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General Economic Overview – Quarter 2 2022 
 
The central theme of the second quarter of 2022 continued to be the concerns over the ability of central 
banks to manage the threat of inflation against a backdrop of slowing demand. The themes we identified 
in quarter one were always likely to dominate sentiment in 2022, and this has proven to be the case. 
The tools available to deal with supply side blockages are limited which has restricted the way that the 
banks have been able to respond to the rising level of inflation. The Governor of the Bank of England 
was recently quoted as saying that their ability to combat this type of inflation is limited because it 
relates to supply side shortages, exacerbated by the war in Ukraine. When 70-80% of the inflationary 
forces are caused by these factors, interest rates are a very blunt tool to use as they do not tackle the 
supply side problems.   
 
Commentators are now realising that growth is slowing around the globe, as evidenced by the slide in 
consumer confidence data and PMI figures from industry surveys. The fear of recession has become 
more prevalent in economic commentary and debate as several global factors combine. Europe and the 
UK are in the midst of a cost-of-living crisis, fed by higher food and energy prices. Chinese growth 
prospects have been hit by a zero Covid policy and the US Fed is focused on combating inflation at the 
risk of dampening a very strong and fully employed economy. It is this confluence of events, and the 
fact that supply side issues are difficult to resolve with monetary tools, that has caused deeper concerns 
and has led to a drop in value for a range of assets with no clear winners or safe havens, other than 
perhaps cash. The technical definition of a recession is two quarters of contraction in GDP.  We have not 
reached this point as yet as annual growth, predicted by the IMF at 3.6% (IMF May 2022), seems well 
away from recessionary levels. This figure has been gradually reducing and is likely to be lower as we 
move further through the year. 
 
Regionally the UK and Europe appear to be more compromised than other western economies because 
of the greater impact of energy price inflation. Europe has been particularly dependent on Russian gas, 
and the Ukraine crisis has highlighted the need to improve energy independence across the region. 
Supply side issues are much more difficult to combat than demand side issues for central banks, as 
interest rates have no direct effect. Higher rates can cut or slow demand, but they cannot increase 
supply, and the danger is that higher rates will cause a recession if they are not applied carefully. A 
recession might take the pressure off prices and wage demands, but the degree of recession is difficult 
to control. It does appear rates are rising higher and faster in order to combat the inflation problem, 
and the recent 0.75% US rate rise in June reflects this, although it was priced into markets.  The terminal 
rate expected was also raised slightly to around 3.8% which is an acknowledgement that the economic 
data is not changing fast enough and that a stronger signal needs to be given to consumers.  The idea is 
that monetary policy tightening slows inflation by pulling down demand so that it no longer exceeds 
supply, but the risk is that it is not subtle. It makes credit more expensive, so companies invest less, and 
consumers spend less but it does this indiscriminately – far more a sledgehammer than a scalpel.  
 
This quarter has again been very mixed and more volatile as sentiment has fallen and risen as views on 
rate changes have ebbed and flowed. This pattern will no doubt continue if inflation data worsens but 
peak inflation does seem closer, and the next quarter will be a key period in establishing if current 
central bank policy is achieving its goals. 
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Equity Markets  
 
There is no doubt that this quarter has been rather a roller coaster for investors as sentiment around 
inflation has dominated markets across the globe. Inflation prints for the last month showed prices were 
still rising, with FTSE All Share and S&P 500 falls on the 10th and 13th of June close to 3% each day. There 
was then some recovery on the 15th June as the Fed announced its 0.75% interest rate rise, and towards 
the end of June when the market believed bond yields were close to peaking with growth stocks 
recovering. 
 
The debate on whether to be positioned in value or growth stocks has taken a step back with the more 
general sell-off in all risk assets this quarter, as inflation related issues have taken centre stage for most 
investors. Value has caught up some of the ground lost to growth over the last three years but is not yet 
in equilibrium. This has meant that valuations have come down, most notably in the USA where the 
technology sector was felt to be very overvalued at the end of 2021. Earnings have yet to see the 
downgrades we might expect in a higher interest rate environment and this shift may cause the next 
move down in markets should companies start to fall short of expectations – alternatively, robust 
earnings data may stoke further inflation fears. Markets are precariously positioned at the moment, 
hence the increase in volatility we have seen over recent months. Markets have been able to rally at 
points during the quarter and at the end of June we saw another phase of this, as weakening economic 
data sparked speculation that the Fed may not have to raise rates to the levels previously anticipated. 
Within markets certain sectors have performed more strongly –in the US the S&P energy sub index has 
risen by almost a third compared to a near 20% fall in the broader index, and in the UK the FTSE 100 has 
been the best performing major market because of its energy and commodity bias. 
 

UK  
 
The UK economy is one of the most vulnerable at the moment, although the stock market itself is not 
necessarily reflecting this because of the current make up of the companies in the FTSE 100. The OECD 
recently forecast that of the economies in the G20, the UK was set to have the weakest growth in 2023 
other than Russia. The forecast (8th June 2022) suggested that this was based on the effects of high 
inflation squeezing household and corporate incomes, alongside future planned tax rises. The monetary 
tightening process that has already begun is also cited as a contributor, as is fiscal consolidation which 
is the highest in the G7. The growth in 2022 is estimated to be around 3.6%, much of which is the post 
pandemic recovery, but in 2023 this is set to fall to zero (OECD).  With inflation now at 9.1% and 
predicted to go higher, the central bank finds itself in a difficult position as much of the inflation is 
caused by supply side problems which are exacerbated by the war in Ukraine. On this basis it is expected 
that interest rates may have to rise to closer to 2.5% as taming inflation is the top target for the Bank of 
England rather than maintaining full employment – all of this makes managing a soft landing for the 
economy increasingly difficult to achieve.  
 
The UK faces other headwinds related to Brexit that have also been a drag on economic growth. The 
most difficult to solve has been the Northern Irish border issue with the EU, which is causing political 
problems once again, but also trade barriers in general with UK exporters struggling to keep up with 
new legislation and procedures. The Office for Budget Responsibility has forecast that the reduction in 
productivity and trade will cause a 4% fall in GDP which is worth over £100 billion a year in lost output. 
The other more concerning longer-term issue has been the lack of business investment which has fallen 
close to 10% in the last year, some of which is certainly Covid-19 related, but Brexit has also played its 
part. The pandemic has complicated the data as it is difficult to distinguish whether Covid or Brexit has 
had the greater effect, but future growth still looks hampered by current conditions.  
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The FTSE 100 continues to represent the best-performing major equity market this year, but most of 
the companies within the index generate their revenues outside of the UK. With high exposure to 
commodity prices and financial stocks that benefit from higher interest rates and almost no exposure 
to under-pressure technology stocks, the UK is the cheapest of the major equity markets and the FTSE 
100 offered a dividend yield of 3.9% as of June 2022. 
 

US  
 
The US economy continues to be the strongest of the G7 with unemployment at its lowest level since 
before the financial crisis, but the problems faced by the Fed are just as difficult to resolve as they are 
for other western economies. Inflation reached 8.6% in May which is ahead of the central bank’s 
forecasts and has caused the bank to reassess the level of increase it applies to the core interest rate. 
This was increased by 0.5% in May 2022 and again in June. The Fed faces a very tricky balancing act to 
take rates up to combat inflation whilst not causing a recession –at the moment much of the inflation is 
being caused by supply side problems, exacerbated by the war in Ukraine but focused on energy and 
food. There are some small positives in that core inflation has not moved up as much as RPI and the Fed 
considers both in its rate setting committee. It takes time for rate rises to take economic effect on the 
supply side and so the Fed has to be careful not to tighten too quickly or too far. Interest rate rises have 
a greater effect on demand, so if they succeed in lowering demand and increasing unemployment, 
without affecting supply, a recession and stagflation become a more significant possibility.  At the same 
time company profits and earnings remain very robust which does not tie in with a possible recession 
nor with current economic growth levels.  The S&P 500 is however down 16% this quarter (Bloomberg 
June 2022) and the NASDAQ down by 22% (in local currency) which illustrates the harm that this bout 
of inflation is causing to companies and markets. 
 
The Fed was under pressure in June to raise rates by 0.75% and did so on the 15th with guidance 
suggesting that a further rise of this magnitude should not be ruled out. It seems strange then that 
earnings forecasts remain much the same as before the rate rise, given the effect needed on demand 
to reduce inflation. A downgrade of earnings expectations could cause a further fall in markets and the 
next three months will be crucial as the hope is that inflation will peak and start to fall. Markets are 
currently fearful that this supply side inflation will remain sticky hence the huge falls in tech stocks this 
year. 
 
As with most downturns there are also some winners, and the US shale industry is one of those as 
European countries look to replace gas supplies from Russia.  Energy security is being prioritised over 
climate change in many countries at the moment due to the invasion of Ukraine, but clearly this issue 
has not gone away. 
 

Europe  
 
The situation in the European economy is as usual fragmented, with a wide range of growth expectations 
for the coming year. The ECB has been very careful about raising rates, more dovish than other G7 
economies, but the persistent rate of inflation means they will raise all three key rates in July. The 
pressure on the ECB has been significant but the range of countries across Europe makes it difficult to 
maintain a balance. The rate setting committee have agreed a 0.25% rise in July, with the same expected 
in September. Reducing inflation without causing a subsequent recession is a problem all central 
bankers face at the moment and at the same time they are ending the bond buying programme after 
eight years. A number of leading economists feel this may be too little too late and advocate larger rises, 
but the council looks to be taking a less aggressive approach for now.   
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The bloc is being hit particularly hard by the fallout from the Russian invasion of Ukraine, with significant 
rises in energy and food prices reducing the spending power of consumers. There is also a threat of gas 
rationing over winter, because of the problems in Russian supply which would have implications on 
growth across Europe.   
 
Certain debt laden countries are beginning to revive concerns of potential future issues because of rising 
rates. Countries such as Spain, Greece and Italy have high debt burdens and borrowing costs have 
reached highs last seen in 2014 in Italy where the gap to bunds is over 2%. The rise in yields on Italian 
debt, which is now 150% of GDP, has caused the ECB to develop new measures to deal with regional 
specific problems. European banks are in a much stronger position than they were in the last Eurozone 
crisis in 2012 and the €800bn Recovery Fund set up after the pandemic is another source of support, 
with the ECB quick to quash threats of any potential fragmentation. There is a contradiction in this policy 
if dampening inflation is the goal, as region-specific bond buying goes against the wider Eurozone policy.   
 

Asia & Emerging Markets 
 
The returns from Asian markets this year have been negative, as in the west, with China suffering 
because of its much questioned zero Covid-19 policy. In late March nearly 300 million people found 
themselves in strict lockdowns and, although this has eased in places like Singapore, movement is still 
governed by testing. This has driven a surge in negativity towards the leadership in China and a new 
phenomenon called ‘runxue’, translated as the study of emigration from China. This has been felt most 
in the middle classes – those that have supported the government’s policies as they have grown more 
affluent during China’s economic expansion in recent decades. There is no significant unrest at present, 
but friction is forming.  
 
According to the FT (28th June 2022) a number of economists are expecting the Chinese economy to 
contract this quarter, with full year forecasts set for around 4%, below the government’s aim of 5.5%. 
Naturally this has a knock-on effect on Asia as a whole and a squeeze in living standards is affecting all 
levels of society from labourers to boardrooms. China’s road freight index, a closely watched economic 
guide, is down 20% this year and sales of new houses have slumped by one third according to Nomura 
analysts (June 2022). Markets have been very negative over the year overall but have posted a recovery 
in recent weeks as stimulus measures have improved confidence.  
 
China’s debt issues have increased over the last year as investors have pulled out over $35bn of renminbi 
denominated loans (FT 17th June 2022) due to concerns on structural issues including poor liquidity and 
an opaque process for resolving defaults. Beijing is pledging economic support through tax breaks and 
large scale infrastructure projects, but it is not certain this will be enough to orchestrate a fast or V 
shaped recovery. Job statistics are also concerning for Beijing, especially in the younger age groups 
where unemployment is 18-24% – higher than other working segments. 
 
The emerging markets which have hit the news for the wrong reasons in 2022 are generally smaller, 
especially when looking at market capitalisation, and include Turkey, Sri Lanka, and Zambia.  The largest 
economies have seen improvements in current account deficits with, for example, South Africa 
benefitting this year from the strength in metals prices and currencies compared to 2013, and they are 
certainly not over-valued versus the US$.  Countries have also used the good times to bolster their 
foreign exchange reserves and are less reliant on foreign financing of their bond markets.  The pandemic 
encouraged further economic reform with these countries not being fiscally strong enough to provide 
the massive subsidy schemes present in developed economies.   
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In the ASEAN region there is more optimism. The pace of regional GDP growth should accelerate this 
year, after a subdued 2021. Tighter labour markets, accumulated savings, and easing Covid-19 curbs 
should support household spending, while reduced border restrictions will drive tourist inflows. 
However, the outlook remains clouded by China’s strict Covid-19 policy, global supply constraints and 
high inflation.  
 
In India, growth this year is set to slow, but it will still be higher than it was before the pandemic. 
Consumption will be boosted by the relaxation of Covid-19 restrictions, while increased government 
spending will add impetus, although rising commodity prices pose a downside risk. Growth in the 
industrial sector accelerated in April, suggesting it weathered the disruption to power supply caused by 
record-breaking temperatures well. Demand will also be supported by new measures to combat rising 
inflation, including cuts to fuel duty, a doubling of the fertiliser subsidy, an export ban on wheat and 
cuts to import tariffs for some raw materials.  
 
Latin America faces the same global headwinds, with Brazil GDP growth set to slow significantly this year 
from 2021. Investment is expected to contract amid higher interest rates and soft business sentiment, 
while growth in consumption and exports is set to slow. The outcome of October’s presidential 
elections, uncertainty over the fiscal position, and the length of the commodity price boom are key 
factors to watch.  
 
Valuations in Asia and the emerging market region in general are now at or below longer-term averages 
suggesting for medium term investors value in this region is now emerging.   
 

Japan  
 
Japan is in a slightly different position to most western economies in that it is not facing the same kind 
of inflation that is significant elsewhere. That said, the rapid increases in the prices of some everyday 
purchases have made it a political focus.  
 
One of the most obvious effects of this difference has been the weakness of the yen over the last 
quarter. The yen has slipped to over Y130 against the dollar, and it was perhaps expected that the Bank 
of Japan (BOJ) would start to tighten policy but at the last BOJ meeting the governor indicated that they 
would be sticking to their policy of targeting a short term rate of -0.1%. 
 
This has provided a more pressing challenge to Yield Curve Control (YCC) which is coming from the bond 
market. The policy’s success in its first five years is demonstrated by the fact that the Bank was able to 
reduce its bond purchases substantially after YCC was introduced, but this month, as yields overseas 
have risen, the BoJ has been forced to buy more JGBs than ever before to keep yields within the target 
band. This pace of purchases cannot be sustained and the gap between the borrowing costs in Japan 
and those in the US and Europe is getting substantially larger, putting more pressure on the yen. In some 
ways the rising global inflation pressure should lead to higher inflation in Japan which has been a goal 
for policymakers there for many years, allowing nominal rates to move above zero and improve policy 
flexibility.  
 

Fixed Interest 
 
The issues discussed in previous paragraphs surrounding the inflation focus of most investors is also 
inextricably tied into the reaction of bond markets. There has been a rise in yields through the year, 
which at one point led to an inversion of the ten and two year yield, causing recession fears to increase. 
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The bond market is already pricing in significant further tightening in monetary policy by the major 
central banks. The Fed and the BoE are expected to lift rates to around 3.8% and 3%, respectively, by 
year end, while markets are pricing the European Central Bank’s policy rate to be approaching 2.5% by 
the end of next year. This has led to a fall in bond prices which has hit both government and corporate 
credit. Spreads have widened but not as significantly as might have been thought, given the planned 
trajectory of interest rate rises, and this does not suggest we are in a late cycle environment just yet. 
This spread widening has come when companies are actually improving their credit quality, and 
consumers remain well positioned; neither of these indicators are consistent with the classic late cycle 
environment. Higher rates suggest more defaults, but the rate of corporate bankruptcies in the US 
(according to the Bloomberg Corporate Bankruptcy index) has not yet seen a meaningful increase. There 
are however some counter arguments which suggest that government bond yields won’t rise much 
further from here. An example is that we have entered a much more uncertain economic period, where 
the range of realistic potential outcomes for both growth and inflation is wider than in most of the last 
decade. So if wage growth stays strong then households may be able to afford higher mortgage costs. 
 
Even without the Ukraine crisis, investors were facing the highest inflation figures in decades and well 
above central bank targets. The dilemma for central banks is how to tackle rising prices without choking 
growth. Stagflation has been previously dismissed as a threat, but the effects of the events in Ukraine 
have brought this back into scope as a possible outcome under current economic forces.   
 
The message so far from the Fed and the ECB is that they will focus on inflation rather than growth, 
which might mean they don’t rush to support markets at the first sign of an economic downturn.  
 

Property  
 
Global real estate markets had a remarkably positive start to the year, with an ongoing recovery in 
occupier market take-up, and capital market investment volumes setting a new high in Q1. In Q2, the 
effects of the pandemic started to wane (except in China), but other headwinds continued including 
high and rising inflation, tightening monetary policy, and mounting geopolitical risk created by the war 
in Ukraine. There had been minimal impact on overall global market activity during the first part of the 
year, but sentiment has shifted in recent weeks. Caution is needed as a recent Bank of America property 
review indicated that commercial real estate was on the cusp of a very weak period.  
 
At US$292 billion, investment reached its highest first-quarter level on record in the first three months 
of 2022, according to JLL data. The previous record for the first quarter of US$225 billion was set in Q1 
2018. Behind the bumper figure was a resurgence in sectors that suffered during the depths of the 
Covid-19 pandemic –offices, hotels and retail all saw quarterly investment figures rise year on year.  At 
the same time, supply chain bottlenecks and labour shortages are accelerating cost increases and 
deepening shortages. Already the construction sector, the automotive industry, and many consumer 
product categories, are feeling the pinch. Shortages and prices pressures will dissipate as conditions 
improve, but we should not be blind to the tail risk of the reverse. 
 
Some of the positive sentiment has come from a relative return to normality. After years of severe 
lockdowns, employees and companies have been eager to get back to the office amid the rise of hybrid 
working. For offices, the global return to favour is largely thanks to improving occupier markets. Office 
leasing demand in the first quarter was 36% higher than in the same period in 2021, and reached as high 
as 44% in the US, although this has to be tempered against the longer-term outlook which suggests a 
full return to the office is unlikely as a more balanced approach to a hybrid work approach is taken.  
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Following the trends already established, the areas that have been most positive so far in 2022 have 
been warehousing and residential property. Most physical property funds are heavily into the former 
but have less exposure to the latter, where property share funds and REITS tend to have more exposure. 
In residential property, demand continues to outstrip supply and higher interest rates would make 
housing even more expensive to buy and build, which will further choke new supply, making housing 
only affordable to those with the lowest cost of capital (i.e. institutions). The retail market has seen 
some marginal improvement as we have moved away from restrictions, but new data suggest that 
consumer spending has started to reduce again as interest rate increases take effect. This will continue 
to be a negative for the rest of the year. 
 
In the REIT market, the increasing level of interest rates has seen investors withdraw assets and May 
was a very negative month for the asset class. Results in the real economy are starting to come under 
pressure which is being reflected in asset prices. Amazon, Walmart and Target dominated the headlines 
with softer numbers than the market expected, and this had a knock-on impact across all sectors, 
particularly industrial.  
 
UK direct property had another positive quarter with a definite difference between these returns and 
property shares. Physical property funds were up around 2-3% driven by potential growth in rental 
values. Direct property can still offer low correlations to other asset classes so should not be ignored, 
but clearly practicalities need to be factored into any investment decision.  
 
As we indicated in the last few quarterly reviews, investors are likely to remain focused on core, well-
located retail space with secure and long-term income streams, underpinned by high-quality tenants. 
This partly reflects the normal reaction of companies to economic weakness, but also the pandemic’s 
impact on working from home. 
 
 

Summary  
 
The sharp year-to-date sell-off in equities has been led by declining valuations rather than a shift in 
earnings expectations. Multiples on developed market stocks have slipped from close to 20x 12-month 
forward earnings at the start of the year, to around 15x at the end of May. The narrative for markets 
this quarter has been very much the same as for the whole of the year, with inflation the dominant 
factor on market levels and investor sentiment. We did see a late quarter upturn, which some believe 
was a bear market rally as fears of recession actually created positive news, suggesting demand will slow 
and cool inflation.  
 
The risks of a recession have increased over June as economists are becoming increasingly pessimistic 
following the Fed’s decision to increase rates by 0.75%. Goldman Sachs doubled the risk of a recession 
this year from 15 to 30%, with a 48% chance of one within two years. The problem for central banks and 
governments is that inflation needs to be tamed before it becomes entrenched in the business cycle, as 
it did in the 1970’s, leading to a wage price spiral. This is not easy to control, hence the increasing belief 
that the attack on inflation is now more likely to lead to slowing growth and a future recession. 
Stagflation (negative growth and high inflation) is another scenario that governments want to avoid, 
which can result from a faster rate rising environment. We can certainly see this in the UK where 
consumer spending is falling, particularly in food items, but in a range of retail areas according to the 
ONS data released on 24th June covering April and May. One of the key elements in the rise of risk assets 
to the end of 2021 was quantitative easing, but the actual impact of this was rather different to the 
theory (for example, the positive impact on financial markets was probably underestimated and the 
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impact on the real economy was overestimated). It will be interesting in the coming months whether 
we see monetary tightening accelerating, which could increase the probability of a slowdown or 
recession. 
 
As we move into quarter three, we have already seen some changes in direction for asset prices, with 
some movement back towards the more normal relationship between bonds and equities. Global 
growth estimates have been reduced from various sources, including the IMF and investment banks 
such as JP Morgan and Goldman Sachs. These developments suggest a recession is more likely and 
potentially that rates may not reach the levels previously thought. There is also some concern about the 
level of liquidity in markets with bond issuance in Q2 at the lowest level since 2010. A liquidity crunch 
would not be good for any asset class and will need to be carefully watched by investors in coming 
months.  
 
The narrative around inflation has been the single greatest factor affecting markets and sentiment this 
quarter but as we head into the second half of the year, lower growth and the risk of recession will likely 
become the focus.  Strangely, this may usher in a period when bad news could be good news if a 
downturn in demand eases the pressure on inflation.  
 
 
 
Ken Rayner & Graham O’Neill 
RSMR 
July 2022 
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