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  Q2 2022 Review & Second Half Outlook 
 

Recession fears and an accelerated Federal Reserve (Fed) interest rate hiking trajectory weighed 

on markets during the second quarter, resulting in the weakest first half performance since 1970.1 

Supply shocks and robust U.S. consumer demand kept inflation and the Fed in the spotlight. But 

higher inflation and the sharp rise in yields are taking their toll, with consumer and manufacturing 

data beginning to show signs of deterioration. 

The unwinding of easy liquidity took air out of both equity and fixed income markets with the S&P 

500 Index and Bloomberg U.S. Aggregate Bond Index declining -16.1% and -4.7%, respectively 

in Q2, while dropping -20.0% and -10.4%, respectively during the first half of 2022. U.S. equity 

markets underperformed international, and particularly emerging markets in Q2, as China’s 

reopening provided potential for improvement. The MSCI World ex U.S. Index returned -14.7% 

while the MSCI Emerging Market Index returned -11.4%, boosted by a +3.4% return from the 

MSCI China Index in Q2. 

As economic growth slows, we expect the balance between inflation protection, quality, and 

defensive positioning to increase in importance. Companies with strong balance sheets and 

health cash flows are likely to be better positioned to weather the storm. At this point in the 

economic cycle, fundamentals are essential. 

Expectations can Shape Recession Realities 

Concerns about slowing economic growth encourages both companies and consumers to act 

more cautiously, which in turn can create a cycle of slowing economic growth. While the U.S. 

labor market remains tight, this is the key feedback loop to monitor for potential signs of 

weakness.  

According to Bank of America analysis, global profit expectations are at their weakest point since 

the Global Financial Crisis of 2008, increasing the risk of a profits recession.2 As profit and 

margin pressure increase, companies may need to right-size employee numbers in line with 

reduced demand and expectations for slower economic growth in 12 to 18 months. While the 

labor market remains tight, there are some signs of slowdown, as layoffs have risen, and some 

companies are rescinding job offers.3  

U.S. consumers entered the current period in a stronger position, with excess pandemic savings. 

However, those savings are only likely to support higher spending for a limited period.4 

Additionally, should manufacturing and employment data slow, consumers may become more 

cautious, reducing discretionary purchases.   

Recession warning bells are also ringing internationally, with Europe’s economic growth reliant on 

the supply of Russian gas, China’s reopening remaining at risk of further lockdowns, and the 
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Japanese yen under pressure. These independent risk factors may become trigger factors that 

could adversely impact global and U.S. economic growth.  

Shifting Balance Between Interest Rate Sensitivity and Economic Growth 

Sensitivity 

The balance between interest rate sensitivity and growth sensitivity currently favors value. 

Typically, value stocks outperform growth during periods where inflation exceeds 3%.5 Value with 

a tilt towards quality and stronger fundamentals talks to the current environment. However, as 

economic growth slows, defensive sectors may become more important than cyclicals. Growthier 

areas may look more appealing if economic growth slows and the interest rate environment 

improves.  

The sharp increase in U.S. Treasury yields maintained the focus on interest rate sensitivity during 

Q2. Maintaining the trend from Q1, this focused attention on dividends, profitability, and 

valuations – favoring value rather than growth while also supporting larger, more well-established 

companies. During Q2, the Russell 1000 Value Index and Russell 2000 Value Index took the lead 

with a decline of -12.2% and -15.3%, followed by the Russell 2000 Growth Index and Russell 

1000 Growth Index with a decline of -19.3% and -20.9%, respectively.6  

While value has outpaced growth, market weakness has been broad based. Both the Russell 

1000 Index and Russell 2000 Index ended Q2 with less than 20% of its members trading above 

their 200-day moving average.7 Year-to-date, the Russell 1000 index declined -20.9%, followed 

by the Russell 2000 Index at -23.4%. The Russell 1000 Value Index and Russell 2000 Value 

Index took the lead with a decline of -12.9% and -17.3%, followed by the Russell 1000 Growth 

Index and Russell 2000 Growth Index with a decline of -28.1% and -29.5%, respectively.8  

Growth stocks are more sensitive to interest rates than economic prospects. Should the interest 

rate environment improve while economic growth deteriorates, growthier sectors such as 

Technology may look more appealing during the recovery. 

Energy and Defensives Take the Lead 

All 11 GICS sectors declined during Q2, with only four sectors providing declines in the single 

digits. Consumer Staples (-4.6%), Utilities (-5.1%), Energy (-5.3%), and Health Care (-5.9%) took 

the lead with defensive sectors providing some refuge as recession fears rose. Despite being 

highly cyclical, the Energy sector benefits from higher energy prices as major economies shift 

supply agreements away from Russian oil and gas. The Energy sector is one of few areas that 

stand to benefit from this inflation pressure that has implications throughout the economy.  

Inflation pressures, particularly in food and energy, have reduced real disposable income, forcing 

consumers to prioritize staples over discretionary purchases. Personal consumer expenditure 

increased 0.2% m/m in May, half the gain expected by markets and reflecting a decline of -0.4% 

when adjusted for inflation.9 The personal savings rate increased marginally in May to 5.4%. This 

followed a trend of lower savings since early 2021 as consumers increased spending and 

depleted some of their excess pandemic savings, reducing the savings rate to the lowest levels 

since 2009.10   

Higher than expected May inflation data reset interest rate expectations for the second half, 

keeping the Fed in focus and weighing on growthier market segments. This contributed to 
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Consumer Discretionary (-26.2%), Communication Services (-20.7%), and Information 

Technology (-20.2%) being the weakest sectors in Q2.  

The story is remarkably similar on a first half basis. Energy (+31.6%), Utilities (-0.6%), Consumer 

Staples (-5.6%), and Health Care (-8.3%) were the strongest sectors while Consumer 

Discretionary (-32.8%), Communication Services (-30.2%), and Information Technology (-26.9%) 

were the weakest sectors over the same period. 

Higher Yields and Higher Correlations Between Asset Classes  

The short end of the yield curve increased dramatically during Q2, with policy interest rates 

starting the quarter at 0.5% and rising in two large Fed interest rate increases to end the quarter 

at 1.75%. The long end of the curve has since flattened and inverted in portions. The 10-year 

Treasury yield had a wild ride during the first half: starting the year at 1.51% and increasing 

rapidly to end the first quarter at 2.338% and the Q2 at 3.0129%. Interest rate expectations 

ramped up for the second half and interest rate volatility reached a fresh peak in June after CPI 

inflation data exceeded expectations, with headline inflation reaching its highest level in 40 years. 

The Fed is expected to increase policy rates to around 3.5% by the end of the year, its highest 

level since 2008.11    

Resetting yields back to pre-quantitative easing (QE) levels will likely be a painful process for 

markets. Higher Treasury yields and reduced liquidity has implications across asset classes, and 

this combination has and likely will continue to result in a higher correlation between equities and 

fixed income. On average, since 2000, equities and bonds offered a negative return correlation. 

However, from the late 1970s until 2000, equities and bonds typically had a higher correlation. 

Year-to-date correlations are back to pre-2000 levels, creating near term headwinds for  

multi-asset portfolios. 
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The Fed’s commitment to bring inflation under control creates headwinds for equities and fixed 

income. However, as recession risks rise, fixed income, especially Treasuries, may outperform 

equities.12 This was evident during Q2 with the Bloomberg U.S. Aggregate Bond Index holding up 

better than the S&P 500 Index despite rising interest rates. This reversed the performance 

ranking from Q1 and brings fixed income to the better performing asset class in the first half.  

With the increased focus on safety, short duration Treasuries have held up the best. Recession 

fears and equity market volatility pushed up credit spreads, adversely impacting the performance 

of both investment grade and high yield corporates.  

Areas of focus: Energy Security, Food Security, and Cybersecurity  

The conflict in Ukraine increased geopolitical risks while having implications for globalization, 

currencies, inflation, cybersecurity, and climate change. Combined with higher interest rates, 

these factors contributed to the equity risk premium rising during the first half.13 While the higher 

discount rate weighed on equity markets, the conflict and its impact on commodity supplies 

established a new era of security. In our view, this scenario creates key portfolio positioning 

opportunities focused on three key security areas: energy security, food security, and 

cybersecurity.14 

Commodities typically perform well during inflationary environments; however, they’re sensitive to 

economic growth. In our view, energy is favorably positioned relative to metals. Energy demand 

continues to outpace supply and global inventories are low. Another factor keeping supply limited 

is a long cycle of under-investment in commodities. Morgan Stanley estimates the global oil 

undersupply is likely to be around 1 million barrels a day for the rest of 2022. Conversely, metal 

demand is typically sensitive to Chinese demand.15 Overweight Energy sector exposure is a way 

to protect against the impact of higher energy costs elsewhere in a portfolio.  

While the war increased the short-term focus on these three key areas, we believe they remain 

important focus areas longer-term.  

▪ Energy independence raises the importance of the energy transition from fossil fuels to 

renewable sources. This transition will take time and is likely to remain a key area of 

investment over the next decade. 

 

▪ Growing food insecurity, exacerbated by the war-induced energy crisis, is a growing risk. 

In our view, innovative food solutions that AgTech brings to the market can create 

compelling long-term investment opportunities. 

 
▪ Cybersecurity risks increased as the world become more digital and connected. The WFH 

transition and the war in Ukraine highlighted the importance of data protection in the 

digital age. Cyber war and risks of retaliatory cyber-attacks remain an element of the war 

in Ukraine. The current security focus increased the emphasis on cybersecurity, but this 

theme is likely to remain critical for decades as the importance of data protection is 

unlikely to diminish. 
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Diversification, Balance, and Quality 

The current environment is a balancing act for investors. Concerns about elevated inflation 

pressures, but also slowing real economic growth. This is a time that calls for focus on inflation 

protection while scaling back on cyclical exposures and increasing defensive positioning.  

Please also refer to our Second Half Outlook for more perspective into the views expressed in 

this report. 

 

 

Footnotes: 

 

All data sourced from Bloomberg as of 5 July 2022. 

1 WSJ, S&P 500 Posts Worst First Half of Year Since 1970, June 30, 2022 
2 BofA Securities, Global Fund Manager Survey: Summer of Volker, June 14, 2022 
3 Yahoo, A Growing Number of Companies Rescind Job Offers as the Economy Becomes More Fragile, June 22, 2022 
4 WSJ, Cooling Consumer Spending Points to Further Economic Slowdown, June 30, 2022 
5 UBS, UBS House View, June 2022 
6  Bloomberg data as of June 30, 2022 
7 Bloomberg data as of June 30, 2022 
8 Bloomberg data as of June 30, 2022 
9 BEA, Personal Income and Outlays, May 2022 
10 Federal Reserve Economic Data, Personal Saving Rate, June 30, 2022 
11 Bloomberg data as of June 30, 2022 
12 Alpine Macro, Fed Panic = Recession, June 20, 2022 
13 Morgan Stanley, Midyear Investment Outlook, June 2022 
14 UBS, UBS House View, June 2022 
15 Morgan Stanley, Midyear Investment Outlook, June 2022 

 

Definitions 
 
Bloomberg Barclays U.S. Aggregate Bond Index: 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. The index includes 
Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-through), ABS and SMBS 
(agency and non-agency). 
 
MSCI China Index: The index includes large and mid-cap representation across H shares, B shares, Red chips, P shares and 
foreign listings (e.g. ADRs). With 461 constituents, the index covers about 85% of the China equity universe. Since August 2018, 
the index also includes Large Cap A shares represented at 5% of their free float adjusted market capitalization. 
 
MSCI Emerging Markets Index: The index captures large and mid-cap representation across emerging market countries. The 
index covers approximately 85% of the free float-adjusted market capitalization in each country. 
 
MSCI World ex USA Index: The index captures large and mid-cap representation across Developed Market countries – excludes 
the United States. The index covers approximately 85% of the free float-adjusted market capitalization in each country. 
 
Russell 1000 Index: The large-cap market index consists of the largest 1,000 markets in the Russell 3000 Index. 
 
Russell 1000 Growth Total Return Index: The index measures the performance of those Russell 1000 companies with higher 
price-to-book ratios and higher forecasted growth values. 
 
Russell 1000 Value Total Return Index: The index measures the performance of those Russell 1000 companies with lowest price-
to-book ratios and lowest forecasted growth values. 
 
Russell 2000 Index: The small-cap market index consists of the smallest 2,000 markets in the Russell 3000 Index. 
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Russell 2000 Growth Total Return Index: The index measures the performance of those Russell 2000 companies with highest 
price-to-book ratios and highest forecasted growth values. 
 
Russell 2000 Value Total Return Index: The index measures the performance of those Russell 20000 companies with lower price-
to-book ratios and lower forecasted growth values. 
 
S&P 500 Total Return Index: The index includes 500 leading U.S. companies and captures approximately 80% coverage of 
available market capitalization. 
 
West Texas Intermediate (WTI) Cushing Crude Oil Spot Price Index: Designed to track the spot price of WTI. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 

Index returns are for illustrative purposes only and do not represent actual fund performance. Index returns do not reflect any management fees, 

transaction costs or expenses. Indices are unmanaged and one cannot invest directly in an index. Past performance does not guarantee future 

results. 

Investing involves risk, including the possible loss of principal. Diversification does not ensure a profit or guarantee against a loss. This information 

is not intended to be individual or personalized investment or tax advice and should not be used for trading purposes. Please consult a financial 

advisor or tax professional for more information regarding your investment and/or tax situation. 

Information provided by Global X Management Company LLC (Global X). 
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