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Outlook

The start of 2022 was dominated by rising inflationary 
pressures and Russia’s invasion of Ukraine. Most major 
equity markets recorded their first quarterly loss since 
the onset of the Covid-19 pandemic in the first quarter 

of 2020. The S&P 500 recorded its worst January since 2009, officially 
hitting correction territory in February, and finally recording its first 
positive monthly return for the quarter in March. The S&P 500 ended 
the quarter down -4.6%. Small caps also finished lower, with the 
Russell 2000 Index falling -7.5%. Volatility is expected to continue in 
capital markets, but investors should take care not to panic as market 
sell-offs tend to be short-lived and often provide outsized returns 
during the recovery. Tensions in Eastern Europe grew as Russia 
started building up a large military force along the Ukrainian border 
and neighboring Belarus in early February. The first full-scale invasion 
of Russian troops into Ukraine began in late February, continuing 
throughout the rest of the quarter. 

The invasion evoked a range of strict sanctions from the U.S. and 
Western Europe, including officially banning Russian oil imports into 
the United States. With global economies still adjusting to Covid-
19’s impact on both supply chains and shifts in consumer spending, 
the invasion only exacerbated the volatile economic conditions. For 
the U.S. investor, exposure to Russia is limited; the Consumer Staples 
sector has the largest exposure, and Russia only accounts for 1.7% 
of revenue.i  The effects of the Russian invasion will largely be felt 
through higher energy and commodity prices. Despite the current 
macroeconomic conditions, we don’t expect lasting effects on the 
global economy from the war.

First Quarter 2022

Primarily fueled by the war in Ukraine, commodities produced their 
best quarterly gains in nearly 32 years. Investors continued to monitor 
supply disruptions stemming from the war and the sanctions placed 
on Russia, along with rising inflation and Fed rate hikes. U.S. crude 
oil prices climbed 33% since the start of the year, reaching as high 
as $123.70 per barrel in early March. The rally impacted consumers 
directly, with gasoline prices rising dramatically in response. Other 
commodity prices also rose, with wheat gaining 31% year-to-date 
(the highest level since 2010), corn rising 26%, and a handful of 
metals such as aluminum, nickel, and copper all hitting new highs.iii  

Inflation reached 40-year highs in the fourth quarter of 2021. As of 
February 2022, the Consumer Price Index recorded a 1.45% increase 
since December, and a year-over-year increase of 7.9%. When 
excluding food and energy, core inflation rose 6.4% year-over-year. 
To combat the rise in inflation, the Fed approved their first-rate hike 
since the pandemic: 25 basis points in March. 
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Rate ate hikes, along with the war in Ukraine, helped drive 
U.S. bonds to their worst quarter in more than 40 years. 
The Bloomberg U.S. Aggregate Bond index returned 
roughly -6% year-to-date. Further, in the final week of 

March, the U.S. Treasury curve saw a brief 2-year, 10-year inversion 
as markets priced in accelerated Fed tightening. In the past, the 
yield curve has inverted due to lower future growth expectations 
as compared to the current rates. However, many believe that 
the recent inversion is more strongly affected by inflation and 
quantitative easing, in particular the Federal Reserve’s buying of 
bonds to pump money into the economy, bringing long-term 
yields lower. As the Fed raises short-term policy rates to restrain 
inflation in the economy, short-term yields rise proportionally 
more to reflect these rate hikes. Another closely watched indicator 
of a coming recession is the 3-month, 10-year spread, which is 
far from being inverted, ending at roughly 1.8% by quarter-end. 
Therefore, while these inversions should be closely watched, it is 
not a certain indication that a recession is in the horizon. v’vi

Despite the challenges with rising inflation and interest rates, U.S 
consumer balance sheets remain relatively healthy, supported 
with record-high savings and strong employment. The 
Conference Board Consumer Confidence Index, which measures 
how optimistic consumers are regarding their expected financial 
situation, climbed for the first time this year in March, from 105.7 
to 107.2. Anything over 100 is generally seen as being optimistic. 
Over the course of 1Q22, job growth averaged 562,000 per 
month, matching the same average job growth displayed in 2021 
and well above the long term average. By the end of the quarter, 
the unemployment rate fell to 3.6%, the Labor Force Participation 
rate was 62.4%, and wage growth accelerated 5.6%: all positive 
signs. vii’viii 

Looking ahead, we are still constructive on equities in the short 
term. While recession risks have risen, we do not think it is 
inevitable. On average a yield curve inversion precedes a recession 
by 18 months, and the S&P 500 rises an average of 19% in that 
time. Deliberate active management should benefit investors 
as changes to monetary policy, inflation, and geopolitical risks 
contrast with strong earnings, employment, and balance sheets. 
We expect continued volatility in the capital markets for the rest 
of the year, and the discipline to stay invested should benefit 
investors in the long term.
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Overview

The first quarter of 2022 started with heightened levels 
of volatility across both risk and safe-haven assets. Early 
in the quarter, global equity markets sold off alongside 
widening credit spreads as surging global Omicron cases 
and inflation concerns weighed on risk sentiment. Although 
global Omicron cases began to recede throughout the 
quarter, attention quickly shifted to geopolitical tensions 
as Russia invaded Ukraine and received punitive economic 
sanctions from the U.S. and other developed nations. Fixed 
income markets struggled during the quarter, driven by the 
Fed’s indications of more aggressive rate hike expectations 
in 2022 to help tame inflationary pressures. Developed-
market rates rose meaningfully at the front and intermediate 
portions of the curve, with the U.S. 10-year Treasury yield 
breaking through 2% for the first time since July 2019, leading 
to negative performance for most fixed income sectors 
during the quarter.

PIMCO – Active Core Bond Strategy
Allocations to the PIMCO Investment Grade Credit Bond 
and PIMCO High Yield Funds were increased, given 
meaningful spread widening over the quarter. We stress 
active management through bottom-up security selection 
given potential dispersion among sectors and issuers. 
Allocations to the PIMCO Dynamic Bond Fund were reduced 
as broader market betas have become increasingly attractive 
relative to flexible, alpha-dominant strategies in the current 
environment. Importantly, we still hold meaningful allocations 
to the mortgage sector as we remain constructive on the 
housing market.

Allocations to the PIMCO International Bond Fund (USD-
Hedged) were reduced as valuations in credit markets have 
improved on the margin relative to core bonds. Notably, 
we still have significant allocations to high-quality U.S. core 
strategies to serve as a defensive hedge. Our base case is 
that rates will remain range-bound in the near-term, but 
we do still maintain a cautious approach to overall duration 

exposure given the potential risk of rates rising further from 
current levels. Allocations to emerging markets funds were 
maintained after meaningful spread widening during the 
quarter amid the Russia/Ukraine conflict. Importantly, a good 
portion of the risk may have already been priced in and we 
will rely on the underlying strategies to navigate the volatile 
environment to find pockets of value while emphasizing 
high-quality exposures.

BlackRock – BR Equity ESG Strategy
The strategy was repositioned intra-quarter to adapt to the 
escalating conflict in Eastern Europe. In our view, the prospect 
of a protracted conflict and enduring economic sanctions 
has increased and could have meaningful downstream 
effects on European growth, global inflation, and global 
energy prices. The strategy is moving to underweight non-
US developed market stocks, getting ahead of potential 
upcoming earnings misses and downgrades as financial and 
economic disruptions visibly concentrate in Europe.

The breakout of war Eastern Europe is deeply disturbing from 
multiple perspectives. In response to these events, we are 
recalibrating our exposures to reflect the changing macro 
environment. While the immediate trajectory of the conflict 
remains highly uncertain, it is likely to have lasting economic 
and financial consequences overseas. For our purposes, we 
expect weaker European industrial production and higher 
commodity prices to be the primary macro transmission 
channels – adding fuel to the supply-constraint-driven-
inflation phenomenon already impacting global economies.

In Europe, interruptions in trade are interfering with industrial 
production schedules, and dampening investment, while 
pronounced energy price increases are depressing consumer 
disposable spending and causing more cost-push inflation. 
Globally, while less severe relative to Europe, commodity 
price increases place net negative pressure on real growth. 
Based on these impacts, we are cutting European-heavy 
developed market equities to fund increases in US equities.
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