
2nd Quarter 2022 Review

22nndd Quarter 2022 Commentary 
and Market Outlook

July 2022

Re-capping the 2nd quarter of 2022, major equity market indices were all down double-digits adding to the
losses incurred in the 1st quarter. The technology-heavy Nasdaq 100 Index suffered the greatest loss in the
2nd quarter dropping 22.30%. The Dow Jones Industrial Average and the S&P 500 Index were not spared
the carnage as they fell 10.78% and 16.10% respectively. Although still negative for the quarter, developed
international and emerging markets stocks held up better than their domestic counterparts.

In the 1st quarter “value” stocks were virtually flat while “growth” stocks suffered big declines. In the 2nd
quarter, the selling caught up to the value stocks, and value, as measured by the Russell 1000 Value Index,
fell 12.21%. Growth stocks still performed much worse than value stocks. The Russell 1000 Growth Index
dropped 20.92% in the quarter. The Russell 1000 Growth index has a significant amount of overlap with the
Nasdaq 100 Index. At some point, we will see a rotation back into growth stocks away from value stocks. But
that has not happened yet.

During the equity selloff, high-quality bonds did not act as a safe haven for investors as the Bloomberg
Barclays US Aggregate Bond Index fell by 4.69% in the 2nd quarter bringing the year-to-date loss to just
over 10.0%. Interest rates continued to rise with the Federal Reserve’s raising of the Fed Funds rate, and
market-based rates such as the yield on the 10-Year US Treasury Note also rose. After starting the quarter at
just 2.377% on the 10-year US Treasury Note, the yield rose to nearly 3.5% before backing off to 2.972% at
the end of the 2nd quarter. 

Fears of a slowing economy pushed lower-quality bonds down in value. These bonds were down nearly as
much as the Dow Jones Industrial Average was for the quarter. The Bloomberg Barclays US Corporate High
Yield Index fell 9.83% for the quarter.

Indices Performance
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Commodities were the bright spot in the 1st quarter of 2022, but even commodities shared in the selling 
during the 2nd quarter with the Bloomberg Commodity Index shedding 5.66%. Fears of recession led to the
selling of commodities in response to a perceived slowing economy.

The first half of 2022 turned out to be the worst start to a year since 1970 for both the Dow Jones Industrial
Average and the S&P 500 Index. Further, technology stocks are off to their worst start to a year ever. Keep
in mind, that in the second half of 1970, the S&P 500 Index surged 26.5%.

Making Sense of the Current Market Selloff
A “bear” market is defined as a decline of 20% or more in a market index. The technology-heavy Nasdaq 
market was the first index to fall into bear market territory. The S&P 500 Index has followed suit and has 
officially closed down over 20% to qualify as a bear market as well. The Dow Jones Industrial Average is still
short of the official bear market status. Setting the definition aside, the stock market as a whole began the
current bear market at the beginning of this year as the markets began their declines right from the start of
the year.

So far, the selloff has been driven primarily by the Federal Reserve’s monetary policy, Russia’s invasion of
Ukraine, and fears of recession. Earlier this year, the Fed had begun the current interest rate increase cycle
and the expectation is that it has further to go. Fed policy changes will be data-dependent and such data will
determine how high rates will rise. The primary driver of policy will be the inflation data. The Fed will also look
at employment and wage growth numbers to get a sense of how “hot” the economy is. Eyes are also on 
further developments out of Europe as Russia tries to occupy Ukraine.

Beyond the Fed and Russia/Ukraine, the markets may also be pricing in a mild recession. High energy prices
and persistent inflation may already be causing the economy to slow. The markets have likely already priced
in such a slowdown.

In our opinion, the other shoe has yet to drop. Corporate earnings estimates have remained elevated and we
believe that earnings estimates will start to decline. We do not believe stock prices have factored in a decline
in corporate earnings yet. When they do, stock prices will have to adjust downward even if just briefly.

All bear markets come to an end. This one will be no different. What will likely end the bear market is a 
“capitulation” sell-off whereby sellers wish to get out of stocks at any price. We also need to see the CBOE
Volatility Index or VIX spike reflecting a high level of panic in the markets. In recent weeks we have seen
spikes in the index but it has settled down representing more calm in the markets. Patience is in order as
investors weather the potential storm ahead.

The Federal Reserve and Interest Rates
The Federal Reserve has already implemented a series of Fed Funds interest rate increases so far this year.
In addition, it has launched “quantitative tightening” whereby it is letting bonds purchased under the prior
“quantitative easing” programs roll off its balance sheet as well as actively selling bonds to further reduce its
balance sheet. Current Fed monetary policy is intended to combat inflation.

Raising the Fed Funds rate only affects short-term interest rates. Quantitative tightening is intended to push up
longer-term interest rates which are generally market-based interest rates. Will quantitative tightening work? It is
unclear because the Fed does not have a history of using such a policy. It looks like it has already had some
impact on longer-term interest rates as we have seen the 10-year U.S. Treasury Note yield rise this year. The
yield on the 10-year U.S. Treasury Note yield has risen from 1.512% at the end of 2021 to 2.972% at the end
of the 2nd quarter of 2022. Quantitative tightening has undoubtedly had some impact on the yield increase.

The current Fed Funds target rate range is 1.5% to 1.75% after starting the year in a range of 0% to .25%.
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The Fed likely wants the Fed Funds rate to rise to a range as high as 2.75% to 3.0% to help slow inflation.
However, if the economy has already slipped or does eventually slip into a recession, the Fed may feel 
pressured to be more accommodative which may result in a lower Fed Funds rate. If we fall into a recession
with high inflation, or “stagflation,” the Fed will have a tremendous balancing act to perform between raising
interest rates to slow inflation and lowering interest rates to help fuel a slowing economy.

It is our view that the market-driven rates such as the 10-year US Treasury Note yield are near their highs 
during the current interest rate increase cycle. We believe it is unlikely that the 10-year US Treasury Note
yield rises above 3.75% from its current level of 2.972% (as of 6/30/2022). A slowing or recessionary 
economy will put pressure on such longer-term interest rates to remain low.

Inflation and Oil Prices
Inflation eats into the spending power of consumers. The additional costs from rising prices of goods or 
services take away from dollars available to be spent on other goods and services. Historically, rising oil
prices have coincided with rising inflation. There has been a high correlation between oil and inflation, as in
the 1970s, but that correlation may be diminishing. 

As of 2018, there is just a 0.27 correlation between the Consumer Price Index and the price of oil since the
1970s. There is a greater correlation between the Producer Price Index and oil which is at 0.71. (Melissa
Pistilli, Investing News Network, Oil Price and Inflation, What’s the Correlation? 7/27/2021). This suggests
that the price of oil hits the producers of goods; however, those prices are not completely passed through
to end consumers. It also diminishes a long-held belief that rising oil prices mean we will see rising inflation.

There may be signs that the Fed’s interest rate increases and quantitative tightening are beginning to work.
The U.S. Dollar has been steadily increasing this year. Inflation ravaged the currency and that has been
reversing. Likewise, commodity prices, including oil, have been falling in recent months. Gasoline has 
started to decline. Are these signs of stabilizing inflation or simply a signal that the economy is going into a
recession? A strengthening currency is a good thing.

Nominal Broad U.S. Dollar Index
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A Looming or an Avoidable Recession 
Some economists believe we are already in a recession while others believe one is inevitable within the next
year. Still, many economists do not see us falling into a recession at all. There are some signals that we may
be dipping into recession, or are already there, while there are other factors that would help dismiss the
thoughts of a current or imminent recession. Some concerning signals would include the aggressive nature
of the Fed tightening policy as it tries to dampen inflation. Will the Fed get it right and we have a “soft 
landing” or will we have a “hard landing”? Some commentators refer to the Fed’s current job as “threading
the needle” to get it just right and avoid sparking a recession.

CPI and Core CPI
% change vs. prior year, seasonally adjusted

Oil Price Spikes and Recessions
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Oil shocks often precede recessions and we have had such a shock. Three of the last four recessions were
preceded by an increase or spike in oil prices. The yield curve has also become “inverted” whereby we have
seen the 2-year U.S. Treasury Note yield exceed the yield of the 10-year U.S. Treasury Note. Such yield curve
inversions often precede recessions. We have also seen the bond market telling us something. “Spreads” on
high yield or “junk” bonds have widened suggesting greater default risk for holding these bonds. Investors
demand a higher yield to hold these bonds given the perceived risk. Bank loans, as an investment, have also
fallen in value. The consumer confidence index fell in June after falling in May to the lowest level since
February 2021. Declining consumer confidence may reflect consumers’ concerns about the economy and be
an indication of future spending in the economy. Lastly, the real Gross Domestic Product (GDP) reading for
the 1st quarter of 2022 showed a contraction in the economy at an annual rate of 1.6%. It usually takes at
least two consecutive quarters of negative GDP growth for the National Bureau of Economic Research
(NBER) to declare a recession (among other factors it analyzes).

However, there are reasons to suggest that we are not close to a recession. It is hard to believe that we could
have a recession with a current unemployment rate of 3.6%. The June jobs report showed that the U.S. 
economy added 372,000 jobs for the month. Job openings reported for May did show a sharp drop from
April. But the current job openings reading shows 1.9 jobs available for every unemployed worker which is
near a historical high. Despite the widening spreads on high yield bonds, the actual current default rate on
such bonds is a mere 0.72%. The long-run average default rate is 3.61% which includes both good times
and bad times. This suggests that not too many companies are going bankrupt and we would expect to see
bankruptcies in a recession.

If we are in a recession, the good news for the markets is that the stock market tends to bottom amid a 
recession, not at the end of a recession.

Corporate Earnings and Our Expectations
The Standard & Poor’s Corporation estimates the S&P 500 Index’s earnings at $239.42 per share for the
next 12 months (as of 6/30/2022). That gives us a current forward Price to Earnings (P/E) ratio of 15.81
using the quarter’s closing price of 3785.38 for the Index. We see a trailing P/E ratio of 17.76 based on 
earnings over the past 12 months of $213.12 per share. At the current price and estimate for earnings,
absent a slowdown or recession, we believe the market is reasonably valued right here. 

Real GDP: Percent Change From Preceding Quarter
Percent Change

Source: U.S. Bureau of Economic Analysis                                                                           Seasonally adjusted at annual rates  
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Regardless of whether or not we fall into a recession, the Fed is trying to slow down the economy to get 
inflation under control. As of the time of this writing, we have not yet seen any downward estimates in S&P
earnings which we would expect to see in a slowing economy. The Standard & Poor’s Corporation has
increased its full-year 2022 estimate from $210.95 as of 3/31/2022 to the current $224.06 for the full year
2022. However, profit margins have declined from 13.41% in the 4th quarter of 2021 to 11.93% in the 1st
quarter of 2022. We also have a wildcard out there whereby fiscal policy may change resulting in increased
taxes on corporations. As a result of a potentially slowing economy, declining profit margins, and a possible
higher tax rate on corporations, corporate earnings will likely decline and analysts’ estimates will begin to
reflect that starting at the beginning of the earnings season for the quarter ending June 2022. 

If we assume that earnings decline from the current trailing number of $213.12 by just 10%, we get to 
earnings per share of $191.80. Applying a multiple of 17.5x we get a price of 3356.50 per share, a market
value about 11.3% lower than the quarter-end closing price. That would be a fair price for the market with a
10% decline in earnings.

What happens to earnings and P/E ratios if we do fall into a recession? Looking at the past four recessions,
recessions beginning in 1990, 2001, 2008, and 2020, we saw a minimum decline in earnings of 22.12% in
2020 to a maximum decline in earnings of 56.70% in 2008. Generally, corporate earnings peaked months
before the official start of the recession. This may be indicative of an economic slowdown that preceded each
recession. When earnings peaked, we saw varying P/E ratios which makes it hard to determine what an
appropriate recession P/E ratio should be. For example, the P/E ratio was 12.46 at peak earnings before the
1990 recession but was 25.30 at peak earnings before the 2001 recession. At the trough of earnings, the
P/E ratios in each of the past four recessions were quite high. In three of the four recessions, the earnings
trough was well after the official recession ended. Only in 2001 did earnings bottom during the tail end of
the recession. 

Looking at the aforementioned prior recessions, we accept that earnings will decline. If we assume that any
recession we might go into would be mild, we would expect earnings to decline similarly to at least the 2020
recession, meaning a decline of 22%. We believe that should we enter such a recession that earnings 
multiples would at least stay the same as they are today, perhaps fall to the 17.5x level (a reasonable 
estimate for multiples during a mild recession).

If earnings were to decline from their current level of $213.12 by 22%, that would cut them to $166.23 per
share. Applying a 17.5 multiple to those earnings would give us a market price of 2909.03 or 23.2% lower
than we are now. That is the expectation for a mild recession. 

We are cautiously optimistic that we will not move into a recession, but if so, we believe it will be short-lived.

Recessions, Earnings and Price-to-Earnings Ratios of the S&P 500 Index
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Conclusion
Both the Dow Jones Industrial Average and the S&P 500 Index are off to their worst first half of a year since
1970. It is the worst start to a year ever for technology stocks. We officially entered “bear” market territory
for the S&P 500 Index and Nasdaq Index. The market selloff this year has been precipitated by monetary 
policy changes, Russia’s invasion of Ukraine, and fears of a recession or economic slowdown.

Monetary policy has changed this year with the Federal Reserve’s increasing of the Fed Funds rate and the
implementation of quantitative tightening. The market needs to know that the Fed is close to finishing for it
to have a sustained rally or start a new “bull” market. We may be close to the Fed telegraphing that the end
of rate increases is in sight.

Inflation cuts into consumer spending. Over the past 12 months or so, inflation has fallen upon the economy.
There is a high correlation between the Producer Price Index and oil but less correlation between the
Consumer Price Index and oil.

Will the Fed get it right and we have a “soft landing” or will we have a “hard landing”? A soft landing would
be a desired slowdown in the economy to curb inflation and a hard landing would be a recession. There are
reasons to believe we may have a recession and reasons that we may avoid a recession.

The equity markets seem fairly valued at current levels. However, when you factor in any earnings estimate
decreases, we may be overvalued. A slowdown in the economy or a recession would suggest earnings 
estimates have to come down.

It is our opinion that the current bear market is nearing its end, and any possible recession will be short-lived.
As such, we are here to listen, counsel, and provide direction to all of our clients.

James L. Olsen, CFA, CFP® Michael P. Czajka
President & Chief Investment Officer Chief Executive Officer

Malvern Capital Management, LLC (“MCM”) is an investment adviser registered with the state of Pennsylvania. Registration does not imply that MCM
or any individual providing investment advisory services on behalf of MCM possess a certain level of skill or training. Different types of investments
involve varying degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or 
product made reference to directly or indirectly in this newsletter, will be profitable, equal any corresponding indicated historical performance level(s),
or be suitable for your portfolio. This Market Review & Outlook Newsletter and its contents are for informational and educational purposes only and
is not intended to provide specific advice or recommendations for any individual. All indices are unmanaged and may not be invested into directly. The
Dow Jones Industrial Average (DJIA) is a price-weighted average of 30 significant stocks traded on the New York Stock Exchange and the Nasdaq.
The Standard & Poor’s 500 Index is a capitalization weighted index of 500 stocks designed to measure performance of the broad domestic 
economy through changes in the aggregate market value of 500 stocks representing all major industries. The NASDAQ Composite Index measures
all NASDAQ domestic and non-U.S. based common stocks listed on The NASDAQ Stock Market. The Russell 2000 Growth Index is composed 
of small-capitalization U.S. equities that exhibit growth characteristics. The Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based 
benchmark that measures the investment grade, U.S. dollar-denominated, fixed-rate taxable bond market. Any opinions, recommendations or 
indications of past performance contained in this letter is subject to risks and uncertainties beyond the control of MCM and are no guarantee of future
returns. MCM may discuss and display, charts, graphs, formulas which are not intended to be used by themselves to determine which securities to
buy or sell, or when to buy or sell them. Such charts and graphs offer limited information and should not be used on their own to make investment
decisions. While MCM makes every attempt to verify the data and sources, we do not guarantee or certify the accuracy, completeness or timeliness 
of the information presented in this letter. In consideration of the investment objectives of any individual client, MCM may take actions that are 
inconsistent with the opinions or views contained in this letter. ©2022 Malvern Capital Management, LLC.

Not FDIC Insured — May Lose Value.
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