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“The most important thing in investing is not the forecast. 

It’s managing the risk around that forecast.” 
– Joe Terranova 

 
 
What happens next? 

• At this time of year, the research departments of Wall Street firms provide an 
overwhelming flood of forecasts and predictions for the upcoming year. 

• But predicting the price of an asset one year from now may not be useful to the long-
term investor. 

• Investors don’t deploy capital based upon next year’s rate of GDP growth, oil price, 10-
year Treasury yield, earnings forecasts, or inflation rate. The long-term investor simply 
asks, “What is my expected rate of return, based on the investment environment?” 

• Generally, market prognosticators usually call for a one-year return somewhere 
between 5% and 10% for equities. If the upcoming year looks challenging, the forecast 
might be about 5%. If things look more promising, the forecast might be closer to 10%. 

• But, going back to 1928, for 94 years’ worth of returns, the S&P 500® Index landed 
within that 5% to 10% sweet spot only six times for the calendar year. 

• The only calendar years with a return between 5% and 10% for the Index were 1959, 
1965, 1968, 1993, 2004, and 2016. 

 
What has happened after a negative year? 

• The table on the next page illustrates the performance of the S&P 500® Index in the 
periods following a year with a double-digit negative return. 

• There certainly have been instances when a double-digit negative return extended into 
the following year, as occurred in 2000-02, 1973-74, 1946-48, 1939-41, and 1929-32. 

• Note that, since 1950, there have only been two times when a negative double-digit 
return in one year was followed by another negative return the following year. 
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S&P 500® Index Historical Pattern Following a Negative Annual Return  
    1929 – 2022 

Year Return  Period Annualized Return Percent 
2022 -16.80%      
2018 -6.24%  2019 - 2021 Annualized Return +26.03% 
2015 -0.73%  2016 +9.5% 2017 +19.42%   
2011 0.00%      
2008 -38.49%  2009 - 2014 Annualized Return +17.20% 

       
2002 -23.37%  2003 - 2007 Annualized Return +12.83% 
2001 -13.04%      
2000 -10.14%      

       
1994 -1.54%  1995 - 1999 Annualized Return +28.50% 
1990 -6.56%  1991 - 1993 Annualized Return +15.58% 
1981 -9.73%  1982 - 1989 Annualized Return +18.92% 
1977 -11.50%  1978 - 1980 Annualized Return +18.72% 

       
1974 -29.72%  1975 +31.55% 1976 +19.15%   
1973 -17.37%      

       
1969 -11.36%  1970 - 1972 Annualized Return +12.24% 
1966 -13.09%  1967 +20.09% 1968 +7.66%   
1962 -11.81%  1963 - 1965 Annualized Return +17.13% 
1960 -2.97%  1961 +23.13%    
1957 -14.31%  1958 +38.06% 1959 +8.48%   
1953 -6.62%  1954 - 1956 Annualized Return +28.65% 

       
1948 -0.65%  1949 - 1952 Annualized Return +24.43% 
1947 0.00%      
1946 -11.87%      

       
1941 -17.86%  1942 - 1945 Annualized Return +25.22% 
1940 -15.29%      
1939 -5.45%      

       
1937 -38.59%  1938 +25.21%    
1934 -5.94%  1935 +41.37% 1936 +27.92%   

       
1932 -15.15%  1933 +46.59%    
1931 -47.07%      
1930 -28.48%      
1929 -11.91%      

Source: Bloomberg. Past performance is not indicative of future results. 
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What’s the environment? 

• Of course, past performance is not predictive. This is not to say that we won’t have 
another instance of two negative years in a row. 

• But, when thinking about what comes next, it’s a good idea to consider the current 
environment. 

• The most important thing in investing is not the forecast. It’s managing the risk around 
that forecast. 

 
A challenging year for stocks and bonds 

• The two core elements of every portfolio – stocks and bonds – have both experienced a 
challenging environment in 2022. 

• Most equity indexes have posted negative double-digit returns for 2022 to date, 
including the S&P 500® Index, the Nasdaq, and the Russell 2000® Index, according to 
Bloomberg. The Dow Jones Industrial Average has fared much better, given its blue-chip 
nature, which is being prioritized in the current environment.  

• Taxable fixed income has not fared much better. Investment grade bonds are down 
15%, high yield down 12%, and municipals down 9% for the year to date, according to 
Bloomberg. And we’re well aware of the negative returns for Treasuries this year. 

 
A U-shaped environment 

• 2022 has been all about the shape of a letter, and that letter has been U. This is much 
different from prior years, when most corrections took the shape of a V.  

• There are several reasons for the challenging conditions we’ve experienced, including: 
o An unfortunate and significant military conflict between Russia and Ukraine 
o Supply chain challenges and supply side deficiencies as a result of the pandemic 
o A resulting spike in inflation 
o Federal Reserve (Fed) tightening to fight that inflation 

• The Fed implemented four consecutive rate hikes of 75 basis points (bps) – a historically 
unprecedented cycle – between June 15 and November 2 of this year. 

• The Fed also hiked rates by 50 bps in March and 25 bps in May. The Fed funds rate has 
gone up a total of 375 bps in 2022. 

• Another hike is expected in December, which most believe will be 50 bps. 
• This is the normalization process on the part of the Fed in response to this supply chain-

constrained inflationary pressure. 
• These have been constant headwinds in 2022. 

 
Coming out of the U 

• Looking ahead to 2023, I expect that risk assets will begin to recover out of the bottom 
of the U. 

• We are heading into a historically strong seasonal period. 
• This was a midterm election year. There have been 20 consecutive periods of positive 

market performance from the November date of a midterm to the following June 30. 
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• In addition, we are approaching the three strongest quarters in a presidential cycle: 
• Year three of a term, the first quarter is the strongest. 
• Year two of a presidency, the fourth quarter is the second strongest. 
• Year three, the second quarter is the third strongest of a president’s term. 

 
Managing risk 

• In an effort to manage risk, investors can seek to utilize that potential seasonal strength 
to reallocate across assets and within assets, as well as by sector, strategy, and equity 
size class. 

• Risk assets are poised to benefit from the 2022 headwinds beginning to diminish as 
clarity unfolds about: 

o A de-escalation of the Russia-Ukraine conflict. 
o Defining the terminal rate in this monetary normalization process; and 
o Developing a trend to confirm that inflation has reached its peak. 

• All of these conditions will be integral to the market and economy coming out of the U. 
• Two conditions are present and, based on the evidence, will remain present, which 

investors will have to navigate: 
1. Less favorable liquidity conditions as the Fed allows assets to roll off its balance 

sheet through maturity. 
2. Continued persistent and elevated volatility because of less liquidity. Volatility 

should remain above the 10-year average whether markets move lower or 
higher. 

 
Where don’t investors want to be? 

• Given all of that context, it’s not worth coming up with a forecast or a price target. In 
managing risk, it’s most important for investors to focus on where they don’t want to 
be, given the elevated risks.  

• In this climate, investors might not want to increase exposure to higher-beta equity 
names, asset classes, or geographic regions. 

• In a late January commentary, we discussed the importance of focusing on profitable 
companies. That remains relevant. Companies with strong operating and profit margins, 
strong dividend growth, low debt, and share buybacks should continue to be prioritized. 

• Unprofitable businesses are still in the midst of an L-shaped malaise. 
• Rather than focusing on the debate between value and growth, investors should use the 

word “defense” more than anything else. 
• I believe it’s a return to a more traditional market such as the one our parents or 

grandparents experienced, in which blue chip companies such as Merck, IBM, 
McDonalds, Walmart, Chevron, Honeywell are valued because of their balance sheets 
and lower beta.  
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Other investment opportunities in this environment: 
• Investors may wish to explore the opportunities in taxable fixed income, because those 

sectors will have the highest sensitivity to the Fed reaching the terminal rate of its policy 
normalization, and could have a highly positive response. 

• Taxable fixed income also looks promising because credit quality for corporations 
remains strong. Corporations did well to extend their maturities following the historic 
fiscal and monetary response to the pandemic, which made credit cheaper. 

• So while rates are higher today, the need for capital is not as urgent because 
corporations wisely took advantage of the opportunity to borrow at lower cost. 

• In the same way, non-U.S. assets should have a positive response when inflation 
moderates and the value of the U.S. dollar begins to decline. 

 
Building a bridge to better circumstances 

• The key to managing risk in this environment is nothing more than building a bridge 
until we get to the other side. 

• And keep in mind the significant number of periods post double-digit negative 
performance when the markets saw double-digit positive returns.  These included the 
periods after 2018, 2008, 1994, 1981, and 1962. 

• The only true certainty is that the favorable liquidity conditions of the past 12 years are 
no longer present, and neither is the historically low volatility of the past 12 years. 

• Given those facts, active management may offer a way forward. 
• People have been calling for a resurgence of active management for years. While it has 

not been productive over the past several years, the current climate may be ripe for it. 
• Given the unfavorable liquidity environment and the elevated volatility, consider 

allocating to active managers who have experienced prior cycles of negative market 
performance and economic contraction. 

• Active managers can reshape their risk exposure as the market environment reshapes 
itself. 

• They may be well-positioned to implement the necessary defensive bridges until there 
are better circumstances. 

 
 
 
Joe Terranova’s industry trends and observations are the result of his research. His observations reflect his 
industry expertise and have been prepared using sources of information generally believed to be reliable; 
however, their accuracy is not guaranteed. Opinions represented are subject to change and should not be 
considered investment advice. Please consult your financial professional for investment advice. 
 
All investments carry a certain degree of risk, including loss of principal. 
 
S&P 500® Index: A free-float market-capitalization weighted index of 500 of the largest U.S. companies. The index 
is calculated on a total return basis with dividends reinvested. The index is unmanaged, its returns do not reflect 
any fees, expenses, or sales charges, and it is not available for direct investment. 
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