
A SHOCK TO THE SYSTEM OR A 
RETURN TO NORMALCY: A LOOK 
AT 2022

All about perspective!
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A Market Reminder

¨ It is the nature of stocks that you have good years and 
bad ones, and much as we like to forget about the latter 
during market booms, they recur at regular intervals, if 
for no other reason than to remind us that risk is not an 
abstraction, and that stocks don't always win, even in 
the long term. 

¨ In 2022, we needed that reminder more than ever 
before, especially after markets came roaring back from 
the COVID drop in 2020 and 2021. 
¨ While there are many events during 2022, some political and 

some economic, that one can point to as the reason for poor 
stock returns, it is undeniable that inflation was the driving force 
behind the market correction. 
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Inflation in the Driver’s seat!

US Equities
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Stocks: Chronicling 2022 actual returns
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Breaking down 2022 Returns
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In historical context…



7

How 2022 falls in history….
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Expected Returns

¨ As you saw in the previous section, actual returns on 
stocks can be negative, and significantly negative, in 
some periods, and those negative returns can sometimes 
extend into decades. 

¨ The notion that stocks always win in the long term is a 
dangerous one, and while those pushing it claim to have 
the data on their side, it is worth remembering that the 
use of US data to make this case is statistically flawed. 

¨ That said, when investors buy equities, it would be both 
irrational and illogical to settle for expected returns that 
are less than what you can earn on risk free or 
guaranteed investments, though behavioral finance 
suggests that both irrationality and illogic are persistent 
human traits. The premium that investors demand over 
and above the riskfree rate is the equity risk premium).
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Historical Equity Risk Premiums
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Implied ERP: Start of 2023
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In historical context again…

Aswath Damodaran

11



12

So what?

¨ It is worth noting that in valuation, demanding a higher
expected return depresses value today, and the increase
in expected returns over 2022 is therefore consistent
with the decline in stock prices during the year.

¨ There is another reading of this expected return that ties
into investment and growth, where the expected return
on stocks is the cost of equity that companies need to
clear to make investments.
¤ In short, an average-risk project with a return on equity of 7%,

which would have passed the investment test at the start of
2022, because it was greater than the cost of equity of 5.75%,
prevailing at the time, would not pass muster at the start of
2023.
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Differences across stocks..
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A Market Consensus Valuation
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The two big uncertainties…
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Market Strategists- Market Views
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A rising tide lifts all boats!

Interest rates & Bond returns17
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Interest Rates in Motion

¨ If 2022 was an unsettling year for equities, as I noted in my second 
data post, it was an even more tumultuous year for the bond 
market. 
¤ The US treasury market, considered by some still as safe haven, was 

anything but safe or a haven, especially at the long maturities, as long 
term rates soared, with inflation (not the Fed) being the key driver. As a 
result, treasury bond investors faced one of their worst years in history, 
losing close to a fifth of their principal, as bonds were repriced. 

¤ The rise in rates transmitted to corporate bond market rates, with a 
concurrent rise in default spreads exacerbating the damage to investors. 

¨ Just as rising equity risk premiums push up the cost of equity, rising 
default spreads push up the cost of debt of companies, with the 
added complication of higher default risk for those companies that 
had pushed to the limits of their borrowing capacity in a low 
interest-rate environment.
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US Treasuries: Safe no more…
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Returns on US Treasuries…
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In historical context…
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And in terms of co-movement…
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The Drivers of Interest Rates
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Inflation and Interest Rates
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The Fed: Follower or Leader?
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The Fed Fixation: Time to let go?

¨ I do think that the Fed and other Central Banks, in the 
aftermath of the 2008 crisis, overcorrected and misread their 
mission as keeping economies afloat and financial markets 
booming, and in the process, they gave risk capital a false 
sense that they could take huge risks, without demanding 
sufficient premiums, and come in for soft landing. 

¨ I think that the fixation with the Fed is both unhealthy and 
counter productive. It has not only made investors passive 
bystanders in the great interest resetting, but has also given 
poorly performing active investors, individual and institution, 
an easy excuse for their underperformance.

¨ Much as we bemoan our portfolio performance during the 
year, the market developments of 2022 are, on balance, 
healthy insofar as they bring risk capital back to earth.

¨26



27

Default Risk and Spreads
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Corporate Bond Returns in 2022
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Consequences for Companies
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A Contrast with a year ago…
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Interest Rates in 2023: Playing 
Prognosticator?

32



Globalization’s dark side!

Globalizing the Discussion33
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Country Risk: The Foundations
34

¨ There is risk in investing in every country in the world, 
with the differences being one of degree. 
¤ Thus, you would be making a mistake, if you assume that this 

discussion only applies if you are investing in India, Brazil or 
Belarus, and that it does not, if your investing is in the United 
States, Germany or Australia. 

¤ The developed/emerging market divide was created for 
convenience, and while it sometimes has consequential effects, 
as is sometimes the case when a company is reclassified as 
developed from emerging, or vice versa, much of what I will say 
about how governments, legal systems and regulatory 
frameworks can affect corporate value applies to all countries.
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Country Risk: Determinants
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A Country Life Cycle…
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Riskfree Rates in Currencies
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Equity Risk: From default spreads to equity 
risk premiums
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Company Risk Exposure to Country Risk
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The End Game for Government
¨41

¨ I know that I am going against the current political trend, but I believe
that the end game for a good government is analogous to that of a good
founder, and that is, once it has provided the structure and the basis for
growth and prosperity, to make itself less central to the economy, not
more so.

¨ Note that while this may seem like the libertarian position, there are
significant differences.
¤ I do believe that it is a government's role to craft laws and regulations that

minimize the externalities that businesses create
¤ Those laws/regulations should be few in number and changes, when they happen,

should be reasoned and infrequent and enforcement should be fair and timely.
¨ There is nothing more unsettling than being a business person, consumer

or citizen in a setting, where you are faced an avalanche of rules,
sometimes contradictory, that are constantly changing, and enforced
inconsistently.


