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RECAP SUMMARY

The 1st Quarter of 2022 saw the first negative period of returns for U.S. stocks since early 2020 when the pandemic began.  
Over this quarter, the S&P 500 declined by 4.5%, small cap stocks declined by 5.9% and mid cap stocks declined 4.7%.  
International equity also decreased, as the MSCI/EAFE index declined 6.1% for the quarter. 
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The first part of the quarter, the markets were grappling with higher-than-expected inflation, as the Consumer Price 
Index (CPI) hit a 40-year high of +6.8% in November followed by +7.9% in February.  However, the Federal Reserve 
continued its asset purchases through the end of March and announced a 0.25% increase to the Federal Funds rate on 
March 16th.  The Fed has indicated that it intends on making future rate increases as needed, and markets have priced 
in between 8 and 9 rate hikes through the end of 2022 according to spokesmen from NASDAQ.  Due to these moves, we 
saw the 5- and 10-year Treasury bonds increase in yield from 1.24% to 2.56% and 1.51% to 2.39%, respectively.  We also 
saw the yield curve flatten and slightly invert with the 5- and 10-year rates. In a normal yield curve, the rates are higher for 
longer maturities. A flat yield curve has the same level of interest for all maturities. An inverted yield curve is found when 
short-term rates are higher than long-term rates.   This inversion may indicate that rates are anticipated to come down in 
the future after the economy works through the supply chain constraints that are partly to blame for the rise in inflation as 
well as the lingering impact of fiscal stimulus. 

Due to the rise in interest rates, bond fund values were impacted over the quarter with intermediate bond fund share 
prices declining approximately 6-7%.  This adjustment essentially gives up prior gains in this asset class but should enhance 
the SEC yields of the funds in the future as coupon rates increase.  Shorter term duration bonds were affected to a lesser 
degree with NAV values declining approximately 4%.  

Exacerbating some of the concerns of global inflation came in late February when Russia invaded Ukraine. The invasion 
created further disruption in the energy, commodities, and agriculture exports as sanctions on Russia from the West has 
restructured some of the global trade agreements.  The invasion has since stalled, and the outcome of the Russian and 
Ukrainian economies remains uncertain.  For the U.S., the disruption has challenged some of the existing reliance on 
foreign imports and caused the Biden Administration to release one million barrels of oil a day for the next six months 
from the strategic reserve to offset some of the rise in gasoline prices. 

US EQUITY VALUATIONS

Valuations for US Equities in the S&P 500, as measured by the Forward Price to Earnings (PE) ratio has come down 
from 23x at the beginning of the year to 19.4x at the close of the quarter.  Corporate earnings continue to recover at a 
record pace, with the following three years expected to grow by nearly 10% per year through 2024.  The 25-year average 
for the Forward PE ratio is 16.8x, so we are closer to that level.  The current dividend level of the S&P 500 is 1.46% as 
compared to the 25-year average of 2%.  We have observed how U.S. corporations have been able thus far to maintain 
significant profitability, while passing along much of the cost inflation to its consumers without losing much of its sales 
volume.   We expect this trend to continue in the near term, as the consumer balance sheet is at the healthiest levels it 
has been in 40 years.
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In the midst of the economy reopening, the US Consumer household is very healthy as compared with the past.  Over 
the past two years from 2020-2022, the U.S. consumer was able to accumulate approximately $2.1 trillion in excess 
savings.  Much of this was due to the COVID-19 related shutdowns, as people stayed at home and saved money while 
the federal government injected massive fiscal stimulus.  As the pandemic faded in the U.S., we have seen a resumption 
of normal activity and higher than normal consumer purchases. It was this rush to purchase goods and services that 
started inflationary pressures. Household debt service is at a 40-year low with total debt service only accounting for 9% 
of household cash flow.  For reference, debt service peaked in 2007 at 13% of consumer cash flow prior to the 2008-09 
financial crisis.  Since the majority of US GDP is consumer spending, this bodes well for boosting corporate profits and 
sales for the immediate future. 

Source: Factset, Federal Reserve Bank, JPM
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As the chart to the left indicates, S&P 500 collective 
earnings per share continue an upward trend and are 
expected to continue growth in the next three years (2022-
2024).  There was a pullback in earnings in 2020 from the 
pandemic but there was a significant recovery in 2021.  It 
should be noted that the growth in earnings trendline 
appears to be accelerating, which seems to be factoring in 
some embedded inflationary impact.  

This is one place that we see inflation appear to be taking 
hold, as part of the consequences of the combined action 
taken by the government and the federal reserve.  Since the 
S&P earnings are nominal (they are not net of inflation), the 
rate of growth is magnified as a result.  

One takeaway from this chart is to see that companies have 
some ability to hedge against inflation because of their 
“pricing power.”  In other words, if inflation persists, they 
can raise their prices, thereby passing their costs along to the 
consumer.  Equity valuations are primarily based on earnings. 
Owning equities presents a mechanism for insulating against 
inflation to some degree. 

Economic activity continues to recover from the pandemic as measured by many factors.  Unemployment was reported as 
3.6% in March of 2022, which is now approaching a 50-year low.  There simply are not enough workers available or willing 
to fill the 11.2 million job openings in the country.  Wage growth also increased in March at an annualized rate of 6.7%, 
as compared to a 50-year average of 4%.  High frequency data show that consumer debit/credit transactions (a driver of 
consumer spending) are now up 31% from pre-pandemic levels, while hotel occupancy, dining out, and TSA traffic are still 
down 6%, 3% and 11% respectively.  We expect that traffic will pick up during the summer to resume pre-pandemic levels.  
All of these factors indicate a heating economy with consumers flush with cash and ready to purchase goods and services.  
However, rising prices may slow down the appetite for spending, although we have not materially seen that yet.  

FOCUS ON INFLATION 

Inflation is classically defined as too many dollars chasing too few goods. 

The Federal Reserve had indicated in prior meetings that they expected inflation to be “transitory” but have since not used 
this term since last November.  It appears that inflation is here to stay and getting rid of it may not be an easy task.  There 
are many causes to inflation, but we wanted to spotlight how government and central bank policy during COVID-19 had a 
large role to play. 
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Source: BEA, Treasury Department, JPM

During the government shutdowns of 2020 and 2021, the U.S. 
ran budget deficits of almost 3x the normal rate.  In one sense, 
they financed almost six years’ worth of deficit spending in just 
two years.  A large portion of the spending went to helping to 
keep employees paid while staying home, and while very little 
products were able to be made with factory shutdowns and 
supply chain problems.  As referenced earlier, consumers were 
able to save approximately $2.1 trillion during this time in excess 
savings.  As the government ran its deficits, the Federal Reserve 
purchased the bonds that were not absorbed into debt auctions 
pushing its balance sheet above $9 trillion.  However, the massive 
government stimulus does not come without a cost.  This cost 
is manifested in the form of inflation, which is often referred 
to as “hidden tax.”  One measure of the total debt burden on a 
country is its “Federal Debt as a percentage of GDP.”  At the end 
of 2021, that figure was nearly 100%, which is approaching levels 
not seen since WWII.  Managing future debt obligations will 
certainly be something that politicians must face in coming years.  

Central banks funding of COVID-19 relief and other social obligations is not unique to the U.S.  The Bank of England 
and European Central Bank also implemented significant stimulus during the past two years and are both expected to raise 
their interest rates as a result over 2022 to deal with inflation.  

One of the primary drivers of inflation currently is the price of 
energy.  In terms of oil, the price peaked out in late March at $120 
per barrel and has since declined to around $100 per barrel.  The 
oil market is very sensitive to supply, and the production of oil 
worldwide has not been able to keep pace with surging demand 
following the pandemic.  Worldwide production of oil in 2022 is 
expected to catch up to demand with approximately 100 million 
barrels a day. Part of the rise in oil prices in March of 2022 was due 
to the Russian invasion of Ukraine, especially after the U.S. and 
the West had put sanctions on Russian oil.  Russia supplies almost 
11% of the world oil supply, so the immediate impact and worry 
that their oil would not come to market created a price spike.  
However, Russia appears to have found new purchasers for its 
energy including India and China, which has reduced the impact.  

Source: JPM, Factset
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Source:  JPM, Bureau of Labor Statistics

It is interesting to see where the inflation is showing up in our economy.  According to the Bureau of Labor Statistics, 
Inflation has been coming from all the major categories including energy, new and used vehicles, food, other, restaurants, 
transportation, and shelter/home expenses.  In other words, it is not coming from just one source but rather more likely 
a result of the expansion of the money supply that we discussed previously.  Energy certainly is a large component, and 
should remain so unless additional supply comes to market. Vehicle prices will remain high until supply chain issues are 
resolved. 

FEDERAL RESERVE POLICY UPDATE

As mentioned above, the Federal Reserve indicates that it will raise rates in the coming 12 months to combat inflation, 
with current estimates of 8 to 9 increases of 0.25% each.  It also indicates that it will begin to unwind its $9 trillion 
balance sheet in the next few years to a target level of approximately $7 trillion by 2024.  This will not be an easy task, 
as just allowing maturing bonds to “roll off” the balance sheet takes cash out of the economy.  The CBO estimates that 
the Federal government will run a deficit of $1.1 trillion which will add to new issuances.  There is a view among some of 
our bond fund managers that the Fed will find it too difficult to unwind that much of its balance sheet and will have to 
resume lower rates in the future to help support the economy when it begins to fade sometime in the next 2-3 years.  The 
global bond market is estimated to be approximately $130 trillion and is very complex.  If history is a guide, it will not be 
surprising to see the Fed reverse course in a few years and begin loosening its policy once again. 
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Source:  Factset, Federal Reserve, Standard & Poors, JPM

The above chart indicates the past cycles in which the Fed implemented raising the Federal Funds rates going back to the 
1970s.  It is interesting that in those 7 periods of time, 5 of them saw positive returns for U.S. Equities.  In almost all cases, 
short term rates increased, but the impact to the 10-year treasury rate was muted.  The average time of the rate increase 
cycle was 9 hikes and 18 months, which appears to be the path that analysts anticipate.  The main difference between this 
cycle and previous ones is the massive amount of existing debt, which to date has not materially impacted the outcomes. 

In summary, we anticipate a strengthening U.S. economy along with stubborn inflation over the remainder of the year. 
Events such as the Russian invasion of Ukraine are fluid but have had a muted impact on the U.S. so far.  We expect to see 
a continued inflationary pressure on commodities, general goods and services, food and energy until supply chains are able 
to return to healthy levels.   As mortgage rates rise with increased bond yields, it may put some downward pressure on the 
rise of housing prices especially if the 30-year fixed mortgage rate exceeds 5%.   Labor markets will continue to be strained 
which adds to the supply chain shortages and inflationary pressure.  Considering all these factors, the case for investment 
in a balanced portfolio continues to be strong as opposed to holding cash which is especially eroded by inflation.  We 
should be prepared for short term volatility, and we continue to recommend periodic rebalancing depending on the time 
horizon and risk tolerance of each individual client.  


