
compressions resulting from higher interest rates, born of a 
communicated desire from the Fed to slow economic growth, 
which will likely reduce corporate earnings prospects moving 
forward.

Ultimately, what mattered most to markets was the fact that 
the fed funds rate began the year in the 0.00-0.25% range 
and ended at the 4.25-4.50% level. In addition to significant 
impacts on stock and bond markets, housing felt the negative 
repercussions as mortgage rates more than doubled. Markets 
have witnessed 10 consecutive months of existing home sales 
declines as a result.

A key psychological takeaway was the realization by investors 
that the coordinated global central bank monetary tightening 
efforts marked the end of a multi-decade, secular trend of 
loose monetary policy. This development will exert significant 
influence on investor behavior and capital market return 
expectations in the future.

Sector Returns

S&P 500 Sectors 2022 Returns (%)

Communication Services -39.9
Consumer Discretionary -37.0

Consumer Staples -0.6
Energy 64.7

Financials -10.5
Health Care -2.0

Industrials -5.5
Information Technology -28.2

Materials -12.3
Real Estate -26.1
S&P 500 -18.1
Utilities 1.6

Interest Rates Matter

While stocks decreased more on a percentage basis then did 
bonds, fixed income’s decline could be considered more painful 
given that the volatility of bonds is historically approximately 
only 20% that of equities (depending on the time frame 
considered). However, given that the yield on the 10-year 

MARKET LANDSCAPE
Name 2022 Returns (%)

Barclays US Aggregate Bond -13.0
Barclays US Corporate High Yield -11.2
Barclays US Credit -15.3
MSCI EAFE -14.5

MSCI Emerging Markets -20.1
Russell 2000 TR USD -20.4

S&P 500 TR USD -18.1

2022 in Review

As we enter the new year, investors the world over are happy to see 
2022 end. For the year, the Nasdaq Composite was down 32.5%, 
the Russell 2000 lost 20.4%, the Standard and Poor’s (S&P) 500 
declined 18.1%, and the Dow Jones Industrial Average was down 
6.9%.
 
The pain wasn’t limited to only equities, as bonds, from a historical 
perspective, were more negatively impacted than most other asset 
classes. We might argue that bond returns in 2022 were one of the 
more meaningful stories in capital markets.

As we entered 2022, US headline inflation was already in the 7% 
range. However, the US Federal Reserve (Fed) was slow to initiate 
interest rate increases due to its assignment of the transitory 
moniker to the data, coupled with uncertainties regarding a 
prospective Russian invasion of Ukraine.

The month of March saw the first 25-basis point increase of the fed 
funds rate, with an acceleration to a 50-basis point hike, followed 
by a series of 75-basis point hikes, ending with a final 50-basis 
point increase; though interestingly, the Fed maintained the 
expansionary policy of its balance sheet until mid-year.

Conditions necessitating the aggressive Fed tightening were varied, 
though years of expansionary monetary and accommodative fiscal 
policy were primary drivers. US money supply, as measured by M2, 
rose over 40% in a three-year period ending March 31st, 2022, 
totaling well over $21 trillion. Household liquidity, defined as cash, 
deposits and money market funds, also expanded over 35% during 
calendar years 2020 and 2021.

2022 can be characterized as a year of increasing geopolitical 
tensions, where markets suffered severe price multiple 

Continued on next page

QUARTERLY MARKET UPDATE
January 2023

Data Source: Morningstar Direct

Data Source: Morningstar Direct



Continued on next page

Treasury ended the year at 3.88%, which is more than double than in 
January last year, it isn’t altogether surprising.

For an asset class coveted for its relative safety and security and 
considered a diversifier against more volatile asset classes, the 
price declines resulting from the rapid interest rate increases only 
adds insult to injury. As noted, the Barclays US Aggregate Bond index 
is down 13% for the year. At one point, the benchmark 10-year US 
Treasury yield neared 4.3%, compared to 0.52% in August of 2020, 
the lowest it has ever been. These results have shaken investor 
confidence in the diversification benefits of the asset class.

This is understandable. According to Deutsche Bank strategists, who 
cite a created index from global financial data which utilizes long-
term historical debt information as index component proxies, this 
year’s drop is the worst since a 25% drop in 1788, a year before the US 
Treasury was established.

Of course, mortgage rates followed the trajectory of bond yields, 
and have more than doubled in the past year severely impacting the 
housing sector as mortgage applications, refinancing activity, and 
new and existing home sales declined precipitously. Given long-term 
supply and demand imbalances, however, broad-based home prices 
should not be expected to be severely impacted this year.

As painful as the decline in bond prices has been, we believe the 
normalization of interest rates was necessary and in fact will be 
beneficial on a going forward basis. If inflation readings continue 
to decline, higher bonds yields have the potential to provide real 
returns, and no longer will savers and investors in yielding assets 
be penalized at the expense of speculative investors aided by 
abnormally cheap borrowing rates. With yields back to more 
historically normal levels, a conventionally allocated portfolio 
should provide better diversification in the years ahead.

Fed Policy is Wait and See

Throughout this tightening cycle, the economy has shown some 
resilience. Aggregate employment data remains generally strong, 
as do selected demand metrics, though the broad consensus is 
that the Fed will not be able to engineer a soft landing and avoid a 
recession.

Many fear the Fed has raised interest rates too aggressively, hitting 
the brakes on an already fragile economy, tipping it into recession. 
Of course, given the level and nature of inflation, there are those 
who believe recent actions have been commensurate to the 
problem, and eradicating excessive inflation will be successful as 
a result.
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Chart 1 - Home Sales Influenced by Mortgage Rates

Source: YCharts
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The disagreements surrounding the Fed’s forcefulness highlight 
the blunt nature of monetary policy and speak to the lag effect 
we reference regarding the general inability to precisely time 
the impacts of monetary policy. This is partially due to the 
preponderance of fixed-rate debt.
 
The Fed can raise rates as high as it wishes, but in the short 
term, most consumers and businesses remain unaffected by the 
increase in borrowing costs. While existing home sales will slow, 
most current homeowners have already locked in mortgage rates 
at a lower level.
 
The same dynamic takes place in the issuance of corporate debt. 
Interest expense on the majority of issued debt in the short term 
remains the same. It’s over time, quarter-to-quarter, and year-over-
year, that those shorter-term issuances mature and roll into higher 
yielding debt, which costs more to service, negatively impacting 
the financial results of companies.

For consumers, some homeowners are forced to sell their homes 
and refinance a new home at a higher rate, which increases 
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the financial pressure. But these effects do not manifest 
themselves immediately.

Another factor that distorts the ability to clearly assess the 
state of the economy is the difficulty to measure the amount 
of excess liquidity existing in the system. Fiscal stimulus was 
initiated in the form of stimulus checks, childcare tax credits, 
the Paycheck Protection Program (PPP) loans, etc.; the degree 
to which these funds were saved or spent by the various 
recipients is difficult to assess and can lead to imprecise 
estimates of the consumer’s ability to withstand any economic 
slowdown.

Given the variables at play, investors are rightly having difficulty 
in predicting the trajectory and duration of recent and potential 
future Federal Reserve interest rate actions. And truthfully, 
the Fed itself doesn’t know. While its intention is to provide 
transparency, it can’t communicate purpose and action that 
have yet to be determined.

Source: YCharts

Chart 2 - Institute for Supply Management Manufacturing
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Recession is the Default Expectation

Disagreements about the trajectory of the economy 
notwithstanding, many analysts seem to align on the likely 
emergence of recession this year. Exhibit A in their argument is the 
inverted yield curve. Currently, yields on 30-year Treasury bonds 
are lower than yields on 3-month Treasury notes. This occurrence 
has coincided with the last eight recessions, with no false signals. 
The primary question surrounds the timing of the likely impending 
recession, which based on history could occur anywhere from two 
months to two years after the inversion.

While the unemployment rate is low, indications point to a likely 
bottoming and move higher in the coming months. Business 
confidence is depressed, as companies signal expenditure 
reductions and hiring curtailments. Manufacturing and services 
Purchasing Manager Indexes (PMI) continued their erosion over the 
past two quarters.

On a positive note, China’s move towards a reopening of their 
economy in the context of COVID-19 should help global growth 
prospects. Additionally, the retracement of US dollar strength 
during the last quarter of 2022 should help release pressure on 
developing and indebted countries globally, further providing better 
economic stability.

If a recession does occur, we would expect one of a shallower 
variety. Unlike in 2008, banks today are much better capitalized. In 
2008, they had a very low exposure to safe assets such as cash 
or Treasuries but were overexposed to subprime real estate, auto 
loans, etc.

Today, the opposite is true. As such, even if banks are affected by 
a recession, there’s no primary center of weakness at the heart 
of the financial system. Instead, it is dispersed more broadly and 
should provide a more balanced state of weakness. This might 
deliver better stability than what many may be anticipating using 
recent history as a guide.

Looking Ahead

2022 was most obviously defined by high inflation and aggressive 
interest rate hikes by global central banks, but a myriad of other 
issues contributed to the global economic and geopolitical 
dynamic. These include strained supply chains, a shortage of 
workers, the US mid-term elections, Chinese real estate distress, 
the war in Ukraine, the resignation of the UK prime minister, the 
near collapse of UK pension funds, the overturning of Roe v. Wade, 
plummeting Bitcoin prices, the FTX bankruptcy, and much more.
 
And yet, given all that has transpired, the S&P 500 remains 
only 20% off its high. This is significant, but some perspective 
is warranted, as this decline just barely registers in the top 10 
drawdowns on the S&P 500. During the Dot.com bubble in the early 
2000’s the market fell 49%, during the Global Financial Crisis it fell 
more than 50%, during the Great Depression it fell 86%, and on 
Black Monday in October of 1987 the market fell 20% in one single 
day.

Equity markets are facing challenging dynamics. Waning global 
demand in the face of high inflation threatens a slowdown and 
possible recession. Economic indicators remain mixed, and we did 
see two consecutive quarters of negative GDP in the first half of 
2022. 

This slowing growth prospect has made its way into earnings 
expectations. Analysts, while perennially optimistic, have reduced 
their earnings forecasts for both 2022 and 2023. This creates 
a difficult environment for equities, whose fundamental pillar of 
support is corporate earnings. 

On the plus side, markets are forward-looking and have already 
priced in this lower level of earnings and likely recession. 
Valuations are more tolerable today than they were 12 months ago, 
increasing the probability of better long-term equity returns going 
forward. 

One interesting dynamic will be the market’s reaction to negative 
data. Further declining and poor results may just give the Fed the 
support they need to be less hawkish, something the market would 
likely embrace. History has shown that equity markets tend to 
rebound well before economic reports show improved situations. 
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This newsletter provides generic information intended for a 
diverse audience, but cannot give individualized investment 
advice. Investors seeking a better understanding of how a 
sell-decision process might apply to their specific situation, 
or who have questions about their investment guidelines 
for liquidity or risk, should contact a professional financial 
advisor to review their financial plans and portfolio asset 
allocations. 


