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The first quarter of 2022 presented a rollercoaster ride for risk assets. Global 

stocks fell over 14% from their all-time high at the start of the year, but then 

recovered nearly 10% in the last half of March and finished the quarter down 

4% to 5%. Did something change to cause this reversal? Are not all of the 

issues and worries that drove markets to sell off in January and February still 

present as we ended March, and now work through April? Why the early 

spring rally and will it last?

Those who consistently read our commentaries and letters know that we spend 

a lot of time thinking and predicting the tides more than the waves. Certainly, 

high winds at high tide can be pretty difficult, but knowing how the tides 

come and go in investing is the better means of adjusting portfolio exposures 

and ensuring we will be able to meet our long-term goals. The tides we need 

to be concerned about at this point are earnings and the ability for companies 

to be able to continue to grow them, or at least protect them in light of 

weakening economic strength over the next several quarters.
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The waves are interest rates, inflation, the Fed and the conflict in Ukraine. These issues impact risk-taking in 

the near-term, influencing price multiples and credit spreads and are certainly visible in stock prices. They 

have the potential to compound the impact of economic growth and earnings, but we don’t see them as the 

cause of the tides. 

While we have used the metaphor of waves, certainly the war in Ukraine, the headline inflation numbers, and the 

Fed’s action around interest rates were all very big stories in the first quarter. They are also related in terms of their 

potential near-term impact to the global economy. We had been experiencing very strong growth coming out of 

the pandemic, fueled by fiscal and monetary stimulus. Consumer demand was high, accompanied by low interest 

rates and benign inflation, driving strong earnings growth. That all began to change last year as inflation began 

to accelerate. Higher demand met Covid-impacted supply chains and was made worse by the stimulus and high 

levels of pent up savings at the household level. This led to a significant supply/demand imbalance, which the Fed 

believed would resolve itself over a couple of quarters. While they could still be right and this round of inflation 

could still be transitory, the impact at the gas pump and grocery store eventually led to the need for the Fed to act. 

 In their March meeting this year, the Fed surprised no one and announced a 25-basis point increase in short term 

rates, which they also signaled would include six more rate hikes this year and three in 2023. Higher interest rates 

are a great slowing mechanism for economies. Add to that the fact the Federal Reserve has a history of raising 

interest rates until it breaks something (which usually is the economy in the form of a recession), and you have 
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both a slowing effect and an anxiety impact. In comments subsequent to the March meeting, the Fed has indicated 

it could raise rates even faster than 25 basis points per move and that it could accelerate the run-off of the central 

bank’s balance sheet, putting back to market the trillions of dollars of bonds it has bought over the last decade to 

support lower interest rates.

The conflict in Ukraine added to this inflation and interest rate uncertainty. Western governments banded together 

to implement a wide range of economic sanctions and unwound a number of material relationships, including 

a major natural gas pipeline between Russia and Germany. The decision to limit the purchase of Russian oil and 

natural gas impacts the supply of energy to many Western economies, driving up the price of energy commodities 

and in effect increasing the rate of inflation. The price of energy, from gas to run cars to heating oil for residences, 

goes up and acts as a dampener on economic growth.

Unsurprisingly, markets reacted negatively to these inflationary issues. These “waves” led to an uncertainty of 

the risks present in markets and caused investors to demand a higher return premium in order to continue to 

participate. We saw this stance reflected in the decline in equity market prices and in the increase in the credit 

spread between U.S. Corporate bonds and Treasuries. At this point we can begin the work of going below the 

surface of the waves and looking at the tide, or foundational economic drivers, that are at play here. 

MARKET SUMMARY

Financial markets all had about the same net experience 

for the first quarter of 2022. U.S. stocks were off 4.6% as 

measured by the S&P 500, international equities were 

down 5.4% as measured by the MSCI ACWI ex U.S. and 

bonds were down 5.9% as measured by the Bloomberg 

Barclays U.S. Aggregate index.

In the U.S., small cap stocks struggled a little more than 

larger capitalization shares, with the Russell 2000 off 

7.5% Growth had a much harder time than Value, as 

concerns about the conflict in Ukraine and uncertainty 

about inflation and economies influenced investors; 

Russell 1000 Growth was down 9.0% while the 1000 

Value lost only 0.7%.

Internationally, developed countries tended to do a little 

bit better than emerging markets, with the MSCI EAFE 

off 5.9% and the MSCI EM index down 7.0%. The same 

Growth/Value spread seen in the U.S. was also present in 

international equities, with the MSCI ACWI ex U.S. Value 

posting a 0.1% positive return and the corresponding 

Growth index was down 10.8%.

The formal announcement of the Federal Reserve 

to start raising short term interest rates negatively 

impacted bonds, with the longer duration bonds off 

more than shorter duration (20-year U.S. Treasuries were 

down 10.6%, while 1-3-year Treasuries were off 2.3%). 

Municipal bonds had similar experiences, with the Bank 

of America/Merrill Lynch 1-12-year Municipal index down 

4.7%. Short term TIPS were nearly flat, down 0.4%.

The concerns around energy production drove oil and 

natural gas prices, with crude oil up 33% and natural gas 

up more than 58%. REITs as measured by the Wilshire 

REIT index were down 3.9%.
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We have explained in the past that stock performance can be broken down into the combination of 1) the 

growth in earnings, and 2) the change in the multiple (the price per unit of earnings) the market is willing to 

pay for those earnings. Earnings and the overall economy are interrelated; a growing economy is the result of 

companies increasing their earnings. In our year-end 2021 letter, we discussed that we thought 2022 would be 

a year of much more modest earnings growth, albeit positive. Actually, the first quarter ran a little bit better 

than our prediction and earnings grew about 4.4%. If there had been no change in the price/earnings multiple 

(P/E), we would have expected a positive return for stocks of about 4.4% for the quarter.

But we actually experienced a pretty volatile first quarter and almost all of it related to the multiple. Investors 

wanted more cushion around the earnings they were purchasing and that resulted in a decline in the P/E ratio. 

Multiples fell 8.6% for the first quarter, erasing the gain in earnings growth and leaving us with a negative 

return of about 4.6% on the S&P 500. This is important because the growth in earning is dependent on the 

growth in the overall economy, and 4.4% growth for the first quarter is indicative of a pretty healthy economy. 

The waves that caused this outcome are what we call exogenous events (external to the basics of a strong 

economy), and they sloshed pricing around. The recovery in global equities and fixed income prices in March 

came about as investors were better able to understand the risks in Ukraine and between the West and 

Russia, and particularly with further guidance and transparency from the Fed on their projected path. This 

makes sense because there was not a new fundamental economic risk on the playing field, but rather several 

externalities that had to be absorbed by markets.

We can probably guess your next question: when do waves become big enough and important enough that 

they should begin to impact our thinking about tides? That is an important question, because the waves we 

are discussing here have the potential to impact the tides. When they begin to do that, they tend to exhibit a 

process of an elongated cycle of shrinking P/E’s and increasing credit spreads.

S&P 500 YTD Performance - EPS vs. P/E
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The Fed’s action has the potential to be the most important wave. Interest rates have been abnormally low for 

more than a decade, and the way risk is considered and priced has become anchored on those low levels. As 

both short term and long-term interest rates increase, they impact the desire to take risk and make it more 

difficult to find investment opportunities that are capable of generating the higher required return to take 

those risks. Rates are expected to rise on the short end through the Federal Reserve Open Market Committee 

actions, while the longer end of the yield curve will rise with the balance sheet run-off and higher inflation 

expectations. Higher rates will slow the economy and impact earnings, putting downward pressure on stock 

prices. The Fed, interest rates and inflation are all tied together in one triple threat to the economy. 

The Fed has the potential to navigate these waters successfully, bringing inflation down while still allowing 

the economy to grow, though perhaps at a slower rate. It is worth noting that with rates starting from such a 

low absolute level, the Fed likely doesn’t need to raise rates that much to have a material slowing effect upon 

the economy. So, there is the uncertainty of whether we experience a smooth transition to higher rates and a 

curbing of inflation or a more tumultuous one, with a recession built in there somewhere. These are certainly 

tide level events and will determine how big the tide movement will be. 

We have little insight on Covid reoccurrences in China or the geopolitical outcome of the war with Ukraine, 

which will continue to be waves rather than tides but could get investors a little wet at times. Our 

expectations are that we will see higher interest rates, downward pressure on earnings, and higher credit 

spreads through the rest of this year and into 2023, although earnings are still likely to increase in the mid-to-

high single digits for 2022. 
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We don’t see this as an immediate worry and don’t believe it is prudent to materially change our portfolio 

allocations and exposures today. The data is telling us the economy is strong today, from earnings to New 

Orders to unemployment. Truly significant market corrections occur when the economy enters a recession, 

and with the US at full employment and other measures of activity looking good, we do not believe one is on 

the immediate horizon. This provides an opportunity for good news to positively impact pricing and returns, 

and we would like our portfolios to be able to participate in any good news. Remaining at our benchmark 

allocations to equities allows for portfolios to have exposure to potentially continued earnings growth 

without taking too much risk.

We think that this period of strength will transition as rates rise and growth slows. We have maintained our 

preference for companies with strong, stable earnings and the ability to continue to grow those profits, even 

in more trying times. As the economy decelerates, slow and steady stocks look a lot more attractive than fast 

growing companies that are more vulnerable during slowdowns, and we hope to benefit from some of that 

rotation. We are also looking for those kinds of positions to hold on to their values better if multiples decline.

We work to position portfolios for the tides. As we come to the end of the rapid expansion of the past two 

years, the work continues to prepare for the slowing and ensure that we can continue to find opportunities to 

help our clients meet their long-term goals; their versions of tides, if you will.
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Important notes and dIsclosures

This Quarterly Summary is being made available for educational purposes only, and should 

not be used for any other purpose. Certain information contained herein concerning 

economic trends and performance is based on or derived from information provided by 

independent third-party sources. Diversified Trust Company, Inc. believes that the sources 

from which such information has been obtained are reliable; however, it cannot guarantee 

the accuracy of such information and has not independently verified the accuracy or 

completeness of such information or the assumptions on which such information is based. 

Opinions expressed in these materials are current only as of the date appearing herein and 

are subject to change without notice. The information herein is presented for illustration 

and discussion purposes only and is not intended to be, nor should it be construed as, 

investment advice or an offer to sell, or a solicitation of an offer to buy securities or any type 

of description. Nothing in these materials is intended to be tax or legal advice, and clients are 

urged to consult with their own legal advisors in this regard.
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