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INVESTMENT REVIEW

Market Review and Outlook
By Ross Miller, CFA, CAIA

Volatility, hikes, and bear markets
(oh my!) defined the second quarter as volatility remained elevated, the Federal Reserve hiked interest rates 1.25% and U.S. equity
markets entered bear market territory.

Good economic news was bad news for markets during
the second quarter as signs of continued economic
strength led to investor concerns that the Federal
Reserve (Fed) would have to hike interest rates faster
than expected. Economic strength, signs of stubbornly
high and somewhat sticky inflation, and higher expected
interest rates helped push U.S. markets into a bear
market by the end of the second quarter. The S&P 500
Index fell 16.1% and the Russell 2000, an index of
smaller-cap companies, fell 17.2% bringing year-to-date
returns to -20% and -23%, respectively.
As U.S. markets hit bear market territory, international
equity markets were able to outperform, a reversal from
the first quarter. Developed markets, proxied by the
MSCI EAFE Index, fell 14.3% and the MSCI Emerging
Markets Index fell 11.4%. “No place to hide” remained
true in the second quarter as fixed income returns were
negative amid increased expectations for higher rates
with Municipal bonds falling 2.9%, Treasury bonds falling
3.8% and high yield bonds down 9%.
As the first quarter saw a resurgence of volatility, the
second quarter was no different. Through the first half of
2022, there have been 63 +/- 1% moves. Outside of
2020, where there were 109 +/- 1% moves, 2022’s first
half total almost exceeds the annual totals from 2014-

2019. Elevated uncertainty is going to remain with
markets for the duration of the year as the Fed attempts
a “soft landing,” taming inflation with higher rates and
tighter policy without causing a recession.
Unfortunately, much of the inflation has been caused by
commodity and supply-chain issues, which may only be
solved by a slowing global economy.
Financial conditions have started to tighten with the Fed
hiking rates three times to a 1.5% - 1.75% range. As
mentioned last quarter, the froth in the investment
environment has been pared from speculative parts of
the market, and now the macro environment has started
to do so as well. Consumer confidence has weakened,
the housing market is starting to slow, and inflation is
starting to take its toll on spending. Financial conditions
will not be easing any time soon with headline inflation
running at 8.6%, and likely to remain elevated
throughout 2022. In our opinion, the Fed remains behind
-the-curve and needs to restore its credibility by taming
inflation and subsequently, slowing the economy.
Investor expectations are for 2022 peak interest rates of
3.25% and there is optimism that the U.S. can have a soft
landing (i.e. no recession). While current economic data
signals a slowing but resilient economy, monetary policy
Continued next page ...
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Note: Returns are in %; returns greater than 1 year are annualized. Source: Bloomberg
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By Ross Miller, CFA, CAIA

As we approach the second quarter earnings season, it
will be prudent to hear what management teams are
saying. Companies have held a pricing power advantage
as consumers were aided by fiscal support and
significant wealth improvement from torrid market
returns into 2022. According to FactSet, the estimated
earnings growth for 2022 is 10.2%, which is an
achievable but lofty expectation in a slowing economy
and one where management teams are issuing more
negative than positive guidance. Earnings season will be
a litmus test of whether pricing power is holding up and
the economy is as resilient as the data shows.
Elevated uncertainty will define the second half of 2022
as the U.S. and other nations are in a somewhat
precarious situation. After just recovering from a
pandemic induced recession, countries need to slow
their economic growth to tame rampant inflation.
Unfortunately, some of these issues, like foreign supply
chain problems and energy costs (spurred by Russia’s
horrific invasion of Ukraine) are mostly out of their
control. Globally, central banks have pivoted from
massive quantitative easing to tightening policy that
has to slow economic growth and hopefully, inflation. A
risk of central bank policy mistakes is high and with it is
the risk of that mistake reverberating globally.

signaling a slowing, over the course of the year. We are
positioned in areas that benefit from rising rates that
are more value and defensive oriented, such as the
Financial and Utility sectors along with a bias toward
larger-cap and higher quality names. We remain
underweight international equities given the strength
of the U.S. dollar, higher fuel costs and a weaker global
trade environment, which impacts Europe more heavily
than the U.S. We have also raised cash during market
rallies to be ready for additional opportunities should
markets drop further. While there is more downside
than upside risks to the current macro and market

environments, we are not bears. As markets reset to
reflect current fundamentals, we must withstand some
unfortunate pain before we can recover. We are
optimistic that once the storm clouds begin to clear in
the latter part of 2022, there are brighter skies ahead
and remain steadfast in being patient and opportunistic
throughout the storm.

Expect Continued Elevated Volatility

Return (%)

acts with a lag and there is some evidence that we
could already be in a recession. Thus, a dilemma for the
Fed is fast approaching: hike rates to tame inflation and
take on recession risk or slow hikes to stabilize the
economy. Currently it looks like the Fed is favoring the
former choice.

Even with the negative risks, there are pockets of
opportunity. We know that higher rates are ahead and
expect this to slowly tame inflation, with signs already
Source: Bloomberg
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U.S. Equities
Highlights

by James Talalas

Every Index Enters Bear Market Territory as Inflation
Rages On
•

•

U.S. equity markets struggled with rising interest
rates, inflation, and a bevy of other macroeconomic
issues in the second quarter. The S&P 500 closed out
the first half of the year down 20%, the worst start to
a year since 1970 and officially leaving the index in a
bear market.
All eyes remain on the Fed going into the third
quarter of 2022 as they continue their attempt to
engineer a “soft landing” for the economy. Chairman
Powell announced a historic 75 basis point raise to
the Fed Funds rate in June following the
announcement of yet another multi-year high
inflation number of 8.6%. The Fed faces a difficult
road ahead as they continue to try to raise rates
quickly enough to quell inflation without crippling a

QTD vs YTD

•

•

Monetary policy is not the only place where the fear
of a misstep is high, however. The Biden
administration, now coming up on midterm
elections, must make some challenging decisions to
avoid losing seats. With consumer confidence at an
all-time low, inflation at a 40 year high, and war
raging overseas, the President must make watershed
decisions to maintain a growing economy without
exacerbating inflation or angering voters on key
issues such as student loans, foreign policy, and
surging gas prices.
There was no haven from market volatility in the
second quarter, with every major sector in the red.
The Consumer Discretionary, Communication
Services and Information Technology sectors were

the poorest performing, returning a respective 26.2%, -20.7%, and -20.2% as stocks with lofty
multiples were hammered while investors searched
for quality. Year to date only one sector, Energy,
remains positive due to continued supply constraints;
its 32.8% return remains the only positive YTD return
amongst U.S. sectors.
•

The quarter was a brutal one across equity style
biases, with value outperforming growth across the
capitalization spectrum. Growth stocks ended the
quarter down -20.8%, as valuations contracted
thanks to rising interest rates. Value stocks, which
were down -11.3%, outperformed thanks to much
lower interest rate sensitivity, yet still struggled due
to other macroeconomic issues such as supply chain
constraints and geopolitical conflict.

S&P 500 Growth vs Federal Funds Rate

Return (%)

Sector Returns

currently resilient U.S. economy, still seeing record
unemployment and housing purchases.

Source: Bloomberg
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International Equities
by James Talalas

Developed Markets Struggle Against Inflation and their
Own Sanctions
•

•

International markets continued their downward
plunge in the second quarter as developed nations
struggled to balance levying sanctions on Russia
while stabilizing their reeling economies.
The Eurozone’s Stoxx 50 index declined by -14.3% in
the second quarter as the EU continues to be
whipsawed by rising inflation and cutting ties with
Russian energy. CPI reports came in at 8.6% in June,
matching the disconcerting inflation levels seen in
the U.S. and forcing the European Central Bank into
action. In hopes of combating this challenge, ECB
president Christine Lagarde has finally announced
her intention of raising interest rates by a quarter
point, marking a watershed moment for the
European Union, which has had its rates set in
negative territory since 2014.

Return (%)

Sector Returns

Source: Bloomberg
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•

QTD vs YTD

•

The United Kingdom faces a similar pairing of
financial conditions as the U.S., having both a 50 year
low unemployment rate of 3.8% and stubbornly high
inflation of 6.0%. Markets declined by 10.8% in the
second quarter as the Bank of England continued its
series of quarter point rate hikes in its attempt to
quell rising inflation. The U.K. faces additional
uncertainty going into the second half of the year
following the announcement of Prime Minister Boris
Johnson’s resignation of office, leaving a lack of
leadership at a precarious time.

to pull back its continued stimulus as its core inflation
rate remains at 0.8%. Prime minister Fumio Kishida
has a long road ahead of him as he continues his
attempt to restore healthy economic growth to a
country that has not seen it in over two years.
•

Japanese markets declined 14.9% in the second
quarter while the country struggled with its own
unique swath of economic issues. While Japan’s
inflation rate is what would normally be considered a
healthy 2.1%, that number is solely due to the war in
Ukraine. Unlike other nations, Japan continues to
have difficulty stimulating its economy and is unlikely

Country Returns

Every major sector posted negative returns in the
second quarter, with Energy (-4.5%) continuing to be
the year’s strongest performing sector. Technology
was the worst performing sector, returning -22.6% as
companies with lofty valuation multiples contracted
with rising inflation and interest rates. Growth stocks
continued to be outpaced by value stocks across the
valuation spectrum, with small cap value (-15.2%)
beating out small cap growth (-19.7%) and large cap
value (-11.5%) outpacing large cap growth (-15.1%).

QTD vs YTD

Return (%)

Highlights

Source: Bloomberg
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Emerging Market Equities
by James Talalas

Emerging Markets Struggle with Geopolitical Conflict
and Rising Inflation
•

The MSCI Emerging Markets Index was down -11.4%
in the second quarter, following the poor
performance across equity markets, but remaining
slightly more resilient than U.S. and International
markets.

•

Emerging Markets displayed similar style trends to
the rest of the world as the MSCI EM Growth index
underperformed the MSCI EM Value Index, returning
a respective -12.0% and -10.8% while investors fled
to safer, quality stocks during the recent market
turbulence. Seeing a similar flight to quality were the
defensive Energy (-5.7%) and Utilities (-4.4%) sectors,
which outperformed while the Technology sector,
down 20.9%, continued to see its multiples compress
as discount rates increased.

•

China’s equity market finished the second quarter up

Return (%)

Sector Returns

* Emerging Markets. Source: Bloomberg
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QTD vs YTD

3.5%, one of a select few countries that managed to
achieve positive returns in the second quarter.
Positive market performance however is not
indicative of strong underlying growth, with quite a
lot of stress continuing to be placed on the Chinese
economy as Beijing remains unwavering in upholding
its austere zero-COVID policy. While the Chinese
government has started employing fiscal and
monetary stimulus to prop up their economy,
lockdowns, recent authoritarian crackdowns on many
of their largest companies, and real estate market
weakness make it hard to see a positive near term
outlook.
•

finally moving into single digits, a staggering 11.9%
inflation rate remains the elephant in the room as
the economy tries to get back on track. Brazil has
many challenges to overcome in the second half of
the year as elevated inflation and an upcoming tense
Presidential election make for a less than ideal macro
and political environment.
•

Brazilian markets declined a staggering 25.2% in the
second quarter, yet still managed to stay positive YTD
(up 0.6%) as its central bank continued its hawkish
rate hikes to combat runaway inflation, raising its
benchmark rate to 13.25%. Despite this sequence of
interest rate hikes and Brazil’s unemployment rate

Country Returns

India’s NIFTY 50 index declined by 12.6% as the
nation felt the impact of geopolitical turmoil on its
climbing inflation rate. The world’s second largest
population was one of the hardest hit by the
pandemic and has seen a resurgence of demand as
restrictions have lifted. Unfortunately, as with many
central banks worldwide, the Reserve Bank of India
finds itself in a perilous predicament, needing to raise
rates and hamper growth while its economy roars
back to life as the threat of the COVID pandemic
wanes.

QTD vs YTD

Return (%)

Highlights

Source: Bloomberg
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Fixed Income
Highlights

by Ross Miller, CFA, CAIA

“Curve Panic”

record $5.6 billion pulled from mutual funds in one
week! However, municipal bonds outperformed the
Treasury market with a -2.9% return. Municipal yields
lag Treasury market moves but have some technical
and fundamental benefits that are beginning to make
them more appealing to other fixed income assets.
Municipals have a tax-equivalent yield of 3.99%, (a
level not seen since 2018), strong fundamentals and
a summer effect of significant cash payments being
paid out with very limited supply.

Global fixed income markets are starting to struggle as
expectations of hawkish central bank policy and higher
rates clash with economic concerns.
•

•

Treasury yields moved higher during the second
quarter, but their rise abated at the end of June as
recessionary concerns began to take hold. The frontend of the Treasury curve rose the most as Federal
Reserve (Fed) rate hike expectations continued to be
priced in. However, the increase in Treasury yields
was at a slower pace than the first quarter helping to
contain the weakness in returns in the second
quarter. The Treasury market is likely to see a tug-ofwar in the coming quarters as the Fed looks to hike
rates to fight inflation, which supports higher yields
while investors fret about recessionary concerns,
which support lower yields.
The municipal bond market continued to see rising
yields, influenced by sustained outflows including a

High Yield Municipals:

•

High-yield municipal bonds underperformed Treasury
and Municipal bonds with a -5.6% return in the
second quarter. High-yield municipals benefit from a
higher tax-equivalent yield (8.2%), another level not
seen since 2018, and a relatively strong economy.
However, higher rates and economic concerns have
weighed on risk taking in not only equities but fixed
income. Despite high-yield municipals being
traditionally less rate sensitive, they have struggled

Still Below Long-Term Average

with concerns of a slowing economy and the overall
withdrawal of cash from the municipal fixed income
market.
•

High-yield corporate bonds were one of the worst
performing fixed income asset classes in the second
quarter with a -9.8% return. High-yield corporate
bond yields have finally risen over their long-term
average of 8% with an 8.9% yield at the end of the
second quarter. High-yield corporate bonds have
outperformed in rate hiking cycles previously but
slowing economic growth, the inability to refinance
at competitive rates and less risk taking across assets
will weigh on the asset class. High-yield corporate
bond yields will be worth watching to see how much
economic concerns weigh on the asset class as the
last time we saw 10%+ bond yields was in 2008 and
2009.

Market High Yield Bond Yields

Source: Bloomberg
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Lower Than Previous Crisis's But For How Long?
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U.S. Economy
Highlights

by Michael R. Eisner, CFA

Cloudy with a Chance of Recession
•

•

The U.S. economy started the year on strong footing,
but larger than expected interest rate hikes by the
Federal Reserve (the “Fed”) have turned an
optimistic economic scenario into a pessimistic one.
Consumers, which make up about 65% - 70% of GDP,
remain flush with cash, have an excess of savings, are
fully employed and have low debt payments relative
to income. Unfortunately, inflation has also remained
high, putting a damper on real wages (-3% annualized
hourly wage growth) while pushing gasoline to record
highs.
Inflation remains the biggest problem for the
economy. May’s Consumer Price Index rose 8.6%
year over year, the third consecutive month inflation
has been above 8%. Energy is up 35% with gasoline
prices reaching a $5/gallon average for the first time
in history. Food prices increased 10% year over year
and remain extraordinarily high. Much of this has to

do with the war in Ukraine which has impacted both
food and energy exports to the rest of the world.
Until that conflict and other supply chain kinks can
get worked out, we expect inflation to remain
elevated.
•

•

Consumers, the biggest driver to the U.S. economy
continue to lose confidence that things will improve.
The University of Michigan Consumer Sentiment
index fell to an all-time low of 50 in June. Inflation as
well as prices at the pump and the supermarket are
casting a gloom on the country. Even with a 3.6%
unemployment rate and a plentiful job market, the
40-year high in inflation is hitting consumer
pocketbooks. These underlying issues are the real
drivers to the average person and this pessimism is
driving less activity, negatively impacting the
economy.
The Institute for Supply Management (ISM) reports
are already reflecting this slowing in the economy.

CPI and Core CPI

Although the most recent report came in at 53
(readings above 50 represent growth while those
below 50 represent a contraction), the New Order
reading was 49.2 and the Employment Index reading
contracted at 47.3 percent. The survey respondents
remain optimistic, but these weaker numbers reflect
slowing demand as well as supply chain issues.
•

In spite of all of the above, the Fed continues to take
aggressive action to slow inflation. Their inaction
during 2021 put them behind the curve, forcing them
to raise the Federal Funds rate in June by 0.75%, the
largest single increase since 1994. Policymakers now
expect the Fed Funds rate to be in the 3.25% - 3.5%
range by the end of 2022. The Fed initially hoped a
gradual approach to quantitative tightening could
produce a “soft landing,” where inflation is brought
under control without too much impact on the
economy. A very bumpy soft landing or even mild
recession might now be considered a success.

ISM Manufacturing PMI

Index

Source: J.P.Morgan Guide to the Markets, U.S. 3Q2022; BLS, FactSet, J.P. Morgan Asset Management. CPI used is CPI-U and values
shown are % change vs. one year ago. Core CPI is defined as CPI excluding food and energy prices. The Personal Consumption
Expenditure (PCE) deflator employs an evolving chain-weighted basket of consumer expenditures instead of the fixed-weight basket
used in CPI calculations. Guide to the Markets – U.S. Data are as of June 30, 2022.
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International Economy
Highlights

by Michael R. Eisner, CFA

International Economies Struggle Amidst High Inflation
and Energy Issues
•

European economies continue to face challenges, the
most urgent which may be high inflation driven by a
spike in energy prices. Europe’s reliance on Russian
energy is a clear impediment to any kind of economic
rebound as the region must balance its response to
the war in Ukraine with its lack of alternative energy
sources. The triple whammy of high inflation, lack of
energy sufficiency and Central Bank tightening will
weigh on the regions’ economies, putting the risk of
recession higher than that in the U.S. Election issues
have also added to the turmoil as France’s Emmanuel
Macron won the Presidency but lost his ruling
majority while Boris Johnson, the UK Prime Minister
was forced to resign given repeated scandals in his
administration.

•

The United Kingdom delivered an in line 0.8% GDP
growth in the first quarter of 2022, and remains 0.7%
above pre-pandemic levels. This pace will likely slow
or be negative in the second quarter as accelerating
inflation, supply chain issues, and interest rate hikes
weigh on the economy. Additional taxes and
increased energy prices may exacerbate these issues,
as well as the pound’s 10% drop against the dollar.
The Bank of England recently raised interest rates
0.25%, lower than many expected and adopted a less
aggressive stance on monetary policy than other
countries, reflecting a view the that economy may
have trouble growing.

•

Continued COVID related shut-downs have slowed
China’s growth and delayed expectations for a
rebound in economic activity. Additionally, the
amount of stimulus the government can provide

seems constrained due to underlying real estate
issues, which have plagued China for years. GDP
growth estimates in China have been revised lower
further, with current forecasts down in the mid-4%
range (almost half of lasty year’s 8.1% growth rate).
Geopolitical concerns remain high with Western
developed nations, which may pause on investing in
new business in China. With the Chinese government
continuing crackdowns on some of its most
successful companies, it remains to be seen whether
the entrepreneurial spirit that has lifted the Chinese
economy for so long is dashed.
•

strengthening dollar. With many countries debt
priced in dollars, debt servicing has become more
expensive and potentially shutting certain countries
out of the market. China’s on and off again shutdowns of its cities due to COVID restrictions have put
stress on many of these smaller countries’
economies, with supply chain issues causing food
prices to jump. The overall Emerging Markets
Composite Purchasing Managers Index is in
contraction territory as India and Brazil’s robust
economic activity is more than offset by China and
Russia’s contractionary environment.

Emerging market economies are also struggling as
they have been impacted by rising energy costs and a

Year-Over-Year Headline Inflation by Country/Region, Quarterly

Source: J.P.Morgan Guide to the Markets, U.S. 3Q2022; Bank of Mexico, DGBAS, Eurostat, FactSet, Federal Reserve, Goskomstat of Russia, IBGE, India Ministry of Statistics & Programme Implementation, Japan Ministry of Internal Affairs & Communications, Korean National Statistical Office,
Melbourne Institute, National Bureau of Statistics China, Statistics Canada, Statistics Indonesia, UK Office for National Statistics (ONS), J.P. Morgan Asset Management. Heatmap is based on quarterly averages, with the exception of the two most recent figures, which are single month readings.
Colors determined by percentiles of inflation values over the time period shown. Deep blue = lowest value, light blue = median, deep red = highest value. DM and EM represent developed markets and emerging markets, respectively. Guide to the Markets – U.S. Data are as of June 30, 2022.
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Commodities
Highlights

by Michael R. Eisner, CFA

Much of the commodities complex did an about face
during the second quarter as inflation fears from supply
chain disruptions gave way to recession fears due to
Central Bank rate hikes.
•

•

Commodities, which had been red hot during the first
quarter due to Russia’s invasion of Ukraine and tight
supply chains, collapsed (outside of energy) as
recession fears weighed on the market. The
Bloomberg Commodity Index lost 6% during the
quarter, though it remains up 18% this year.
Industrial metals as well as housing materials
suffered greatly, many sporting 15% - 30% losses. The
precious metals group also decreased with gold and
silver down 7% and 19%, respectively.

global economic situation. If financial conditions get
too tight, not only will inflation subside, but
economic growth might actually contract. Given that
many Central Banks had provided easy monetary
policy for so long, the medicine to normalize policy
became very aggressive. Many economists now put
the probability of recession between 30% - 50%,
when only three months ago that was closer to 15%.
•

Central Bank rate hikes, including the Fed’s 0.75%
increase in June (the largest single rate hike since
1994) caused market participants to reassess the

Components of the S&P
Goldman Sachs Commodity Index

The energy sector provided the best returns, as the
oil and gas market remains in turmoil due to the war
in Ukraine. As European countries try to wean their
reliance off of Russian energy, they are bidding up
energy prices in other markets and for alternative
fuels like liquid natural gas. Gasoline prices rose at a
double-digit pace again during the quarter, with the
average price of gas hitting $5.00/gal late in the
quarter, before falling back a touch. Gasoline was
responsible for 2.2 points of the May 8.6% inflation

reading and until prices cool off, inflation will remain
elevated. With average daily gasoline consumption
running 7.5% higher than last year and gasoline
stocks almost 10% lower than this time last year (U.S.
Energy Information Administration), it does not seem
likely in the near term.
•

U.S. real estate dropped in sympathy with U.S.
equities, down 17% for the quarter. REITs normally
provide a nice level of income and compete with
other high yielding securities. But when interest rates
rise, investors choices in high coupon assets widens,
which negatively impacts REITs. Additionally, the fear
of recession puts pressure on the asset class. Among
U.S. REITs, Regional Malls and Offices were the
weakest markets with second quarter losses of 28%
and 29%, respectively. The best performing (or least
worst) REIT sectors included Retail and Residential.
Globally, REITs fared just as poorly, declining 17%.

Consumer Price Index for Urban Consumers

1-Year Return; Percentage change since June 30, 2021

Source: Bloomberg
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Special Topic: Rising Interest Rates
The Rising Tide That May Not Lift All Boats: The Impact of Rising Interest Rates on the Economy
by James Talalas
News of the Federal Reserve’s monetary policy
decisions have often commanded headlines, as the
central banking authority of the U.S. is often the only
body with the ability to tip the scales once the economy
falls out of balance. Its main tool is to adjust the
targeted Federal Funds rate, the lending rate banks
charge each other when lending overnight loans of
reserves. While the rate banks lend to each other may
seem unimportant at first glance, its reverberations
influence the entire economy. Currently the sharp
moves the Federal Reserve has been taking to combat
runaway inflation has had a major impact on all corners
of the market and every American citizen.

Currently, the most prevalent way that interest rates
impact the economy is the availability of cheap debt
financing to consumers and businesses, something we
have been used to for the past 10+ years. This cheap
debt financing encourages both parties to spend more
money and in market climates like 2008 and 2020 can
be one of the only things keeping an economy afloat.
Business being able to obtain cheap financing leads to
more hiring, more people receiving wages and
spending, and more economic growth. The housing
market is a great example, having run red hot thanks to
a combination of cheap debt financing for consumers
and a lack of supply. While it is a positive for the
economy to be propped up in such a manner in times of
turmoil, interest rate hikes can cause a shock to a
system that has grown used to cheap debt. Markets
today have taken a plunge not only because of COVID,
the war in Ukraine, and many other externalities, but
also because an economy that has run on ultra-cheap

11

debt and easy monetary policy for a very long time has
just had “the rug pulled out from under it.”
One challenge present with interest rate moves,
particularly in the today’s market climate, is that they
are felt first in the stock market before their impact is
really seen in the economic data. Stock prices often
move opposite interest rates, as low rates allow for
companies valued at high multiples as well as those
with low current cash flows but high potential for
growth, to seem more appealing. Stocks like GameStop,
AMC, Rivian, and other companies that may be found in
speculative funds such as ARKK are particularly
beneficiaries of these time periods, able to glean much
more investor interest when investors have more cash
to spend. Once the Fed begins to hike rates, the
paradigm changes. People are less willing to spend and
more willing to save, companies with a lot of promise
that are not making money yet become far less
investable, and stocks valued at lofty multiples contract
as their future becomes uncertain.
Stocks are not the only place where the impact of rising
rates is quick to be felt, however, as the bond market
also has an inverse relationship to interest rate shifts.
When rates are decreasing, higher yielding debt trades
at higher prices because those cash flows are more
valuable, and bond prices appreciate. On the other side,
when rates are increasing, low yielding debt becomes
much less appealing than newer issued, higher yielding
debt and the price of bonds depreciates. This can be
particularly jarring for investors who may have invested
in bonds hoping for a safe haven asset for when the
stock market gets shaky. Instead, we are being met

with a stock market sinking due to multiples contracting
as well as bonds that are becoming less and less
attractive as rates increase.
The Fed’s impact on interest rates is a double edged
sword by nature, able to both prop up an economy or
lead it into a recession and it has had a notoriously
difficult history adjusting rates in a timely manner.
Many times, as we are seeing now, the proper rate
setting agenda is only visible in hindsight and the Fed
must act quickly to stop the economy from suffering
from debilitating inflation levels. A lot of pain can be
felt by citizens before the economy stabilizes. Market
underperformance like we have been seeing can be
terrifying for citizens, eroding generational wealth,
tanking consumer confidence, and sending many into a
panic.
Despite these concerning implications of interest rate
moves, investors are not bereft of future returns.
Looking out to the long term, U.S. markets are well
positioned to spring out of this time of turmoil, having
already developed an enduring economic engine, being
less reliant on globalization than other nations, and
having less ties to Russian energy than many others.
The bond market, while currently experiencing a time
of signification depreciation, will soon have higher
yielding bonds available than have been see in multiple
years. At the end of this turbulence, even the Federal
Funds rate, despite the volatility that it can cause, will
be left with a lot of room for future rate cuts in the
event that the economy needs another helping hand.
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Special Topic: Market Turbulence
An Underappreciated Question: Is the market turbulence rational?
By Ross Miller, CFA, CAIA
A relevant, unliked but underappreciated question that
should be asked: Is the market turbulence rational?
After March 2020’s short and rough drawdown, stock
markets rebounded significantly until early 2022. From
pandemic trough on March 23, 2020 to the market
peak on January 5, 2022, the S&P gained 116%
cumulative, or 54% annualized. Now, from that January
2022 peak to the recent trough, the S&P has lot 21%. So
is the current decline reasonable given the sharp
rebound from pandemic lows?
The wealth drawdown is difficult to swallow given the
strong rally from March 2020 but we are still higher
than where we were pre-pandemic. Since peaking in
February 2020, the S&P has gained 17% cumulative, or
7.2% annualized. Obviously, much less than where we
were in January 2022 but higher nonetheless.
Meme traders, a flood of fiscal and monetary support
and a rosy economic view helped power the equity
markets to its January high. However, the economic
view has changed as inflation is no longer considered
“transitory,” hitting 40-year highs and inducing the
Federal Reserve (Fed) to aggressively raise interest
rates. This unexpected and more aggressive Fed move
will inevitably slow the economy and possibly lead to a
recession. Thus, excessively priced markets and their
rosy expectations were no longer in sync with policy.
While the short-term pain is more than unpleasant,
history has been on the investor’s side. Annualized
returns through December 31, 2021 for any annualized
timeframe over the past 19 years has been greater than
10%, with the 20-year return just under at 9.5%
annualized. In fact, in the last 20-years, which includes
a pandemic, the financial crisis and part of the tech

bust, we’ve only had three years of negative returns
(S&P 500: 2002, 2008 and 2018). For perspective, there
have been 13 negative return years in the last 60 years
(21% of the time), with only six of those years returning
less than -10%. Of those six, only three years had
returns less than -20%. So historically speaking, it is not
irrational for markets to reset before rebounding.

economy, possibly pushing us into a recession. This is a
perfectly rational response by markets as they were
over-priced with rosy expectations that never came to
fruition.
I do not believe we have found a bottom yet and the
next 12-14 months will remain bumpy. Equity markets
are still in need of a reset to factor in realistic
expectations based on economic fundamentals and
they do not have the Fed’s help right now. It is likely we
go lower from here to align economic reality with the
“correct” price. This does not mean we have to fall
another 20% but it also could mean that over the next
few years, annualized returns are negative or at best,
anemically positive (included table references market
returns following turbulence). Bear markets are rare
and typically not short in duration, so not every 5%
decline requires a purchase. Patience and tactical
trades will be key to weathering this storm.

The market lost 22.3% annualized from peak to trough
during the dot-com bust (~2.5 years), while the financial
crisis loss (peak to trough) was an annualized 43.3%
(~1.5 years). Currently, markets are down 20% year-todate (10% over 1 year). Each of these drawdowns are
different. The dot-com bubble had ridiculously priced
risk assets with less-than-real businesses while the
financial crisis saw a legitimate economic risk of an over
-levered banking system. The current drawdown is
impacted by inflated assets and higher interest rates
that are going to slow a levered, but not over-levered

Rational Market Turbulence
Year/Returns

1YR

3YR

5YR

7YR

10YR

20YR

30YR

June 2022

-10.64

10.57

11.29

11.12

12.94

9.06

9.84

2021

28.68

26.03

18.45

14.91

16.52

9.51

10.63

2018

-4.39

9.24

8.48

12.67

13.10

5.61

9.95

2010

15.06

-2.86

2.30

3.85

1.41

9.13

10.70

2009

26.45

-5.60

0.43

5.52

-0.95

8.19

11.22

2008

-37.00

-8.33

-2.18

-1.53

-1.38

8.41

10.98

2003

28.67

-4.06

-0.57

7.56

11.05

12.96

12.19

2002

-22.10

-14.54

-0.59

6.86

9.33

12.68

10.66

2001

-11.89

-1.03

10.69

15.89

12.91

15.22

12.23

2000

-9.10

12.24

18.29

18.23

17.43

15.66

13.21
Source: Bloomberg
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Tactical Asset Allocation
Market Street Growth Strategy
ASSET CLASS
CASH
INVESTMENT GRADE BONDS
Municipal Bonds
HIGH YIELD DEBT
High Yield Municipal Bonds
High Yield Corporate Bonds
Emerging Market Debt
HEDGED ASSETS

Long/Short Equity
Distressed/Structured Credit
EQUITIES
U.S. Equities - Large Cap
U.S. Equities - Small Cap
Developed Market Equities
Emerging Market Equities
Private Equity
REAL ASSETS
MLPs
Global Real Estate/REITs
Natural Resources/Energy
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NEGATIVE

Second Quarter 2022

NEUTRAL

POSITIVE
Portfolios maintain an underweight to high quality investment grade fixed income and a
medium overweight to cash. A poor start to the year sees municipal bonds historically
attractive relative to Treasuries. Despite an increase in yields, we continue to remain patient
for an even better entry point.
We maintain a neutral exposure to municipal high yield debt as yields have improved.
Prospects of higher taxes along with a rotation to higher yielding bonds has slowly stemmed
outflows from high yield municipals. We maintain tactical allocations to closed-end funds and
will leverage a higher cash exposure to tactically reallocate when more attractive entry points
occur.
We are maintaining neutral to overweight allocations to hedge funds as we believe that these
strategies make sense given current volatility, plus their diversifying and less correlated
attributes. We continue to refocus hedge fund exposures towards unique alpha-generating
opportunities (like structured credit) that can provide attractive risk-adjusted returns.

Portfolios maintain a full U.S. equity exposure as we believe there is value in these markets
despite higher expected volatility. Equity allocations have been repositioned to increase
exposures to those areas of the market that benefit from rising interest rates. We maintain a
significant underweight to international equities given the disruptive effect the war in
Ukraine and inflation is having on the region. While we favor emerging markets over
developed markets within the asset class, we believe a slowing global economy makes these
assets less attractive. Market Street’s private equity program continues to provide attractive
exposures that cannot be obtained in the public markets, and we are maintaining an
overweight to the asset class for those clients for which it is a prudent investment.

We believe MLPs and energy related stocks continue to offer the potential of very appealing
total returns. Although recession risks may blunt energy demand, we see no reason to
believe that the supply/demand imbalance will be resolved in the near-term. Given our view
that supply chain imbalances and disruptions in natural resource supplies will persist, natural
resources are still attractive and warrant consideration in accounts.
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INVESTMENT TEAM:
Michael R. Eisner, CFA
Senior Vice President
Chief Investment Officer
Robert J. White, CFA, CFP®
Director of Investments
Ross Miller, CFA, CAIA
Portfolio Manager

This presentation has been prepared by Market Street Trust Company. The
views expressed herein represent opinions of Market Street and are presented
for informational purposes only. They are not intended to be a recommendation
or investment advice and do not take into account the individual financial
circumstances or objectives of the investor who receives it.
Certain statements included in this presentation constitute forward looking
statements. Forward looking statements are not facts but reflect current
thinking regarding future events or results. These forward statements are
subject to risks that may result in actual results being materially different from
current expectations.
Past performance (before and after taxes) does not guarantee future
performance. There is no assurance that Market Street Trust Company funds
will achieve their investment objectives, or that they will or are likely to achieve

results comparable to those shown herein, or will make any profit, or will be
able to avoid incurring losses. Exposure to foreign currencies may cause
additional fluctuation in the value of any investment. Each investor must assess
the suitability of an investment, one’s tolerance for risk and the impact on one’s
diversification strategy. This presentation does not constitute an invitation to
buy or an offer to sell securities, or any other products or services.
This is intended as general information only. Investors in these funds may be
required to meet certain criteria under the securities laws in order to qualify.
Any discussion of U.S. tax matters is not intended and cannot be used or relied
upon for the purpose of avoiding U.S. tax-related penalties.
Please visit our website for additional information on the funds and any
investment fund updates. As always, please feel free to contact us if you would
like to learn more about our investment program.

James Talalas
Investment Analyst
Justin Buckwalter
Investment Assistant

MARKET STREET TRUST COMPANY:
Main Office:
2 International Drive, Suite 301
Portsmouth, NH 03801
800.962.6876 phone
www.marketstreettrust.com
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