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Global equity and fi xed income markets were uniformly 
negaঞ ve in the second quarter building on declines in 
the fi rst quarter (Table 1). The U.S. equity market had its 
worst fi rst half of the year in over 50 years with plenty 
for investors to worry about this year: higher-for-longer 
infl aঞ on; central banks raising rates; the Ukraine war; and 
growing concerns of recession. We may look back at this 
quarter and mark it as the infl ecঞ on point where fears 
of a recession surpassed infl aঞ on concerns. One can see 
evidence of this in the shape of the U.S. Treasury yield 
curve with its relaঞ ve fl atness (Chart 1) and widening 
corporate bond spreads.

Equities

The signifi cant decline in global equity prices has equated 
to a reducঞ on in valuaঞ on. At the start of the year the 
S&P 500 was at 20.8x 2022 consensus earnings, today 
it trades at 16.5x earnings. U.S. equiঞ es now trade at an 
average mulঞ ple for the last 50 years, but there is a risk 
that earnings esঞ mates for 2022 and 2023 are too high 
and will be revised lower. Economic growth is slowing in 
the U.S. which will in turn lead to a decrease in revenue 
growth rates. We also observe that corporate expenses 
are increasing via higher wages, raw material, and energy 
costs. Add to that a strong U.S. dollar and the potenঞ al 

for an increase in corporate taxes, and it becomes hard 
to conclude that corporate America will not experience 
margin compression and lower expected earnings. Despite 
these observaঞ ons, consensus earnings esঞ mates have 
not been revised lower, perhaps increasing the pressure 
on corporate management teams in their Q2 and full-year 
guidance. 

Fixed Income

Investors who enjoyed a nearly 40-year tailwind for 
their bond investments have been startled to fi nd bond 
declines that are meaningful and highly correlated to 

Source: Bloomberg.                                          Table 1              

Q2 YTD

U.S. -16.7% -21.1%

Non-U.S. -15.1% -19.9%

Europe -13.6% -20.3%

India -13.3% -14.9%

China +3.5% -11.2%

Q2 Equity Market Returns
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equiঞ es (Table 2). While it isn’t surprising that bonds 
would generate modest returns from historically low 
levels of interest rates, the magnitude and sঞ ckiness of 
infl aঞ on has been the primary driver of poor bond returns.  
Contribuঞ ng to the stubbornly high infl aঞ on numbers 
have been persistent supply chain issues, some caused 
by the Covid pandemic, and new ones caused by the war 
in Ukraine. Some of the supply chain issues are likely to 
be resolved in the near term, but many of them remain 
indeterminate in duraঞ on. Factors such as the move to 
deglobalize parts of criঞ cal supply chains adds to longer-
term infl aঞ onary pressures and general uncertainty. 

Two important issues are likely to have an impact on 
bond prices and yields over the long-term. The fi rst is 
the advent of quanঞ taঞ ve ঞ ghtening (QT), the unwinding 
by the Federal Reserve of its $9 trillion balance sheet 
comprised predominantly of U.S. Treasuries and mortgage-
backed securiঞ es. On the surface one might logically 
assume that QT should have the opposite impact that 
quanঞ taঞ ve easing (QE) had, and thus bond yields should 
rise as the Fed sells its exisঞ ng holdings. Realisঞ cally 
though, nobody knows the impact this will have on 
bond yields and the shape of the interest rate curve. It 
does, however, signal an end to excessively easy money, 
assuming the Fed follows through with its plan.  

The second potenঞ al impact to bond yields comes from 
the U.S. government “weaponizing” the U.S. dollar.  
Treasuries have always been the safe asset to buy when 
the world ran into trouble. Today, foreign buyers of U.S. 
Treasuries may be more reluctant to buy for fear of having 
their assets confi scated, therein removing the marginal 

buyer of the asset, lowering demand, and potenঞ ally 
leading to higher yields. 

Portfolio Positioning

Market downturns are, of course, a natural part of 
invesঞ ng, and there are several important tacঞ cs investors 
can implement to help manage through the current 
volaঞ lity:

• Quality – Stay invested in businesses and balance 
sheets that can self-fi nance their growth in any economic 
environment, independent of the capital markets.  
Excessively leveraged companies may not survive a 
downturn, while those with the best balance sheets and 
a� racঞ ve business models will be share gainers.

• Geography – The U.S. has the world’s reserve currency, 
is home to many of the best managed businesses in the 
world and is now substanঞ ally energy independent and a 
net exporter of oil and gas, in our view, an advantage in 
a world awash in energy sourcing concerns. We believe 
the U.S. also has an advantage as it is geographically 
distanced from its enemies. Europe unfortunately has 
none of these advantages. Europe’s dependence on 
Russian oil and gas is now revealing a major strategic fl aw, 
one that limits the European Union’s policy opঞ ons and 
makes it parঞ cularly vulnerable to infl aঞ on.  An increase 
in interest rates to fi ght infl aঞ on will create pressure on 

Q2 Fixed Income Returns

Q2 YTD

U.S. Aggregate -4.7% -10.4%

Global Aggregate -8.3% -13.9%

High Yield -10.0% -14.0%

Treasury 20+ Years -12.6% -21.9%

Source: Bloomberg.                                          Table 2              

   Source Bloomberg, 6/30/2022.                                                                        Chart 1              
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the southern countries (e.g., Italy), as would a decrease in 
bond purchases by the ECB.  Hence, Europe fi nds itself 
between a rock and a hard place.  In addiঞ on, proximity 
to the Ukraine war also means direct exposure to refugee 
issues and a humanitarian crisis that cannot be avoided, a 
cost both economically and philosophically.

• Bond Duraঞ on – The market’s percepঞ on of the risks 
between imbedded infl aঞ on and a recession creates 
a tug of war over the duraঞ on of bonds to hold. The 
strength and ঞ ming of that signal will likely be opaque.  
However, one can observe that very long duraঞ on bonds 
(see Treasury 20+ years in Table 2) have generated an 
equity-like drawdown this year, an unwelcome surprise 
to investors.  If infl aঞ on stays stubbornly high, or we 
have stagfl aঞ on, it is likely that long tenors/duraঞ on will 
conঞ nue to exhibit higher risk without the benefi t of 
higher yields.  

• Diversifi ers – Investments that are uncorrelated to 
equiঞ es and fi xed income will be valuable in the current 
environment, lowering por� olio risk with disঞ nct drivers of 
potenঞ al returns. A true diversifi er is a niche investment, 
hard to access, and provides uncorrelated returns in most 
market environments, avoiding the crowded areas of the 
market subject to massive swings in liquidity.  

• Cash – We remain comfortable holding above average 
cash levels with the intent of redeploying the cash when 
the market off ers opportuniঞ es to do so at a� racঞ ve 
valuaঞ ons.

Looking Ahead

The uncertainty of the Ukraine war, sঞ cky infl aঞ on and 
rising recession risks have caused wariness for many 
investors. However, the market is discounঞ ng some of 
these risks in current prices. Despite the market’s reacঞ on 
to great uncertainty this year investors should be planning 
for the opportuniঞ es that will become available. Some 
potenঞ al catalysts we are focused on include:

• Supply Chain – A resoluঞ on of the supply issues created 
by Covid, and exacerbated by the Ukraine War, would 

reduce issues impacঞ ng criঞ cal industries like energy, 
basic materials, agriculture, and technology, and begin the 
process of a deceleraঞ on in infl aঞ on, relieve pressure on 
central banks to increase interest rates, and benefi t equity 
markets. 

• Yield Curve – When interest rates are rising rapidly 
the negaঞ ve impact is magnifi ed as borrowing costs rise, 
uncertainty around the availability of capital increases, 
capital projects are delayed or canceled, and the discount 
rate for equiঞ es increases, lowering overall valuaঞ ons. As 
we noted, the long end of the yield curve has numerous 
forces impacঞ ng it; however, when a recession is 
imminent, yields o[ en decline as a precursor to economic 
weakness. An equity market bo� om will o[ en occur 
during this ঞ me and before the economic data confi rms a 
recession.  

• Valuaঞ on – Bear market valuaঞ on mulঞ ples o[ en 
decline below historic averages due to prevailing 
uncertainty. Currently, valuaঞ on mulঞ ples have rapidly 
approached “average” but have not reached “compelling”.  
A meaningful reducঞ on in consensus esঞ mates would 
remove an obstacle. 

• Capitulaঞ on – It is virtually impossible to predict exact 
market bo� oms, however volaঞ lity indices provide some 
indicaঞ on of opportune ঞ mes to buy equiঞ es. Typically, 
an extended run for the VIX above 40 indicates signifi cant 
market volaঞ lity and a shi[ ing of ownership from weak 
hands to strong hands, aiming to benefi t those who have 
ঞ me and paঞ ence.

With equity markets down over 20% many investors will 
resort to emoঞ ons to guide their investment decisions.  
The heightened concerns of recession do not guarantee 
a recession is either imminent or probable. While some 
economic data is deceleraঞ ng, other indicators such as 
monthly payroll addiঞ ons suggest an economy that is 
sঞ ll growing. Now is not the ঞ me to use your gut or your 
heart, but rather one’s head. We believe today’s risks are 
tomorrow’s opportuniঞ es, staying a� enঞ ve and disciplined 
will pay dividends.
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The Colony Group, LLC (“Colony”) is an SEC Registered Investment Advisor with offi  ces in Massachuse� s, New York, New Jersey, Maryland, Virginia, Florida, 
Colorado, Connecঞ cut, California, and New Hampshire. Registraঞ on does not imply that the SEC has endorsed or approved the qualifi caঞ ons of Colony or its 
respecঞ ve representaঞ ves to provide the advisory services described herein. In Florida, Colony is registered to do business as The Colony Group of Florida, LLC. 
Colony provides individuals and insঞ tuঞ ons with personalized fi nancial advisory services.              

This white paper represents the opinions of The Colony Group, LLC (“Colony”). Informaঞ on provided herein is general and educaঞ onal in nature. It is not intended 
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value. 
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