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To say that our expectations were a little 
off is an understatement. In our defense, 
no one saw the measures the Federal 
Reserve (Fed) would take to fight inflation 
once the inflation hawks took hold. If, 
however, we use the assumption that what 
we were really expecting was a Real Fed 
Funds rate (Fed Funds rate less inflation) 
of between -1.7% to -2.5%, we end up far 
closer to where we ended the year (year 
over year Consumer Price Index [CPI] of 7.1% 
in November and year over year core CPI at 
6% and with a Fed Funds rate of 4.25% to 
4.50%, provided a Real Fed Funds range of 
-1.6 to -2.7%).

Yes, we got interest rates wrong. In our 
defense, no one really expected the Fed to 
be as aggressive as they have been. 

In fact, the last time interest rates 
moved this far, this fast, was in 1994 
when then Fed Chairman Allan 
Greenspan took rates up by 3% in 
just over a year in an attempt to 
slow an overheating economy. 

The Fed succeeded, but not without 
devastating impact to the bond market. 
Investors, used to getting fairly high returns, 
discovered that you could lose money in 
these supposedly "safe" investments. We 
did adjust our expectations for rates a 
couple of times during the year, but based 
strictly on our Q4 2021 predictions, we were 
wide of the mark.

While we got interest rates wrong, we 

were correct directionally. The following 
line from last year’s outlook drove our 
expectations: “Our expectation is that the 
Fed will stay behind the (yield) curve, and 
the markets will likely dictate where Fed 
policy ends.” The Fed has clearly stayed 
behind the yield curve regarding where 
rates end. The danger, at this point, is that 
they go too far and push the economy  
into recession. 

The aggressive moves up in rates for 
calendar 2022 also meant that equity 
prices were even more negatively impacted 
than we had anticipated. Sharply higher 
rates and less robust earnings and growth 
expectations translated into price to 
earnings (PE) contraction, leading broad 
indicis to also finish strongly negative. 

We were correct, however, in 
believing that value names 
would outperform growth 
names and broad indicis. 
While still showing negative returns, value 
indicis, except for small cap stocks, only 
suffered through mid-single-digit negative 
returns. Some small comfort when returns 
turn negative across the asset class spectrum, 
we realize, but higher negative returns (closer 
to zero) also mean that they have less room 
to make up to get back to even. 

We think that things will get better in 
2023, but we aren’t all that clear that the 
improvement will be all that robust. What 
follows is our review of the economy, interest 
rates, markets and our outlook for 2023.

The Economy

In its quarterly assessment of expected 
assumptions behind projected monetary 
policy, the Federal Open Market Committee 
(FOMC) of the Federal Reserve expects real 
Gross Domestic Product (headline GDP less 
inflation) of only 0.5% for 2023, which is 
down from expectations for 2023 growth 
of 1.2% in its mid-summer projections. 
This reflects the Fed’s belief that it will be 
able to slow the economy without bringing 
about a recession while also slowing 
inflation through higher rates. Will they be 
successful? While we are certainly hopeful 
and haven’t yet crossed into the recession 
camp, the higher the Fed has to go with 
rates, the greater the likelihood that the 
economy rolls over. 

Inflation wasn’t transitory, yet, in our mind, 
it is clear that the type of inflation we are 
currently experiencing is not the same kind 
of inflation experienced in the 1970s and 
early 1980s. 

The primary cause of that 
inflation was the Boomer 
generation reaching employment 
age, earning wages, and buying 
goods and services. 

This caused money to grow too rapidly with 
a multi-decade increase in inflation that 
needed to be choked off over a long period 
of time. 

The current inflation is caused primarily, in 
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be surprised to see the Fed err on the side of 
stronger for longer inflation. This may well 
mean that while they can take a rest with 
hikes during certain meetings throughout 
the year, rates will likely run higher than the 
markets currently expect.

Interest Rates

What a difference a year makes. From 
effectively zero one year ago, the Fed Funds 
rate now stands at a range of 4.25–4.50%. 

Is the Fed done or near to done 
with the current rate hiking cycle? 
That is uncertain. It is clear from the dot 
plot (a graphical look at what the FOMC 
members think future interest rates will 
look like), which shows a peak rate of a 
little more than 5%, that the participants 
within the Federal Open Market Committee 
(FOMC) believe that rates will need to go at 
least a little bit higher.

One thing that might cause rates to nudge 

our view, by substantial monetary stimulus 
used to replace wages that were eliminated 
by the global pandemic, supplemented by 
geopolitically induced (i.e., Russian invasion 
of Ukraine) supply shocks. Another stressor 
from an inflation standpoint is that the 
supply of available laborers (unemployed 
people looking for work) is below the 
available job openings by a wide margin. Job 
openings had bottomed in October 2021 at 
approximately 10.6 million jobs and then 
rose over the next six months, peaking at 
11.8 million in March 2022. While current job 
openings are just a tad over 10 million, they 
are still higher than at any point prior to May 
2021 and there are still more than 4 million 
more job openings than unemployed people 
looking for work (Source: US Bureau of Labor 
Statistics, JOLTS).  

Jobs data is and will continue to put upward 
pressure on wages, which have seen growth 
rates unlike anything since the 1970s and 
early 1980s. Indeed, post-pandemic wages 
have grown at rates exceeding 5% 
annualized since early 2020, with a 12-month 
moving average that currently sits right at 
5%. While the real rate of wage growth 
turned negative in early 2022, we view this 
more as a direct result of the aforementioned 
geopolitically induced supply shocks (Source: 
“US Bureau of Labor Statistics, Employment, 
Hours, and Earnings from the Current 
Employment Statistics Survey” and “CPI for 
All Urban Consumers”). 

In fact, it is this very inflation issue that 
is pushing—and is likely to continue to push
—the Federal Reserve Open Market 
Committee to increase rates farther than the 
markets are hoping or would like. 

The markets have been parsing 
each new release of inflation and 
inflation-related date for signs 
that the Fed may be able to ease 
up on the brake pedal, and at 
least stop hiking interest rates. 

With the current dot-plot now indicating that 
the end may be north of 5%, we would not 
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higher than expected for longer than 
expected is inflation. The FOMC dot plot also 
shows that the Fed is expecting inflation 
to moderate substantially in 2023 to 3.5%, 
which is nearly half as high as it has averaged 
for much of 2022. The Fed also expects 
inflation to decline to 2.5% in 2024 and back 
to its 2% goal in 2025. Will we get there? We 
don’t think so, and assuming that inflation 
runs hotter than expected for longer than 
expected, that could mean that interest rates 
end up higher than expected and stay higher 
for longer. One thing we know for sure is that 
the dot plot is wrong about where rates will 
end up. What we don’t know is how wrong 
and in what direction.

Longer-term intertest rates also rose 
dramatically throughout the first half of 
the year as the entire yield curve shifted 
higher. Again, we were directionally 
correct, but not aggressive enough with 
just how high yields would go all along 
the yield curve. That said, we did adjust 
expectations higher along mid-year and 
those higher expectations ended up being 
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Figure 2. FOMC participants’ assessments of appropriate monetary policy: Midpoint of target range
or target level for the federal funds rate
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Note: Each shaded circle indicates the value (rounded to the nearest 1/8 percentage point) of an individual
participant’s judgment of the midpoint of the appropriate target range for the federal funds rate or the appropriate
target level for the federal funds rate at the end of the specified calendar year or over the longer run. One participant
did not submit longer-run projections for the federal funds rate.
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close to on the mark. While the yield curve 
is now dramatically inverted (longer term 
rates lower than shorter term rates), we 
(currently) think that it is less likely that the 
economy tips into recession (an inverted 
yield curve is often interpreted by the 
markets as a sign of a recession within the 
next year or so).

Market Overview

2022 was a terrible, horrible, no good, very 
bad year. There was no place to hide. Every 
major index, with the exception of 90-day 
T-Bills (cash), showed losses—many 
substantial. Did you hold domestic (US) 
equities? Major domestic equity indicis 
were down on average by 19.95%. Do you 
have international equity investments? 
You were down on average by 26.31%. 
Thought you were safe holding bonds? 2022
appears to be not only the worst year since 
1994 (bonds lost on average of 1.74% and 
intermediate to long-term bonds lost on 
average 3.21% in 1994, according to data 
provided by Morningstar), but it was the 
worst year for bonds since Morningstar 
started tracking returns in the mid-1970s.

We had believed that market capitalization 
weighted indicis would suffer at the hands 
of the growth names at the upper end of 
the market capitalization spectrum. That, 
indeed, seems to be what happened. 
Value stocks outperformed traditional 
benchmarks by between 500 and nearly 
1,300 basis points (one basis point is equal 
to one, one-hundredth of a percent) with 
larger capitalization stocks outperforming 
smaller capitalization stocks.

As we stated last year, earnings and 
stability of earnings matters. 

The stocks that tended to do  
well provided better near-
term cash flows in the form of 
earnings or dividends. 
As we had hoped, focusing on those items 
helped protect the value of our portfolios 
over the last year. While we still showed 

losses, they were less than either core or 
growth indicis. We believe that preserving as 
much value as we can should help us recover 
more quickly than more broad-based indicis.

Outlook

The outlook from the Fed has changed 
markedly from where we were a year ago. 
Back then, the Fed was assuming a Real Fed 
Funds rate (Fed Funds rate minus inflation) of 
between -0.25 to -0.75% for calendar 2023. 
The most recent survey of Federal Reserve 
Board Members and Federal Reserve Bank 
Presidents indicates an expectation for a Real 
Fed Funds rate of between 1.9 and 2.2%, or 
significantly tighter monetary policy than 
was assumed in 2022. 

This indicates that the Federal 
Reserve is still most worried 
about fighting inflation, as it 
doesn’t want high(er) inflation 
expectations to become embedded 
in market expectations. 

This is one of the primary lessons that the 
Fed has indicated it learned from the Volker 
era. As such, we fully expect that monetary 
policy will remain tighter for longer with 
the Fed open about being willing to risk 
recession if it means that they are able to 
push inflation expectations downward.

In general, tighter monetary policy would 
continue to put downward pressure on 
asset class returns. While we have learned 
over the thirty-plus years of our career to 
not fight the Fed, we also realize that we 
are facing far different circumstances than 
we were a year ago.

In December 2021, yields across the 
maturity and quality spectrum  
(as determined by Bloomberg Barclays fixed 
income benchmarks) were between  
0.07% and 2.61%. 

We were in a situation that the 
only environment that would 
not generate negative returns 

for fixed-income investors was 
stable interest rates, which we 
viewed as an unlikely scenario. 
Indeed, assuming a 75-basis point rise in 
rates (which was our forecast from a year 
ago) was likely to generate negative returns 
of between -0.16% and -13.05%, depending 
on the benchmark. We now know that our 
expectations were wildly optimistic. While 
the significant rise in rates certainly hit 
fixed-income returns for the preceding year, 
they also mean that we are in a much better 
place today than a year ago.

As we sit today, even if interest rates 
were to rise by two percentage points 
across the yield curve, which is not our 
expectation, bond investors should be able 
to earn positive returns in shorter-term 
fixed-income investments. Longer-term 
returns would still run negative, but far 
less negative than what was experienced 
in 2022. While there is still a likelihood for 
negative returns in broad fixed-income 
asset classes, the picture is much brighter 
today than it was a year ago.

While the FOMC is projecting a top Fed 
Funds rate in the current rate cycle in a 
range of between 5% and 5.5%, we would 
not be surprised if the Fed Funds rate 
ends the year at 5.5% or above. From our 
perspective, shorter-term interest rates 
are less important than where longer-term 
rates end the year. As of now, given the size 
of the yield curve inversion (longer-term 
interest rates are lower than shorter-term 
interest rates), the market is expecting a 
recession. We have not yet crossed into that 
camp, but are aware of the dangers. Given 
the dangers to the economy of the Fed 
overshooting on its tightening, we would 
expect the curve to maintain its inversion 
and for rates to move marginally higher at 
the longer end of the yield curve.

Our first pass at an interest rate forecast 
sees the Fed Funds rate near 5.5%, with the 
10-year nearing 4%. This should mean that 
longer-term fixed-income benchmarks will 
again have a difficult time breaking even 
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with returns for longer-term benchmarks 
in the low single-digit negative (down 
approximately 2%) and shorter-term 
benchmarks eking out small positive returns. 
Could rates end up higher? Quite possibly. 
That will depend, of course, on just how hot 
inflation runs through the balance of 2023.

From an equity market perspective, history 
is on the investors’ side. Since 1929, there 
have been 26 calendar years that showed 
negative returns. Of those 26 instances, 
the year following a negative return was 
positive 17 times, with 14 of those years 
showing returns in excess of 20%. The other 
three years saw single-digit returns. There 
were eight instances where returns were 
negative following a negative return year, 
with several of those occurrences showing 
significant negative returns (Source: 
Morningstar Direct, Ibbotson, “Stocks, 
Bonds, Bills and Inflation”). We believe that 
it is far more likely that domestic equity 
market shows at least modestly positive 
returns for the full year as markets begin 
to discount an end to the current Fed 
tightening cycle.

GDP will likely react to continued Fed 
tightening and slow through the balance of 
2023. We do not believe that the full-year 
GDP will be as strong as it has been in 2022, 
with full-year growth of less than 1%.

While there does seem to be 
pockets of softness in the labor 
market, the fact remains that 
there are still substantially more 
jobs available than unemployed 
people to fill them. 

We do not believe that dynamic will 
reverse in any meaningful way and that 
unemployment will likely peak well below 
5%, a level that would still be consistent 
with full employment.

Because equity markets are a discounting 
mechanism, they are already focusing 
on the end of the current round of Fed 
tightening. The S&P 500 currently trades 
at a PE multiple of 17.5 times expected 
2023 earnings and at just under 16 times 
expected 2024 earnings. We would remind 
investors that the earnings calendar is 
not aligned with a normal calendar year, 
and the year flips to 2024 once we hit the 
half-year mark. Assuming we maintain 
a forward price to earnings ratio (PE) of 
roughly 17.5 times earnings, that would 
imply a year-end value for the S&P 500 of 
4338 and an expected return of roughly 
11% with dividends included.

What might throw cold water on this 
expectation? If earnings don’t rise as much 
as expected and profit margins continue 
to erode, then even if we were to remain 
stable we could see small negative returns. 
Again, while history is not on the side 
of another down year, we must remain 
aware of the possibility and take measures 
to mitigate the potential damage. This 
means that we need to continue to focus on 
shorter-duration assets (i.e., value stocks) 
and believe that value will once again 
outperform growth. Accordingly, we view 
potential value returns will likely be in a 
range of 10–15% for the full year.

Strategy Overview

Given our expectation for an end to the 
current Fed-induced interest rate cycle and 

for the bottoming of earnings growth, we 
view downside risks and upside potential 
roughly equally. This does not mean that it 
is time to take significant risks. 

Indeed, in our view, being 
prudent with risks taken remains 
the best course of action. We 
must not lose sight of the 
reality that risk and return are 
inextricably linked. 

As we have said in the past, taking a little 
extra time to fully understand potential 
downside risks can help avoid bad surprises 
and potentially identify situations where risks 
have either been overpriced or underpriced.

Gauging appropriate valuation and 
purchase price relative to risks taken 
has always been, and will always be, 
our primary focus. Linking investment 
decisions to something tangible, like the 
cash generating capabilities of a business 
or investment, and assuming a minimum 
acceptable rate of return for each decision 
should add value. Elevated risks should 
translate into higher return requirements 
and lower valuations, all else equal.

Looking at investments, as would any 
rational person, helps us focus on those 
things that are most important: return of 
and return on capital invested.

Regardless of the environment or level of 
market uncertainty, when we see investment 
opportunities that allow us to earn returns 
in excess of our requirements, we jump. 
Over time, this should allow us to be well 
compensated for the decision we make. In 
our mind, the real risks are those not taken.
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