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Stagflation: Worried about the stag, don’t forget about the ‘flation

Derek Izuel, CFA

After inflation dominated the investment headlines in the first quarter of 2022, the second
quarter saw a shift in focus. With the commencement of central bank rate increases across
most of the English-speaking economies, and expectations of tightening across much of the
rest of the developed world, markets began to focus on the economic cycle or specifically, will
the increase in rates cause a US or global recession?
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Investors seem to be satisfied with central banks activities. Breakeven rates in the US, reflecting
inflation expectations for 3-, 5-, 7-, or 10-years in the future, show that once the tightening
cycle began, breakeven rates promptly began to fall, returning to levels of mid to late 2021 by
the end of the quarter.
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Commodity prices, caught in a tug-of-war between inflation and growth, have rolled over since peaking in early June. From the beginning of the year
through May 31st, the Bloomberg Commodities index rose 38.9%. It fell 11% in the month of June. Inflation continued to rise, reaching 9.1% in the US and
the UK, 8.6% in the Eurozone and 2.4% in Japan (high by Japanese standards).
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With the Federal Reserve ramping up the pace of tightening to perhaps an unprecedented 100 basis points in the July meeting, it is a good time to dig
into the underlying causes of inflation, and what they forebode for the future.
Demand Side
The cause that gets the most attention when discussion on inflation in the US is the massive stimulus provided during the pandemic. Fiscal stimulus
consisting of direct payments to individuals is far more inflationary than monetary stimulus provided by changes in central bank overnight lending rates.
A greater portion of fiscal stimulus is spent by the recipients, increasing aggregate demand and price inflation, while monetary stimulus is invested and
generally contributes to asset price inflation.
Pandemic related fiscal stimulus from the US federal government is at an end, but other fiscal stimulus continues 'on the down low' in the name of
populism. Thanks to the growing economic inequality, exacerbated by the COVID pandemic, populism has gained popularity in many Western economies
worldwide. Much of the stimulus in the US went into state coffers where they are administered by politicians keen to buy votes in the fall election. 14
states in the United States are planning on offering some type of cash payment or refund to their residents. Ironically, while the federal government is
tripping over itself to figure out ways to soften inflation, state governments are strengthening it.
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Supply Side
While central banks can use overnight rates to affect these sources of demand, monetary policy has less effect on supply-based sources of inflation.
Supply side inflation comes from more insidious geographic, demographic, and geo-political sources.
Potentially the most important long-term inflationary force is the steady movement toward de-globalization. As a second-order effect of American
populism, the US middle class has grown tired of subsiding the developing world, and pushed politicians to enact policies, such as tariffs, to shelter domestic
industries from cheaper foreign labor. Concerns over the risks of overstretched supply chains has led many firms to look to re-shore or near-shore current
operations. TSMC is discussing a new fab plant in Arizona, and Apple has moved their production of AirPods from uncertain China to authoritative but
stable Vietnam.
Globalization has been the constant force behind the deflationary environment of the past few decades. Its reversal, while gradual, would challenge the
2% inflation developed world consumers have grown accustomed to. Referring to the table of breakeven rates, while the shorter 3-, 5- and 7-year rates
have all reversed their earlier increases, the 10 year remains in a stubborn uptrend.
Climate change is another inflationary force. Put simply, if you move from inexpensive but pollutive sources of energy to clean but more expensive sources
of energy, the prices go up. Gasoline prices in the US are higher not just because the price of oil has gone up, but because a shortage of refining capacity
has driven up the cost of gasoline versus oil - otherwise known as the 'crack spread' - by 30%. Oil prices have almost returned to the levels before Russia
invaded the Ukraine, but gasoline prices remain stubbornly high.

Refiner Crack Spread - last 12 months

Refineries are an expensive investment, and few downstream energy firms are willing to make such a capital commitment if they see an uncertain future
for fossil-fuel based energy resources. Governments are equally unlikely to approve such projects.
Overseas, sources of inflation differ. The Russian invasion of the Ukraine released a host of inflationary forces. While oil prices have returned to close to
where they were before Russia attacked, regional natural gas prices have been very different. Dependent on Russian sources for their natural gas, Germany
has experienced twice the increase in gas prices as we have seen here in North America and could go higher. On top of this, Russia and Ukraine are large
exporters of food, much of which goes to other European nations. Despite weakness in the overall commodity structure, it could be a long winter.
At the same time, given the economic diversity of the European Currency Union, the ECB has less flexibility to raise rates lest they plunge one of the weaker
economies into a deep recession. They also have less need to – with the range of geopolitical events raging at their doorstep, excessive demand is not
their biggest problem.
Requiem for Disinflation
The saying goes: the best cure for high prices is …high prices. The modern global economy is far more flexible and adaptive than ever before, but in some
ways, it is more fragile as well. Decades of peaceful prosperity have created an efficient and deeply interrelated global economy, but the conflict in Eastern
Europe reminds us that this period was the exception, not the norm, of human history.
While current measures of inflation have likely peaked, the foundations of the past few disinflationary decades are likely past as well. If higher levels of
inflation are here for the foreseeable future, that would be a regime change in the investing environment, and we must adjust our perspectives and methods
of investing to reflect that reality.1
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Please see out 1st quarter commentary for ideas and perspective on investing in an inflationary environment.
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Shelton International Select Equity Fund
The Shelton Capital International Select Equity Fund returned -15.16% during the 2nd quarter of 2022, underperforming the MSCI All Country World index
ex-US return of -13.73% by 1.43%.
China’s equity market rallied strongly in the second quarter, rising over 3% when emerging markets in general were down over 10%. After 15 months of
steady decline, internal developments gave investors reason to return. The central government pulled back from some of their previous threats to intervene
in equity markets. Property markets continued to find a bottom since mid-March, and some progress in the battle against COVID allowed the government
to relax lockdowns and help manufacturers get back to business. We remain slightly underweight China, given concerns about the government and the
long-term consequences of challenging demographics. While we tactically reduced our underweight, the strength of the rebound served as a headwind
to performance.
Underweights in energy and health care also detracted from performance. These two sectors provided the best relative returns in the quarter thanks to
the rise in oil prices, and the rush to defensive health care stocks as recession fears loomed.
Many stocks that sold off in the early stages of the Ukraine invasion rebounded in the 2nd quarter including Valeo, a French auto parts manufacturer, KBC
Group, a Belgian financial firm with operations in the Czech Republic and BNP Paribas, a French bank with assets in Ukraine.

IMPORTANT INFORMATION
The stated opinions and views in the commentary are for general informational purposes only and are not meant to be predictions or an offer of individual or
personalized investment advice. Such information does not constitute a recommendation to buy or sell specific securities or investment vehicles.
This information and these opinions are subject to change without notice and may not reflect our current views. We believe the information provided here is
reliable, but do not warrant its accuracy or completeness. Any type of investing involves risk and there are no guarantees.
It is possible to lose money by investing in a fund. Past performance does not guarantee future results. Investors should consider a fund’s investment objectives,
risks, charges and expenses carefully before investing. The prospectus contains this and other information about the fund. To obtain a prospectus, visit
www.sheltoncap.com or call (800) 955-9988. A prospectus should be read carefully before investing.
There may be additional risks associated with international investing involving foreign, economic, political, monetary, and/or legal factors. International investing
may not be for everyone. The information contained in this document is given on a general basis without obligation and on the understanding that any person
acting upon or in reliance on it, does so entirely at his or her own risk. Any projections or other forward-looking statements regarding future events or performance
of countries, markets or companies are not necessarily indicative of, and may differ from, actual events or results. This information is intended to highlight issues
and not to be comprehensive or to provide advice.
The MSCI ACWI ex USA is a free float-adjusted market capitalization weighted index that is designed to measure the equity market performance of developed
(excluding the United States) and emerging markets. Developed market countries include: Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany,
Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden,
Switzerland, and the United Kingdom. Emerging market countries include: Brazil, Chile, China, Colombia, the Czech
Republic, Egypt, Greece, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Qatar, Russia,
South Africa, Taiwan, Thailand, Turkey, and the United Arab Emirates. Net total return indexes reinvest dividends after
the deduction of withholding taxes, using (for international indexes) a tax rate applicable to non-resident institutional
investors who do not benefit from double taxation treaties. It is not possible to invest directly in an index.
Distributed by RFS Partners, a member of FINRA and affiliate of Shelton Capital Management.
INVESTMENTS ARE NOT FDIC INSURED OR BANK GUARANTEED AND MAY LOSE VALUE.
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