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1st Quarter 2022 Review
We experienced a market correction in the 1st quarter 2022 which appeared to have been sparked by fears
of rising interest rates, the Russian invasion of Ukraine, the uncertainty regarding the economy and a
possible slowdown in corporate earnings. It appears we have bottomed for now on February 24th, the same
day Russia invaded Ukraine. The market went into rally mode right after the Federal Open Market Committee
(FOMC) meeting concluded on March 16th. The S&P 500 Index fell by a modest 4.60% for the 1st quarter
but had been down over 13.6% at its lowest point during the quarter. The Dow Jones Industrial Average
dropped 4.10% and the Nasdaq 100 declined by 8.91% for the quarter. Small-cap and mid-cap stocks
declined by 7.53% and 5.68% respectively.
There was a noticeable shift toward value stocks in the 1st quarter with the Russell 1000 Value Index outperforming the Russell 1000 Growth Index by over eight percentage points. Despite the stark difference in
quarterly performance of the two investment styles, growth stocks staged a rebound the last two weeks of March.
Rising interest rates in the 1st quarter 2022 caused the bond market to drop sharply. The 10-Year U.S.
Treasury note yield rose to a high in the late 1st quarter of 2.503% from 1.512% at the end of 2021. High
quality, investment grade bonds fell by 5.93% as measured by the Bloomberg Barclays U.S. Aggregate Bond
Index. Lower quality bonds also fell in the quarter with the Bloomberg Barclays U.S. Corporate High Yield
Index down 4.84%. Commodities were one of the few bright spots for the quarter. The Bloomberg
Commodities Index rose by 25.55%. A high inflation rate usually translates into higher commodities prices.
Commodities have not been a very attractive investment over the past 10 years however.
With the negative bond and equity performance in the 1st quarter, a question arises; is the current market
correction over or has it simply paused? As we proceed through the rest of this year, there are many open
questions that need to be answered. We examine various issues and concerns as follows.

Indices Performance

A Volatile Year Ahead
Whether the 1st quarter stock market correction is over or not, we foresee heightened volatility for the
remainder of this year. There is uncertainty regarding corporate earnings and earnings drive stock prices. We
did not believe that Putin would ultimately invade Ukraine but he did. Our view was that Putin would not risk
the fall out of the inevitable sanctions and their effect on the Russian economy causing him to think long and
hard about an invasion of Ukraine. Putin appeared to be too smart and wouldn’t dare risk economic
sanctions being imposed on his country. But with the invasion, sanctions have been imposed on Russia.
Despite the negative impact on the Russian economy, these sanctions will also have an adverse impact on
the economies of the countries imposing the sanctions including the U.S. The full impact of the sanctions has
yet to be determined.
Coinciding with the war in Ukraine, there is a fear of a potential nuclear war between NATO nations and
Russia. Such fear is unsettling to the markets. Another concern for the markets is China and Taiwan. Will
China feel embolden to invade Taiwan given the world’s reaction toward Putin and his invasion of Ukraine?
The markets will be rattled if China does in fact invade Taiwan. What would be the world response to such
an invasion and what would be the impact of likely sanctions on China to the rest of the world? These
concerns will contribute to the potential volatility this year.
The good news is that the Covid headlines have diminished somewhat. Americans are feeling safer now and
believe that the pandemic is under control with the vaccines and boosters that are available. However, Covid
does have the potential to cause concern to equity investors if the death rates rise and fears of further
shutdowns emerge.
Headlines out of Ukraine, China or surrounding Covid can cause market volatility and a continued market
correction or worse.

Inflation is at a 40-year High
Inflation, as measured by the Consumer Price Index (CPI), is at a 40-year high. We are experiencing inflation
that has not been seen since the early 1980’s. It is said that inflation is too many dollars chasing too few
goods. We see four causes of the current inflation problem.
1) Monetary policy; the liquidity created by the Federal Reserve through its zero-interest rate policy
and quantitative easing program has flooded the economy with too many dollars.
2) Fiscal policy; government spending programs from the current and previous
administrations have also added too many dollars to the economy.
3) The price of oil; oil is used in the manufacture of many products as well as being necessary to
transport goods via trucking. Manufacturers of goods need to pass on their cost of oil to their end
consumers leading to rising prices for those goods.
4) Supply chain disruptions; there have been problems getting goods off of the ships at the ports to
be delivered to consumers which includes a truckers’ shortage. We don’t have enough truck drivers
to deliver the goods once they are off the ships.
We could add wages to the mix but we don’t think the current rising wages is a contributor to the current
inflation problem as wages are rising at a lower rate than the overall inflation rate.
The effect on consumers of high inflation is almost like that of a hidden tax increase, albeit a regressive tax.
Much like a tax increase takes dollars out of consumers’ pockets, inflation also takes dollars out of
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consumers’ pockets by diverting dollars that could be spent on other goods and services, to pay for the
higher costs of necessities such as food, shelter and clothing. It is regressive in that it impacts middle and
lower-income people greater than wealthier people.
Unlike a tax increase which taxpayers by law must pay, if prices for goods and services get too high and for
a prolonged period of time, prices may suddenly fall due to a decline in demand. This is referred to as
“demand destruction.” For example, if oil and gas prices climb too high, the end consumer will at some point
alter his driving patterns and drive less so that the demand for gasoline falls forcing prices for gasoline to
decline. We are not there yet but at some point, this could occur.

Federal Reserve and Interest Rates
The Federal Reserve has ended its quantitative easing program which was initiated shortly after the
Covid outbreak March 2020. The program called for the Fed to buy $120 billion of Treasury bonds and
mortgage-backed securities each month in a hope that it would drive down longer-term interest rates and add
liquidity into an economy which had slowed from the Covid related shutdowns. This bond buying program
ended rather abruptly earlier this year rather than “tapering” off the purchases gradually each month over an
extended period of time. Initially the Fed was regularly reducing the bond purchases each month but
suddenly stopped the program because of the Fed’s perceived fears that inflation was more than just
transitory. The Fed has now shifted to what is referred to as “quantitative tightening” whereby the Fed is
allowing Treasury bonds and mortgage-backed securities to run off its balance sheet as they mature and
not replace the matured securities on its balance sheet. In other words, the Fed is shrinking its balance
sheet. The intention of the ending of quantitative easing and the beginning of quantitative tightening
is to push longer-term interest rates up as well as reduce liquidity in the economy as a way to slow down the
inflation rate.

Stock Returns and Interest Rate Movements
Before and After the Global Financial Crisis
Monthly S&P 500 Returns, 10YR U.S. Treasury, Rolling 2 YR Correlations, 1965-Present

Source: JP Morgan Guide to the Markets, 3/31/2022.
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After the outbreak of Covid in March 2020. The Fed cut the Fed Funds rate to 0% to .25% in order to
further add liquidity into the economy to help lift the economy from a mild Covid initiated recession. At the
March 2022 FOMC meeting the Fed raised the Fed Funds rate to .25% to .50%. The raising of interest rates
is also intended to help slow down the rate of inflation. The first move in March is only the beginning. The
expectation is for the Fed to continue raising rates throughout this calendar year and into next year. As long
as inflation remains elevated above the Fed’s target inflation rate of 2%, the Fed should continue to
raise rates. Many economists and market analysts are projecting as many as seven rate hikes in 2022. In fact,
there may be an increase as much as .50% at the next FOMC meeting in May depending on the then current
inflation data.
What happens to the stock market when interest rates rise? According to a study conducted by JP Morgan,
since the financial crisis in 2009, stock market returns and interest rates are highly correlated up until rates
exceed 3.6% on the 10-year U.S. Treasury note (currently 2.40% as of March 31, 2022). Prior to the
financial crisis, the study shows that since 1965 stocks and yields on the U.S. Treasury note were highly
correlated up to a yield of 4.5% before moving in opposite directions. What does all of this mean for the stock
market? As yields rise up to at least 3.6%, we may be able to expect stock returns to not be hampered by
rising interest rates. If or when yields on the 10-year U.S. Treasury note rise above the 3.6% level, we may
see less correlation of stock returns and interest rates.

The Economy
Real Gross Domestic Product (GDP) increased by a 6.9% annual rate in the 4th quarter of 2021. In the 3rd
quarter, real GDP had increased by 2.3%. The 4th quarter’s increase was a reflection of private inventory
investment, exports, personal consumption expenditures (PCE) and non-residential fixed investment. These
gains were offset by declines in Federal, State and Local government spending. The economy continues to
show strength since the shutdowns in 2020.

Consumer Confidence Index®
Index, 1985 = 100

*Shaded areas represent periods of recession.
Sources: The Conference Board; NBER.
©2022 The Conference Board. All rights reserved.
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Further evidence of strength in the economy comes from the last several monthly job reports. The last
non-farm payrolls report for the month of March 2022, showed an increase of 431,000 jobs and an
unemployment rate of 3.6%. Wages are also growing but not as fast as the overall inflation rate so workers
are falling behind in their purchasing power.
Further signs of a strong economy are reflected in the very reliable Institute for Supply Management (ISM)
data. Both the manufacturing and services data are showing very robust readings above 50 which is a very
positive reflection on the economy as a whole.
Consumer confidence as reflected by the Consumer Confidence Index (CCI) shows that consumers are
optimistic about the future which indicates future spending rather than savings. The index is currently
reading above 100 at 107.2 (March, 2022). Readings above 100 indicate confidence in the future. It is hard
to see any recessionary warning signs from the economic data.

Real GDP: Percent Change From Preceding Quarter
Percent Change

Source: U.S. Bureau of Economic Analysis

Seasonally adjusted at annual rates

The Potential for a Recession
Contrary to the economic data, is the U.S. economy headed for a recession as some economists are
saying? A sudden and sharp increase in oil prices historically has led to a recession. In 1973, 1979, 1990
and 2008 we experienced sharp oil price increases which were followed by recessions. In 2008 there were
a number of other reasons for a recession including the housing market collapse, but there was also a
spike in oil prices. An increase in oil followed by an increase in gas prices takes dollars from the private
sector economy.
Another precursor to recessions is the inverted yield curve. The yield curve inverts when the yield on shorter
term bonds rises above the yield on longer term bonds. Economists and investors generally look at the 2-year
U.S. Treasury note versus the 10-year U.S. Treasury note yield with particular interest. That yield inverted the
last trading day of March 2022. Prior to that in late March 2022, the yield on the 3-year, 5-year and 7-year
U.S. Treasury notes rose above the yield on the 10-Year U.S. Treasury note giving us an inverted yield curve.
In eight out of the last 10 recessions, the recession was preceded by an inversion of the 2-year U.S. Treasury
note vs. the 10-year U.S. Treasury note. It should be noted that there have been inversions of the 2-year/
10-year notes that were not followed by a recession.
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Another factor to consider is the aforementioned high inflation rate. Many consumers who live paycheck to
paycheck are devastated by inflation. There is also the fear that the Federal Reserve will go too far in raising
rates and its enacting of quantitative tightening. There is the potential that Congress will increase taxes on
the wealthy and possibly impose a wealth tax in an economy already hit by the high inflation rate.
What happens to the stock and bond markets during a recession? The equity market tends to forecast the
economy six to nine months in advance of an occurrence in the business cycle. In other words, should we
go into a recession, the equity markets should telegraph it six to nine months in advance of the start of the
recession. The equity markets tend to fall sharply in the face of a recession. At the bottom of the recession,
the trough, the equity markets will begin to rise well before the recovery.
Lower quality or junk bonds also perform poorly before the start of a recession as they will have increased
risk of bankruptcies. Higher quality, investment grade bonds generally perform well as they are perceived as
a safe haven and also because during a recession the Fed usually lowers interest rates.
It is our opinion that until the economic data begins to weaken or turn negative, we can avoid a recession.
A recession is defined as two consecutive quarters of negative Gross Domestic Product growth and is
declared officially by the National Bureau of Economic Research (NBER).

Corporate Earnings
Over the past three months, the Standard & Poor’s Corporation has raised their estimate for full year 2022
earnings from $220.11 per share to $225.50 per share on the S&P 500 Index. Many other analysts are
calling for earnings to decline this year as supply chain disruptions and higher input costs are expected to
eat into earnings. The low corporate income tax rate of 21% is still in effect although there are proposals to
raise the rate to 28%. Companies’ earnings are benefiting from the lower corporate tax rates.
Operating margins, which measure the profit a company makes on a dollar of sales, have been fantastic and
are at record highs. The 3rd quarter 2021 operating margins on the S&P 500 Index (the latest data available)
is 13.17% down only slightly from the 2nd quarter which was at 13.54%. For perspective, the average
quarterly profit margin since the 1st quarter of 1993 is 8.12%. Companies’ ability to squeeze out profits on
each dollar of sales is important to achieving continued earnings growth.
We are cautiously optimistic that the Standard & Poor’s estimate for full year earnings will be realized.

Markets are Still Expensive
The current (as of 3/31/2022) trailing price-to-earnings (P/E) ratio on the Standard & Poor’s 500 Index is
21.37x. The current 12-month forward P/E ratio on the Index is 19.58x. Both P/E ratios are well above
average. According to JP Morgan, the 25-year average forward P/E ratio is 16x reflecting a current market that
is very over-valued. However, given the 1st quarter sell-off and the increased estimate in corporate earnings
for 2022, the 12-month forward P/E ratio has fallen from 21.65x at the end of 2021 to its current level.
Continuing with our thought that the markets will be volatile all year, we assume the U.S. equity markets will
“re-test” its low that was seen on February 24th. However, we expect the S&P 500 Index to achieve a total
return of 5% to 7% for the full year 2022 and ending the three-year streak of double-digit gains. Our
optimism for the positive equity returns lies in the fact that bonds are extremely expensive with low yields and
they do not offer a very attractive alternative to stocks. Cash is also not very attractive in this low yield
environment. Real assets such as commodities and real estate are possible alternatives to stocks but have
run up considerably over the past 12-months. We believe stocks will, by default, have some support due to
a lack of alternatives for investors to invest. But to reiterate, it is going to be a volatile year.
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Conclusion
After double digit returns in the major market indices the prior three calendar years, 2022 started off
with a market correction, a correction being defined as a drop of at least 10% in the index. A bear market
is defined as a drop of 20% or more. There are many reasons to expect continued volatility for the rest of
this year. Earnings, Russia, China, the economy, the Fed, inflation and Covid can all cause volatility to
be elevated.
Inflation acts as a hidden tax on consumers and it has caused the Federal Reserve to change monetary
policy to being more restrictive. At present the economy is still very strong as shown by jobs data, the ISM
data, consumer confidence and the GDP growth rate. Until these readings turn negative, it will be hard for
the economy to fall into a recession. Nonetheless, there are reasons to be concerned about a possible
recession. High oil prices, an inverted yield curve, high inflation, the potential for an overly aggressive Fed
and possibly higher taxes all can weigh on the economy.
Corporate earnings remain strong and are expected to increase over the course of this year. At least that is
the current expectation. Equity markets appear to be expensive by various measures including the current
P/E ratios of the markets. We do expect a lot more volatility this year but believe the S&P 500 Index should
achieve a 5% to 7% total return for the year.
As such, we are here to listen, counsel and provide direction to all of our clients.
James L. Olsen, CFA, CFP®
President & Chief Investment Officer

Michael P. Czajka
Chief Executive Officer
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