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Market review & outlook

• Market behavior this year appears to be a mostly rational response to the increase in longer-term interest 
rates, along with the rise in economic uncertainty from inflationary pressures, Ukraine-Russia conflict, 
Chinese lockdowns and policy tightening. 

• Our base case view is that the monetary policy response priced by markets should curb inflation with only a 
sharp economic slowdown or a mild recession. However, the risk of downside scenarios has increased.

• Should Fed tightening prove too much for the heavily-indebted US economy to bear, inflationary fears could 
give way to fears of a deeper recession. However, interest rates could decline in this scenario, providing 
some cushion to balanced portfolios.

• A more worrisome outcome is that inflationary pressures stay high even as economic growth slows, 
requiring the Fed to respond even more forcefully. We expect this would be negative for stocks and bonds.

A Rough Start to 2022

Outlook - Uncertainty Abounds

• We do not yet view this correction as a good point to increase equity exposure and would maintain neutral 
exposure relative to benchmarks. Within equity portfolios, we continue to favor value over growth. High yield 
spreads widened to attractive levels during the second quarter, but contracted towards average in July. 
There could be a better entry point later this year if economic data continues to weaken.

• We continue to suggest investors follow rebalancing policies. We believe defined benefit plans should stick 
with an interest rate hedge ratio and funded policy triggers.

• Clients should assess short-term liquidity needs and consider how best to meet those, should the 
environment worsen. 

Portfolio Actions

• High inflation, an increasingly hawkish Federal Reserve and economic uncertainty have weighed on markets. 
Global equities reached bear market territory with the MSCI ACWI Index down 20% year-to-date through June.

• The simultaneous decline in bonds has made this year particularly painful for balanced portfolios. The 
Bloomberg Aggregate Bond Index was down 10% year-to-date through June, leaving a 60/40 portfolio down 
16%.

• Longer duration bond portfolios often favored by defined benefit plans are down around 20% year-to-date 
through June1, although the silver lining for defined benefit plans is that funded status has generally held up 
well as a result of declining liability values. 

2© 2022 Mercer LLC. All rights reserved.

1 Source: Bloomberg Long Government/Credit Index



Performance summary
Market Performance
Second Quarter 2022

Market Performance 
Year-to-Date

Source: Standard & Poor's, Russell, MSCI Barra, NAREIT, Bloomberg; as of 6/30/22 Source: Standard & Poor's, Russell, MSCI Barra, NAREIT, Bloomberg; as of 6/30/22
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Past performance is no guarantee of future results



Markets Rebounded in July
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Both stocks and bonds rebounded in July as interest rates fell on softer economic growth and falling inflation expectations. 
The MSCI ACWI index returned 7%, trimming its year to date loss to 14.6%. The Bloomberg Aggregate earned 2.4%, but is 
still down 8.2% in 2022.



Inflation at a 40-year high
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Inflation was 9% on a year-over-year basis through June. 
The biggest drivers of the inflation surprise appear to be 
energy and other commodity prices and excess demand in 
the reopening boom. Rising energy contributed nearly 3% to 
inflation in June, although prices have eased recently. 
Demand was significantly bolstered by the fiscal support 
provided through the pandemic.
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Inflationary impulse from fiscal policy has eased, but 
households still have excess cash
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Fiscal support appeared to be a significant driver of the 
inflation surprise. Government spending in 2023 is projected 
to return to pre-Covid levels, suggesting its inflationary 
impact should recede. Fed tightening could dampen demand 
further. However, US households still have significant 
excess savings, which could keep demand too strong even 
as other segments of the economy slow. Wage inflation also 
risks making this inflation cycle self-reinforcing.
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Inflation expectations fell sharply in 2Q
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Despite inflation reaching nearly 9% in June, market-based inflation expectations have fallen sharply since early-May. 
This could reflect moderating energy prices and the expected impact of a slowing economy. However, it also implies the 
potential for stickier inflation to surprise the market, which would likely be negative for both stocks and bonds.
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The market expects the tightening cycle to end early in 
2023
After 75 bp increases in May and July, the FOMC has a 2.00% 
to 2.25% target for the Fed Funds rate. The market is pricing 
the Fed Funds rate to top at 3.5% early in 2023. However, the 
market expects rate cuts soon thereafter, likely reflecting the 
impact of weaker growth and anticipation of falling inflation. 
The risk to this outlook is if inflation remains sticky through 
a slowdown, the Fed would need to become more 
aggressive.
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The global economy is in the midst of a sharp 
growth slowdown
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Global GDP forecasts have been slashed this year and will probably come down further. The biggest reductions in 
growth have come in Europe where rising energy prices have been most impactful. Global manufacturing PMIs have 
also fallen in 2022, indicating a slowdown in growth, although most remain in expansionary territory (above 50). One 
bright spot has been in China where the manufacturing PMI has moved back above 50 after dipping below earlier in 
the year.



US growth has decelerated sharply, but too soon to call a 
recession
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Based on advanced Q2 estimates, the US has posted two consecutive quarters of negative GDP growth. Much of this was 
driven by trade and inventories. Household spending, which makes up over 75% of economic activity, has continued to 
increase. Regardless, economic activity has decelerated sharply and the risk of a recession has risen. If there is a 
recession, we expect it to be mild as household spending should be supported by healthy balance sheets.

-6

-4

-2

0

2

4

6

8

10

12

2Q21 3Q21 4Q21 1Q22 2Q22

Quarterly GDP Contribution

Personal consumption Business Inv.

Residential Inv. Inventories

Trade Government

GDP

Source:  Bureau of Economic Analysis; as of 6/30/22



Relative interest rates and growth have given the US 
dollar a boost
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The Dollar Index has surged nearly 11% so far in 2022 through July. The dollar benefited from US interest rates rising more 
than in other developed economies as the market priced in more aggressive Fed tightening. In addition, the European 
economic outlook has worsened relative to the US. While the dollar appears expensive on a valuation basis, it may take a 
reversal from the Fed to end the dollar’s upswing. Excessive dollar strength tends to be destabilizing to global markets 
because of the large volume of dollar-denominated debt issued by non-US entities, particularly in emerging markets.
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What happened in fixed income in Q2?

Fixed income continued its slide in Q2 amid rising rates 
and widening credit spreads.   The Bloomberg Aggregate 
declined by almost 5% during the quarter and is down over 
10% year-to-date.  Widening credit spreads led corporates 
to underperform Treasuries. TIPS also underperformed 
Treasuries as inflation-breakeven rates fell. 
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Credit spreads widened during the quarter
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Credit spreads widened in Q2 as markets priced a weaker growth outlook. We believe high yield spreads in particular are 
attractive, although they declined in July with the broader rally in riskier assets. Spreads could widen if the economy enters 
a recession, but we expect defaults would be contained versus prior recessions. A recession would likely be mild and many 
high yield issuers have extended their maturities, reducing refinancing risk.  



What happened in equity markets in Q2?

2Q22 US Style Performance (%)

Equities posted steep declines in Q2, with most regions 
ending June at or near bear market territory on a year-to-
date basis.  Value held up much better than growth across 
capitalization ranges. Consumer staples was the best 
performing sector. Non-US stocks outperformed the US by a 
wide margin in local currency terms.  The strength of the 
dollar led to more modest outperformance in dollar terms. 
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The equity drawdown can be explained entirely by the 
increase in long-term interest rates
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Equity valuations have fallen this year, but the decline can be fully explained by the increase in longer-term real yields. The 
prospective equity risk premium over long-term Treasuries has slipped as a result of higher interest rates, albeit remaining 
in the fair value range. The risk is that interest rates rise further in response to inflationary pressures, exerting further
downward pressure on valuations. 
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Headwinds to earnings intensifying
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Analysts remain optimistic for earnings growth despite the sharp slowdown in economic growth. Earnings still have a 
tailwind from high nominal growth, but margins may begin to come under pressure in the coming months as a result of 
rising wages and slowing growth. US companies also face a drag from the strength of the dollar.
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Continue to favor value stocks over growth
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Value outperformed growth again in Q2, although growth 
outperformed in the July recovery. On a valuation basis, 
value still appears attractive versus growth. We continue to 
favor a value bias. Small caps also trade at a discount to 
large caps, although we are cautious on small caps over the 
short-term because they tend to underperform late in the 
economic cycle and during recessions.
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Mercer’s latest strategic investment insights
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Market Environment

Monthly capital market monitor: April 2022 |  
May 2022 |  June 2022

Quarterly market environment report – April 2022
Quarterly Alternatives report – Q2 2022
Real Estate Global Market Summary – Q1 2022
Mercer periodic table of index returns – Q1 2022

Strategic research

Listed equities: A perfect storm for active 
management?
Listed natural resource equity – Inflation 
protection at a reasonable price?
Regenerate & restore – A circular economy 
discussion paper for investors
A landscape overview of transition-oriented 
climate indexes
Managing a hedge fund allocation – What is the 
recipe for success?

An unstable coin ecosystem – obstacle removed 
or end of the line for crypto?
Steady as she goes – keeping your calm in down 
markets
The tortoise and the hare – A history of central 
bank hiking cycles
Inflation turning up the heat
Mercer/WEF collaboration: Pacesetters: 
Addressing challenges of climate investing |  
Replay June 8 LinkedIn Live - The cutting edge: 
advanced transformational investment practices
June 28 LinkedIn Live: Climate investing: How 
can investors deliver on their global climate 
ambitions?

Alternatives/Private markets

Continuation funds – How a small innovation may 
permanently alter Private Equity investing
Investing in Natural Resources – A Primer Private 
market insights
Increased disclosure for PE and HF managers ahead? 
Private market insights

Russia-Ukraine

Offloading Russia - Investment implications of 
Russia being removed from indices
Russia-Ukraine Conflict: Investment Management 
Operational Risk Considerations
April 7 webinar replay: Russia/Ukraine: 
Navigating an international crisis - market 
Implications & considerations: Asia & Pacific |  
UK, MEA & Americas

Note: In order to gain access to the above 
content, you will need a MercerInsight 
Community account.  If you don’t already 
have one, you can sign up for one here.  
Access is free.

https://insightcommunity.mercer.com/news/6271d7a5a544960020013645/Mercer_Capital_Market_Monitor_April_2022
https://insightcommunity.mercer.com/news/62996289f7d7f900223f22f5/Mercer_Capital_Market_Monitor_May_2022
https://insightcommunity.mercer.com/news/626b36238f78010022bf3df1/Mercer_Quarterly_Market_Environment_Report_April_2022
https://insightcommunity.mercer.com/news/62bb9f03292981002366361b/Mercer_Quarterly_Alternatives_Report_Second_Quarter_2022
https://insightcommunity.mercer.com/research/627c46464621f80021c910aa/Mercer_Real_Estate_Global_Market_Summary_April_2022
https://insightcommunity.mercer.com/research/6270af12a544960020012e8c/Mercer_Periodic_Table_of_Index_Returns_Q1_2022
https://insightcommunity.mercer.com/research/62bbab1f1ee6b60022385857/Mercer_Listed_equities_A_perfect_storm_for_active_management
https://insightcommunity.mercer.com/public/research/62b3b2e92eab3a0022338b80/Mercer_Listed_natural_resource_equity_Inflation_protection_at_a_reasonable_price
https://insightcommunity.mercer.com/public/research/62a7ea825f6bc80022191dd9/Mercer_Regenerate_Restore_A_circular_economy_discussion_paper_for_investors
https://insightcommunity.mercer.com/public/research/62a7e7845f6bc80022191dd4/Mercer_A_landscape_overview_of_transition_oriented_climate_indexes
https://insightcommunity.mercer.com/public/research/62a6e1e059c9250021b956e3/Mercer_Managing_a_Hedge_Fund_Allocation_What_is_the_recipe_for_success
https://insightcommunity.mercer.com/research/628c5d4b7c1da400202c0c19/Mercer_An_unstablecoin_ecosystem_obstacle_removed_or_end_of_the_line_for_crypto
https://insightcommunity.mercer.com/research/6285b64ec636bf0020c6edd4/Mercer_Steady_as_she_goes
https://insightcommunity.mercer.com/research/6285921faf53d80021af42c6/Mercer_The_tortoise_and_the_hare_A_history_of_central_bank_hiking_cycles
https://insightcommunity.mercer.com/research/62390736182c1c002130025c/Mercer_Inflation_turning_up_the_heat
https://insightcommunity.mercer.com/research/6270b2b4514c9800212ebcdb/Mercer_Pacesetters_Addressing_challenges_of_climate_investing
https://insightcommunity.mercer.com/public/news/62a379da17baff001f81d724/Mercer_Live_LinkedIn_The_cutting_edge_advanced_transformational_investment_practices
https://www.linkedin.com/video/event/urn:li:ugcPost:6945385313489874944/
https://insightcommunity.mercer.com/research/628daa10be317f002174680d/Mercer_Continuation_funds_How_a_small_innovation_may_alter_Private_Equity_investing
https://insightcommunity.mercer.com/research/623d48bf09aa1b00212ff3eb/Mercer_Investing_in_Natural_Resources_A_Primer_Private_market_insights
https://insightcommunity.mercer.com/research/622a834c0e0d0b00215000a8/Mercer_Increased_disclosure_for_PE_and_HF_managers_ahead_Private_market_insights
https://insightcommunity.mercer.com/research/62269d5608c10c0020480503/Mercer_Offloading_Russia_Investment_implications_of_Russia_being_removed_from_indices
https://insightcommunity.mercer.com/research/62412ece6e76f40020ad41aa/Mercer_Russia_Ukraine_Conflict_Investment_Management_Operational_Risk_Considerations
https://www.mercer.com.au/our-thinking/wealth/mercer-global-president-for-investments-and-retirement.html
https://event.webcasts.com/viewer/event.jsp?ei=1537907&tp_key=28dadd4dee
https://insightcommunity.mercer.com/signup


Important Notices
References to Mercer shall be construed to include Mercer LLC and/or its associated companies.

© 2022 Mercer LLC. All rights reserved.
This contains confidential and proprietary information of Mercer and is intended for the exclusive use of the parties to whom it was provided by 
Mercer. Its content may not be modified, sold or otherwise provided, in whole or in part, to any other person or entity without Mercer's prior written 
permission.
Past performance is no guarantee of future results. The value of investments can go down as well as up, and you may not get back the amount 
you have invested. Investments denominated in a foreign currency will fluctuate with the value of the currency. Certain investments, such as 
securities issued by small capitalization, foreign, or emerging market issuers, real property, and illiquid, leveraged (including through the use of 
derivative instruments), or high-yield funds, carry additional risks that should be considered before choosing an investment manager or making an 
investment decision.
Mercer does not provide tax or legal advice. You should contact your tax advisor, accountant and/or attorney before making any decisions with tax 
or legal implications. 
This does not constitute an offer to purchase or sell any securities.
The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are subject to change without notice. They are 
not intended to convey any guarantees as to the future performance of the investment products, asset classes or capital markets discussed. 
For Mercer’s conflict of interest disclosures, contact your Mercer representative or see www.mercer.com/conflictsofinterest.
This does not contain investment advice relating to your particular circumstances. No investment decision should be made based on this 
information without first obtaining appropriate professional advice and considering your circumstances. Mercer provides recommendations based 
on the particular client's circumstances, investment objectives and needs. As such, investment results will vary and actual results may differ 
materially
Information contained herein may have been obtained from a range of third party sources. While the information is believed to be reliable, Mercer 
has not sought to verify it independently. As such, Mercer makes no representations or warranties as to the accuracy of the information presented 
and takes no responsibility or liability (including for indirect, consequential, or incidental damages) for any error, omission or inaccuracy in the data 
supplied by any third party.
Investment management and advisory services for U.S. clients are provided by Mercer Investments LLC (Mercer Investments). Mercer
Investments LLC is registered to do business as “Mercer Investment Advisers LLC” in the following states: Arizona, California, Florida, Illinois, 
Kentucky, New Jersey, North Carolina, Oklahoma, Pennsylvania, Texas, and West Virginia; as “Mercer Investments LLC (Delaware)” in Georgia; 
as “Mercer Investments LLC of Delaware” in Louisiana; and “Mercer Investments LLC, a limited liability company of Delaware” in Oregon. Mercer 
Investments LLC is a federally registered investment adviser under the Investment Advisers Act of 1940, as amended. Registration as an 
investment adviser does not imply a certain level of skill or training. The oral and written communications of an adviser provide you with information 
about which you determine to hire or retain an adviser. Mercer Investments’ Form ADV Part 2A & 2B can be obtained by written request directed 
to:  Compliance Department, Mercer Investments, 99 High Street, Boston, MA 02110. 
Download a guide on key index definitions
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https://www.mercer.com/content/dam/mercer/attachments/private/nurture-cycle/gl-investment-management-index-definitions-mercer.pdf
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