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What would have been unimaginable two years ago, or even a year ago,

happened in the 2nd quarter of 2022; the Federal Reserve raised

interest rates by 50 basis points and then 75 basis points just one

month later.   

 

The Federal Reserve chairman, Jerome Powell, was faced with the

realities of the current inflationary environment. With prices increasing

at a rate not seen in four decades (almost 9% by some measures), he

came to the realization that increasing interest rates in a dramatic way

was the only way to tame the inflation beast, even at the expense of

shifting the economy into a recession.  And that is exactly how the stock

markets interpreted it; that we are likely moving into a recession.   

So, after hitting stock market highs at the beginning of 2022, we

officially moved into a ‘bear’ market in the 2nd quarter, which is defined

as a decline of 20% or more from the market highs.     

 

Q2 2022:

"The Federal Reserve chairman,
Jerome Powell... came to the
realization that increasing
interest rates in a dramatic way
was the only way to tame the
inflation beast, even at the
expense of shifting the economy
into a recession." 
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Investors finally came to terms with the current inflationary

environment.  With higher inflation comes higher interest

rates.  Higher interest rates impact the economy in many

ways.  When mortgage rates go up it makes buying a home

more expensive.  It is also more costly for a business to

borrow money to invest back into the company.  It means

that when stock analysts try to value a company they now

have to discount expected cash flows from that company at

a higher rate - in lay-men terms, this means that higher

interest rates (all else equal) cause lower stock prices. 

Inflation hits the markets at many levels.

  The Equity Markets

Global equity markets, as measured by the MSCI All

Country World Index, were down -15.66% in the 2nd

quarter of 2022. 

Once again, the international developed equity markets

outperformed the US equity markets in Q2.  The US market,

overall, was down -16.70% for the quarter and is down

-21.1% so far in 2022.  International developed markets

were down -14.66% for the quarter and emerging markets

outperforming developed markets were down -11.45%. 

US REITs finally caught up with the downswing of the

overall equity markets and declined -18.1% for the quarter

and are down -21.14% so far this year. 

Small cap stocks performed in-line with large cap stocks in

the US but across the board value stocks outperformed

growth stocks.  For the quarter, large cap value stocks were

down -12.21% while large cap growth stocks were down

-20.92%.  For the year-to-date, large cap value stocks are

down -12.86% and large cap growth stocks are down

-28.07%. 

  

 

 

  

The Fixed Income Markets

With the dramatic actions of the Federal Reserve in the

2nd quarter, the bond markets continued to bleed red.   The

Bloomberg Barclays US Aggregate Bond index was down

-4.69% for the quarter and is down -10.35% for all of 2022.  

The municipal bond market outperformed the taxable

market, declining -2.94% for the quarter and is down

-8.98% year-to-date.  Yields across the maturity spectrum

increased once again.  In the 10-year part of the yield curve,

yields rose by 66bps, ending the quarter at 2.98%.  On the

shorter end of the curve, the two-year yield increased

64bps, ending the quarter at 2.92%.  On the very short end

of the yield curve, interest rates increased even more

dramatically due to the higher federal funds rate; the one-

year treasury bill increased by 111 basis points to a yield of

1.28%. 

The high-yield market, which can have higher correlations

to the stock market during a period of market volatility,

underperformed investment grade bonds.  It returned

-9.83% in Q2 and is down -14.19% so far in 2022.   

 

There was truly nowhere to hide in the 2nd quarter.  Even

US TIPS (inflation protected securities) which had been a

strong performer as investors sought protection from

inflation, were down -6.08% for the quarter.  This negative

performance was due to their high duration/interest rate

risk

. 

So, what did all this mean for investors?  It wasn’t pretty. 

With stocks and bonds down for the quarter, an allocation

to bonds just meant you were ‘less negative’.  Depending on

the asset allocation, a diversified portfolio returned

between negative 9-13% for the 2nd quarter.  Ugh. 

"Markets are still resilient , they do recover and  go
back to what they have always done, increase in a
non-linear fashion."
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Looking Ahead

As we look ahead, it seems that the question of whether we

move into a recession is now a far-gone conclusion.  The

more relevant questions are how deep and how long will

the recession be.  Given that this will be a "fed induced"

recession and not one that is due to over-leverage (like the

one in 2008-09) we expect the coming recession to be

relatively mild and short-lived.  

Interestingly, consumers are feeling pretty lousy about

their financial situation despite the fact that, on average,

consumer balance sheets are in good shape and

unemployment is at historically low levels.  So, what is

going on? 

People really hate inflation.  Even though they are getting

new jobs that pay more or pay raises at their current

employer and are still able to save money, they feel lousy

when they are spending a lot more to fill up their gas tanks

and go to the grocery store.   

We would expect unemployment to increase during a

recession.  Given that the starting point is at an historically

low level, and we continue to experience a tight labor

market, the softening of the labor market in response to a

recession should be fairly mild.

 

So does this mean that we should expect another big leg

down in stock market performance.  Not necessarily.  Often

the stock market has already priced in a recession, so by

the time a recession is official (the definition being 2

consecutive quarters of negative GDP growth) the market is

beginning to factor in a recovery and can experience

positive performance in the face of negative news on the

economy - as you can see in the chart below. 

  

  

 

 

 

We know that we can shut down the global economy for

a couple of months and it will come back, and the stock

market will see through it.  

We know that remote and hybrid work is doable.  

We know that even though inflation went into hiding for

four decades, it isn’t dead. 

After the negative bond market experience of 2022, we 

 know that risk does mean risk, even if it is cloaked in

being on the lower end of a risk spectrum.  

 

Because of the pandemic, the past two and a half years

provided opportunities to learn more about our economy,

markets and resilience.  

We have learned a lot from this pandemic.  But we have

also seen that the markets are still resilient, and they do

recover and go back to what they have always done-

increase in a non-linear fashion. 

 As always, we would love to hear from you, so feel free to

contact us at any time. 
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