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2022 MARKET RESULTS

Equity markets around the globe rallied in the 4th quarter, 

generally up better than 7% in local dollar terms, with the 

S&P 500 gaining 7.5%. The U.S. dollar weakened by over 7.5%, 

adding to the local currency returns of international equities, 

which finished the quarter up 14.3%. In total, the S&P 500 

was down 18% for the year and the MSCI All-Country World 

ex US was off 16% for all of 2022. U.S. small caps finished 

the year down 20.4%, and Value did materially better than 

Growth, off 7% vs. down 32% for the year.

Interest rates fell in the intermediate and longer terms parts 

of the yield curve, pushing the Bloomberg/Barclays Aggregate 

index up 1.9% for the 4th quarter and trimming the full year 

losses to 13%. The Bank of America/Merrill Lynch 1–12-year 

municipal bond index was also up for the quarter, 1.3%, finish 

the year down only 1.2%.

Finally, our diversifying strategies were generally able to hold 

on their value in a very difficult year; the HFRI Fund of 

Funds Conservative index was basically flat for 2022.
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Most investors are more than happy to say “good-bye” to 2022. It was a year where there was almost no place 

to hide, with both stocks and bonds posting double digit declines. A traditional 60% stock/40% bond portfolio 

was down more than 15% for the year, its worst outing since 2008. While markets tried to rally during the fourth 

quarter, December proved that there was still more pain to be had, with stocks, bonds and the U.S. dollar all 

falling. What started as a year with strong expectations of economic growth and positive corporate earnings, 

finished with spiking inflation and historic rate hikes by the Federal Reserve.

In the end, the growth in corporate earnings did materialize, finishing the year up about 5.5% for the S&P 500. 

However, this came at the same time as the Federal Reserve moved short-term rates from essentially 0% to 

4.5%, the sharpest increase in 40 years. The inflation that was believed to be transient in 2021 became more 

systemic in early 2022. The war in Ukraine caused energy prices to spike, adding more fuel to the inflation fire. 

The rate increases and high inflation moved the entire yield curve dramatically upward and caused multiples 

on stocks to fall significantly. Increased rates proved most impactful to smaller company earnings; Strategas 

estimates that more than 40% of the companies in the Russell 2000 index did not earn any profits in 2022. Value 

stocks outpaced Growth stocks handily for the year. Quality companies that could generate stable earnings 

with minimal needs for outside debt financing were best poised to handle the storm. As we begin 2023 with 

high borrowing costs, this circumstance is unlikely to change quickly.

We have spent time in our previous quarterly letters discussing the major monetary and fiscal actions that have 

helped get us to this point. As we begin the new year, we think it best to outline the possible paths from here 

and to describe how we are positioning portfolios to cope with these potential outcomes.

In order to accomplish this, as well as to handicap the likelihood of various scenarios, we need to better 

understand the most important drivers of the future. There are too many to list exhaustively, but there are a 

handful that have the most potential to direct future economic and market activity.

As we begin the new year, we think it best to outline the 

possible paths from here and to describe how we are positioning 

portfolios to cope with these potential outcomes.
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First, a reminder: at the highest level, we view the construction of investment portfolios as a balancing act 

between providing exposure to long-term economic growth, which is rarely steady, and protecting the principal 

invested. The best way to participate in economic growth is through different forms of equity investments 

because businesses and their profits represent growth in productivity, consumption, and employment. This is 

why we spend so much time discussing earnings and price multiples, since these are the biggest contributors 

to portfolio return. Equity volatility is offset by fixed income and diversifying strategies, which tend to be more 

stable, but will lag long-term economic growth. Both are heavily influenced by the prevailing cost of money 

through interest rates.

THE MAJOR FACTORS TODAY

CORPORATE EARNINGS

Corporate earnings and the price markets are willing to pay for them drives the value of equities. We comment 

frequently on earnings, and specifically the rate of earnings growth, because if earnings were flat investors 

would tend to pay the same level for them and markets would never move. As we mentioned at the start of this 

commentary, earnings were expected to grow in 2022 and did, although at a slightly lower rate than originally 

expected. However, equities still fell in price over the course of the year. That negative return was completely 

driven by the multiple investors were willing to pay for those earnings. The Price/Earnings ratio of the S&P 

500 fell from the low 20s to the high teens over the course of the year, bringing valuations more in line with 

historical norms.

That was largely the result of the increase in interest rates. With bond yields rising, the earnings yield on 

stocks had to go up in order to be compelling for investors. This reduction in the PE multiple for stocks is likely 

complete now that rates seem to be stabilizing. However, as we transition through this economic cycle, higher 

YTD Growth of $100 - S&P 500 Price, P/E Ratio, & EPS
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rates now start to impact earnings through increased cost of debt service and slowing sales as consumers have 

less free money to spend because their debt service has gone up. As we move through the first quarter of 2023 

we expect estimates of S&P 500 earnings to drift lower, putting pressure on stock returns. Analysts whose job 

it is to sell stocks still have very positive price targets for 2023, but we think these consensus estimates are too 

optimistic given the current economic headwinds.

HARD VS. SOFT LANDING

Investment markets are hoping for a “soft landing” at the end of this tightening cycle. A soft landing is usually 

defined as a bottoming in stock prices and housing without a significant decline in employment. Keeping the 

people who want to work employed helps households meet their debt and credit card payments and allows 

them to continue to spend, which bolsters the economy and corporate earnings. A “hard landing” results from 

higher unemployment through layoffs or people simply dropping out of the workforce. Soft landings have less 

impact on financial market prices. 

Fighting wage inflation, which is a very sticky form of inflation, has been the Fed’s tactical objective and 

getting more people to work is one of the Fed’s primary mandates. While the Fed has signaled that they don’t 

care about how hard the landing might be to stamp out inflation, the market continues to expect them to 

engineer a “soft-ish” landing. As a result, each time we see economic numbers that suggest a soft landing 

is possible, the markets tend to rally. Unfortunately, hard landings are more likely when central banks are 

tightening monetary policy, food and energy prices are spiking, and banks are getting more restrictive with 

their lending standards. All three are in play today.

A soft landing is usually defined as a bottoming in stock prices 

and housing without a significant decline in employment. 

A hard landing results from higher unemployment through 

layoffs or people simply dropping out of the workforce.
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THE BENEFIT OF A FEDERAL RESERVE “PIVOT”

As we start 2023, markets are looking for the Fed to stop raising short-term rates and perhaps even start 

reducing them. That pivot, from rate hikes to rate cuts, is usually a good sign for investors and over the last 

dozen years has been part of the landscape that created the magnificent rise in stock and bond prices prior to 

2022. In fact, a Fed pivot that is accompanied by a bottoming in housing prices and the dodging of a recession 

would be a trifecta for risk assets and would signal a change in positioning for portfolios. 

Source: Chicago Mercentile Exchange, Bloomberg ©2023 Bianco Research L.L.C. All Rights Reserved www.biancoresearch.com

What the Fed Says vs. What the Market Has Priced In
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Unfortunately, the timing of such a pivot is hard to nail down right now. Markets are currently pricing in a Fed 

pivot this summer (the green line on the chart, as of 1/12/23) even though the Fed has stated their intention 

to hold rates at an elevated level throughout 2023 (their projection is shown in blue). If this indeed comes to 

pass, it will be because inflation has come under control quickly, and the Fed has the leeway to cut rates far 

earlier than they currently intend. This would be very bullish for both stocks and bonds, and is consistent with 

the “soft landing” scenario. But if inflation remains elevated, the Fed will stay tight, and we will likely have a 

hard landing. This pushes a rate cut out further, slowing economic growth, reducing corporate profits, and 

driving up unemployment. 

FEDERAL FISCAL POLICY WILL NOT HELP

The funding bill just passed by Congress in December, which takes us to September 2023, will most likely be 

the last fiscal stimulus measure we see for a while. Within the bill were more than $770 billion in non-defense 

discretionary programs across a wide range of assistance programs. The increase in interest rates means a 

jump in debt service cost for the U.S. government and therefore less discretionary funds available to help with 

economic issues. As the chart shows, as net interest costs rise as a percent of income from tax revenue the 

government tends to get much more restrictive in terms of fiscal policy because there is less “unallocated” 

revenue to be had. This may become even more important in the upcoming negotiations over the debt ceiling.

Source: Strategas

Tax Bill Revenue Estimates & Net Interest Costs
(Annual average for first two years after enactment, Treasury
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POTENTIAL OUTCOMES FOR 2023

Based on the factors discussed above, we see three possible big picture outcomes: 

1) A Hard Landing Recession

2) A Soft Landing with a Minor or no Recession

3) A Fed Pivot and Quick Recovery

Each of these would impact markets differently, so it is important to build a robust portfolio that can weather 

any of these outcomes. Relative to our long-term target allocations, we have entered 2023 with a more 

conservative stance in our portfolios by underweighting equities and maintaining shorter durations in our 

bond exposures. We have offset the equity risk with more diversifying strategies that have low correlations 

to equity and fixed income markets to help protect principal. Below we summarize the impact of the three 

potential scenarios and how our portfolios should respond to each.

HARD LANDING

This would be the worst outcome for portfolios and financial instruments. While 2022 caused balanced 

portfolios to fall more than 14%, a material recession and negative impact to employment could lead to 

another difficult year for stocks. However, we would expect bonds to hold up better today than what we saw 

in 2022 because the Fed would have less incentive to raise rates and current yields provide a nice cushion for 

returns. Stocks should be underweighted in such a scenario; however, we would expect the eventual recovery 

would be fairly strong and so positioning portfolios to participate in that rally would be a key objective. 

We think the positioning we have already taken leaves us well-prepared for the recession and hard landing 

scenario, though there may be some additional rebalancing needed.

SOFT LANDING WITH MILD OR NO RECESSION

The increase in interest rates that we have experienced so far will have an impact on economic growth and 

corporate earnings. We think while it is possible to avert a recession, the needle is pretty narrow and will be 

hard to thread. This would probably mean a low single digit return for balanced portfolios, hopefully a bit 

ahead of the rate of inflation. That would mean a positive real return, which would be a nice outcome given 

the past year. As we stress test our current allocations, we think we should be able to participate nicely in 

such an environment. As things become clearer in terms of growth, manufacturing, household income, and 

housing, we would be able to return to our long-term target equity exposures.

QUICKER RECOVERY AND FED PIVOT 

While we consider this the least likely outcome, it is possible the economy reacts very well to the measures 

already taken. As we write this, the labor report for December showed an increase in employment, increase 

in participation, and a moderating of average hourly earnings. On the surface, the data is moving in the right 



9FOURTH QUARTER SUMMARY 2022  |  DIVERSIFIED TRUST COMPANY

direction. However, unemployment fell to 3.5%, indicating that labor is still very tight and the chance for 

wage inflation still remains higher than what the Fed would like. If the number of job openings decrease and 

participation continues to increase with little wage growth, the Fed can certainly begin to signal success and 

we would expect the overall economy to begin a measurable climb. A reduction in short-term rates and a 

strengthening of the housing market should lead to the kind of bull markets we saw in 1985, 1995 and most 

recently in 2018, which were years of soft landings and Fed pivots. As we are currently positioned, we would 

participate in a rally given our material exposure to stocks, but it is likely that we would tend to trail in such 

an up-market trend. We would also look to rotate our portfolios from more defensive to offensive, arriving at 

benchmark weight and then potentially overweight equities. 

WHAT DO WE THINK WILL HAPPEN?
Given the degree of rate hikes and quantitative tightening the Federal Reserve has engineered and the lack 

of any new fiscal stimulus coming down the road, we think a mild recession is the most likely outcome in 

2023. Based on this outlook we continue to be reasonably underweight stocks, using the reduction to add 

to our exposure to diversifying strategies. We also like private investments, including private credit, private 

equity and private real estate. Each of these strategies have the flexibility to take advantage of dislocations 

that will occur in this environment. We are confident in our current defensive positioning because of the 

risks we see and the limited opportunity for an upside surprise. But, as should always be the case, we 

continue to evaluate the impact to portfolios if we are wrong. As a steward and fiduciary of our clients’ 

assets, we strive to be prepared for both the good and the bad, and to provide the best combination of 

returns regardless of what the future holds.
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Important notes and dIsclosures

This Quarterly Summary is being made available for educational purposes only, and should 

not be used for any other purpose. Certain information contained herein concerning 

economic trends and performance is based on or derived from information provided by 

independent third-party sources. Diversified Trust Company, Inc. believes that the sources 

from which such information has been obtained are reliable; however, it cannot guarantee 

the accuracy of such information and has not independently verified the accuracy or 

completeness of such information or the assumptions on which such information is based. 

Opinions expressed in these materials are current only as of the date appearing herein and 

are subject to change without notice. The information herein is presented for illustration 

and discussion purposes only and is not intended to be, nor should it be construed as, 

investment advice or an offer to sell, or a solicitation of an offer to buy securities or any type 

of description. Nothing in these materials is intended to be tax or legal advice, and clients are 

urged to consult with their own legal advisors in this regard.
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■
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■
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877.386.7332
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