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“Be Prepared & 
Remember ‘It ain’t 
what you don’t 
know that gets you 
into trouble. It’s 
what you know for 
sure that just ain’t 
so” - Mark Twain

The third quarter was one of two halves, with initial optimism by investors 
that the US Federal Reserve were about to pivot on interest rates resulting in 
a strong rally in the first six weeks after a better than expected inflation report 
in July. Whilst Fed Chair J. Powell had consistently since the FOMC May Press 
Conference emphasised the determination of the US central bank to bear down 
on inflation (something we described in the May Outlook as akin to Draghi’s ‘Do 
Whatever it Takes’ moment) the market either did not believe the Fed’s resolve 
or thought inflation would fall rapidly with, as a result, the post Jackson Hole 
speech on ‘Monetary Policy and Price Stability’ coming as a shock to markets as 
the rhetoric was more hawkish than expected. This was despite the fact that in 
the 27 July FOMC Press Conference Powell stated “We are going to get our policy 
rate to a level where we are confident that inflation will be moving back to 2%.  
Confident”. In the 21 September FOMC Press Conference Chair Powell was more 
explicit about the economic cost of this policy with the market realising that in 
line with all previous post Volcker hiking cycles the peak of Fed Funds would not 
be seen until it was higher than the inflation rate. 
In July the Fed had stated it believed the US economy had slowed in the second 
quarter which was not the case and that labour market pressures would ease.  
With the US economy strong, certainly going into the summer, market participants 
have realised that rates will not only go higher than previously expected but stay 
there for a while, hence the selloff in bond markets even at the long end of the 
curve in September. Powell and the Fed recognise that high levels of inflation 
are not conducive to long economic upswings and stated their belief that since 
inflation was got under control in the early 1980s there had been three of the 
four longest expansions in US economic history and tough measures today are 
necessary to return to that scenario. Clearly Powell does not want to go down as 
the next Arthur Burns.  
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After the run up in equity prices in the first half of the 
quarter supported by falling bond yields, conditions 
became much tougher in September with perhaps the 
backup in 10 year bond yields one of the more surprising 
moves in that higher rates over the next 12 months were 
likely to result in a more subdued economy over the full 
10 year period of the bond’s duration. A combination 
of heightened recession risks, likelihood of earnings 
downgrades, and higher long-term rates raising the 
discount rate applied to future earnings was a toxic 
backdrop for equity markets which retraced much or 
all of their early quarter gains. With markets reacting 
violently to each data release volatility is something 
equity investors will have to grow accustomed to until 
there is much greater clarity on the future course of the 
American and global economy. 

Economic prospects in Europe remain more muted with 
significantly higher energy costs (natural gas prices 
are reported to be around 10x those of the States for 
industry). Consumers and businesses will face a greater 
squeeze to their cash flows, and it seems likely Europe, 
certainly core countries such as Germany, are already 
in recession and there is a risk of a much more severe 
downturn than in the States, even without the possibility 
of a serious escalation of hostilities in the Ukraine. 
Continued inflationary pressures and relatively high 
levels of wage growth are likely to force the ECB to 
continue to tighten monetary policy aggressively, even 
in the face of rapidly slowing economic growth. 

The UK has embarked on an economic experiment 
with policy now dominated by the theories of right-
wing economic think tanks with no empirical evidence 
that these will work in practice. A government run by 
ideologues does not auger well for an economy already 
suffering from post-Brexit fallout where negative 
predictions may have just taken longer to come to 
fruition rather than being completely wrong. For the 
UK economy, the cost of capital has risen, the spike 
in interest rates will have a significant impact on the 
housing market and the fall in Sterling raise inflation for 
the majority of the population.

Perhaps the sector of most concern or risk to the US 
economy is housing where mortgage rates have risen 
to in excess of 6%, having started the year at or around 
3%. Over the last century in the States housing has 
been an influential driver of economic growth whether 
one looks at investment, employment, or consumption. 
Some such as Ian Harnett at Absolute Strategy 
Research argues housing is ‘the business cycle’ in the 
States. He commented three year house price inflation 
of 46% in nominal terms had only been matched in the 
bubble years of the early 1980s and mid-2000s. Not only 
are prospective buyers being hit by significantly higher 
mortgage rates, but real incomes are being squeezed 
by the rise in CPI inflation (although admittedly not to 
the same extent as in Europe). The US house price to 
income ratio is at a postwar high of 4.8x. Harnett also 
argues that the potential supply of homes started but 
not completed is at record high levels. As a result, new 
home sales have fallen dramatically in recent months. 
A further contagion risk for the US economy would be 
if higher rates and weaker residential prices spread into 
the commercial property market where certain sectors 
such as New York offices have already been under quite 
severe price pressures. Housing is likely to be one of the 
larger drags on the US economy going into 2023. 

All in all, it appears likely that the US economy is now 
starting to slow, and the rate of slowdown will accelerate 
as the fourth quarter progresses. This is likely to lead to 
an easing of inflationary pressures which with investors 
anticipating changes in monetary policy and the economic 
cycle at ever earlier stages could well be the catalyst for 
improved investor sentiment before the end of the year.

Investors should remember that monetary policy always 
works with a substantial lag and the Fed who first 
started raising rates in March, were at that stage only 
easing slightly off the accelerator, rather than putting 
a foot on the break with monetary policy only moving 
to restrictive levels at the last Fed meeting. On this 
basis, the current resilience of the US economy should 
not come as that much of a surprise with the States 
not experiencing the same degree of energy and cost 
of living price shocks as Europe, including the UK. The 
impact of higher US rates on the economy is likely to be 
only fully seen in the latter part of the fourth quarter and 
going into next year, although there are tentative signs 
in the labour market and PMI surveys of a slowdown in 
the US economy taking hold and anecdotal reports of 
job layoffs and hiring freezes, especially in the previously 
buoyant Tech sector. Digital advertising, for example, 
which at previous times of economic slowdown was 
in an embryonic and fast growing phase, is expected 
to bear the brunt of cutbacks in corporate capex with 
companies reliant on revenue from this form of media 
seeing significant share price falls.

Voluntary quit rates have returned to more normal 
levels and the most recent data showed a rapid pullback 
in advertised job vacancies, so we may be at the cusp 
of a turn in the US labour market. The Fed has clearly 
been concerned that an overly tight labour market is 
leading to wage growth out of kilter with longer-term 
2% inflation expectations. With rates due to rise faster 
than previously expected over the remainder of this 
year, and perhaps continuing in a similar vein early in 
2023, it is likely the US will enter a short but most likely 
shallow recession at some time next year which is likely 
to drive up the unemployment rate which ironically 
should prove to be good news for financial markets. 
Whilst consumers are under pressure from rising 
prices, in the States they have been shielded from the 
extreme volatility of energy prices and the relatively 
strong employment position once again suggests that 
this time recessionary conditions should be relatively 
shallow, certainly compared to the 2008 or 2000 periods. 
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Falling commodity prices have typically been a positive 
for most consumers at times of economic slowdown 
and since its June peak, for example, the oil price had 
pulled back by over 25%. The complicated world of geo-
politics today, however, means Opec + (with the top 
producers autocracies no longer favourably disposed to 
the West) have seen promises of quite drastic production 
cuts to stem the fall in the oil price. To date Opec+ has 
demonstrated strong production disciplines to maintain 
oil revenues at high levels, although a more significant 
global economic downturn might raise tensions within 
the Cartel. Clearly, a rise in the oil price at a time of 
slowing economic growth would not be a positive for the 
global economy. Elsewhere most industrial commodities 
have been weak with significant falls in the iron ore price 
and copper trading well off its highs. Downward moves in 
commodity prices are typical of most recessions. 

The backup in government bond yields has meant that 
there is now a real alternative to equities and one of the 
more damaging influences on valuation during the third 
quarter was the significant rise in US real yields where 
10-year TIPS at one stage offered a real return of 1.5% 
over the maturity of the bond, something not to be 
sneezed at (for US$ based investors). Around a year ago 
real US inflation protected bond yields (10-Year TIPS) were 
negative to a level of around - 1% and this move has hit 
certain equities and helps explain the pullback in global 
listed infrastructure shares over the quarter. To ensure 
an economic slowdown, central banks needed to get real 
rates to a positive level, and this has now been achieved, 
another factor likely to lead to a significant slowdown in 
global growth in 2023. 

COMMODITIES BOND MARKETS

ASIA AND 
EMERGING MARKETS

Previous periods of US monetary policy tightening have seen Asian and Emerging Market 
currencies and equities underperform developed markets. Investors will remember back to 
the Fed taper tantrum in 2013, but emerging market central banks had already responded to 
heightened inflationary pressures ahead of their developed market counterparts with rates 
rising in many countries in 2021. As a result, whilst currencies in the region have lost ground 
against the US$ they have actually recorded gains against Sterling, Euro, and the Yen. Asia 
has not seen the same level of inflationary pressure as Europe or the United States and in fact 
inflation in China is only around the 2.5% level. India, which at times has been prone to high 
levels of inflation has a headline CPI of around 7.0% which is not that far above the RBI’s 2-6% 
target range. There are expectations in India that core inflation is near a peak and food inflation 
and energy inflation are both expected to fall over the coming months.
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China is the dominant economy in the Asian region and 
PMI surveys suggest it continued to lose momentum 
in September with the global downturn weighing on 
exports and Covid-19 lockdowns and disruptions hitting 
service sector activity. Ahead of the October Party 
Congress national travel restrictions within China have 
been tightened with families discouraged from the usual 
levels of activity seen around the mid-autumn festival 
or the 1st October China National Day Golden Week 
Holiday period. Whilst the service sector contraction is 
likely to reverse with the number of cities dealing with 
virus outbreaks dropping, clearly the global economic 
slowdown will weigh on exports. There are some 
tentative signs of increased levels of infrastructure 
spending looking at construction output. Clarity on 
China’s economic policies are unlikely to emerge until 
at least after the October Party Congress when Xi is 
expected to be confirmed for a third term as leader of 
the country and a new PBSC will be unveiled. Even then 
full clarity on the path forward for the economy in China 
may await the March Economic Congress. 

The global energy price shock is having more impact 
on central and eastern Europe than Asia which should 
not be surprising considering that within the developed 
world Europe has been most vulnerable to higher 
gas prices. Some emerging market countries are 
beneficiaries of higher gas prices, notably Qatar and 
Egypt together with Indonesia and Malaysia. For many 
Asian countries, including India, gas consumption is 
limited as is the case in Africa. 

Whilst the economic outlook globally is clearly 
challenging, for investors prepared to look further ahead, 
some countries look well placed to deliver longer-term 
relatively strong growth and have not got the same level 
of heightened inflationary pressures as in the Western 
world. Wage pressures in the emerging world have been 
far less strong than in developed markets, primarily 
because most countries still have an abundance of 
labour and the move from an agrarian society to one 
driven by manufacturing/service industries is ongoing. 
Vietnam, for example, recorded another quarter of 
strong growth and despite higher interest rates the 
economy has benefitted from strong export demand. 
Vietnam continues to benefit from Western businesses 
looking for an alternative supplier to China with 
economic growth still close to the 7% level. Resource 
rich Indonesia has a domestic market of 276m and the 
economy has surprised many over the past 12 months. 
As discussed, India is likely to remain one of the world’s 
fastest growing emerging markets over the next decade 
and the country has a vast domestic market.

In conclusion, whilst Asia in particular has stronger 
economic fundamentals than many developed markets 
the region cannot defy global market trends. However, 
for investors with a longer-term perspective Asia and 
emerging markets certainly at the stock level can 
offer investors reasonable upside potential and market 
valuations have never been as stretched as those in 
the developed world. Furthermore, the region is not 
suffering from the tensions of the withdrawal of ultra-
loose monetary policy/QE and has less stagflationary 
pressures than Western economies. The relative growth 
rate of Asia in particular, but also certain other emerging 
market countries, looks set to improve over the West 
compared to the previous five years, suggesting the 
region warrants a strategic overweight position in 
investor portfolios. 

A brighter spot within the region, certainly over the 
longer-term, is India where the reforms put in place 
by the Modi government are now starting to bear 
fruit and India, which has not had a domestic credit or 
investment cycle for many years, looks to be at the start 
of an economic upswing with the country benefitting 
from strong FDI flows. India remains a country within 
the region with considerable scope for catchup over the 
next decade with the government’s objective to build 
out its manufacturing base to sit alongside the strongly 
growing IT Services and Pharmaceutical sectors. 

The strong Dollar environment has seen Asian debt 
emerge relatively unscathed but certain emerging 
market countries have large Dollar debts such as parts 
of Latin America, Turkey, and some frontier markets. 
Countries with large debt to GDP ratios will suffer from 
higher debt servicing costs. Fortunately for investors 
many of the most vulnerable countries have low 
exposure in emerging market equity indices and funds- 
the most vulnerable countries are frontier markets 
Sri Lanka and Ghana, together with Argentina and 
Turkey. Larger current account deficit countries such 
as Columbia, Chile, and in Central Europe Romania and 
Hungary, could be vulnerable but once again these are 
unlikely to be significant parts of investor portfolios. 
Capital flows into emerging markets have dropped 
sharply in recent weeks. 

CHINA ENERGY SHOCK

GROWTH OPPORTUNITIES

CONCLUSION

INDIA

STRONG US$
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The US stock market, as well as being a significant 
component of global indices also tends to drive market 
direction globally. The S&P 500 hit a June low of 3,633 
and in the recent market setback in September had at 
one stage fallen close to this level at 3,693. Looking at 
market technical or chart support, the Relative Strength 
Indicator fell close to the 24 level and the deviation from 
the 200-day moving average approached 15% which 
suggested in the short-term a level of technical support 
for the market. Investor sentiment has been smashed 
with the most recent AAII survey showing an increase in 
bearish sentiment to 60.9% vs 40% a couple of weeks ago 
-a massive number.  

The US Federal Reserve as long ago as May had indicated 
a more focused approach on containing inflation as 
during the Fed press conference following the May rate 
setting meeting Chair J. Powell had stressed how much 
he had admired the tough decisions Paul Volcker had 
made to contain inflationary pressures. At the most 
recent Fed meeting Powell emphasised that to return 
to periods of long economic expansion inflation needed 
to be contained.  Post the Fed’s Jackson Hole briefing 
and the most recent interest rate setting meeting, the 
market realised that the risk of recession on the back 
of a hawkish Fed had risen significantly. The last few 
weeks have seen geopolitical risks also increase as 
the Ukrainian successful counter offensive puts Putin’s 
back to the wall and the Russian leader cannot afford to 
be humiliated.  Thus, in the short-term these may well 
remain difficult times for investors and a 3,600 level on 
the S&P 500 is still above the sort of base level where 
there would be strong valuation support. In today’s world 
it is unfortunate but true that the greater the Ukrainian 
success on the battlefield the higher the risks to markets 
from Russian use of non-conventional weapons and the 
stronger the US jobs market the higher US rates need to 
go to contain inflation. For now, seemingly good news is 
bad news for markets. 

Market commentators and investors both now see a 
primary downward trend in equity markets together 
with gloomy investment commentary.  Furthermore, 
sentiment indicators in the short-term are at bearish 
extremes. Whilst the immediate news flow looks 
extremely negative, markets anticipate change in policy 
and in recent years have moved to discount a changing 
scenario ever earlier in economic cycles. Thus, markets 
may once again anticipate a change in Fed policy well 
before their occurrence even if the visibility for this 
is currently low. This was seen to strong effect in the 
Covid-19 pandemic when markets anticipated further 
monetary easing and fiscal support for economies by 
governments, even before policies have been definitively 
announced with the market rallying at an earlier stage 
than most investors anticipated.

The mood of the market is often to focus on one economic 
influence or key variable which today is inflation. Thus, 
when investors think inflation is coming under control and 
therefore interest rates can stop rising, both bonds and 
equities are likely to see a meaningful rally, particularly 
if sentiment indicators remain deeply negative. This can 
occur well before the Fed Funds rate reaches the likely 

4.5% – 4.75% terminal rate indicated in the latest minutes.  
Signs that inflation is peaking may once again persuade 
investors that the Fed will change tack on interest rates 
earlier than they have indicated.
Other key economic indicators to watch are both the 
housing market and employment levels. In the past 
housing has been a key driver of US economic activity as 
discussed earlier and this is a potential catalyst for Fed 
policy easing.

Whilst the prospects are reasonably good for an initial 
rally on signs of weakening in the US economy which 
will ultimately result in lower inflationary pressures, 
for this to turn out to be more than a bear market rally 
and the start of a new prolonged market upswing, 
in other words the start of a new bull market, will be 
dependent on which economic scenario is viewed as 
likely. At present there are, in reality, three options: a 
soft landing, a hard landing, or stagflation.  It is likely 
markets will see an initial rally well before the economic 
outcome is certain. For an initial rally to continue the 
economic environment going forward will be critical. A 
soft landing would be where inflation is coming down 
steadily towards the Fed’s 2% target without a significant 
downturn in economic activity.  In other words, whilst 
there is an economic slowdown, corporate profits will 
not come under severe pressure. A hard landing would 
be where inflation stays stubbornly high and economic 
activity falls sharply but the Fed would be forced to 
continue to raise interest rates to get inflation back under 
control. This would have very negative implications for 
corporate earnings and the fair value PE valuation. 
Stagflation would be where inflation settles at a level 
well above 2% and economic activity whilst positive 
settles at a very modest level, even lower than in the 
post GFC period. This would see the rally stall and the 
stock market move into a prolonged period of volatility 
with little in the way of gains at the Index level. In this 
scenario markets would trade on lower valuations than 
the post GFC period. 

Forward looking investor need to identify catalysts for 
thinking inflation is coming under control and also a 
possible time when these might become more apparent.   
Inflation and economic activity data releases will be 
watched closely and continue to have outsized influence 
on short-term market moves. The markets will also 
be very sensitive to any softening in the Fed’s hawkish 
positioning, although this seems very unlikely in the 
remainder of 2022. After the criticism of the Fed for 
moving so slowly, it cannot afford to back down too early.  

In the short-term there will be a focus on data releases 
and investors such as Howard Marks in his most recent 
newsletter pointed out the fallacy of reliance on short-
term economic forecasts. Even with inflation there are 
a number of moving parts, many of which are actually 
opposing, so forecasts should be viewed with some 
degree of scepticism. Even today, the global economy 
is dealing with opposing influences from the lagged 
effects of the Covid-19 fiscal stimulus which is positive 
and the negative effects of monetary tightening which 
always works with a significant (12-18 months) lag. Over 
the remainder of the year the odds favour future data 

SUMMARY
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releases on both inflation and economic activity being 
lower, particularly from mid-November onwards. In this 
environment investors need to be prepared to act quickly 
if necessary. 

The other key influence in the near term is developments 
in the Russia/Ukraine war. Ukrainian successes have 
in some ways made Putin more dangerous as he may 
want to take retaliatory measures to avoid humiliation 
and loss of face. Putin will also be aware that if European 
support for the war holds until next summer, Russia’s 
energy bargaining positions loses its potency, even ahead 
of the next winter. As well as announcing a mobilisation 
of a further 300,000 troops, Putin has also raised the 
possibility of a nuclear strike, and if this occurred the US 
would have to respond in some form.  The implications 
for stock markets in such an eventuality do not need to 
be spelled out.

On a more positive front, it is conceivable that the recent 
Ukrainian advances together with cautionary comments 
from China, Russia’s principal backer, and nominally 
neutral countries such as India may encourage Putin 
to look for a face-saving exit strategy.There remains 
an outside chance of regime change at the Kremlin.  
Investors need to be prepared for both adverse or positive 
developments in the Ukraine war which would have 
strong implications for markets generally, but Europe in 
particular.  

At this stage it is impossible to make a call on which 
US economic scenario will evolve. There are sharply 
differing opinions by many well informed and intelligent 
market commentators and economists and the Fed 
itself is divided on this, illustrated by the wide range of 
interest rate dot points for 2024. However, in the current 
pessimistic environment with negative sentiment both 
amongst individuals and institutional investors there is a 
need to be prepared for a rally as and when lessening of 
inflation concerns occur. This is likely to be in the second 
part of the fourth quarter of this year. 

Traditionally investors would look to historical precedents 
for guidance, but this is extremely difficult in today’s world.  
The pattern of the bear market this year does have some 
resemblance to the TMT blow up of 2000/02 as technology 
stocks initially bore the brunt of decline in both market 
downturns. In 2000/02 there were a number of shorter 
bear market rallies and if the economic environment 

weakens, a fall below 3,600 in the short-term remains 
possible. Bottom-up earnings estimates in the States for 
2023 are still expecting an increase which is unrealistic.  
The expected 2022 earnings outcome for the S&P 500 is 
around $225 which if using a 15x multiple (a conservative 
valuation level) would see an Index level of 3,375. The 
same multiple on a 5% decline in earning would see an 
Index level of 3,200.  

Investors should remember that significant bear market 
rallies are not unusual and when they are occurring it is 
impossible to be sure whether this is the ending of the 
bear market or just a short-term bounce. Back in 2009 the 
initial market rally which started in Q1 and continued over 
the remainder of the year drew scepticism from many 
commentators that this was only a bear market bounce, 
when in fact it ushered in one of the longest running bull 
markets in the United States. It is also impossible to be 
dogmatic, or certainly unwise, to try and predict the level 
from which a rally could occur.  

Investors should continue to try and ignore market noise 
and try and focus on a combination of fundamentals, 
both economic and geopolitical, valuation and sentiment 
for broad guidance. This suggests investors should be 
prepared to commit funds during the fourth quarter, 
particularly if the market retreats to the levels indicated 
above for the US. 

Other markets today selectively offer good value on 
a 5-year horizon, particularly in the Asia Pacific and 
certain emerging markets where valuation support is 
much stronger versus historic levels and compared to 
developed markets than occurred pre the Financial Crisis. 

As well as thinking about overall market levels, investors 
need to also consider who will be the specific beneficiaries 
of a lessening of US inflation concerns, subject to how 
events in Ukraine unfold. In terms of currencies the 
overcrowded US$ trade is likely to reverse in favour of the 
Euro and even the Yen. There is potential for Asia Pacific, 
Emerging Market, Japanese and European Equities to 
perform well, and if bond yields especially real yields in 
the States do see serious falls from today’s levels there 
is potential for some form of recovery in gold and certain 
precious metals.

G O’Neill 5.10.22
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