Second Quarter 2022 Review
Executive Summary


The second quarter of 2022 was marked by a bear market in large cap U.S.
equities and other asset classes, as the S&P 500 posted a greaterthan-20% loss from its January 3rd high. Indeed, the first half of 2022
was the worst start to a year since 1970. Worries about a U.S. recession at the
hands of potentially growth-crimping inflation and a more aggressive Federal
Reserve have weighed heavily on financial markets.



Across the board, equity markets posted double-digit declines in the
second quarter and year-to-date. Attendant risks from growing recession
concerns have fueled the ongoing sell-off in equity markets. Large Cap
outperformed Mid- and Small-Caps while Value beat Growth for a second
consecutive quarter. International developed equities outperformed U.S., taking
a bit of a comparative breather after an oversold underperformance in the first
quarter due to Russia’s sudden invasion of Ukraine.



The Federal Reserve’s singular focus shifted aggressively toward fighting
inflation. After a 50-basis point hike in May, the Fed raised its Fed Funds rate
by 75 basis points (0.75%) in June, a move not seen since 1994, and offered
guidance that further 50- or 75-basis-point hikes should also be expected nearterm. With the Fed’s goal of taming inflation comes concern of a hard economic
landing. At its current lower-bound rate, the Fed Funds stands at 1.50% and,
according to Fed projections, may hit 3.25% to 3.50% by year-end.



The bond market fell further in 2Q22; the Bloomberg Barclays Aggregate
Bond Index fell -4.7%. Just as equity markets deteriorated, so too did
corporate bonds – spreads widened on similar concerns of an economic
slowdown. Over the course of the quarter, bond yields rose; the U.S. Treasury
10-year yield reached 3.50% in mid-June. However, as slowdown fears took
hold, that yield trended back below 3% by quarter-end. Going forward, bond
returns will be in the recession-versus-inflation crosshairs.



There are many challenges facing financial markets. Given the wide range
of outcomes, we remain defensive in our clients’ portfolios, emphasizing a U.S.
bias and higher quality in stocks and bonds.

Asset Class Returns Ending June 30, 2022

Key themes for our outlook and portfolio positioning
Economy & Equities: Range of outcomes wider

Inflation: Countervailing forces emerging

•

We expect slower real economic growth in 2022 due to the impact of
the Russia/Ukraine war, higher inflation, Central Bank monetary
tightening, and receding fiscal stimulus. Odds of a global recession
and negative earnings surprises have risen significantly.

•

Countervailing forces are beginning to emerge, with weakness in
commodity prices potentially signaling a mitigation in inflationary
pressures.

•

•

We maintain our bias toward U.S. large cap equities given the strong
U.S. dollar, relative strength of the U.S. consumer, and likelihood that
international and emerging market economies will be impacted more
by the conflict in Ukraine and COVID-Zero restrictions in China.

Monetary policy must be evaluated with a lag time; data has to be
evaluated within a longer-term timeframe and recognition that policy
impact is not instantaneous.

•

Ongoing geopolitical concerns introduce risk elements that may
trigger periods of intense pressure in the future.

•

Our take: In an environment of persistently high inflation, rising
rates, and slowing growth, we cannot rule out the possibility of a
global recession, especially in Europe and emerging economies.
Markets already reflect a significant array of concerns.

•

Our take: We expect volatility to remain high as policy makers and
companies navigate this uncertain time. The future trajectories of
inflation, rates, and the Ukraine war remain very unpredictable.

The Fed & Bonds: Inflation vs. Slower Growth

Other factors and/or geopolitical concerns

•

The Federal Reserve’s singular focus is bringing inflation down with
aggressive monetary policy tightening. This, in turn, leads to
economic growth concerns, and therein lies the tug-of-war for the
bond market’s outlook.

•

Russia’s military operation in Ukraine has disrupted global
commodity markets, leading to heightened inflation resulting in lower
GDP growth, particularly in Europe.

•

•

The enormous amount of tightening that is underway works with a
lag; while helping alleviate inflationary pressures, so too will it
exacerbate an economic slowdown. Bond yields have already risen
preemptively ahead of Fed tightening; the delicate balance between
ideal inflation and ideal growth is likely to determine the future trend
in interest rates and fixed income returns.

The economic impact of COVID has declined but new waves are still
a risk to growth for the remainder of 2022.

•

U.S. midterm elections will be contentious and hinge on economic,
climate and social issues. The outcome will be difficult to handicap
and will contribute to market volatility.

•

Our take: For the first time in decades high inflation, rising rates, war
in Europe, and slow growth are all happening at the same time;
therefore, we are maintaining a cautious portfolio posture as we
navigate through uncertainty and monitor ongoing developments.

•

Our take: Relative to our fixed income benchmark, we maintain a
defensive posture of increased credit quality, modestly lower relative
duration, and a barbell in the short and long parts of the curve.
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