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Market Performance Recap 

Happy New Year! Before we get into the review and outlook, I want 

to wish all of you a happy, healthy, and prosperous 2023!  

 

As for 2022, that was a year most would like to forget from a market 

perspective. Equities and fixed income both declined (chart 1), a 

rarity among historically uncorrelated assets, leading most investors 

to experience significant losses in their portfolio. Positioning was 

paramount as dispersion among sectors was incredibly wide and the 

journey was bumpy (chart 2). If you owned energy stocks, you had a 

great year as those returned 65.7%. However, if you were only 

invested in the former telecom darlings now found in the 

communication services sector like Facebook (Meta), Netflix and 

Google (Alphabet), your experience was much worse as that sector 

fell 39.9% (chart 3), more than a 100% dispersion between the 

outcomes for those two sectors.    

 

The fourth quarter of 2022 felt like the third quarter, where equities 

rallied at the start and by the end of the second month buyers were 

exhausted and the market started falling again. The S&P 500 Index 

returned 7.6% for the quarter, despite a 5.6% sell-off in December. 

Small cap equities as measured by the Russell 2000 Index returned 

6.2% for the quarter. Value stocks, those with lower price-to-earnings 

ratios, dominated growth stocks in the quarter. For example, in small 

caps, value (Russell 2000 Value Index) led growth (Russell 2000 

Growth Index) by more than 4% while in large caps it was more than 

10% (as measured by the Russell 1000 Growth & Russell 1000 Value 

indices). Only two S&P sectors were negative on the quarter, 

consumer discretionary and communication services.  

 

Fixed income rallied to start the quarter and then weakened in 

December, similar to equity performance, capping off a volatile year 

(chart 4). The Federal Reserve (the Fed) continued to increase its 

overnight lending rate referred to as the Fed Funds Rate. There were 

two increases in the quarter for a total of 1.25%, bringing the range 

of the Fed Funds Rate to 4.25-4.5%. Putting the current rate in 

perspective, the Fed started the year at 0% and increased only by 

0.25% in March. Typically, a rising interest rate environment would 

send fixed income lower, which it did throughout most of the year. 

However, by the fourth quarter these increases had been widely 

expected by the market and already priced in as part of the dramatic 

sell-off earlier in the year. US investment grade bonds (measured by 

the Bloomberg Aggregate Bond Index) delivered a 1.9% return for the 

quarter, while municipal bonds (Bloomberg Municipal Bond Index) 

returned 4.1% and global government bonds (Citi’s WGBI Index) 

returned 3.8%. Despite these positive quarterly returns, fixed income 

still posted the worst year on record for most segments of the 

market. US investment grade bonds fell 13%, municipal bonds fell 

8.5% and global government bonds fell 18.3% for the year.  

 

Transitioning to outside of the US, the equity picture was even better 

for the quarter, but still weak on the year. Non-US Developed market 

equities (as measured by the MSCI EAFE Index) soared 17.3% this 

quarter and even managed to eke out a positive return in December 

of 0.1%. A large portion of this return was due to the US dollar 

weakening against the euro, pound and yen which are the prominent 

home currencies for those securities. Despite the fourth quarter rally, 

returns for the MSCI EAFE Index are still lower by 14.5% across the 

entirety of the year. Emerging markets also rallied in the fourth 

quarter with a 9.7% return on the MSCI Emerging Market Index. 
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Unfortunately, that rally wasn’t enough to offset the earlier losses as 

the index closed down 20.1% for all of 2022.     

 

Economy 

The US economy is showing growth again in the fourth quarter 

according to the Atlanta Fed’s GDPNow forecast where expected 

GDP will be 3.9% (chart 5). Unemployment has remained near its 

lows, which corroborates the Fed’s expectation for a “soft landing” 

(a reduction of growth but not an outright recession). If the GDPNow 

forecast is confirmed later in the month, it will contrast with many 

investment bank predictions. In either case, inflation has started to 

moderate in the US over the last half of the year. The moderation is 

likely to pick up speed as last year’s high inflation months roll out of 

the calculation. The higher interest rates across society have eroded 

affordability of housing and autos; those prices are falling now 

reducing inflation readings in the current and coming months. Used 

cars have seen the most dramatic fall on record (chart 6), but that is 

only after two years of rapid price increases. Moderating inflation will 

be well received by the Federal Reserve, which is likely to raise the 

Fed Funds Rate to 5.25% early this year and remain there for the 

duration of 2023 to ensure inflation subsides.  

 

Around the rest of the developed world, inflation has also taken its 

toll. Europe and the UK are recessionary, driven largely by energy 

costs impacting all aspects of life, but supply chain disruption and 

stimulus also played a role. However, the worst-case scenario seems 

to be off the table as natural gas storage is near capacity and the 

autumn and early winter temperatures were milder than average. 

Natural gas and electricity prices have receded from their highs and 

recent inflation readings in France, Spain and the UK all show signs of 

cooling. While there is still a lot to solve for in Europe, brighter days 

loom over the horizon. In Japan, inflation is more welcome, as the 

country has toiled for two decades with near zero inflation. Finally, 

inflation has started and interest rates have lifted off of near zero. 

Japan even felt it necessary to raise its benchmark interest rates by 

0.25%, which resulted in an immediate strengthening of the yen. The 

Japanese economy continues to grow. 

 

Emerging market growth, despite the performance of the equities 

referenced earlier, is also looking moderately positive. The largest 

country in the collective is China, which has ended its Zero Covid 

Policy. China has damaged its economic growth, and the domestic 

stock market fell with it. However, reopening puts more than a                 

billion consumers back out in the stores, on the roads and in the air 

traveling after a 3-year hard lockdown. If there is a boost in 

consumption anything close to what happened in the US upon 

reopening, this should be a positive development for the global 

economy and emerging markets more acutely as Chinese economic 

growth has an outsized impact on the ASEAN countries. Growth is not 

exclusive to China, as India, the second largest emerging markets 

country, continues to grow, lifting millions out of poverty along the 

way. While emerging markets had some of the worst performers in 

2022, if there is a global rebound during 2023, emerging markets will 

likely be some of the better performers.    

 

Fat Tails 

The term “fat tails” is used frequently in investing in the context of 
probability distributions. Fat tails reference the likelihood of non-
consensus outcomes, potentially extreme ones. This is where the real 
money can be made in investing, having a non-consensus view that 
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turns out to be correct. It is also where you can lose money quickly if 
you are wrong or if there is an opportunity cost to hold your incorrect 
positioning. Sometimes the tails of the probability distribution are 
easy to understand, and easy to invest in. For example, in the summer 
of 2021 the consensus view was that inflation would be transitory 
and interest rates would only rise modestly, if at all. The only real 
non-consensus investable view was that inflation would be stickier 
and rates would need to move higher. The correct positioning was to 
sell down fixed income and lighten up on equities. With Treasuries 
yielding less than 1%, you weren’t giving up a lot to position for that 
tail risk event, but you had significant upside potential through 
protecting capital.  
 
Today the consensus view is a shallow recession where earnings on 
equities fall modestly and the Federal Reserve changes its policy and 
starts cutting interest rates (referred to as the “Fed Pivot”). In this 
scenario, equities are weak in the opening months of 2023 and 
rebound in the last half of the year as rates stabilize and begin to 
trend lower. Most investment banks have some variation of this in 
their forecasts. However, unlike in 2021, there are fat tails that could 
be extreme in either direction. The probability of these fat tails 
appears to be growing. Let’s look at the differences in the two 
possible tail outcomes.   
 
First is the right tail, the upside to consensus and the better outcome 
for the market. In this scenario, the Fed is successful in reducing 
inflation even faster than predicted and the economy avoids a 
recession. The Fed can cut rates in the first half of the year and 
equities continue to see strong earnings in a resilient and expanding 
economy. Unemployment stays low and stocks (especially growth 
stocks) rally substantially off the bottom. There is some credence to 
this outcome as inflation has fallen recently with used car prices, 

housing and some commodities leading the way lower. Additionally, 
the economy grew in the third quarter and the expectation is for 
continued growth in the fourth quarter. Economic resiliency and 
receding inflation would improve consumer sentiment off very low 
readings (chart 7), pushing the consumer driven economy forward. 
Historically, as shown in chart 7, troughs in consumer sentiment 
precede bull market runs. This upside case is bolstered by consumer 
balance sheets not being too bad. Debt service as a percentage of 
income is still below long-term averages and despite a negative 
savings rate, consumers still have a glut of savings to burn through 
before they are tapped out (chart 8). Unemployment has remained 
near historic lows and there are still plenty of job openings for those 
who seek new employment (chart 9). The Fed could find success in 
guiding the economy to a soft landing, and this is clearly the better 
scenario for most Americans and their investment portfolios.  
 
The left tail, on the other hand, is the one with more negative 
consequences for the economy. This downside risk could be driven 
by the Fed continuing to increase rates as inflation proves stickier 
than anticipated or the economy is weaker than anticipated with 
rapidly deteriorating economic conditions in the new year. This tail 
leads to increased unemployment, a double-digit drop in equities, 
rates continuing to rise leading to a weaker housing market and 
broad-based wealth destruction. The outcome here is a deeper 
recession felt by most Americans and the substantial impairment of 
many businesses that have become dependent on cheap financing. 
Similar to the right tail, you can find some signs of this outcome 
already present in the economic data. Existing home sales and 
housing affordability are declining remarkably fast (chart 10), 
technology companies have announced large numbers of high-skilled 
employee layoffs, consumers are increasing their credit card balances 
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and some other commodities like eggs seem to continue their march 
higher (chart 11).  

While both fat tail outcomes are increasing in their probability, the 

left tail is the one we need to focus on as it is the worse outcome for 

investors. It takes a 42.9% market rally to recover from a 30% market 

decline. If you are spending 4% of your assets during that decline it 

will take a 100% market rally to get back to even (chart 12). Playing 

defense in these types of environments to protect capital remains 

prudent, but ensuring you’re nimble enough to catch the upswing 

when markets do rebound can be almost as important. 

Looking more broadly at fat tail outcomes, China is another great 

example. As China reopens its economy and ends restrictions on 

mobility, there should be a rebound. Economists forecast 4% GDP 

growth for the country in 2023. The right tail, the positive outcome, 

would have China and the US finding some common ground to move 

forward on and Chinese consumers spending and traveling more, like 

Western consumers did when restrictions were lifted. In a scenario 

like this, 6% GDP growth or more could easily be achievable and the 

equity market return could be well above that after two years of 

weakness. In the left tail risk for China, the geopolitical situation 

worsens and the global power structure fractures with dual polarity 

(the US and China) resulting. In this scenario, the US restricts 

investment in Chinese assets and returns are starkly negative. The 

beginnings of this have already happened with the Treasury 

recommending restrictions on investments in companies that have 

ties to the People’s Liberation Army (PLA) and the restriction on 

exporting certain technologies to China. While the base case is most 

likely, it is increasingly easy to see either tail playing out.   

Moving Forward 

2023 should bring a new set of opportunities. As fixed income yields 
stabilize, the historically attractive properties of bonds as a safe-
haven and diversifier of equity risk will reassert themselves making 
the asset class attractive. Just holding fixed income throughout the 
year should give you a positive return as the yields are now 
comfortably positive and nearing the higher end of their 10-year 
range (chart 13). The stabilization of rates should put a bottom in for 
many equities which could begin their climb higher (while highly 
levered companies may end up in bankruptcy). This scenario could 
create interesting opportunities to generate attractive returns across 
both asset classes.  

Emerging market equities should have a strong rebound from very 
attractive valuations. Only India is trading at a premium to its 
historical averages, while countries like China and South Korea are 
trading near the lowest of their valuation ranges. This rebound is 
contingent on the global economy rebounding. If not, these stocks 
will continue to be under pressure, but only to a point as domestic 
investment will put a floor in those markets. International stocks will 
also benefit from a resurgent global economy and should benefit 
from a reversal of the flight-to-safety mindset which has buoyed the 
dollar for the last two years.   

If you wish to discuss any part of this in greater detail, please 

reach out.   

Dennis Santos 

 

Chief Investment Officer 
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This commentary and the accompanying charts are distributed for informational 

purposes only. Investing involves the risk of loss, including the possible loss of 

principal. Charts and graphs are for illustrative purposes only and should not be 

relied upon for investment decisions. Market and economic data and charts have 

been obtained from third-party sources which we believe to be reliable, but we do 

not guarantee the accuracy or completeness of such information. Past performance 

of a security, fund, strategy, asset class or index is not indicative of future 

performance. Opinions, estimates, forecasts, thoughts on asset classes and 

statements of financial market trends that are based on market conditions constitute 

our judgment as of December 2022 and are subject to change without notice. 

References to strategies, asset classes, and financial markets are for informational 

purposes only and are not intended to be and should not be interpreted as 

investment advice or recommendations. This material does not take into account a 

client’s particular investment objectives, financial situations, or needs and is not a 

recommendation, offer, or solicitation for the purchase or sale of any security or 

investment strategy. Any references to risk management are not guarantees and are 

not meant to convey that the referenced investment activity has no or little risk. 

Diversification, asset allocation and rebalancing do not ensure a profit or guarantee 

against a loss. There can be no assurance that objectives will be achieved or that our 

investment process will succeed. This presentation is confidential and may not 

be shared or redistributed by the recipient without our express consent.



December 31, 2022 

Market & Economic Commentary 

 Page 6 

 

Chart 1 – Market Performance 

 
 

Source: FactSet, December 31, 2022 
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Chart 2 – S&P 500 Index – Year in Review 
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Chart 3 – Sector Performance of the S&P 500 Index 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: JP Morgan, Guide to the Markets, December 31, 2022. Russell Growth and Russell Value are short forms of the Russell 1000 Growth Index and Russell 1000 Value Index. 
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Chart 4 – 10 Year Yield – Year in Review  
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Chart 5 – Atlanta Fed’s GDP Forecast for Q4  

 

 
Source: Atlanta Fed GDP Now September 26, 2022 – January 4th, 2022 



December 31, 2022 

Market & Economic Commentary 

 Page 11 

 

 Chart 6 – Manheim Used Car Index    

  

 

 

Source: Cox Automotive Group and Manheim Consultants, January 1995 – December 2022 
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Chart 7 – Consumer Sentiment and Subsequent 12-Month Returns of the S&P 500 Index  

 
 
 
 
 

Source: JP Morgan, Guide to the Markets, December 31, 2022. Date range shown is January 1972 – December 2022 
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Chart 8 – State of the Consumer – Not Too Bad  

 
 Source: JP Morgan, Guide to the Markets, December 31, 2022. Date range shown for Household Debt Service Ratio is 1/80 – 12/22. Date range for Household Excess Savings is 1/18 – 12/22. 

**Denotes data is through mid-month 
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Chart 9 – Unemployment Remains Low and Openings Plentiful 
  

             
 

 
 

Source: OIS, FactSet 1/1/13 – 1/6/23 Source: OIS, FactSet 1/1/13 – 1/6/23 
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Chart 10 – Existing Home Sales and Affordability 
 

  
 
 

Source: OIS, FactSet 1/1/12 – 1/6/23 Source: JP Morgan, Guide to the Markets, December 31, 
2022. Date range shown is January 1981– October 2022 
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Chart 11 – Inflation Persists in Some Spots 

 
 

Blue dots represent inflation captured in the category 
through January 2022 in this cycle. The red dots represent 
the inflation occurred through October 2022. The scale is in 
percentage from cyclical bottom.  

Percentage from cyclical bottom 
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Chart 12 – Returns Needed to Get Back to Even 
 

 
 
 
 

Source: AMG Chart Series, 'Best of 2022,’ December 2022 
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Chart 13 – Fixed Income Yields Are Attractive vs. Previous 10-Years  

 

 
 
 
 
 
 
 
 

 

Source: JP Morgan, Guide to the Markets, December 31, 
2022. Date range shown is January 1981– October 2022 
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