SECOND QUARTER
SUMMARY

2022

It would be putting it mildly to say that 2022 is off to a very difficult start
for investors. This is the worst first half of the year for the S&P 500 in 52
years! What is even worse is there have been few places to hide. Fixed income,
normally the safe haven during challenging periods for stocks, has also suffered
mightily. In fact, the first six months of 2022 are the worst start to a year for
fixed income since broad bond indices were first introduced in the late 1970’s.
This has led the traditional 60% stock/40% bond portfolio to be down 15% or
more so far this year. These returns are certainly far from what we had enjoyed
over the past few years. While equity investors enjoyed a tremendous run from
2019 through 2021, and the U.S. stock market has still averaged almost 10%
a year over the past three years even after factoring in the results of the first
half of 2022, markets seemingly turned on a dime in January. While we had
counseled some caution at the beginning of the year, several things happened
early on that started us on a more challenging path. First, Covid related
shutdowns have continued in China for much of the year. This has furthered
supply chain disruptions for far longer than most anticipated, contributing to
higher inflation. A desire to create more robust supply chains in the future is
leading to more onshoring, but this will take time and generally lead to higher
costs to implement.
Most importantly, Russia’s invasion of Ukraine created a significant exogenous
shock to the global economy. Most of the world thought Russia would not
invade. When they did, most thought the war would be over quickly and that
the West was unlikely to get meaningfully involved. However, as Russia got
bogged down, western nations continued to put together massive amounts
of military aid, leading to a long, protracted war that has had widespread
implications for global energy prices and economic activity. Oil prices moved
to over $90/barrel at the end of February and have stayed there ever since.
Ukraine is also a massive exporter of wheat and other agricultural products,
so the disruption of the ability to get these to market has helped contribute to
higher global food prices.
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These events, as well as a full and complete reopening of the economy, led inflation to transition from more
supply sensitive sectors to demand oriented ones. Inflation in 2021 was high, but it was mainly driven by areas of
the market that abruptly returned to normal (travel, restaurant spending, etc.) or from goods that were artificially
constrained (such as cars and electronics, due to the chip shortage). That changed in early 2022 as rising costs
became much more widespread and associated with more demand-driven sectors, including energy, shelter,
and services.
Inflation Components - Monthly Change

Source: FactSet

The Fed acknowledged this and changed their rhetoric – and actions! – dramatically. Throughout 2021 the Fed
deemed inflation to be “transient,” leaving them comfortable with highly stimulative policies. Interest rates
remained at zero into early this year, and the Fed was still growing its balance sheet through March. As inflation
went higher and became broad-based, the Fed was forced to quickly pivot to a more aggressive stance. As the
Fed hiked rates throughout the spring, bond yields rose and stocks fell as higher discount rates generally led to
lower equity multiples. This was what drove markets lower throughout the second quarter.
The strong Fed actions led to a shift from inflation concerns to worries about economic growth and fears of a
potential recession. This shows up in the behavior of longer-term bonds. The 10-year Treasury yield peaked at
3.49% on June 15th, which is not coincidentally the date of the June Fed meeting and Chairman Powell’s press
conference. At that meeting, the Fed raised short rates by 75bps and issued a strongly worded statement that
they were committed to getting inflation under control. The bond market took the Fed at their word: while
shorter term rates continued marching higher, longer duration bonds actually rallied. The 10-year Treasury
bond sunk back below 3% by the end of the quarter because investors think today’s rate hikes will get inflation
under control, but at the cost of lower economic growth.
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Fed hikes take time to work their way through the economy. While higher interest rates immediately make
the cost of borrowing higher, companies make decisions about projects well ahead of time. For example,
a new housing development in progress today was likely greenlit many months ago, and financing for that
development was secured long before today’s rate hikes. This means that construction is likely to continue
until the project is completed. However, a prospective new development may be postponed due to higher
financing costs. So, higher rates today likely mean a gradual slowing of economic activity for months to
come. This makes the Fed’s job very difficult as the true “neutral” rate for the economy is very hard to
determine until after the fact. What is certain is that the rate necessary to slow activity is likely not that high
in absolute terms given how much more expensive debt already has become. As an example, a $450,000
30-year mortgage at 3.25% (the prevailing rate just six short months ago) has roughly the same monthly
payment as a $345,000 mortgage at 5.5%. For those scoring at home, that’s a 23% reduction in borrowing
power. This had led housing affordability indices to collapse, and already home prices appear to be stalling if
not falling from where they were earlier in the year.
Thus far, corporate earnings have been a relative bastion of strength. Earnings are actually up 6.7% since the
beginning of the year – the entirety of the recent stock market decline has been from multiple compression.
As the impact of the interest rate hikes works its way through the economy, it stands to reason that
corporate earnings will have to at least stagnate, and in all likelihood, decline. However, consensus analysts
estimates have remained very aggressive, with ~10% increases projected for each of the next few years. While
surveys of corporate CFO’s indicate that they are quite concerned about the macro environment, most of
them remain quite optimistic about the prospects of their own company. This sort of disconnect is common
(who doesn’t like their own chances better?), but the magnitude of the disparity today is a bit worrisome.
S&P 500 Calendar Year EPS

Percent Change in S&P 500 Earnings & Valuation

Source: FactSet, Data as of 6/30/2022
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CFO Optimism Indexes

Optimism about Own Company
Optimism about Economy
Note: Rated on a scale of zero to 100
Source: Duke University and Federal
Reserve banks of Atlanta and
Richmond
Source: The Wall Street Journal

This is why we’re adopting a somewhat more defensive posture at this point. Risks are certainly elevated relative
to where they have been in the not so distant past when the government was stimulating, the Fed was extremely
accommodative, and consumers were buying everything in sight.
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WHAT TO DO?
After experiencing a stock market decline of 20%+ and hearing our concerns (and many other’s) about the
outlook for the rest of the year, it may be tempting to consider selling a significant portion of your risky
assets or even moving to cash. However, there are several reasons to remain calm, make sure you have a well
thought out plan, and stick with it.
First, market timing is incredibly hard. Most investors tend to follow their gut, and the results are usually as
bad as you would expect that approach to generate. The return of the “Average” Investor (calculated using the
dollar-weighted return of all mutual funds and ETFs) usually lags most asset classes. This has been the case
over the past 20 years, as many investors fear missing out in good times, piling into speculative stocks/sectors
on the way up. They then panic sell on the way down, and wait “until it’s safe” to get back in, which usually
means after the market has rallied significantly from its bottom.
20-Year Annualized Returns by Asset Class (2002-2021)

Source: JPMorgan Asset Management

Institutional investors aren’t any better at market timing, but they at least have recognized the extreme
difficulty in doing so and have largely stopped trying. That is why we advocate a carefully constructed longterm investment plan. We devote a great deal of analysis into determining the proper asset allocation to
ensure that our clients are able to meet their financial objectives. When these plans are crafted, we assume
that markets will fluctuate, but that staying the course and rebalancing along the way will lead to the desired
outcome. We will tactically “lean” in and out of markets over time based on the opportunities that we see, but
this is something that is done at the margins. Our goal from this endeavor is to add some incremental return,
but, most importantly, reduce downside participation and minimize volatility.
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Finally, no matter how bleak things might look in the present, markets will almost certainly be higher in the
years to come. In the last 125 years, there has never been a 15-year period in which stocks lost money. There
have only been a handful of 10-year periods where that has happened, with the most recent following the
bursting of the tech bubble. While some speculative stocks were clearly overvalued in late 2021, overall market
valuations never approached the nosebleed levels we saw in 1999 and early 2000, so we think a 10-year bear
market is extremely unlikely absent a repeat of the inept government policies of the 1970s.
Also on the bright side, we are excited about some of the opportunities that have presented themselves in
private markets. Higher interest rates and the changing dynamics in the office and commercial real estate
markets following the onset of Covid have allowed our managers to make some distressed acquisitions. Happily,
they have done a good job avoiding those sectors in recent years, generating attractive returns. Private equity
should also benefit from lower acquisition multiples, and higher rates and increased credit spreads are leading
to interesting opportunities for private credit strategies. Diversifying strategies are also attractive for their
uncorrelated returns. They have certainly been a bright spot so far this year, handily outperforming both stocks
and bonds.
We are mindful of the volatility that likely lies ahead, and we are actively positioning to make sure
that our portfolios are as robust as possible. It may not be exciting or dramatic, but it should come as
no surprise that our advice is to remain disciplined, consistent, and focused on long-term objectives.
This forms the bedrock of our approach to investing, and a challenging market environment just
reinforces its importance.

In the last 125 years, there has never been a 15-year period
in which stocks lost money.
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Q2 RECAP
The second quarter of 2022 proved to be a struggle for most investable assets
as fears of inflation and rising interest rates took a heavy toll on returns. U.S.
equities, as measured by the S&P 500, were off more than 16% for the quarter
and have fallen almost 20% for the year to date.
Value tended to do better than growth, with the MSCI Value index off 11.2% for the quarter and 12.7% so far this
year, while growth fell nearly 23% for the quarter and is off almost 30% for the YTD. Small cap and large cap
were about the same in terms of feeling the impact, both down about 17% in the quarter. International stocks
were not much better in local currency terms, but the strength of the U.S. dollar helped U.S. investors: the dollar
gained 6.5% during the second quarter, leaving the MSCI All-Country World ex U.S. down 13.7% for the second
quarter and 18.4% for the year to date. Emerging markets were slightly better, losing 11.5% in the quarter.
Fixed income also found it an uphill battle, with rising interest rates negatively impacting returns. The
Bloomberg Barclays Aggregate Bond Index was down 4.7% in the second quarter, pulling its year to date returns
down to -10.4%. Shorter durations did better, with 1-3 year Treasuries losing about 1.2% in the second quarter,
while longer durations were off significantly more. Credit did not fair much better, with its correlation to stocks
and the expectations of weaker overall economic conditions; the S&P U.S. High Yield Corporate Bond index
was down 9.4% in the quarter, and off 13.8% for the year to date. Municipal bonds did materially better during
the quarter, with the Bank of America/Merrill Lynch 1-12 year Municipal Index losing less than 1%. One to two
-year municipals were able to eek out a small positive return of 0.4% for the second quarter. Treasury Inflation
Protected Securities (TIPS), were down about 1.2% for the quarter and 1.6% so far this year, fairing better than
most fixed income sectors because their principal values adjust based upon the rising CPI.
The quarter did not provide any material areas of shelter as the worries of a slowing economy arriving from the
Fed’s rate increases tended to impact most investments. REITs, measured by the Wiltshire REIT index, had a
disastrous quarter, losing almost 19%. Commodities tended to be down, led by oil and natural gas, with a few
bright spots in metals and grains.
Finally, diversifying strategies that tend to have minimal equity or interest rate sensitivity were able to miss
much of the storm, with trendfollowing and momentum strategies tending to generate some positive returns
and market neutral and global macro strategies showing single digit losses.
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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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ATLANTA
877.955.8266
■

CHARLESTON
866.619.1003
■

GREENSBORO
855.821.4999
■

MEMPHIS
800.264.7498
■

NASHVILLE
877.386.7332
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