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As was written in the April Outlook, investment regimes are very important for determining the level and 
type of returns investors can expect as macroeconomic features can dominate investment landscapes 
for many years. During the 1970s markets delivered muted returns in an inflationary environment 
eventually benefitting from the policies enacted by Paul Volcker who through monetary tightening 
crushed the inflationary environment (at the expense of a severe economic downturn) and ushered in 
a period of disinflation.  This was a benign backdrop for global equity markets which also rewarded 
investors with re-rating as well as a more stable economic environment delivering strong growth and 
profitability. During the Noughties up until the GFC many companies looked to increase profitability at 
significantly faster rates than GDP would have suggested through increased levels of leverage. This 
eventually ushered in a bear market driven by excessive levels of debt in the global economy. The two 
factors most likely to result in permanent impairment of capital for investors are overvaluation or 
overleverage and the so-called TMT bear market of the early 2000s was one where overvaluation was 
clearly the catalyst for the market downturn. 
After a number of false dawns, including post the election of Donald Trump, there had been premature 
belief in regime shift and a number of false dawns when the market temporarily moved to a reflation 
theme. 2022 has been the year when markets and central bankers realised current inflationary 
pressures were not merely transitory, certainly in the short-term sense, but likely to persist for longer 
periods with labour markets in developed economies tight post the Covid pandemic. Supply chain issues 
not fully resolved during Covid have seen problems exacerbated by the Ukraine conflict and this has 
resulted in a difficult start to the year for owners of most financial assets with equities, government 
bonds and corporate credit all declining in value. 
For investors today the oft used words “living in unprecedented times” ring truer than for many years. 
The world has suffered its first pandemic in 100 years, the first invasion in Europe in 75 years and the 
first serious bout of inflation in 40 years. 
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The first half of the year saw a decline in US equities for 
the S&P 500 of 20% in Dollar terms, although for overseas 
investors US currency strength would have mitigated 
losses. European equities declined by 21% in US$ and 
Japanese equities by 20% with losses exacerbated by the 
weak Yen as the Bank of Japan continues to pursue ultra-
loose monetary policy and a yield curve cap in contrast to 
central banks in other developed economies. Emerging 
market falls overall were not dissimilar to the US market, 
but China was an outperformer with the market showing 
relative strength in the second quarter on reopening and 
stimulus hopes.

As highlighted in April with a supply shock rather than 
a demand shock and higher levels of inflation, 60/40 
portfolios do not work, and US Treasuries fell 10% in 
the first six months of the year with investment grade 
corporate bonds and high yield corporate debt both 
showing 14% declines.  Gold fell marginally in US$ terms 
with the only winner being commodities, although these 
have seen a pull back in recent weeks. To mark the end 
of the ‘Age of Speculation’ bitcoin fell 56% in the first half 
of the year and stocks which were perceived as being 
more speculative such as SPACs and non-profitable 
technology companies lost investor confidence, suffering 
sharp setbacks, some of which will be justified and some 
may not be, depending on how the companies perform 
operationally over the next couple of years. Government 
bonds saw what is described as a bear flattener or in 
other words the yield curve moved higher but became 
flatter with the short end underperforming in reaction to 
faster than expected policy rate increases. To date, the US 
Treasury yield curve, despite all the talk of the recession is 
not close to inversion, perhaps reflecting the tightness of 
the labour market as a recession in the US in 2022 looks a 
real long shot unless there is a further exogenous shock 
such as a significant escalation of the Ukraine conflict.  

At the sector level market reaction has been rational in that 
defensive, less economically sensitive sectors (outside of 
Energy) have given the best relative performance with 
utilities, which often have inflation linked pricing power, 
consumer staples, and health care outperforming.  
Consumer discretionary suffering as a cyclical sector at 
a time of a cost-of-living crisis, whilst communications 
and info tech suffered in the rotation away from growth 
stocks and with hindsight traded at overvalued levels at 
the start of the year.

Whilst at first sight it appears that this was a half year 
for value, investors may not have noticed around a month 
ago the outperformance of value stopped and since 
then looking at quantitative stock characteristics such 

TOUGH FIRST HALF as quality, growth and earnings momentum have been 
performing much better. This is consistent with the pull 
back in bond yields with the 10 year US Treasury briefly 
touching around 3.47% post the Fed May meeting, later 
rallying on fears of recession. Value or cheap stocks 
tend to be more cyclical and more leveraged, making 
them more susceptible to an economic slowdown as 
in general they have high operational leverage. Astute 
equity investors often watch moves in bond markets 
and since the May meeting of the Fed there has been 
a lot of buying on the dip mentality in the US Treasury 
market, with setbacks meeting sustained buying which 
was particularly notable in the last week of the quarter.  
Two year break even inflation expectations have also 
pulled back from a level close to 5% in March to around 
3.25%. The bond market has taken the view that lessons 
have been learned from the 1970s when central banks 
reacted slowly to the inflation problem and that hard 
and swift action now will curtail inflationary pressures in 
a few years’ time and that the central bank engineered 
slowdown in the US economy will see the levels of excess 
demand disappear. There are also some indications of 
slight easing in supply chain pressures in the States.  
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For medium term investors wondering where now for 
markets, the question raised in the mid-May Market 
Update “How Aggressive Will the Fed Be?” remains as 
pertinent today as it was then. In May markets were 
spooked by the Fed making clear its intention to get US 
inflation down to the desired 2% level as its number one 
priority and J. Powell’s admiration of Paul Volcker at the 
press conference following the Fed May meeting was 
highlighted in the interim update as sounding rather like 
Draghi’s “Whatever it takes” moment of July 2012 with 
the emphasis on preventing inflationary expectations 
becoming embedded. At that stage there was no sign 
of a significant slowdown in inflationary pressures and 
unsurprisingly this presented a challenging outlook for 
equity markets. 

At the mid-June meeting Fed Chair J. Powell started with 
one overreaching message that the Fed understood the 
hardship high inflation was causing and was strongly 
committed to bringing it back down and was “prepared 
to move expeditiously to do so”. The Fed noted that labour 
demand remained very strong while labour supply 
remained subdued. The Fed have realised that there is a 
need for better supply and demand balance in the labour 
market to ease upward pressure on wages and prices.  
With the Fed realising rapid action needed to be taken, 
rates were raised by ¾ percentage points with as a result 
an increase of 1.5% in the target range so far in 2022. In 
mid-June the Fed would not have been pleased to see 
inflation expectations moving upward as a key plank of 
central bank policy is to stop higher levels of inflation 
become embedded.

At the meeting Powell stated the Fed were looking for 
compelling evidence inflationary expectations are abating 
with inflation moving back down in a series of declining 
monthly ratings. While the Fed had hoped this would be 
occurring by mid-year clearly it has not happened with 
inflation surprising to the upside. These two factors forced 
the Fed’s hand in the form of a 75bp rate hike and Powell 
reiterated that policy rates were still accommodative 
and therefore a more rapid move to monetary policy 
normalisation was prudent. Powell also stated that the 
majority of the Federal Reserve Board would like to see 
modestly restrictive levels at the end of the year which 
is typically a range of 3% - 3.5%. The Fed still believe a 
longer run neutral rate is in the mid-2%’s. It was noted 
‘demand is very hot still in the economy and that the Fed 
would like to see the labour market seeing better balance’.  
Powell also commented that with a labour market which 
had two job vacancies for every person actively seeking 
a job there was a real imbalance in wage negotiations 
and it was necessary to see the ratio at more normal 
levels, so whilst wage increases were healthy, they were 

LOOKING FORWARD consistent with a 2% inflation rate (unlike today). This 
is a challenging objective as historically falls in the job 
openings to unemployed worker ratio has resulted in 
quite rapid upticks in the unemployment rate.

The nature of the first half selloff in equities has been 
driven primarily not by recession fears but from pressure 
on the valuation placed on equities, especially the most 
expensive stocks in the market. Highly rated equities, 
often those with profits predicted a long way into the future, 
have been hard hit by the rising discount rate. To date 
analyst forecasts, despite evidence of a slowing global 
economy, have seen little in the way of downgrades. The 
recent strength in the US Treasury market suggests the 
shape of the market will be very different in the second 
half of this year. Many industrial metals have rolled over, 
and copper is now lower than it was at the start of the 
year despite its green revolution credentials. Last Friday 
copper dropped below $8,000 a tonne for the first time in 
18 months leaving it on course for its fourth consecutive 
weekly decline. Nickel and aluminium prices have also 
been pulling back in recent weeks. At one stage in 2022 
copper had traded above $10,600.

The second half of this year is likely to see a rotation away 
from cyclical sectors into areas of the market offering 
earnings visibility and secular growth suggesting sector 
leadership will change. Valuations have come down a long 
way with only the US trading above long term averages, 
so as a result the greatest risk to equities will now come 
from a decline in earnings if it occurs or in short-term 
downgrades to analyst expectations. Logically this is 
likely to occur in the more cyclical stocks/sectors and 
indeed markets. Despite evidence of some softening 
in economic indicators such as purchasing manager 
indices, analyst forecasts have not yet moved to any great 
extent. The Fed Atlanta Nowcast suggests zero growth in 
the US economy in the second quarter which indicates a 
slowing US economy in the second half of the year. Thus, 
how far analyst earnings expectations need to be cut will 
be one of the more important drivers of stock market 
performance in the second half of this year.

On a regional basis Europe, due to the Ukraine crisis, 
and its energy deficit, looks more vulnerable to earnings 
declines than the US market, whilst for China, the impact 
of its zero Covid policy will be a key swing factor over 
the next few months. With commodity prices having 
rolled over earnings forecasts here look too high and it 
is interesting to note that in most recessions earnings for 
energy companies also decline. The Energy sector has 
performed so strongly because of the supply constraints 
chiefly resulting from Russian sanctions so geopolitics 
will continue to be the driving factor for this sector. Whilst 
the US is just entering its main driving season as the 
summer holiday period looms, the autumn often sees a 
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There is a tendency for some investors to lump all 
emerging markets together, whereas in fact there are 
different drivers in the unusual circumstances of today. In 
the first half of the year commodity exporters, especially 
those with current account surpluses, outperformed 
and even those exporters with deficits who have seen 
improvements in their terms of trade have delivered 
better performance. This was especially true in the first 
four months of the year.  Some emerging markets in 
response to shortages of food supplies have imposed 
export restrictions on key agricultural products including 
India. North Africa is the part of the world most vulnerable 
to rising grain prices and this has already been seen in 
some level of social unrest in Egypt which resulted in a 
currency devaluation, Turkey, Egypt, UAE, and Tunisia 
are the most vulnerable here, although both Indonesia 
as a commodity exporter and Egypt which although is 
an oil importer is a gas exporter may have some degree 
of resilience. Also, many African economies sourced a 
significant amount of their fertiliser imports from Russia. 

While the GDP targets for China look unattainable with 
the Omicron outbreak hitting domestic demand harder 
than export orientated industrial production, growth is 
unlikely to come in at the targeted 5.5% level. However, 

EMERGING MARKETS

cyclical slack in oil demand as US workers return post 
the Labour Day holiday in September and seasonally air 
conditioning demand is reducing whilst winter heating 
has not yet kicked in. In most market scenarios when 
economic growth forecasts are pulled back and therefore 
growth becomes scarce, secular growth companies able 
to deliver stable and predictable earnings growth re-rate 
versus value equities and with the US looking like it is 
in a classic business cycle, a term many investors have 
forgotten, this may well be the case again.

with the National Congress due in the fourth quarter 
ahead of Xi’s re-election China is likely to both cut interest 
rates and provide fiscal support to the economy, most 
likely through infrastructure spending. This should have 
trickle down benefits through the rest of Asia.  

India continues to benefit from its reform programme with 
the GST together with measures which have attracted 
FDI flows proving supportive for the economy meaning 
the current uptick in oil prices is less serious than it was 
during, for example, the GFC. The country reduced its 
previously wasteful fuel subsidies a number of years ago. 
India is now looking to boost its manufacturing capacity 
providing an alternative to China for western businesses 
wanting diversity in their supply chains.  

Elsewhere, Indonesia and Malaysia in Asia, together with 
a number of economies in Latin America including Brazil, 
have benefitted from the strength of commodity prices 
both hard and soft.  

The emerging markets which have hit the news for 
the wrong reasons in 2022 are generally smaller ones, 
especially when looking at market capitalisation and 
include Turkey, Sri Lanka, and Zambia. The largest 
economies have seen improvements in current 
account deficits with, for example, South Africa this 
year benefitting from the strength in metals prices and 
currencies compared to 2013 are certainly not over-
valued versus the US$. Countries have also used the good 
times to bolster their foreign exchange reserves and are 
less reliant on foreign financing of their bond markets. 
The pandemic encouraged further economic reform 
with these countries not being fiscally strong enough 
to provide the massive subsidy schemes present in 
developed economies. It may surprise investors to learn 
that in Dollar terms all the world’s top 10 performing 
stock markets of 2022 are emerging economies. There 
has been some deepening of these markets with more 
domestic institutional participation as their pensions and 
savings markets evolve.  

Another important factor is that in this cycle emerging 
markets were ahead of the curve raising rates (before the 
Federal Reserve) and other developed economies. Thus, 
EM central banks in response to weakening currencies in 
2021 tightened policy up to 12 months ahead of the Fed.  
This suggests they will have less work to do to contain 
inflation. Whilst government debt in the region overall grew 
during the pandemic this occurred at a lower rate than 
in the developing world. With the US deficit approaching 
4% of GDP as and when signs of US economic slowdown 
emerge, US currency strength is unlikely to persist. Some 
commentators have noted that during the 1970s it was 
emerging markets that showed the best relative growth 
and while recent years have seen relative growth rates 
versus developing economies worsen, this trend may 
well reverse over the next five years. Valuations in Asia 
and the emerging market region in general are now at 
or below longer-term averages suggesting for medium 
term investors value in this region is now emerging. 
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SUMMARY
As always investors need to focus on what they consider 
are the key drivers of global markets.  In these Outlooks 
we have always tried to look unemotionally at economic 
fundamentals, market valuations and sentiment. 
During the second half of the year the global economy 
is certain to see economic slowdown, something the 
Fed in particular strongly desire. Central banks have 
been spooked by the ease with which corporates have 
been able to raise prices, which together with the 
current level of wage increases, are not compatible 
with 2% inflation rates. The Fed in particular have been 
very plain about their desire to see a less tight labour 
market and Rick Rieder CIO Global Fixed Income at 
BlackRock has stated that within four months non-farm 
payroll numbers may well be negative.  We could now 
be in an environment where for markets bad news is 
actually good news. The rally in US Treasuries suggests 
bond investors believe that with the likely slowdown in 
growth, inflationary pressures will dissipate over the 
next 12 months and futures markets are now pricing 
in rate cuts from as early as the second half of 2023.  
While it is always dangerous to extrapolate solely on 
short term data, forward inflation expectations have 
moderated or fallen back and this is providing support 
to the discount rate applied to future equity earnings.  
In the States despite worrying consumer confidence 
numbers, actual consumption remains relatively strong 
and extremely low level of unemployment suggest a 
recession is unlikely in 2022 at least. The Fed’s belief is 
that labour market strength will ensure any downturn 
is relatively shallow compared to history.  Looking at 
economic fundamentals there are tentative signs that 
both growth and inflationary pressures are slowing and 
while it is impossible to be dogmatic about which is the 
most important factor for markets it is certainly likely to 
herald a shift in what parts of equities perform strongly.  

Markets have also been encouraged by the Fed’s 
acceptance that tough medicine is needed in the 
short-term with the lesson from the 70s that 
gradualism does not work now being accepted as was 
illustrated by J. Powell’s comments on the Volcker 
era.  Evidence of slowdown in the labour market is 
plentiful in the technology sector where hiring plans 
have been put on hold at larger companies, whilst 
smaller embryonic technology businesses have in 
many cases been forced to reduce staff numbers 
with a new focus on controlling costs.

Compared to April investor sentiment has deteriorated 
significantly and this is often a good contrarian indicator. 
Institutional cash levels have risen and investor 

sentiment less positive. In the States the AAII survey 
is gloomy with only 18% of those polled bullish the 
lowest level since 1989. The strong deviation from 200 
day moving averages suggests on a technical basis 
markets are oversold. 

Equity market valuations have certainly pulled back, but 
any level of cheapness depends on profits being actually 
delivered. Current consensus US earnings numbers for 
the S&P 500 are around $229. Since 1999 there have only 
been two years where S&P earnings declined by greater 
than 20% which was 2000 and 2008/2009 and a 20% 
decline signifies a very significant recession something 
which with the current low level of unemployment looks 
unlikely in the short term at least.  

A more modest 10% decline in earnings would suggest 
an intermediate conservative valuation target for the US 
market of 3,200 – 3500 on 15.5x as a level when even 
value investors would be tempted to step in, which is not 
a valuation the market has traded at in recent years. If a 
very severe downturn did occur, which is not the central 
case, the market could fall back to the 3,000 level. One 
technical point to note is that the 3,500 level marks a 
retracement of around 50% of the gains from the Covid 
low, an important technical support level for chartists.  
A less positive outcome for markets would be if the 
stability in growth and inflation seen during the past 
decade deteriorates into more regular shorter growth 
cycles with larger amplitudes which would be a reverse 
of the last 20 years.  

It is clear that central banks at present will worry about 
inflation first and growth later and in this cycle with 
elevated levels of inflation, any monetary and fiscal 
response will occur later than in previous economic 
downturns and may make the recovery more sluggish.  
The Fed now has woken up to the fact it needs to 
go hard early, and Powell’s comments suggest an 
acceptance that gradualism on inflation does not work. 
Markets will be pulled in the second half of the year 
between lower or stable bond yields, and some pull 
back in earnings estimates with growth assets likely to 
perform better.  For investors who were smart enough 
to have kept some levels of cash reserve in the first half 
of the year the question is when to start to deploy this 
and it may be sensible not to be too clever (certainly 
if looking to ease money slowly in) as markets may 
well respond quickly to signs of an improvement in the 
inflation picture. We have already seen in many recent 
market cycles and especially strongly during the Covid 
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period how markets front run at an ever earlier stage 
anticipated changes in economic fundamentals. We are 
now in an era where for markets bad news could well 
be good news and a potential catalyst is a weakening 
in non-farm payroll numbers which might be enough 
to persuade markets the Fed terminal rate would be 
lower than previously anticipated.  

This does not leave investors in an easy or comfortable 
position as there are still too many imponderables to be 
confident in short term outcomes. The aftermath of the 
first pandemic in 100 years, the first European invasion 
in 75 years and the first inflationary spiral for 40 years 
would not suggest forecasting in the next few months 
is likely to be useful. With central banks tightening 
policy globally, The Ukraine war and China’s zero covid 
approach volatility will persist and a strong rally in risk 
assets looks unlikely over the summer unless there are 
clear signs of falling inflationary pressures, although 
weaker economic data may convince the market of this 
as and when it occurs as many expect. It may well be 
the autumn before there is sufficient clarity on this.  

For the US market according to Yardeni data the 
average forward PE over the last 10, 15, 20 and 
25 year periods has been 16.9, 15.5, 15.5 and 16.5x. 
Taking a median level of 16.5x on earnings around 
$229 would give a level of approximately 3800 for 
the S&P500 on a valuation which whilst not a ‘worst 
case’ of 15.5x is certainly relatively conservative. 
After this the level of earnings decline which occurs 
in 2023 will be an important influence on outcomes. 
Outside of the states valuation support is stronger 
and earnings expectations for Japan, Asia and wider 
EM may be more resilient than for the UK or Europe. 
For longer term investors especially those who 
have built up cash some modest selective buying 
on weakness would be a prudent course of action, 
although over the next 6 months a wide range of 
outcomes is still possible. Investors should focus 
on quality equities with sound fundamentals as 
the regime change shift which has occurred surely 
marks the end of the ‘Age of Speculation’.

G O’Neill 05.07.22

Graham is an investment researcher of international note and 
has been working in this area for over 20 years. He began 
his career in the stock broking industry before becoming an 
institutional fund manager where he practiced both in Ireland 
and the UK where he worked in senior roles with a number 
of institutions including Royal Life holdings, Guardian Royal 
Exchange and Abbey Life. 

Throughout his career, he has managed multi-million Euro funds 
and developed innovative investment fund concepts. Seeing the 
need for non biased, critical analysis of the investment industry, 
Graham began work as an independent investment researcher 
in 1992 and since then, principally, he has provided services to 
financial institutions. Graham is also a director of RSM Group, a 
leading UK investment research company.

Through his research process, Graham filters through the broad 
range of Irish and International investment fund managers for 
those investment managers who consistently perform best. 

He conducts in the region of 150 teleconference meetings and 
on site interviews with asset managers in UK, Europe, China, 
Hong Kong, Singapore and Australia. Following on from these 
meetings, Graham produces detailed research notes.

Director at Independent Research 
Consultancy Limited
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