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Review and outlook: “2022 turned out to be a tough year for equities”
Tamás Menyhárt

With increased geopolitical uncertainties and the central banks’ interest rate turnaround, 2022 will be remembered as a year of great change and upheaval. On the stock markets, the year
that is slowly coming to an end was characterized by high volatility due to these developments. Tamás Menyhárt, senior fund manager, therefore draws an initial summary of the stock
market year 2022 and ventures an outlook for the coming months on the markets.

The markets have been volatile so far in the second half of 2022. Do you see prices rising again in the long term in the foreseeable future or will we have
to prepare for a difficult environment in 2023 as well?

2022 turned out to be a tough year for equities. The main driver of the negative performance was the monetary tightening stance of central banks all around the world. We started the year
with an inflation rate running well above the usual target of 2%. The Russian aggression in the Ukraine only made matters worse. As a result, 10-year bond yields in the US climbed to levels
not seen since 2007. The increased risk-free rate has put equity valuations under immense pressure, as investors now demand a higher return on their risky investments. The S&P 500
currently trades at a forward P/E of roughly 16 times, whereas we kicked off the year at a multiple above 22x. This equals a contraction of almost 30%.



While valuations have come down significantly, a material relief on this front can only be expected once terminal rate expectations (= the interest rate level at which central banks stop
hiking) in the US and elsewhere stop rising. For illustration, the market currently expects the fed funds rate (= the interest rate set by the Fed) to go up to over 5%, whereas a month ago the
expectation was for 4.6%, and in August it was only at 3.6% (!). Therefore, one of the main questions right now is at what time a slowing inflation rate will allow the Fed to pause its rate
hiking cycle. Whenever that happens, equities should start performing again.

Financial markets have gotten used to a long period of cheap money. Now investors have to adopt to a higher yield environment going forward. If short-term rates stop rising, and the world
economy manages to avoid a hard landing (= recession), then market participants will see positive returns again. However, the combination of higher rates and higher inflation will keep
prospective returns more subdued than was the case in the previous years. 
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The quarterly reports and the outlook of some “tech heavyweights” have disappointed and caused significant losses in the shares of Amazon and
Google, for example. Are these already signs of a possible recession in the USA?

We are almost through with the reporting season, and overall, companies reported solid numbers. Among the S&P 500 companies, c. 70% were able to top analyst estimates, whereas more
than half of the Stoxx 600 European names surprised positively. Earnings growth has slowed considerably versus the previous quarters, and there was a significant discrepancy in
performance of the various sectors. Banks for example reacted positively, as it became clear that their net interest income (= the difference between a bank`s interest income and its interest
expense), which is the main revenue source for most lending companies, benefitted strongly from rising interest rates. On the other hand, major tech stocks like Google or Amazon tumbled
following their earnings announcements. This is due to a mix of lower advertisement and other spending from customers and negative currency translation effects from the strong USD.

Clearly, the lower level of spending can be explained by a slowing economy and recession fears. High inflation lowers the disposable income of many, and corporations are becoming more
cautious with their spending in light of elevated inventories and a slowing demand. As a result, overall earnings growth among US companies fell to its lowest level since the third quarter of
2020.

What about the valuation of the stock market? Do you think that shares in general are now valued at a more realistic level again or is there still further
downside potential here?

As discussed in the beginning, market valuations have come down quite sharply due to the increased yield environment. For most indices, valuation multiples are now below their 5- and 10-
year averages. Therefore, I would argue that equities as an asset class do no longer look expensive and forward P/Es seem healthy. There are two factors which could put further pressure
on valuations from here: an unexpected shock (i.e. further geopolitical escalation) and falling earnings expectations. While none of these can be ruled out, the risk to them is moderate. On
the geopolitical front, a lot of the risks is well known and already priced in. Regarding earnings, it is important to understand that in contrast to “normal” recessions, the current economic
slowdown is accompanied by rising price levels. Since earnings are measured in nominal terms, they can stay flattish even when profit margins decline. As a result, it is fair to assume that
even in the case of an economic contraction, earnings will hold up better than in previous cycles.

Putting everything together, current equity valuations look healthy and the risk of further multiple contraction is moderate. The real trigger for equities will be when lower inflation data will
allow for a less hawkish stance of central banks. Until then, investors will have to endure high volatility but should not lose sight of attractive entry levels for their long-term investments. 
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