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Two major shocks dominated the first quarter of the 2022 narrative: the sharp hawkish turn of the Federal 
Reserve (Fed), increasing the risk of a recession, and the war between Russia and Ukraine, fueling an already 
runaway inflation. The equity markets experienced very high volatility as some market segments fell into bear 
market territory while others benefited from uncertainty. 

 The small companies of the Russell 2000 Index lost 7.5%, while the larger ones of the Russell 1000 Index lost 
only 5.1%. During the quarter, value beat growth as the Russell 3000 Value Index lost only 0.9%, while Russell 
3000 Growth Index lost 9.3%. Only two sectors finished in positive territory: energy (+39.1%) and utilities 
(+4.8%). The communication sector was the laggard losing 11.3%.

After hitting an all-time high on January 4, the stock market had its most significant drop in two years. From 
their respective 52-week highs, the Russell 3000 Index, a broad measure of the stock market, dropped by 
13.3% and fell into a market correction. The tech-heavy NASDAQ Index lost 20.5% and fell into bear market 
territory. However, a decreased fear of a broader war in Europe and a clearer Federal Reserve tightening path 
buoyed the market in the last two weeks of the quarter.

In the bond market, the biggest headline of the quarter was the steep rise in the bond yields, causing 
a historical bond market selloff (bond prices and yields move in opposite directions). Rising inflation, 
acceleration in monetary policy normalization, and recent hawkish statements by Fed officials contributed 
to the selloff. The 10-year Treasury went from a yield of 1.52% on December 31, 2021 to 2.32% on March 31, 
2022, a 53% increase, sending almost all bond market sectors down. The Bloomberg US Aggregate Bond 
Index, a broad-based measure of the bond market, lost 5.9%.

We identified the following as the main questions that dominated the market at the beginning of the year: 
will COVID-19 go from pandemic to endemic, is inflation transitory or systemic, and will the Federal Reserve 
change from dovish to hawkish?

COVID-19
New COVID-19 cases and hospitalizations in the United States are still declining even though some states are 
reporting new BA.2 sub-variant cases in the last few weeks. However, some of our major trading partners are 
experiencing a new wave.
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fiscal packages (responses to the COVID-19 
pandemic), the 2020 CARES Act and the 2021 
American Rescue Plan Act, contributed significantly 
to greater consumer demand. 

Consumers hunkering down during the pandemic 
bought tremendous amounts of goods while service 
demand was lacking due to mobility restrictions. 
This above-normal demand for goods contributed to 
higher prices. In fact, the majority of the increase in 
the Consumer Price Index since March of last year is 
due to inflation in goods, albeit services prices have 
increased, but at a lesser pace.  

Consumer excess savings from the pandemic 
lockdowns and the generous fiscal benefits from 
Uncle Sam are drying up, especially for the lower-
income cohort. We anticipate a moderation in 
consumer spending and a substantial wallet 
shift from spending on goods to services as 
COVID-19 cases ease and economic normalization 
materializes.

The single most significant component of CPI is 
shelter prices (both rents and the owner’s equivalent 
rent). According to S&P Schiller data, housing 
prices have gone up 20% over a year ago. Rents are 
increasing fast and the inflation in owner’s equivalent 
rent is at a 20-year high and rising. Overall, we 
anticipate rent and housing to continue rising due 
to increasing housing costs and anticipated low 
vacancy rates at rental properties in the 
months ahead. 

The Fed’s favorite inflation indicator, the Core 
Personal Consumption Expenditures Price Index, had 
already risen by an annual rate of 6.4% in March, a 
level not seen since 1982. 
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Inflation
Fueled by supply chain bottlenecks, high stimulus-
induced consumer demand for goods, high shelter 
prices, wage growth, and rising energy prices, the 
Consumer Price Index (CPI) surged 7.9% year-over-
year, a level not seen since 1982. 

The gasoline prices have climbed 48% since this time 
last year. It also marked the seventh straight month 
of inflation above 5% annually. Around 80% of the CPI 
components are above their five-year averages. 

Inflation was first attributed to easy comparisons 
from the pandemic lockdown months of 2020. 
Then, it was ascribed to transitory factors induced 
by the reopening of the economy, such as supply 
chain bottlenecks and labor shortages, which were 
supposed to work themselves out by the end of 2021. 

It turns out these factors were more permanent 
than the Federal Reserve and the prevailing market 
consensus anticipated. Inflation is now more broad-
based and is affecting every economic sector. 

Supply chain disruptions continue to significantly 
contribute to inflation as the world economy recovers 
from the COVID-19 pandemic. The war in Ukraine 
exacerbated the bottlenecks, especially on the 
commodities side. The NY Fed Global Supply Chain 
Pressure Index, which measures transportation 
costs and manufacturing congestion, shows supply 
chains are easing, but pressure remains high. The 
war in Ukraine and the COVID-19 induced lockdowns 
in major manufacturing hubs in China may keep the 
pressure high in the second quarter. 

In addition, both supply and demand factors have 
driven the current inflation surge. The two significant 



The labor shortage is a significant hurdle for the 
recovery and an essential driver of inflation. The 
persistent labor shortage increases the risk of a 
wage spiral where rising wages increase workers’ 
income and hence raise consumer demand, which 
causes companies to increase prices and lead 
workers to ask for even higher wages. The average 
hourly wage increased by 5.6% year-over-year, about 
twice the historical average, raising the specter of a 
wage spiral not seen since the ‘70s.

The risk of a wage spiral is real but is not likely 
to happen unless we start seeing wage growth 
significantly above the broader measures of inflation.

Further, the unemployment rate is at 3.6%, near 
record-low, but the economy has 11.3 million jobs 
to fill. In fact, U.S. labor force participation (people 
who are working or seeking work, divided by the total 
civilian working-age population) during this recovery 
for all age groups are still below pre-pandemic levels. 
This is especially the case for workers over 55 -years 
old. The “great resignation” continues as 4.4 million 
people quit their job in February. 

There are many reasons for these developments 
in the labor market, including COVID-19 fears, early 
retirement buoyed by near record-high stocks and 
house prices, childcare availability and affordability, 
generous unemployment benefits early on, and self-
employment.

With COVID-19 trends improving and consumer 
savings drying up, labor participation should pick up 
in the months ahead, which would be favorable for 
growth and help keep a lid on wage growth and hence, 
labor costs and labor inflation.

The oil market is global. The loss of any supply 
anywhere affects oil prices everywhere. The Russia-
Ukraine war exacerbated an already tight upstream 
oil market. Russia provides almost 10% of the world’s 
energy and supplies 35% of European natural gas 
consumption. Inventories for crude oil and petroleum 
products are very tight worldwide. The Organization of 
Economic Co-operation and Development (OECD) just 
reported  inventories are below their average 5-year 
lows for this time of the year.
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The Fed
The two Federal Reserve mandates are promoting 
maximum employment and ensuring price stability. 
The Fed is walking on a tightrope, trying to reign in 
high inflation without triggering a recession. They 
chose to prioritize price stability (fighting inflation) 
over economic growth (employment). 

The Bureau of Labor Statistics reports the 
unemployment rate is historically low at 3.6%, which 
some would consider full employment. Fed Chairman 
Powell has said there are 1.7 available jobs for every 
person looking for employment. One final number 
worth examining is the U.S. jobless claims. It recently 
sat at a 50-year low, what some have called a 
sizzling economy. 

With the economy in a strong position and the 
unemployment rate at a very low level, it is now time 
for the Fed to focus on the recent runaway 
in inflation.

The Fed has several tools to fight inflation. The most 
often used and widely known is the Fed Funds Rate. 
Lowering rates tend to promote economic activity 
while raising rates is often a restraint. During the last 
quarter, the Federal Reserve stopped buying fixed 
income securities (tapering) and voted to kick off a 
cycle of interest rate hikes to tame inflation. At their 
March 16, 2022 meeting, the Fed decided to increase 
rates by 25 basis points or 0.25%. 

They made this change, but they also indicated a 
likelihood they would raise rates again in the future. 
Their widely followed Dot Plot chart suggests the Fed 
will raise rates another six times in 2022 and four 
more in 2023. 

Market participants were concerned the Fed policy’s 
tightening too fast and too much may create 
stagflation – economic stagnation and high inflation. 

The million-dollar question for the remainder of the 
year will be: Can the Fed steadily raise rates without 
significantly slowing down the economy? 

As of now, the Fed believes they can.  

This is especially true for one of the most critical oil 
byproducts: diesel. From school buses to tractors 
and combines on farms to trucking companies to 
manufacturers, diesel is the workhorse of the global 
economy, and its price is skyrocketing to more 
than $5.00 per gallon in the U.S. and $9.00 (dollar 
equivalent) in Germany.

As the countries start to learn to live with COVID-19, 
oil demand is soaring to pre-pandemic levels. Supply 
is limited as OPEC producers are only slowly adding 
capacity to control the market. At the same time, 
shareholders of the U.S. domestic producers have 
pressured them in recent years to pay dividends 
and initiate buybacks instead of using cash flow for 
capital expenditures to produce more oil. Therefore, 
this imbalance of high demand and low supply is 
likely to keep energy prices up.

Our current assessment is the oil supply will continue 
to be limited into the second half of the year. Hence, 
prices at the pump for the U.S. consumer will 
continue to be elevated.

Another area fueling inflation is food prices. 
Agriculture commodities prices, especially Wheat and 
Corn, are rising amid supply disruptions due to the 
Russian-Ukraine war. Russia and Ukraine are major 
wheat, corn, and vegetable oil exporters. Russia is the 
world’s largest exporter of fertilizers and prices are 
skyrocketing, which may usher in a global food crisis.

Russia and Ukraine are the global production leaders 
of rare metals like neon, used in manufacturing 
semiconductor chips, palladium in catalytic 
converters, titanium in airplanes, and nickel in 
batteries. Ukraine alone accounts for 70% of the 
global neon supply. 

In sum, we believe inflation will be higher in the 
second quarter, but will come down from high to still-
elevated levels by the end of the year as bottlenecks 
ease, consumer demand slows down, and a potential 
peace deal eases the skyrocketing 
commodities prices.



A secondary tool and one that is used less frequently 
is the level of assets held by the Federal Reserve, 
also known as their balance sheet. During the earlier 
stages of the COVID-19 shutdown, the Fed bought 
a massive amount of Treasury notes, bonds, and 
mortgage-backed agency securities. This buying, also 
called Quantitative Easing (QE), was a quick way to 
add liquidity to the financial markets, allowing banks 
to borrow and lend more freely. 

As we have emerged from the shadows of COVID-19, 
the Fed is now discussing letting many of those 
bonds on their balance sheet mature, which would 
drain cash from the financial markets. This is just the 
opposite of Quantitative Easing. 

The plan for Quantitative Tightening is to decrease 
the balance sheet by just under $100 billion per 
month, likely beginning in May. This will come 
in the form of allowing Treasury and mortgage-
backed notes to roll off in $60 billion and $35 billion, 
respectively. 

This means other investors will have to step up to 
buy the government’s surging debt, leading to higher 
interest rates. So the Fed is, in fact, tightening credit, 
which could be just as, if not more, significant in the 
fight against inflation. The last time the Fed tried 
such a grand experiment, the results were not stellar. 
Perhaps things will go better this time around, as 
banks are flush with liquidity with over $5 trillion 
in reserves.

The Fed is indeed in a difficult spot, trying to engineer 
a ‘soft landing.’ In the short term, the most significant 
risk to the Fed is not paying enough attention to 
inflation and therefore losing the confidence of the 
investing community. Longer-term, the risks shift to 
moving too far and too fast and potentially pushing 
the economy into a recession.
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The labor market has been promising thus far in 2022 
as job growth picks up compared to the prior year. 
More people finding high-paying jobs should provide 
support in the summer months. Through February, 
job openings have hit historic highs. The latest 
readings show over 11.3 million jobs openings in the 
U.S. labor market. In fact, we now see nearly just over 
5 million more job openings than those unemployed. 
Companies might need to look towards automation 
to improve productivity unless we see labor market 
participation back to pre-pandemic levels.

Another area that has proven to be resilient is the 
manufacturing sector. One of the broader economic 
measures, Industrial Production, has steadily 
recovered since and is now above its pre-pandemic 
level. Industrial Production has grown over 7% over 
the past year and is up in 9 out of the last 12 months.

Early Warnings For Weaker Growth
As noted earlier, we are beginning to see some early 
warning signals that indicate we are further along 
within the business cycle. Commodity prices are 
soaring, and inflation is running much hotter than just 
six months ago. Some areas such as agriculture and 
energy have gone parabolic in part due to the conflict 
between Russia and Ukraine. However, before the 
invasion, oil was already rising steadily and nearing 
$90/barrel.

Higher prices at the pump and across nearly all 
economic segments have contributed to decade-low 
levels in consumer sentiment. 

Business Cycle
Based on recent data, we still believe the U.S. is in 
the mid-cycle phase of the business cycle. Peak 
economy growth is behind us, but we still see 
moderate growth through the remainder of the year. A 
similar picture emerges with earnings, which appear 
to have peaked last year, but again we still see growth 
but only at a slower pace.

Several indicators we follow suggest mid-cycle 
growth should continue in the months ahead. 
We often look to these various components and 
segments of the economy to aid us in our portfolio 
asset allocation. Our economic outlook and the 
positioning of the economy within the business cycle 
drive our sector allocation.

Currently, several indicators such as retail sales, 
manufacturing, loan growth, and the labor market 
suggest 2022 should remain strong.

One major area driving the economy is the retail 
sector. The sector is a significant component of 
the U.S. economy, has been robust, and continues 
to grow. The consumer balance sheet is strong, 
and despite the rise in prices, we have not seen 
a significant decline in sales. For most of the 
pandemic, we have seen consumers spend on goods 
while services such as travel and hotels were limited 
because of COVID-19 restrictions.

In the next couple of quarters, we expect this to 
shift and hope to see growth in the services area 
outpacing the growth in goods. However, if we see 
the consumer begin to pull back spending due to 
higher costs, this could shift our view longer-term.



The Conference Board and the University of Michigan 
survey numbers have both remained surprisingly 
low during the recovery. Expectations for higher 
prices over the coming months continue to weigh on 
sentiment. If the tide does not turn for consumers, 
we could see the consumer ultimately give up and 
demand fade resulting in lower growth. Furthermore, 
geopolitical risk and the conflict between Russia and 
Ukraine have added to the consumers’ concerns.

As the Federal Reserve embarks on raising interest 
rates for the first time in three years and looks to 
reduce the assets on its balance sheet, some are 
concerned the tightening could slow the economy. 
Various yield curves are inverting across the 
spectrum and this has some worried. Why is this 
a concern? Historically, inversions often signal a 
slowdown or recession is around the corner. Over the 
years economist and market analysts have focused 
on the spread between the 10-Year U.S. Treasury 
note and the 2-Year U.S. Treasury note. In fact, the 
inverted yield curve has signaled six out of seven 
recessions since 1978. However, there is good news 
for investors as history shows it can still be many 
months or even a year before the recession begins 
and the stock market peaks.

As the spread between long and short-term interest 
rates declines, concerns surrounding lower growth in 
the future are on the rise. Some are worried the Fed 
is behind the curve and will need to increase rates 
faster than many expect.

Investor Risk Appetite
At the beginning of 2022, the equity market hit a new 
all-time high. The Fed minutes at the beginning of 
January were an inflection point for the market. This 
kicked off a major style rotation from growth to value 
as sectors such as Information Technology suffered 
and Financials outperformed on a relative basis. 

Investors began the year very optimistic about 
another strong year. However, stubbornly high 
inflation data sparked a selloff, which weighed on 
investor sentiment as the Fed pivoted and recently 
announced it would soon embark on an aggressive 
tightening path. 

Unfortunately, the Russia-Ukraine war added fuel 
to the fire, and investor sentiment weakened even 
further. Additionally, we saw a significant shift in 
surveys such as Investor Intelligence. 

However, history shows us that when investor 
sentiment is very bearish and technical indicators 
are flashing oversold conditions, the odds for a relief 
rally are high. Indeed, this is what materialized in the 
last few weeks of March. The rally was swift, and our 
sentiment and technical indicators moved to neutral 
just as fast.

Earnings
Earnings have been robust throughout 2021. In fact, 
for the calendar year 2021, earnings grew over 48% 
as easy comparisons and a better economy, roaring 
back from the depth of the lockdowns in 2020, 
boosted both the top and bottom lines. Margins 
hold their ground in the face of higher raw materials, 
transportation, and labor costs. 

Looking ahead, companies and analysts are more 
pessimistic about the 2022 1st quarter compared 
to their earnings estimates revisions and earnings 
outlooks. As a result, expected earnings are lower 
today than at the start of 2022. As of the time of 
writing, FactSet reports the S&P 500 companies are 
expected to post around 4.7% year-over-year earnings 
growth in the first quarter. For calendar 2022, the 
expectations are approximately 9.4% earnings growth 
and 10.7% revenue growth, which is still above-
average growth. 

Analysts have been revising Q1 estimates down 
but revising them up for the remaining quarters of 
2022. Inflation, supply chains, the spillovers of the 
Ukraine war will lower earnings growth. However, we 
still believe earnings will be above average this year, 
which should support the stock market. Companies 
that can protect their margins by passing costs on 
should outperform significantly in the 
months ahead.
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The steepest part of the yield curve is now at the 
2-year level.  Putting any extra cash to work at this 
maturity where yields have recently touched 2.45% 
may make sense.  This presents a decent pick-up in 
yield over money market funds and would not exhibit 
much price movement if rates were to move higher.

Interest rates are going up; the Fed has told us as 
much.  However, it would be prudent for investors to 
remember  the Fed can only control very short-term 
rates.  Longer-dated securities may follow the Fed’s 
lead or move in a very different direction.  It is also 
worth noting the longer the bond, the more the price 
sensitivity when rates change. 

For these reasons, it makes sense to remain on 
the short end of the curve.  As shorter-term notes 
mature, as rates increase, they can be reinvested with 
a higher yield to maturity, providing a higher 
total return.  
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Fixed Income Due to the potential for higher rates, we continue to 
like floating rate securities.  As the Fed pushes rates 
higher, these notes typically do not change in price; 
however, they would bring in additional 
coupon income.  

It is important to heed that we are no longer in the 
early stages of post-COVID recovery.  In fact, we may 
have already reached peak economic growth.  While 
looking at lower-quality bonds in the early recovery 
made sense, a shift to higher quality bonds may now 
be warranted.

As economic growth slows, the spread between 
treasury and corporate bonds has widened as 
investors look to ‘safety.’  

While the Federal Reserve, the central bank of the 
United States, is engaged in an effort to slow down 
inflation by raising rates, it is important to note 
that countries like Japan and China are doing the 
opposite.  In fact, they are both trying to stimulate 
their respective economies by keeping rates low.   To 
many foreign investors, yields on U.S. Treasury notes 
and bonds look very attractive and are safe from 
default.  This may, in fact, keep a lid on yields in the 
U.S. and prevent bond prices from falling further.



Conclusion
The year began with expectations of strong economic growth, led by a strong consumer, and a re-opening of 
the economy. Despite some setbacks and early warning signals in the first quarter of the year, we still feel we 
are on track for a strong 2022. 

The consumer remains solid and a growing labor market should provide a nice tailwind to help 
aid the economy.

Despite the headwinds mentioned above, especially inflation and its impact on the people who have a high 
propensity to consume, we believe the U.S. economic fundamentals remain sound with healthy consumer and 
corporate sectors. In addition, the positive earnings news from corporations and a strong labor market will 
help mitigate the impact of these issues. A higher stock market concentration and elevated valuations are a 
concern. We continue to favor quality companies with strong balance sheets and favorable pricing power.
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For Investors:

Slowing Economic Growth
 ― Consumer balance sheets are strong
 ― Labor market growth is a strong tailwind
 ― Demand for services should increase
 ― Monetary Policy becoming more restrictive
 ― Consumer Confidence remains low
 ― Inflation concerns still abound

Stocks
 ― Earnings expected to grow about long-term averages in 2022
 ― Expectations for revenue growth are on the rise and also above average
 ― Large Cap stocks are preferred over Small Caps
 ― Look to trim cyclicals and move to more defensive sectors
 ― Favor strong balance sheets companies with pricing power
 ― Favor companies rewarding shareholders with buybacks and dividends

Bonds
 ― Shorter duration bonds are preferred over long duration bonds
 ― Investors should look to floating rate bonds as the Fed raises rates
 ― High quality bonds in the corporate sector are favored
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Definitions
Large Cap:  are defined as the group that account for the top 70% of the total market capitalization of the U.S. equity market.

Small Cap:  are defined as the group that account for the bottom 10% of the total market capitalization of the U.S. equity market.

Growth Stock: A growth stock is any share in a company that is anticipated to grow at a rate significantly above the average growth for the market and have 
typically higher valuation multiples than the market. 

Value Stock:  is a stock with a price that appears low relative to the company’s financial performance, as measured by such fundamentals as the company’s 
revenue, dividends, yield, earnings and profit margins.

Consumer Price Index (CPI): Measures the average change in prices over time that consumers pay for a basket of goods and services. 

Agency Mortgage-Backed securities: mortgage bonds which have underlying mortgages backed by Fannie Mae, Freddie Mac and Ginnie Mae.

10-year U.S. Treasury Yield: used as a proxy for mortgage rates. It’s also seen as a sign of investor sentiment about the economy.

*Russell 1000 Index: The Russell 1000® Index measures the performance of the large-cap segment of the U.S. equity universe. It is a subset of the Russell 3000® 
Index and includes approximately 1,000 of the largest securities based on a combination of their market cap and current index membership. The Russell 1000® 
represents approximately 92% of the U.S. market.

*Russell 2000® Index: measures the performance of the small-cap segment of the U.S. equity universe. The Russell 2000® Index is a subset of the Russell 3000® 
Index representing approximately 10% of the total market capitalization of that index. It includes approximately 2,000 of the smallest securities based on a 
combination of their market cap and current index membership.

*Russell 3000 Index: The Russell 3000® Index measures the performance of the largest 3,000 US companies representing approximately 98% of the investable 
US equity market.

*Russell 1000 Growth Index:  measures the performance of the large- cap growth segment of the US equity universe. It includes those Russell 1000® companies 
with higher price-to-book ratios and higher forecasted growth values.

*Russell 2000 Value Index:  measures the performance of small-cap value segment of the U.S. equity universe. It includes those Russell 2000 companies with 
lower price-to-book ratios and lower forecasted growth values.

*S&P 500 Index: S&P (Standard & Poor’s) 500 Index: a market-capitalization-weighted index of the 500 largest U.S. publicly traded companies. 

*The Bloomberg Barclays U.S. Aggregate Bond Index: a broad base, market capitalization-weighted bond market index representing intermediate term investment 
grade bonds traded in the United States.

*NASDAQ: a global electronic marketplace for buying and selling securities on a computerized, speedy, and transparent system.

*Indexes are not managed. One cannot invest directly in an index. 


