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Key Points
• Nowhere to hide in stock or bond markets during the first half of 2022
• Conflicting data leading to a possible peak in inflation, but other inflation drivers remain hot
• The probability of a recession has increased materially
• The corporate earnings picture will forecast the extent of the economic slowdown and stock market correction

2022: By the Numbers
After three strong calendar years of stock market returns from 2019 to
2021, the US stock market gave back some of those gains in the first
half of 2022. As of June 30th, the S&P 500 has fallen 20% in 2022.
Small and mid-sized US companies haven’t fared much better, falling
23% and 20%, respectively. Both international developed and emerging
stock markets, despite selling at lower valuations than US stocks,
also had a tough first half of 2022, falling 20% and 18%, respectively.
Contributing to the fall in international stocks has been the rise of the
US Dollar versus the majority of global currencies year to date. Bond
returns during the first six months of 2022 were also sharply negative.
Using most Treasury bond and investment grade corporate bond indices,
the first half of 2022 was the worst start for bond markets in recorded
history. As interest rates rose throughout the six month period, bond
prices fell. Longer dated bonds fell the most due to greater interest rate
sensitivity.

Corporate Profits
Despite a slowing economy, high inflation and increasing interest rates,
S&P 500 earnings are still forecast to grow 11% in 2022 (according to
I/B/E/S data). Surprisingly, full year S&P 500 estimates have continued
to rise throughout the first 6 months of the year even as concerns of
an increasingly hawkish Fed and slowing economic growth have risen.
Certain sectors offer more refuge than others depending on the
market conditions. The energy sector in particular has outperformed
the broader S&P 500 in dramatic fashion with a 31.6% total return.
The higher energy prices have provided a much needed cushion for
company’s margins operating within the sector. For instance, analysts
have sharply increased their second-quarter profit estimates for Exxon.
The oil producer is gearing up for what might be one of the best quarters
in its history. Juxtaposed against consumer pain felt at the pump, it
seems hardly worth a celebration.
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Inflation and Rate Increases

The Economy

The main cause of the market turbulence throughout the first half of the
year was a persistently high level of inflation. The high level of inflation
has forced the Federal Reserve (Fed) to become much more aggressive
with interest rate increases as the year has progressed. The Fed has a
dual mandate – to pursue maximum employment and price stability. As
the US economy continued to add jobs during the first six months of the
year, unemployment has fallen to a very low historical level of 3.6%. With
US job openings still far out numbering the number of unemployed people
in the US, the Fed has turned its focus solely on getting inflation down.
As the Fed’s rhetoric became increasingly hawkish, capital markets had
to adjust to much higher rates than what was expected at the end of
2021. As it stands now, the Fed Fund Futures market is pricing in an
additional 1.75% increase in the Fed Fund Rates (driver of short term
rate expectations) by the end of 2022, on top of the 1.5% increase the
Fed has accomplished year to date. The speed and magnitude of these
interest rate increases has not been seen since the early 80’s, and that
was from a much higher starting level of interest rates.

As mentioned, the labor market remains a bright spot with the U.S.
economy continuing to add jobs during the first 6 months of the year.
Unemployment has fallen to a low historical level of 3.6%. However,
US GDP actually decreased 1.6% during the 1st quarter of 2022. Early
projections and leading indicators within U.S. economic data releases in
Q2 point to a slowing economy in Q2 and likely into the second half of the
year. The probability of a recession has increased materially. Whether or
not the U.S. falls into a technical recession or not is not as important as
how much real growth slows. The magnitude of the slowdown is what we
are watching as we look at potential asset allocation adjustments.

Market View and Portfolio Changes
As we look forward into the second half of 2022, the Bangor Wealth
Management Team expects volatility to remain high until a slowdown in
inflation becomes more apparent. Once inflation begins to trend lower,
the Fed will likely have the cover to begin to tone down their hawkish
signaling. This would especially be the case if global growth continues to
trend lower. The Fed also believes in the power of the wealth effect – as
consumers wealth decreases (lower investment portfolio values, lower
401k balances, lower house prices, etc), they tend to spend less. With
trillions of dollars already lost from falling stock and bond markets, the
Fed will likely be quick to adjust market rate hike expectations if inflation
permits them to do so.

Investing During Bad Markets

Recent commodity price drops, although still at higher levels, deflating
used car prices and a drop in other durables has given the market some
hope that the highs in inflation are near. However, high housing inflation
measures along with rising wages offset some of the pricing relief and
may make the path towards lower inflation levels not as steep as the Fed
is forecasting.

Many investors question their decision making when the markets cause
balances to erode. Feelings of anxiety can quickly turn into panic and
even depression. Although it can be difficult, it is crucial that investors
avoid making a key mistake during these events by selling out of their
investments. If anything, history has shown us that going against our gut
and buying is the proper decision when the markets are in turmoil. The
old axiom ‘Buy Low Sell High’ came from situations just like we are seeing
in the markets today. While all of this is true, it is also very important
to have a proper investment strategy and not just buy investments for
the sake of buying. By working with your Relationship Manager you can
reaffirm that your accounts are properly invested for all markets as well
as your goals and timeframes. A proper investment strategy will ensure
that you are aligned appropriately to weather all types of markets and
work toward attaining your financial goals.
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