstarfinancial.com
www.allstarfinancial.com

