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MARKETS WHIPSAW AS OUTLOOK DARKENS 
                                                                                                    
+ Roy Maslen, Chief Investment Officer—Australian Equities 
+ John Taylor, Portfolio Manager—Fixed Income 
 
The dynamics driving markets raise questions about inflation, interest rates and the risk of 
recession to which, for now, there are no answers. Volatility looks set to continue.  

 
The tug-of-war between inflation and growth continued to rock 
markets during the third quarter, with equities and bonds giving 
up early gains to deliver mostly negative returns for the period. 
Volatility looks set to continue for the foreseeable future. 

Turbulence reflects markets’ concerns about high and 
persistent inflation, central banks’ efforts to bring it under 
control by raising interest rates, and the risk that rate rises will 
tip economies into recession. 

Positive returns in July, following a 75 basis-point rate rise by 
the US Federal Reserve, reflected markets’ interpretation of 
Fed guidance as suggesting that the central bank would take a 
more measured approach to future rate rises.  

But the Fed later reiterated its commitment to fighting inflation 
and, in September, raised rates by another 75 basis points, 
causing markets to give back their previous gains. 

The MSCI World Index fell by 4.4% in local currency terms and 
was down 21.9% year-to-date. The S&P/ASX 300 Index fared 
better, returning 0.5% after a whipsaw performance. On price-
to-forward-earnings, valuations are close to where they were 
when the pandemic began (Display 1). 

Government bond yields—a barometer for concerns about 
inflation and rising interest rates—fell then rose again (yields 
move inversely to bond prices), with Australian 10-year yields 
little changed over the quarter (Display 2). Corporate bond 
prices also fell, as the economic outlook worsened. 

The Outlook Is Difficult 
The short-to-medium term outlook is difficult. The Fed’s 
September rate rise—the fifth this year and the third 
consecutive 75 basis point increase—underlined its 
commitment to fighting inflation. We expect further tightening, 
making the risk of recession even higher. 

In Europe, the Bank of England and the European Central 
bank face similar balancing acts, complicated by an impending 
energy crunch. Soaring natural gas prices ahead of winter 
threaten potential fuel rationing because of the loss of supply 
from Russia, as the war in Ukraine grinds on. Fears are rising 
that the eurozone may also be on the brink of recession. 

Display 1: Equities Gave Up Early Q2 Gains… 
VIX vs. S&P/ASX 200 P/FE Index 

Historical analysis does not guarantee future results. 
Through September 30, 2022 
Source: FactSet 

Display 2: …as Volatility Swept Across Markets 
10-year Government Bond Yield (Percent) 

Historical analysis does not guarantee future results. 
Through September 30, 2022 
Source: FactSet 
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In the UK, the new chancellor of the Exchequer Kwasi 
Kwarteng unveiled a mini-budget including massive tax cuts 
and fiscal easing measures at a time when inflation exceeds 
10%. The moves rattled investor confidence, prompted 
dramatic declines in the British pound and raised the risks of 
destabilizing the economy.  

The dynamics are different in Asia, where Japan would 
welcome higher inflation and where China’s policymakers are 
loosening conditions to support the economy as it recovers 
from the latest COVID outbreak and carries the burden of a 
faltering property market. 

But the dynamics in the West dominate, presenting questions 
to which, for now, there are no answers. Will the US or global 
economy slip into recession? When will inflation ease and 
where will it settle? How high will interest rates go—and for 
how long? What about escalating geopolitical risk, from the 
effects of the war in Ukraine to China-Taiwan tensions? 

More Volatility Lies Ahead 
The key to the outlook is how central banks manage the 
inflation challenge: they face the daunting task of needing to 
raise rates sufficiently to constrain inflation, and to stop raising 
them before recession takes hold. We expect volatility to 
continue while their progress remains uncertain. 

For the next few months at least, the outlook for equities and 
corporate bonds is darkened by concerns that the downturn in 
growth could be sharper than expected.  

Given the outlook for further central-bank rate rises this year, 
we think that headline inflation may start to move lower in the 
fourth quarter or in the early part of 2023. At that point, even 
though it would still be above central bank targets, we would 
expect government bond yields to start falling and become 
more stable.  

We would also expect economic growth to have slowed, and 
that lower growth expectations would have become entrenched 
in central banks’ outlooks, thereby easing pressure for further 
rate rises. 

In this uncertain environment investors, in our view, should 
focus on managing risk and staying alert to opportunities. 

Some Ways to Reduce Portfolio Volatility 
We believe it’s important that investors view volatility as a long-
term risk and that they should factor it into their portfolios 
accordingly. To this end, we suggest that investors consider 
certain volatility-aware principles when thinking about their 
equity and fixed-income strategies. 

In our view, Australian equity investors wishing to avoid too 
much volatility in their portfolios should look carefully at their 
exposures to banks and resources, which are both large 
weights in the S&P/ASX 300 but which, over time, can be 
unattractive in terms of stability.  

One solution might be more rigorous stock selection, and a 
reduction in weightings to these sectors; alternatively, investors 
can seek to mitigate the risks at the portfolio level by 
considering an actively managed, low-volatility strategy as part 
of their overall equities exposure.  

Such a strategy, in our view, should include some scope for 
investing outside Australia, to diversify beyond the relatively 
concentrated (and frequently volatile) domestic market. 

Our volatility-aware equity portfolios have had a lower beta 
than the market and attractive free cash flow. Our fundamental 
research insights aim to reduce our exposure to stocks with 
cyclical pressure, balance-sheet stress or negative events. 

For fixed-income investors, one way to reduce volatility is to 
seek to diversify beyond the Australian bond market by 
investing globally, across all sectors (such as government, 
corporate and asset-backed bonds), without reference to 
market indices. 

Australia has a relatively small and concentrated bond market, 
and indices tend to be inherently volatile as they are weighted 
towards large borrowers, the extent of whose liabilities can be 
a source of volatility during market stress. 
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All returns and financial information are as of September 30, 2022. Source: FactSet and AB 
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