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Cover story
The long and winding road: This year’s 

market outlook is much like this twisting 

turning road – a stretch of highway that 

leads to Washington Island in Wisconsin’s 

Door County – which, from the ground 

level, is fraught with a good deal of uncer-

tainty of what lies ahead. Recession? 
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I still remember that day – it was 
sometime in 2007 – I was a 
young, aspiring private banker 

in the office of Citibank in Geneva, 
Switzerland. A dozen or so of us 
were gathering in Salon Leman on 
the 6th floor, where some of our 
best meeting rooms overlooking 
the lake were located. The topic: 
capital markets boot camp, a two-
day intensive investment training 
for Citibank staff, led by a senior 
trader flown in from New York for 
the occasion. 

Despite its name, Salon Leman 
did not face the lake, it faced the 
back of the building towards Rue 
du Rhone, Geneva’s main com-
mercial street. But, from one of the 
side windows, you could still catch 

views of the Jet D’eau (Geneva’s 
iconic water feature) on a clear day. 
Good for daydreaming…

As it turned out, there would be 
very little time for daydreaming 
during our boot camp. Our speak-
er was witty and engaging, and 
would proceed to show us the 
proverbial ropes in a way only 
a hardened Wall Street veteran 
could. She had a no-nonsense 
approach and peppered her pre-
sentation with colorful anecdotes 
about everything from smoke-
filled 80s trading floors to invest-
ing strategies favored by Japanese 
housewives. 

But out of all topics covered, what 
stuck with me the most were her 
comments on bear markets and re-
cessions. What she described was 
a monetary policy and interest rate 

pattern that preceded every bear 
market, without fail, each and every 
time: “an inverted yield curve,” she 
said. “And one final rate hike, one 
rate hike too many…chokes out 
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the economy,” she added, making 
a strangling motion with her hand 
around her throat. “The yield curve 
gets inverted, then the recession 
hits…”
At that particular time in 2007, 
the yield curve had been dipping 
in and out of inversion (inversion 
simply means that bonds maturing 
in the short term had higher yields 
than bonds maturing further into 
the future, the opposite of what 
you would normally expect), and 
the federal reserve had been raising 
interest rates. Yet there was no talk 
of recession in the financial media 
and no signs of economic collapse. 
“This time is always different,” she 
told us, the popular explanation for 
the inverted yield curve at the time 
was that Chinese buyers had an 
insatiable appetite for long-dated 
treasury, keeping long-term interest 
rates down, and certainly not that 
we were heading into recession. 
“There’s always a story,” she said, 
sarcastically…

Within a few months of our boot 
camp, the episode now known as 
the Great Financial Crisis would 
begin to unfold. A recession so se-
vere that my former employer, one 
of the largest banks in the world, 
nearly went bankrupt. 

Today, Citibank no longer occupies 
the lakefront building in Geneva, 
and my former colleagues have 
been relocated to a more functional 
location on the other side of rue du 
Rhone, minus the lake views. 

WHAT, IF ANYTHING, IS A 
RECESSION?
I’ve since had plenty of time to 
reflect on the lessons from that day, 
and 2022 has offered yet another 

opportunity to ponder its wisdom. 
For most of the year, comparing 
the 2-year yield to the 10-year yield 
would have shown clear inversion 
(2-year yields higher than 10-year 
yields), and the Federal Reserve 
has been raising rates faster than 
any time in recent history. With 
these factors in place, it would 
seem like stars perfectly aligned for 
the start of a dreaded recession.

Depending on how one defines re-
cession, it may in fact have already 
happened. With negative annual 
growth numbers in Q1 and Q2, 
2022 delivered the often cited “two 
consecutive quarters of negative 
growth” that constitutes a recession 
in the mind of many. By that defini-

tion, we are either in a recession or 
just coming out of it. 

Indeed, the word “recession” has 
grabbed headlines all over the 
world. If Google searches are any 
indication, it also occupied mind-
shares like never before, even more 
than it did during the 2008 crisis, 
or the height of COVID lockdowns.

Judging by this apparent recession 
mania, one might imagine a world 
engulfed in the depth of a devastat-
ing recession. Yet, if this is indeed 
a recession, it certainly does not 
feel like one. 

The hallmark of a recession, to my 
mind anyway, involves hardship 

Google Trend for the term ‘Recession’
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among the general population, 
rising poverty, and weakness in the 
job market in particular.

Yet a photo from the 1930s Great 
Depression could hardly be more 
different from what we are seeing 
today, not only because of how in-
credibly well-dressed unemployed 
people were in the 1930s, but also 
because there simply isn’t any form 
of employment or income crisis in 
the US currently.

While some layoffs in grossly 
overstaffed tech firms have been 
making headlines, the reality on the 
ground for most businesses is still 
that of a labor shortage: a struggle 
to find enough workers.1

While much has been made about 
declining real (inflation-adjusted) 
wages, a closer look at income data 
(Figure 1.C) indicates that keeping 
up with inflation in this red-hot 
job market requires one simple 
step: switching jobs. Indicating 
that lagging wage growth has had 
more to do with payroll inertia than 

anything else.

To be sure, despite strength in the 
labor market, more bearishly-in-
clined observers may point to vari-
ous softer pieces of data, including 
ISM manufacturing PMI (a survey 
of 400 industrial companies) which 
has now declined below 50, indi-
cating anticipated decline in pur-
chasing activity.

Yet once again, growing employ-
ment trends appear disconnected 
from negative survey results, beg-
ging the question: if manufacturers 
anticipate slower activity, why do 
they keep hiring?

Historically, disconnects between 
employment data and the more vol-
atile survey results tend to resolve 
themselves with PMI data catching 
up to the reality of hiring activity. 
In other words, watch what compa-
nies do, not what they say.

Economic growth returned in Q3 
with real GDP increasing by 2.9%, 
while companies continued to de-
liver strong results. Whichever way 
you look at it, the dreaded reces-
sion, so far, has failed to material-
ize. Setting aside news headlines, 
one might even conclude that as we 
enter 2023, the US economy isn’t 
actually slowing, but accelerating.2 

  NEVER GO FULL VOLCKER
Much of the continued recession 
fears boil down to well-founded ex-

Sources: Current Population Survey, Bureau of Labor Statistics and author's calculations
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pectations that the Federal Reserve 
may hurt the economy with exces-
sive monetary tightening. The pace 
of rate increases even prompted 
some observers to suggest that Fed 
chairman Jerome Powell had “gone 
full Volcker” a reference to Paul 
Volcker, the 1980s Fed chairman 
renowned for bringing rampant 
1970s inflation under control.3 

Yet, current monetary policy is a 
far cry from anything resembling 
the early 1980s. During Volcker’s 
tenure, the US experienced the 
longest period of 5%+ real (infla-
tion-adjusted) interest rates record-
ed in the post-war era. In contrast, 
despite all the noise and commo-
tion, the current level of nominal 
interest rate is still well below 
inflation levels, and is actually one 
of the most deeply negative real 
interest rate environments ever 
recorded:

Against this backdrop, it’s unclear 
what the current Federal Reserve 
leadership has done to deserve any 
comparison with their 80s coun-
terparts. This did not stop public 
opinion from turning strongly 
against central bank actions, and a 
chorus of voices ranging from Elon 
Musk to the United Nations rang 
the alarm bell.

As for balance sheet reduction (the 
other half of the Federal Reserve’s 
two-headed tightening monster) 
some perspective is, I feel, also 
needed. For all the dramatic head-
lines, it is worth remembering that 
2022 is not the first time we’ve 
seen the Federal Reserve reduce the 
size of its balance sheet: it had pre-
viously declined from about $4.5 
trillion in October 2017 to roughly 
$3.8 trillion in September 2019, 
before Fed leadership eventually 
reversed course. 
Based on today’s balance sheet 
size, a comparable 15% reduction 

would require almost $1.3 trillion 
dollars to roll off the Federal re-
serve’s balance sheet. Since March 
this year, the current tightening 
phase has only resulted in a frac-
tion of that decline (about $0.28 
trillion). As things stand currently, 
the balance sheet remains more 
than twice as large as it was when 
the last tightening phase ended in 
2019. In a recent report, a team of 
economists at Wells Fargo esti-
mates the end result of the current 
tightening phase would involve a 
$6.5 trillion balance sheet in Q1 
2025, a level that would have felt 

FEDERAL RESERVE BALANCE SHEET (IN TRILLIONS)

FEDERAL FUNDS EFFECTIVE RATE MINUS CONSUMER PRICE INDEX
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almost inconceivably high in the 
pre-COVID era.4 

As is the case with the interest 
rate debate, the mass hysteria over 
balance sheet reduction seems a 
bit naive once placed in a broader 
historical context, or perhaps it is 
symptomatic of a deeper underly-
ing malaise (more on that later…)

At the core, much of the mone-
tary policy debate hinges on your 
perception of what drives current 
price pressures. Some believe that 
inflation is largely driven by tempo-
rary disruptions related to post-
COVID hangover and the Ukraine 
war. If that is the case, then current 
interest levels may indeed already 
be too high, and the Fed may be 
committing a policy mistake by 
raising interest rates in response to 
transient supply-related factors. 

On the other hand, if one believes 
that demand-related factors (pos-
sibly stemming from past mon-
etary excesses) are at the root of 
current inflationary pressures, one 
could easily make the case that the 
current policy stance is still far too 

dovish and that higher interest rates 
are needed.

Reality is, of course, more nu-
anced, and both demand and supply 
factors overlap and interact in 
unextractable ways. Nonetheless, 
demand vs supply factors is a piece 
of data that federal reserve officials 
have been tracking and are actively 
aiming to quantify.5

Interestingly, the Federal Reserve 

bank of San Francisco’s data in 
Figure 1.G suggests that, while 
acknowledging that a lot of infla-
tion remains “ambiguous,” 2022 
marked a key cross-over point 
where demand-related factors have 
overtaken supply in its impact on 
inflation. 

Simply put, prices are rising be-
cause people are buying stuff, 
which is perhaps no surprise when 
considering the continued strength 
of the job market and rising wages.

 THIS TIME WON’T BE DIFFERENT
Where is the recession then? And 
what should investors make of the 
deeply inverted yield curve? And 
did I, after all these years, forget 
the lessons of my strikingly pre-
scient 2007 teacher? 
The current level of yield curve 
inversion sends an ominous sig-
nal. Not only is it inverted, but the 
depth and breadth of inversion has 
reached levels that have always 
been associated with recession in 
the past. This time is unlikely to be 
different.

U.S. % OF YIELD CURVE INVERSIONS

DEMAND-DRIVEN VS. SUPPLY-DRIVEN INFLATION
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In 2007, however, it’s worth noting 
that my boot camp instructor held 
a deeply contrarian view. At the 
time, the economy was strong, and 
analysts were almost unanimously 
bullish even as markets were mak-
ing new highs. 

This could not be more different 
from the current environment, 
which is characterized by general-
ized bearishness among investors 
large and small.

As shown in the left side chart in 
Figure 1.I, current levels of “net 
bullishness” (a measure of senti-
ments among individual investors) 
is historically associated with very 
strong equity return in the subse-
quent year. The chart on the right 
(Figure 1.I) indicates extreme 
amounts of negative net position-
ing (bets that the market will fall) 
among speculators in the futures 
market, another strong signal of a 
possible reversal.6

In data going back to 1987, the 
American Association of Indi-
vidual Investors has never before 
recorded 36 consecutive weeks of 
negative investors sentiments, 2022 
is setting a new record.

Bearishness isn’t limited to indi-
vidual investors either. In a recent 
Bank of America survey of mu-
tual fund managers, the level of 
“underweight” equity” sentiment 
has reached levels consistent with 
extreme market lows (as happened 
during COVID and the 2008 cri-
sis):
With extreme bearish positioning 
and sentiments, it’s worth remem-
bering that predicting a recession 
and making money from that 
prediction are two very different 
things. A quick review of market 
performances immediately follow-
ing prior instances of yield curve 
inversion shows that, on average, 

stock investors do surprisingly well 
in the months following inversion.

For what it’s worth, a naive specu-
lative strategy involving a bet 
against the stock market in July 
2022, when the curve first invert-
ed, would have yielded negative 
returns thus far.

As history has shown repeatedly, 
investors are prone to herd behav-
iors both on the upside (buying into 
a frenzy) and downside (selling 
into a panic). While the transition 
away from years of unfettered mon-
ey supply growth and low-interest 
rate will almost certainly involve 
recessionary periods (consistent 
with the yield curve signal), it’s 
worth remembering that there is 
no blueprint, no guidebook, to tell 
when it will start, how deep it will 
be, and what path markets might 
take leading up to it, or coming out 
of it. 

 CAN WE JUST MOVE ON?
While most of this year’s market 
commentaries have almost uni-
formly focused on the narrative 
of an excessively aggressive Fed 

CONSECUTIVE WEEKS WITH A NEGATIVE AAII BULL-BEAR SPREAD

INVESTOR NET BULLISHNESS & S&P 500 COMPARISON

CONTINUED FROM PG. 8
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destroying the economy, I believe 
a much different reality is taking 
shape as we enter 2023. In fact, 
many indicators suggest that the 
economy has remained stubbornly 
strong, and while the shift in cen-
tral bank policy may seem scary, 
it is really not that dramatic when 
considered in the 
broader context. 
With inflation 
still running at 
7.1%, and the 
Fed’s predicted 
“terminal rate” 
(the peak of its 
current rate rise 
plan) estimated 
at 4.75%, cur-
rent policies 
still only make 
sense under the 
assumption of 
normalized infla-
tion levels in the 
coming months. 
As for measures 
of broad money 
supply, they are 
still a long way 
away from what 
would be consid-
ered “normal” 
by any historical 
standard, even 

after recent balance sheet reduction 
efforts.

On the bright side, there are ear-
ly signs that some of the high 
single-digit inflation readings of 
early 2022 may be starting to cool. 
However, as we have seen, contin-

ued strength in wage and consumer 
activity means that price pressures 
are likely to continue. From that 
perspective, the hope of a pivot in 
Fed policy may only materialize in 
the form of a short reprieve.
 
A strong consensus view has 
emerged around the idea that the 
Federal Reserve is aggressively 
normalizing its policy, that the 
recession has started, and that the 
next few months will now simply 
determine how bad things get (soft 
vs. hard landing). Reality, in my 
opinion, is much worse: there is 
no recession, and the Fed has not 
normalized its policy. 

What makes this state of affairs 
much worse is that markets must 
still contend with what comes next. 

If this isn’t a 
recession, then 
what is? If this 
isn’t a normal-
ized monetary 
policy, then what 
will normaliza-
tion really look 
like? 

Perhaps the 
obsessively 
negative mood 
we currently 
observe captures 
more than just 
recession fear. 
It captures the 
hope of a clean 
transition back 
to some form of 
an old normal, a 
way to move on: 
one more bout 
of policy tight-
ening, one more 
leg down in the 

S&P 500 TOTAL RETURN: FIRST 2 YEARS AFTER START OF 
FED TIGHTENING CYCLES, 1965-2022

MUTUAL FUND MANAGERS: LEVEL OF OVERWEIGHT SENTIMENT
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market sell-off, an orderly drop in 
corporate earnings, perhaps a few 
quarters of negative growth in early 
2023, followed by a rebound, and a 
new upward trend, a sort of eco-
nomic reset button. To be sure, It 
may very well happen that way. But 
as we enter 2023, the economy is 
still grappling with the consequenc-
es of years of monetary and fiscal 
largess: we’re enjoying its benefits 
in the form of renewed job market 
vigor and its increasingly intoler-
able costs (elevated inflation), as 
well as distorted markets. 

We are still in the midst of the 
greatest monetary policy experi-
ment of the modern central banking 
era, and 2022 has, at best, offered 
hints of what a possible resolution 
may eventually look like. Hopes 
of a clean transition out of the 

current regime, of an economic 
and monetary reset, are unlikely 
to materialize. Given the scale of 
past excesses, investors should 
brace for the long and winding road 
ahead toward anything resembling 
“normalization.” In all likelihood, 
it will involve repeated see-sawing 
between varying degrees of mone-
tary tightening and loosening, and 
a heavy dose of fiscal policy at-
tempting to even the playing field. 
From that point of view, 2023 may 
only mark the beginning of the 
process. And as much as we’d like 
to, we can’t just move on.

(1) CNBC: Layoffs Mount & Main Street 
Still Can’t Get Anyone To Take Jobs 
(LINK)

(2) Business Insider: The latest 
terrible news for the stock 
market: The economy is booming again 
(LINK)

(3) CNN: Jay Powell just went 
full Volcker (LINK)

(4) Wells Fargo: The Fed’s Balance 
Sheet: Your Questions Answered || Part 
II: What Is the Impact from QT, and 
When Will It End? (LINK)

(5) Bloomberg: Supply or Demand? 
Fed Tries to Pin Down What’s Driving 
Inflation (LINK)

(6) CitiBank: CIO Strategy 
Bulletin (LINK)
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We have written in the 
past a couple of times 
about direct indexing. 

The concept isn’t particularly new 
– there have been separately man-
aged accounts (SMAs) available for 
years that have employed similar 
strategies around index replication. 
With the advent of fractional shares 
available on some custodians, 
improved software for tax-efficient 
implementation, and competition 
driving prices lower, the perfect 
storm for direct indexing appears to 
be now.1

Direct indexing is simply a basket 
of stocks that is meant to replicate 
an index, a theme, a sector, or a 
combination of any of these. For 
example, one could equally weight 
all 500 stocks in the S&P 500 to 

replicate the makeup of the S&P 
500 Equal Weight Index, an exam-
ple of which can be found here.2 
With some rebalancing software, it 
may be relatively easy for an inves-
tor to do it themselves. More diffi-
cult would be to replicate the S&P 
500 itself, as it is market-capital-
ization weighted. These weightings 
change over time, so the portfolio 
weights for each security would 
also have to be shifted. This would 
prove to be a more difficult task, 
one that likely will require a man-
ager to assist in the construction of 
this as well as the implementation. 

Tracking error refers to the differ-
ence between the weightings of the 
benchmark – in my earlier exam-
ple, the S&P 500, and the actual 
weightings. There could be good 
reasons why one would not trade 
to completely replicate the bench-
mark, including recognizing po-
tential capital gains. Tracking error 
could cut both ways – if the winners 
were allowed to run and continued 

to take off, you may outperform 
the benchmark. Conversely, an 
intentional overweight to a stock or 
sector could also cause underper-
formance. In itself, tracking error is 
not a good or a bad thing unless you 
are trying to be very true to your 
index, and in this instance, it may 
be a goal to minimize it.

One of the most significant bene-
fits to direct indexing is the ability 
to directly control when gains and 
losses are recognized. If you had 
500 stocks in your portfolio, not 
every stock will be up at the same 
time, and when allocations have to 
be adjusted for any reason due to 
imbalances in the portfolio or due 
to rising cash, losses can be recog-
nized to help offset gains. Certain 
stocks can also be substituted for 
each other as well, maintaining 
the target asset allocation but 
allowing for a stock to have losses 
recognized for end-of-the-year tax 
planning. For example, if you had 
a loss in Ford stock, you may take 
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the loss in December, buy 
GM stock until the end 
of January, and buy back 
Ford stock if desired. 

The ability also to carry 
forward losses to future 
years may also help offset 
future capital gains, 
whether they be in a stock 
portfolio or in another 
asset class, such as private 
equity, real estate, or a 
sale of a business entity. 

Not only can a portfo-
lio be used to replicate 
a standard index, it also 
can be designed specifi-
cally for an investor and/
or investment advisor to 
tilt the asset allocation to 
better match their needs. 
For example, if you work 
at a social media company 
with a significant amount 
of employer stock, you 
may choose to have 
very limited exposure to 
social media stocks in 
your portfolio. You may 
also tilt your portfolio to 
dividend-paying stocks, 
small caps, or internation-
al securities should you 
have a high conviction 

in an investment theme. 
Some investors also want 
to support companies with 
higher environmental, 
social, and governance 
(ESG) scores, and this can 
be achieved through many 
direct index providers. 

With a significant allo-
cation of funds to index 
funds beginning in the 

early 2000s and continu-
ing to this day, costs have 
dropped significantly for 
both mutual funds and 
exchange-traded funds 
(ETFs). ETFs are also 
commonly very tax effi-
cient, historically spin-
ning off very few capital 
gains with their structure.3 
Most ETFs that seek to 
replicate index funds can 
be had for less than 0.15% 
annually, and in many 
cases under 0.10% for 
the most widely followed 
indexes.4 

Direct indexing is usual-
ly found in the 0.25% - 
0.40% level depending on 
asset size (which, in our 
opinion, should probably 
be in the $500k range or 
more to implement this 
strategy efficiently).5&6 So 

why do we list “lower net 
fees” as an advantage? 
Potential tax savings 
on an after-tax basis. If 
you have a wide enough 
breadth of stocks, it is not 
inconceivable that there 
will be many years when 
you will show a capital 
loss on your taxes. 

An example: If you had 
one direct index invest-
ment solution that seeks 
to replicate the S&P 500, 
you would essentially own 
500 separate stocks. If you 
have a gain in both invest-
ments and had to free up 
cash, you could sell some 
winners and losers in your 
direct index portfolio, free 
up cash, and keep your 
allocation essentially the 
same. You are very likely 
to do this at a minimal 

HIGHER NET FEES: 
BETTER AFTER-TAX 
RESULT?

BESPOKE PORTFOLIOS

CONTINUED FROM PG. 12

Not only can a portfolio be used to 
replicate a standard index, it also 
can be designed specifically for an 
investor and/or investment advi-
sor to tilt the asset allocation to 

better match their needs.

“

”

FIGURE 2.AEXAMPLES OF ETFs TRACKING THE S&P 500

Index funds, including the exchange-traded funds above, capture an index like the S&P 500  – 
or parts of it, such as the index without information technology. Direct indexing takes that a 
step further by representing an index like the S&P 500 through individual stocks. | ycharts  
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gain or potentially even 
at a tax-beneficial loss. In 
contrast, you could own 
one S&P 500 ETF (that 
was extremely inexpen-
sive!) to get the same 
exposure. To free up cash, 
if the fund has increased 
in value, you may have 
no choice but to recog-
nize capital gains with no 
offsetting loss. 

As a wealth manager, 
part of our fiduciary 
responsibility is to select 
investments that poten-
tially could provide better 
after-tax returns. While 
expenses are important, 
sometimes recognizing 
higher fees could be in the 
client’s best interest. 

Also consider this: direct 
indexing could be used to 
keep non-dividend paying 
stocks inside of a taxable 
account in order to min-
imize dividend income, 
while income-producing 
securities such as div-
idend-oriented stocks, 
preferred stocks, and 
bonds are held in tax-ad-
vantaged accounts such as 
IRAs. These are all things 
that won’t show up on a 
performance summary 
but may have a significant 
impact on your after-tax 
returns.

As mentioned above, 
these products can carry 
fees that may exceed that 
of commonly-held index 

funds. In many cases, 
these fees could be lower 
than standard actively 
managed funds as well as 
many ETFs. It also may 
be harder for the “do-
it-yourself” investor to 
implement, as many of 
the solutions are offered 
by financial advisors 
only. These strategies are 
also mostly designed for 
individual equity holders. 
Presently, there isn’t much 
of a solution that does the 
same strategy with indi-
vidual bonds. 

While these are draw-
backs that should be 
considered, one should be 
prepared for the annoy-
ance of large statements 
and confirmations. If you 
choose a very broad-based 
strategy, you may end up 
with hundreds, or possibly 
thousands, of individual 
stocks. This can certainly 
fill up your physical or 
virtual inbox, so be ready 
to get your email filters 
set up!

In our opinion, direct 
indexing is best suited for 
people that have signif-
icant assets in taxable 
accounts and a desire to 
customize certain aspects 
of their portfolio. Contact 
us today if you have the 
desire to look deeper at 
your portfolio and see if it 
can help you.

IS DIRECT INDEXING 
RIGHT FOR YOU? 
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Each year is defined and shaped 
by interactions between 
nations, whether those in-

teractions involve military conflict, 
economic friction, or social unrest. 
The geopolitical developments of 
2022 proved to be historic and will 
have lasting impacts that we do not 
yet fully understand. The last year 
saw arguably the largest military 
conflict since WWII, primarily 
between Ukraine and Russia, as well 
as a marked escalation in the tension 
between China and Taiwan. Both 
of these developments have created 
an incredibly choppy oil supply and 
price. 

As we focus on these three geopolit-
ical developments, it is important to 
understand the scope of this dis-
cussion. It is not my intent to write 
an op-ed on these deeply complex 

issues, but rather to provide some 
historical context and the potential 
global impact as we welcome a new 
year. 

By far, the largest and most impact-
ful geopolitical development of 2022 
was the war between Ukraine and 
Russia. Granted this isn’t the first 

military skirmish between these two 
countries. Their shared history is 
vast, yet this is their largest military 
conflict since Ukraine gained its 
independence in 1991 with the disso-
lution of the USSR. The breaking up 
of the USSR was significant in many 
ways; however, it was particularly 
meaningful to Ukraine because they 
were one of the original countries 
of the USSR in 1922. Over the last 
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100 years, Ukraine and Russia have 
had a tumultuous and, sometimes, 
bloody history, which came to a head 
in 2022. 

From late 2021 into early 2022, Rus-
sia began to build up forces on the 
Ukrainian border. This activity shook 
the equity markets, both domestically 
and internationally. By the end of 
February, the S&P 500 was down 
8.6% and the Vanguard All-World 

Ex-US index was down 6.0% year-
to-date. (Figure 2.A) 
In the last week of February, the EU 
and UK announced sanctions against 
Russia to try to deter the impend-
ing military advances. From March 
through early summer, the military 
fighting intensified to an all-out war, 
which included additional sanctions 
from the west and Russia reducing 
their energy supplies in response. 
This, in turn, created uncertainty and 
perpetuated more losses in the equity 
and bond markets. From March 1 
to June 30, the S&P 500 was down 
11.6% and the Vanguard All-World 
Ex-US index lost 11.1%. 

The equity indexes finished the sec-
ond half of 2022 with better results 
as the markets began to understand 
the impact of this major military 
confrontation. 

As we turn our focus to 2023, the 
Ukraine-Russia war is still raging, 
yet the level of uncertainty has 
diminished. It is still incredibly 
difficult to predict how this horrible 
situation will end, but the past six 

months have produced a level of 
stability, albeit, tenuous at best. The 
markets have a better understand-
ing of the supply chain and energy 
issues that have arisen from the war 
and have adjusted accordingly. If the 
military operations ramp back up or 
additional countries become threat-
ened and get involved, we could see 
the equity markets react quite nega-
tively. While that isn’t likely, it is still 
a very dangerous and unpredictable 
situation. The equity and bond mar-
ket movements in 2023 will, in part, 
be influenced by this war progress-
ing into its second year. We will be 
watching the situation closely as new 

developments will have an impact on 
economic and geopolitical issues for 
years to come.    

While the parallel is not perfect, 
there are striking similarities be-
tween the current conflict in Ukraine 
and the dispute between China and 
Taiwan. The aggressors in both situa-
tions, Russia and China, respectively, 
are claiming that unification needs 
to happen to bring countries together 
as evidenced by Putin continuing to 
describe Ukraine as Russian territory 
and China’s strong adoption of its 
“One China Policy” regarding Tai-
wan.1 China has said time and time 
again that Taiwan is a breakaway 
province and not an independent 
entity.2 

The relations between China and 
Taiwan have been strained for many 
years, however, 2022 has seen an es-
calation of both rhetoric and action. 
Two of the most significant events 
in the conflict this year were House 
Speaker Nancy Pelosi’s visit to Tai-
wan in August and Chinese President 
Xi Jinping securing a third term in 
October. President Xi has long had 
ambitions to bring Taiwan back into 
unification with the mainland, mostly 
against the will of the Taiwanese 
people. The visit of Nancy Pelosi, 
the US government’s highest-rank-
ing member to visit the island in 25 
years, was against China’s strong 
objection and motivated China to 
begin live-fire military drills.3 In a 
press conference in Taiwan, she re-
iterated “America’s determination to 
preserve democracy here in Taiwan”. 
President Xi’s third term provides 
him with at least another five years 
in office, and, possibly, a lifetime 

CHINA-TAIWAN SITUATION
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appointment. While it is 
difficult to fully understand 
the ambitions and motives 
of foreign governments, 
the situation in Taiwan will 
likely maintain its intensity 
for 2023 and beyond.

In 2022, the world markets 
were influenced more by 
the Russia-Ukraine conflict 
than Taiwan; however, the 
focus could move toward 
the China-Taiwan situation 
in 2023. China has the 
second largest economy 
in the world, therefore, 
any instability or military 
development would likely 
have a significant impact 
on stock and bond indexes 
as the supply chains are 
still recovering from the 
impact of COVID shut-
downs.4 The US govern-
ment appears to indicate 
that China has sped up its 
timeline. Secretary of State 
Anthony Blinken stated 
that there has been a “fun-
damental decision that the 
status quo was no longer 
acceptable and that Beijing 
was determined to pursue 
reunification on a much 
faster timeline.” 5 

The best outcome to this 
situation is obviously a 
diplomatic solution that 
creates a more stable and 
lasting relationship be-
tween China and Taiwan. 
It is becoming clear that 
2023 will be a pivotal 
year. The foreign markets, 
especially, will react to 
developments accordingly 

and could create periods of 
choppy returns.  

The energy sector is no 
stranger to volatility, and 
the price of oil and natural 
gas can swing wildly from 
one month to another. The 
prices can move because of 
supply issues, fluctuations 
in demand, weather events, 
military skirmishes, etc. 
This can create reverber-
ations across world econ-
omies as company profits 
and consumer spending 
and sentiment are affect-
ed by the cost of fuel. 
The energy markets were 
influenced by heightened 
volatility for all of 2022. 

The price of oil, defined as 
Crude Oil WTI, began the 
year at roughly 70 per bar-

rel and quickly escalated 
as the Ukraine conflict in-
tensified. By the beginning 
of March, the price was 
almost $120 per barrel.
 
We then saw the price fall 
back to just over $90 per 
barrel by March 16. This 
whipsaw price fluctuation 
continued until the end 
of July when we fell back 
into a more stable trading 
range of between $70-$90 
per barrel, where we have 

remained since. 
      
The anticipation is that we 
will continue to see price 
instability for the next year 
or two. Francesco Starace, 
CEO of the Italian energy 
company Enel, is planning 
for another year or two of 
uncertainty.6 Inflationary 
pressures are also contrib-
uting to the ambiguity of 
the energy markets. With 
governments across the 
world raising interest rates 

ENERGY MARKETS & 
OUTLOOK

FIGURE 3.COIL PRICES CLIMB RAPIDLY IN EARLY 2022
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In 2022, gas prices hit a $4.00 average in every state for the first time ever. | Adobe Stock
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to combat inflation, certainty in oil 
prices will remain elusive, possibly 
through 2023 and beyond. 

The price of natural gas was also on 
a roller coaster ride for 2022 as well. 
The year started with the price, de-
fined as Natural Gas (USD/MMBtu), 
of roughly $3.50. By the beginning 
of June, we saw the price go over $9. 
It has since fallen back into the mid 
$5 range in the first week of Decem-
ber.

Natural gas prices are subject to 
many of the same variables as crude 
oil prices. Both production and will-
ingness to supply other countries can 
have a major impact on stability. The 
war in Ukraine and the correspond-
ing responses from other countries 
have motivated Russia to drastically 
reduce its supply of natural gas to 
Europe. This, in turn, forces com-
panies to react both in trying to find 
a different supply source as well as 
plan for prices moving forwards. All 
of this says nothing about the impact 
that these moves have on the citizens 
of the countries involved, who rely 
on these supplies to heat their homes 

and small businesses.

The energy market outlook for 2023, 
especially regarding oil, will depend 
heavily on supply. Russia and OPEC 
have a heavy influence on supply tar-
gets and production amounts; how-
ever, their relationship has become 
contentious in 2022. We are expect-
ing another year of supply issues due 
to the ongoing conflict in Ukraine as 
well as soft US supply.7 The current 
state of the overall oil supply situ-
ation is complex and multifaceted. 
We are still dealing with the effects 
of Covid 19, which drove oil prices 
to an unthinkable negative 37 per 
barrel as well as drilling rigs being 
shut down and not yet restarted. The 
US is now the world’s largest oil 
producer followed by Saudi Arabia 
and Russia. Domestic oil producers 
are also dealing with an extremely 
tight US labor market and are strug-
gling to find workers to run the field 
operations. 

The corporate earnings reports for 
Q1 and Q2 will shed some light on 
how multinational businesses are 
handling our current energy environ-

ment. We would recommend people 
exercise caution in the first half of 
2023 when looking at energy invest-
ments. 

Geopolitical issues are incredibly 
complex and challenging to solve. 
They do, in some cases, become 
great historical events such as 
the fall of the Berlin wall and the 
discovery of the Covid vaccine. 
They also shape economies and 
have long-reaching ramifications 
on markets and monetary policy. 
When managing assets and working 
with our clients, we try to keep a 
long-term view of these issues and 
think about the three-to-five year 
implications as opposed to knee-jerk 
reactions. As we look towards 2023, 
we are hopeful that a long-term, 
pragmatic solution will be found 
in Ukraine and Taiwan. The world 
could very much benefit from a more 
peaceful and prosperous new year.   

Summary

RISE & FALL OF NATURAL GAS IN 2022 FIGURE 3.D

CONTINUED FROM PG. 17

(1) AP News: Putin calls his actions in 
Ukraine ‘correct and timely’ (LINK)

(2) BBC News: What is the ‘One China’ 
policy? (LINK)

(3) New York Times: Nancy Pelosi Taiwan 
Visit (LINK)

(4) International Monetary Fund: GDP 
Data (LINK)

(5) Washington Post: China plans to 
seize Taiwan on ‘much faster timeline,’ 
Blinken says (LINK)

(6) CNBC: Energy markets are facing 
‘one or two years of extreme volatility,’ 
Enel CEO says (LINK)

(7) Forbes: Report: Expect A Return Of 
$100 Oil In 2023 (LINK)

SOURCES

https://apnews.com/article/russia-ukraine-kyiv-moscow-evacuations-ed603a5383d722b542698d5eb332328b
https://www.bbc.com/news/world-asia-china-38285354
https://www.nytimes.com/live/2022/08/02/world/pelosi-taiwan
https://www.imf.org/external/datamapper/NGDPD@WEO/OEMDC/ADVEC/WEOWORLD
https://www.washingtonpost.com/world/2022/10/18/china-seize-taiwan-plan-blinken/
https://www.cnbc.com/2022/11/29/energy-markets-facing-one-or-two-years-of-extreme-volatility-ceo.html
https://www.forbes.com/sites/davidblackmon/2022/12/07/report-expect-a-return-of-100-oil-in-2023/?sh=4cec18d64b9e


Playing it safe? The state of fixed income
WALKNER CONDON FINANCIAL ADVISORS  ||  2023 ANNUAL MARKET OUTLOOK 19

The fixed income market didn’t 
seem to have much going for 
it going into 2022. At the time 

we were still in an ultra-low interest 
rate environment where real yields 
on the 10-year U.S. Treasury were 
near zero and even negative during 
several periods throughout the prior 
decade (and that was before inflation 
spiked!). The threat of rising interest 
rates was around the corner, which 
would negatively affect bond prices 
on the secondary market. Because 
of low interest rates, income-seek-
ing investors couldn’t seem to find 
enough interest from their bonds as 
they may have in the past. Instead of 
collecting the coupon from reliable 
sources such as U.S. Treasuries or 
other investment-grade bonds, inves-
tors are boxed into a corner, forced 

into taking credit risk, duration risk, 
or both for the trade-off of obtaining 
higher yield. For years, investors 
kept asking the question, “where can 
I find income?”. Meanwhile, stocks 
were flying high, anything related 
to cryptocurrencies and blockchain 
seemed to be heading “to the moon”, 
and people were speculating on 

non-fungible tokens (NFTs), with 
some finding short-term success 
(and a quick adrenaline rush along 
with it). Some even subscribed to the 
thought of, “Why have fixed income 
in my portfolio at all?” Then, in 
2022, it got worse!

Let’s provide a little background. 

Bond market
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At the end of 2021, we 
were in a low but essen-
tially “normal” yield curve 
environment (the dark gray 
line in Figure 4.A). This is 
when an investor is com-
pensated to take additional 
risk over a longer period of 
time, in the form of yield.

The Federal Funds Rate 
(FFR) was ultra-low 
for most of the last de-
cade-plus, due to the 
economy recovering from 
the 2008-2009 reces-
sion. There was a gradual 
increase in rates between 
2016 and the end of 2018, 
before reversing course in 
2019. Going into 2020, 
the Fed was feeling pret-
ty good about the state 
of the U.S. economy and 
that they were meeting 
their dual mandate of 1) 
maximum employment 
and 2) price stability. But 
then COVID very quickly 
changed just about every 
aspect of life just a few 
months into 2020. Due 
to the global economic 
disruption that occurred 
due to the public health 
crisis, the FOMC held 
two emergency meetings 
to determine how they 

could use the tools in 
their toolbox to support 
the economy. This includ-
ed slashing the FFR and 
purchasing Treasuries and 
mortgage-backed securities 
(called quantitative easing 
or QE). Just like that, we 
were back in a loose mon-
etary policy environment 
with 0 - 0.25% target FFR, 
heading into what we now 
know was an inflationary 
environment in 2022. This 
is significant because once 
the Fed realized that infla-
tion was more persistent 
than initially thought, they 
had to play catch up and 
raise the FFR fairly aggres-
sively. This is illustrated by 
the steep slope of the curve 
in 2022 in Figure 3.B.

As you probably already 
guessed, the impact of 

inflation and these rate 
hikes was a plunging bond 
market. Figure 3.C shows 
the 2022 performance of 
the U.S. aggregate bond 
market, using the ETF 
AGG as a proxy. The U.S. 
aggregate bond market 
index (U.S. Agg) is one 
of the primary indices 
used to track the overall 
U.S. bond market. It in-
cludes Treasuries, mort-
gage-backed securities, 
investment-grade corporate 
bonds, and more.

The -13% performance 
is historically bad for the 
U.S. Agg. Since 1976, the 
U.S. Agg has returned pos-
itive calendar year returns 
in 42 of 47 years. By the 
end of Q1, every indication 
pointed towards a histor-
ically bad year for bonds. 
The second quarter was 
worse. Surely this couldn’t 
continue! Wrong. The 
bond market continued to 
slide throughout the third 
quarter. The intra-year 
decline of -17% in 2022 is 
one of the worst on record. 

To make matters worse, 

the equity markets were 
in a simultaneous down-
turn. Not only do investors 
value the interest from 
fixed income investments 
(albeit low in recent mem-
ory), but they also expect 
them to serve as a buoy 
in a portfolio to help with 
downside protection in a 
declining equity market. 
Historically bonds aren’t 
always strongly correlated 
to stocks but in 2022 that 
was not the case. Accord-
ing to First Trust, of the 
most recent 186 quarters 
ending June 2022, only 17 
quarters experienced an 
environment where both 
stocks and bonds declined. 
On a calendar year basis, 
in 2022 stocks and bonds 
fell together for only the 
fourth time since 1929, 
and for the first time since 
1969. Furthermore, as Fig-
ure 3.D shows, stocks and 
bonds have been negatively 
correlated most of the time 
since the late 90s. Recently 
the correlation is much 
stronger, which can make 
it more difficult to diversi-
fy portfolios. 

Referencing back to Fig-
ure 4.A (the yield curve 
chart), there are a couple 
of things to note about the 
yield curve at the end of 
2022 (the blue line): 1) 
The yield curve is invert-
ed, meaning investors are 
actually getting more yield 
for shorter term invest-
ments (less risk) and 2) 
The rates of all Treasuries, 

FIGURE 4.BFED FUNDS RATE: 2010-PRESENT

FIGURE 4.CiSHARES CORE U.S. AGGREGATE 
BOND ETF (AGG) RETURN: 2022
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from the shorter-maturing 
bills to the 30-year bond, 
are all significantly higher 
than the year prior. The 
increased yields are due to 
the inflationary pressures 
that were experienced 
throughout the year. As 
the Fed has raised the FFR 
throughout 2022, demand 
for Treasuries is reduced, 
which causes Treasuries to 
have higher interest rates 
(to become more attrac-
tive). 

Earlier in the article was 
a comment about the 
real (adjusted for infla-
tion) yield of the 10-year 
Treasury. Remember that 
real yields were hovering 
around zero for most of 
the last decade. Look at 
the following chart, Figure 
4.E, and note how infla-
tion in 2022 tanked the 
real return of the 10-year 
Treasury to levels we hav-
en’t seen since the 70s and 
early 80s. In other words, 
Treasury holders were 
getting paid interest that 
doesn’t even keep up with 
the cost of living. It isn’t a 
very attractive proposal! 

So where do we go from 
here? Two things that most 
people are looking at going 
forward are if inflation gets 
under control and relatedly 
where the FFR will settle 
(referred to as the terminal 
rate). As a matter of fact, 
inflation has started to 
cool, and in some areas, 
there has been price defla-
tion.

There are a handful of 
themes that we believe in 
going forward in 2023. 
The first is that we believe 
active management in 
fixed income is valuable, 
compared to a passive ap-
proach. A passive approach 

in fixed income, which 
follows a market-weighted 
index, essentially means 
that you are owning the 
largest issuers of debt. This 
might not always be the 
best approach. A second 
theme that we still believe 
in is staying short on the 
yield curve, for now. At 
this point in time, it doesn’t 
seem worth it to take on 
additional risk and go fur-
ther out on the yield curve. 
Investors simply aren’t 
getting compensated for 
taking the additional risk. 
That said, we will contin-
ue to assess when to add 
duration to the bonds that 
we own in client portfolios. 
This will depend on when 
the Fed is coming to the 
end of its rate hike cycle. 
Third, we favor quality. 
If the credit cycle mate-
rializes in 2023, default 
rates could increase, which 
would not be favorable 
for lower-quality bonds. 
Again, it probably doesn’t 
make sense to take on a 
ton of additional risk for 
the potential of marginally 

higher yield. Fourth, we 
are looking at municipal 
bonds. Due to stimulus 
related to COVID-related 
support, many state and 
local governments are 
flush with cash and have 
strong balance sheets. 
Defaults have been low 
and some extra yield may 
be able to be picked up. 
The tax-equivalent yield 
curve of municipal bonds 
is more normal, compared 
to the inverted U.S. Trea-
sury yield curve discussed 
earlier. For those in higher 
tax brackets and with sig-
nificant taxable accounts, 
municipal bonds have the 
advantage of their interest 
being federal tax-free in 
many cases. Considering 
the global decline in fixed 
income in 2022, going 
forward bonds are becom-
ing more attractive again. 
If inflation continues to 
cool and bonds’ correlation 
to equities decrease, they 
should again become a 
good risk hedge in portfo-
lios.

FIGURE 4.DFED FUNDS RATE: 2010-PRESENT

FIGURE 4.EINTEREST RATES & INFLATION 1958-2021
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(4) JP Morgan: Is Inflation 
Finally Slowing? (LINK)
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There are two main reasons 
people make poor financial 
decisions. One is because 

they don’t know any better because 
they don’t have the knowledge or 
education to make the best deci-
sion. The second reason is that they 
know what they should do, but 
instead, their emotions or human 
behavior pushes them to make a 
different decision. It’s similar to 
why we don’t always eat the most 
healthy foods or stick to a diet. I 
should order vegetables as a side, 
but what I really want is French 
fries. I should contribute more to 
my retirement accounts, but what 
I really want to buy is a new vid-
eo card for my computer and that 

expensive LEGO set I’ve had my 
eye on; or whatever normal adults 
spend their money on. Cognitive 
and emotional biases wreak havoc 
on our ability to make rational de-
cisions. There are many biases that 
I could talk about, but I’ve chosen 

to focus on a few that I see as being 
especially prevalent given the cur-
rent market conditions. 

Anchoring and adjustment biases 

SLICE OF LIFE

As illustrated in this comedic hyperbole from the show ‘South Park,’ the middle step 
of a successful plan can often be quite ambiguous. | imgflip.com

ALICIA VANDE VEN
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occur frequently when 
we try to evaluate the 
price of an asset such as 
a stock, our home, or a 
piece of art. It’s tempt-
ing to evaluate an asset’s 
price relative to when you 
purchased it, but your 
purchase price is often 
irrelevant to what the as-
set is actually worth now. 
To overcome this you 
should ask yourself, “am 
I analyzing the situation 
rationally or am I holding 
out to attain an anchored 
price? Am I making an 
objective decision based 
on the valuation of this 
asset or am I holding out 
to recover or beat a preset 
price in my head? Is this 
price based on data or 

last year’s performance 
expectations?”

One area where price an-

choring is prevalent right 
now is in home prices. 
Home prices surged in 
the first half of 2022, and 

while prices have cooled 
off slightly from their 
high in June, they are still 
up 8.6% compared to a 

year ago according to the 
National Association of 
Realtors.1 That, in addi-
tion to rising mortgage 

rates, has put a damper on 
people’s ability to pur-
chase a home. You might 
be tempted to wait for 
home prices to drop back 
down before buying, but 
there is no guarantee that 
they will drop back down 
to where they were. Also, 
if mortgage rates continue 
to rise, a drop in prices 
may not even help you 
if that monthly payment 
increases due to higher 
interest costs.

When buying or selling a 
home (or any investment) 
it’s important to eval-
uate its value based on 
data such as comparable 
homes, recent sales data, 
and objective valuation. 
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The Callan Periodic Table of Investment Returns
Annual Returns for Key Indices Ranked in Order of Performance (2002–2021) 

The Callan Periodic Table of Investment Returns conveys the strong case for diversification across asset classes
(stocks vs. bonds), capitalizations (large vs. small), and equity markets (U.S. vs. global ex-U.S.). The Table highlights the
uncertainty inherent in all capital markets. Rankings change every year. Also noteworthy is the difference between
absolute and relative performance, as returns for the top-performing asset class span a wide range over the past 20 years.

A printable copy of The Callan Periodic Table 
of Investment Returns is available on our 
website at callan.com/periodic-table/.

© 2022 Callan LLC

FIGURE 5.ACALLAN CHART: TOP PERFORMING SECTORS, 2002-2021
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In hindsight, it’s easy to look back 
and think you could have gotten 
into the right investments at the 
right time and out of the wrong 
ones, but these types of things are 
exceedingly unpredictable due to a 

variety of factors and forces 
outside of our control.

“

”
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If you are holding onto 
what you think some-
thing is worth, you may 
be sitting on an asset 
you’d like to sell for much 
longer than you’d like to. 
This can cost you money 
if the price continues to 
decline or if you have to 
pay maintenance, taxes, 
or other costs while you 
continue to hold the asset. 

Representativeness bias 
occurs when we assess 
the likelihood of an event 
based on its similarity to 
other events. This bias 
can also lead people to 
make incorrect conclu-
sions based on too small 
of a sample size. People 
have a tendency to ex-
trapolate incorrectly from 
their own experiences. 
For example, people who 
are unemployed for a 
long period of time tend 
to believe that overall 
unemployment will be 
high in the future. It can 
also be the idea that what 
is happening now will 
persist. A certain stock 
that has performed well 
will continue to do so; a 
market that is going up 
will continue to go up. 
We often see the state-
ment “past performance 
is no guarantee of future 
results”, and this has 
proven to be true about 
individual stocks, actively 
managed mutual funds, 
and specific asset classes 

and sectors. 

One of my favorite charts 
is called the Callan Peri-
odic Table of Investment 
Returns (Figure 4.A) and 
it is, in my opinion, one 
of the strongest cases for 
having a diversified port-
folio.2 If you are chasing 
the hot sector/asset/stock 
of last year or even the 
last few years, you will 
typically be getting into 
it after it has seen suc-
cess and will miss out on 
next year’s top performer 
because it was probably 
this year’s laggard. The 
same logic applies to 
thinking that a top-per-
forming stock or asset 
class will continue to 
outperform. Tech stocks 
outperformed for almost a 
decade and many people 
erroneously believed that 
they would continue to do 
so. In hindsight, it’s easy 
to look back and think 
you could have gotten 
into the right investments 
at the right time and out 
of the wrong ones, but 
these types of things are 
exceedingly unpredictable 
due to a variety of factors 
and forces outside of our 
control. This past year we 
saw commodities outper-
form, while bonds took 
a historical hit in value. 
While we can’t predict 
which area will top the 
charts next year, I can say 
that I’m sure there will be 
some surprises and next 
year will look different 
than this year.

Overcoming these types 
of biases is definitely 
possible. Typically it 
starts with knowledge and 
education. Understanding 
how investing, the mar-
ket, and the economy all 
function can help us to 
see the bigger picture of 
how the system works. 
However, having knowl-
edge alone isn’t enough 
to always make the right 
choice. I know I shouldn’t 
eat another Christmas 
cookie, especially since I 
already ate five, but I very 
much want to have anoth-
er one. Having awareness 
about our own biases and 
feelings is also necessary 
to help us to overcome 
when our emotional brain 
is making a decision as 
opposed to our rational 
brain. It’s our job as 
financial advisors to not 
only educate ourselves 
and our clients about 
complex financial topics 
but to help them identify 
and to bring awareness to 
emotional and cognitive 
biases that can steer their 
financial plan off track. A 
paper published in 2018 
found that when clients 
voiced their own invest-
ment ideas that deviated 
from the advisor’s recom-
mendations, it resulted in 
poorer portfolio diversi-
fication and worse per-
formance.3 They likened 
it to a doctor prescribing 
antibiotics to a patient 
just to pacify their de-

mands, which in the end 
can actually cause harm 
to patients by increasing 
their antibiotic resistance. 
Unbiased, professional 
advice from a source you 
trust can improve your 
well-being and make sure 
you’re on, and stay on, 
the right path.

Representativeness 
& HINDSIGHT BIAS

Overcoming biases

CONTINUED FROM PG. 23

(1) National Association of 
Realtors: Home Prices 
Rose Year-Over-Year in 
98% of Metro Areas in 
Third Quarter of 2022
 (LINK)

(2) Callan: Periodic Table of 
Investment Returns  (LINK)

(3) Leibniz Institute for 
Financial Research : Client 
involvement in expert 
advice: Antibiotics in
finance? (LINK)

SOURCES

https://www.nar.realtor/newsroom/home-prices-rose-year-over-year-in-98-of-metro-areas-in-third-quarter-of-2022
https://www.callan.com/periodic-table/
https://www.econstor.eu/bitstream/10419/181655/1/1029476861.pdf


CURRENCY | THE END OF THE DOLLAR BULL RUN?
WALKNER CONDON FINANCIAL ADVISORS  ||  2023 ANNUAL MARKET OUTLOOK 25

As advisors serving clients 
who mostly live outside 
of the United States, our 

international team at Walkner Con-
don faces the challenge of viewing 
client wealth through not only the 
lens of the dollar value of portfo-
lios but also the value converted 
to the “consumption currency” of 
those clients. For example, I’m 
sure many Americans who became 
aware that the euro broke parity 
with the dollar correctly opined 
that this might be a great opportu-
nity to take that vacation in Europe, 
but we saw the move as a valuable 
counterbalance to the negative 
effects of inflation and declining 

stock and bond prices in European 
client portfolios.

For example, though dollar values 
in portfolios declined, the purchas-
ing power for European clients 
declined less as the remaining 
dollars translated more favorably to 
euros (or Swedish crowns, Brit-
ish pounds, etc.) when converted 
from dollars. This currency effect 
of a euphoric dollar, however, also 
made holding foreign stock less 
appealing. For example, while 
European stock indices outper-
formed U.S. stock indices, that 
out-performance was undone once 
translated to a dollar-denominated 
foreign stock ETF. So it should be 
clear that, for all clients, expat and 
domestic, an important component 
of return in foreign investments - a 
staple in any diversified portfolio 

– is determined by volatility in the 
currency markets.

The push above parity for the dollar 
against the euro, and its major 
gains against most other currencies 
as well, in 2022 was the byprod-
uct of an unwinding of radically 
accommodative policies of most 
major central banks around the 
world that saw the Fed (and many 
of its foreign counterparts, like the 
European Central Bank and the 
Bank of England) not only hike 
interest rates in a hyper-aggressive 
manner but also make substantial 
reductions to its balance sheet in 
the bond market. This reversal of 
the quantitative easing programs 
first introduced by the Fed in 2008, 

CURRENCY

STAN FARMER
CFP®, J.D., Partner
U.S. Expat Financial Advisor
stan@walknercondon.com

WHAT ACCELERATED THE DOLLAR 
BULL RUN IN 2022?
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which was implemented 
in the hope to spark more 
growth in the sluggish 
economy during and after 
the Great Recession. 
Indeed, the extremely 
accommodative Fed 
through most of the 2009-
2020 period took interest 
rates and the Fed’s bal-
ance sheet of securities 
to unchartered territory, 
and most foreign central 
banks followed that lead. 
Eventually, this hy-
per-dovish monetary pol-
icy was met with amped-
up government spending 
(fiscal policy) and formed 
the perfect public policy 
cocktail for inflation. War 
in Europe instigated by 
its largest energy supplier 
also coupled with supply 
chain dislocations created 
by the pandemic added 
additional kerosene to the 
inflation fire.

Accordingly, a pandemic, 
resulting monetary and 
fiscal policy responses, 
plus geopolitical factors 
ushered in double-digit 
inflation. This left the 
Fed and other central 
banks with little choice 
but to respond. The Fed’s 
response was, in com-
parison to other central 
banks, incredibly force-
ful: a series of consecu-
tive 75 basis point hikes 
(triple the “normal” 
hiking velocity). With 
very low unemployment 
and a relatively stronger 
economy than most coun-
tries, this dramatic action 
boosted confidence in, 
and the value of, the dol-
lar to new heights. During 
the first three quarters of 
2022, the Dollar Index (a 
measure of the dollar’s 
value relative to other 
major currencies) surged 

in a very consistent and 
orderly fashion from 
95.58 at the close of 2021 
to 112.12 at the close of 
September. Those were 
dollar gains against other 
currencies of about 5% 
each quarter, which was 
akin to the entire dollar 
gain for 2021! This order-
ly and precipitous climb 
mirrors the orderly and 
sharp plummet of both 
stocks and bonds during 
the period, as all investors 
unpacked the negative 
impact of high inflation 
coupled with the potential 
future economic impact 
of super hawkish Fed 
policy.

Last year ended with a 
relief rally in stocks, a 
more stable bond market, 
and a counter-trend drop 

in the dollar index, which 
had dropped from a high 
of 114.78 in September 
to 103.5 to finish the 
year. This move could 
be attributed to multi-
ple factors. But, the first 
readings of key inflation 
figures coming in below 
expectations, coupled 
with oversold stock and 
bond markets, and an 
equally overbought dollar, 
created an environment 
where these major trends 
of 2022 (that started to 
emerge in 2021) were due 
for a pause, if not correc-
tion. 

If the inflation figures 
truly encourage the Fed 
to pump the brakes by 
slowing the pace and/or 
magnitude of future rate 
hikes, might dollar vola-
tility and strength contin-
ue to abate?

Could this be the start of 
new trends rather than 
just a pause? Is this the 
end of the dollar’s me-
teoric bull market run? 
Are we also witness-
ing the end of the bear 
market in stocks (and/
or bonds)? These are 
all key questions as we 
embark on 2023, and the 
definitive answer is … 
only time will tell. So far, 
the comments from the 
Fed in December hinted 
at “normalized” (at least 
below 75 basis points) 
hikes are likely ahead and 
to continue until further 
evidence emerges that 

Where to From Here?

FIGURE 6.ADOLLAR VS. EURO + STOCK & BOND INDICES (Q1-Q3 2022)
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the cumulative effect of 
hikes has successfully 
brought inflation under 
control. In other words, 
less hawkish, but still 
pretty hawkish! If the Fed 
can pull off the proverbial 
“soft landing,” by which 
inflation is tamed and 
rate policies eased before 
sinking the economy into 
a significant recession, 
there would be a narrative 
in place to justify these 
late 2022 counter-trends 
morphing into something 
with staying power for 
2023. That being said, 
there seems to be very 
little confidence among 
most market experts that 
the Fed can pull this off 
in the current challenging 
conditions, and there are 
many signs of a pending 
global recession in the 
economic numbers com-
ing from China, Europe, 
and elsewhere.

We never try to make 
such short-term market 
predictions. People who 
get paid to do little else 
seem to get these wrong 
as often as they turn out 
to be right.1 In fact, data 
from S&P Dow Jones 
Indices shows that almost 
90% of U.S. large cup 
funds underperformed 
the S&P 500 over the last 
15 years.2 With that in 
mind, we prefer to focus 
on the longer term, where 
outcomes tend to be more 
predictable and encour-
aging. One important 
concept for students of 
market history and wealth 
managers with long-term 
focus alike is “mean re-
version.” Essentially, for 
any given market, histor-
ically average returns are 
predictable to the extent 
that a prolonged and/or 
acute period of under-
performance will even-

tually reverse and spark 
a prolonged period of 
out-performance. Con-
versely, prolonged and/
or acute out-performance 
is a warning signal for 
future underperformance. 
Trends ultimately reverse 
and revert to the mean, or 
average, but “ultimately” 
is an intentionally and 
devilishly vague measure 
of time!

Looking at the U.S. dol-
lar, its domination over 
the euro, sterling, yen, 
etc. has been consider-
able over the past decade, 
much like the out-per-
formance of U.S. stocks 
(large cap in particular) 
relative to foreign stocks 
in aggregate (developed 
and emerging markets). 
Such out-performance 
can only persist for so 
long and, eventually, a 
prolonged period of the 

dollar (and U.S. stock) 
underperformance should 
ultimately follow. It 
seems quite possible that 
further signs of the end of 
the dollar’s bull run will 
emerge in 2023, but also 
quite plausible that those 
signs fail to materialize 
and the dollar resumes 
its spectacular bull run. 
Regardless, it would be 
dangerous to ignore that 
the longer the bull run 
persists, the risks to the 
downside amplify. Even-
tually, the more powerful 
and lasting trends un-
wind in the most painful 
fashion – such as the 30+ 
year bull market in bonds 
that preceded the bond 
market’s recent substan-
tial losses.

Given the consumption 
gains for expats with 
dollar-denominated port-
folios from the dollar’s 
bull market run, there are 
real risks ahead. Hedging 
against the reversal of 
these gains as the dollar 
weakens is important, 
which means continued 
diversification through 
owning foreign stocks, 
foreign bonds, and other 
dollar hedges (e.g., Gold). 
Domestic investors can 
also potentially profit 
from a future reversal in 
the dollar bull run with 
further diversification 
into foreign stocks and 
bonds. Valuations are 

FIGURE 6.BDOLLAR VS. EURO + STOCK & BOND INDICES (Q4 2022)

A currency aware 
game plan for 2023
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indeed more attractive 
everywhere after the ma-
jor pullback in 2022, but 
perhaps particularly so 
in foreign stocks (which 
are valued in part on their 
foreign currencies). Even 
if the timing of further 
diversification ends up 
looking like it’s “early” to 
invest more in foreign vs. 
domestic companies, the 
persistence of pro-dollar 
and pro-U.S. stock mar-
ket trends portend better 
future days ahead for a 
more global focus.

Pure currency products 
also exist and may appear 
tempting to investors 
at first blush. However, 
particularly in today’s 
inflationary environment, 
foreign stock investment 
remains the superior way 
to diversify the currency 
exposures in an investor’s 
portfolio, because they 
provide their investors 
with much better odds of 
a positive real (after infla-
tion) rate of return. Pure 
currency products are 

usually most appropriate 
for professional traders 
looking for short-term 
profits from daily volatil-
ity, or, possibly, individ-
uals looking to lock the 
exchange rate on funds 
that will be used to make 
a major purchase overseas 
(e.g., a home purchase in 
their residence country).
In conclusion, the dollar’s 
strength through the first 
9 months of 2022 was 
nothing short of spectacu-
lar. This produced ben-
efits for those investing 
in dollars and spending 
in a foreign currency. It 
was wind in the inves-
tor’s face in terms of 

their foreign stock and 
bond holdings in dollar 
terms. The abrupt dol-
lar moves in 2022 were 
a continuation of lon-
ger-term dollar strength, 
so diversification through 
foreign stocks and bonds 
has been challenging for 
quite some time. Howev-
er, as the dollar’s strength 
abated toward the end 
of 2022, it is interesting 
to consider whether the 
longer-term trends are 
breaking down, which 
would portend a weaker 
dollar going forward as 
we enter 2023. 

Whether a significant 
new trend materializes 
in 2023 or not, continued 
strong-dollar positioning 
seems risky given the 
length and magnitude 
of that trend. Once that 
trend abates, which it 
very well could in 2023, 
the wind that has been in 
the face of diversification 
into foreign stocks and 
bonds will become the 
wind at investors’ backs. 
For our expat clients, 
such positioning serves 

as a vital hedge to protect 
the future consumption 
power abroad offered by 
their portfolios when (not 
if) the dollar’s great bull 
run ends. For all clients, 
the length and magnitude 
of the dollar’s bull run 
signals potential future 
out-performance could 
be gained through further 
diversification into for-
eign investments. We’re 
long-term bullish on these 
potential future benefits 
from diversification and 
long-term focus requires 
patience (time in the mar-
ket vs. timing the market).

Even if the timing of further di-
versification ends up looking like 
it’s “early” to invest more in for-
eign vs. domestic companies, the 
persistence of pro-dollar and pro-
U.S. stock market trends portend 
better future days ahead for a 

more global focus.
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FIGURE 6.CU.S. VS. INTERNATIONAL EQUITIES

(1) New York Times: Mutual 
Funds That Consistently 
Beat the Market? Not One 
of 2,132. (LINK)

(2) S&P Global: SPIVA 
Scorecard (LINK)
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In an allusion to one of Charles 
Dickens’s greatest works, I 
thought about titling this piece 

“A Tale of Two Markets,” because 
the international markets have been 
driven by two stories at once: that 
of the currency market 
and that of the interna-
tional equity markets 
themselves. Relative 
strong performance for 
international equity mar-
kets (as in markets lost 
less than the US markets, 
certainly not Dickens’ 
“best of times,” but better 
than US markets) was 
eaten away by the ham-
mering of foreign curren-
cy by the US Dollar as 
several currencies includ-

ing the Euro saw themselves bump 
up against all-time lows against the 
dollar (A Tale of Two Cities’ “the 
worst of times”).

My colleague Stan Farmer delves 
into the currency story in more 
depth in his piece on Pg. 25, but 
the broad outlines of the strength 
of the US dollar can be summed up 
in terms of inflation fighting and 

geopolitical risk. Likely because of 
significant supply-side pressures, 
inflation was a global phenomenon 
in 2022, and while the US Fed may 
have acted belatedly in the eyes 
of many observers, they were still 
more forceful than central bankers 
elsewhere in the world. Ultimate-
ly, higher interest rates pushed by 
the Fed led to the strengthening of 
the dollar. This strengthening was 

undoubtedly accelerated by 
the war in Ukraine which 
led many Euro-based assets 
in a flight to safety trade.

This disparity in equi-
ty market performance 
becomes more evident 
when we look closer at the 
numbers. For example, The 
Wall Street Journal Dollar 
Index ( as of early Decem-
ber) showed an increase in 
the value of the USD ver-
sus a basket of 16 foreign 
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To borrow from Dickens once again: 
having been visited by the ghosts 
of markets past and present, what 
does the future for international 
markets look like? It is distinctly 
possible that we could see the op-
posite conditions from last year: 
strong currency buoying weaker 

markets.
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currencies increasing by 
9.6% one of the better 
years on record.1

On the other hand, in 
local currency terms, 
European markets have 
outperformed US markets 
YTD as the EuroStoxx50 
index is only down 9.36% 
and the S&P/ASX 200 is 
down 5.39% versus the S 
and P 500’s -17.45%. The 
performance difficulties 
of the international mar-
kets come when we put 
these factors together: cli-
ents invested in funds like 
FEZ (which tracks the 
Eurostoxx 50) saw assets 
decline -15.8% or VPL 
(which tracks the Asian 
Markets) lose 15.74%.
 (All of this data was 
gathered from Google 
finance as of the date of 
writing).

Consequently, this market 
trend maintains the trend 
we identified in this piece 
last year.2 The growing 
disparity between the val-
uation of the US equity 

market and that of the rest 
of the world (to the point 
where, in a brazen exam-
ple of self-plagiarism, I 
could simply repeat my 
paragraph from last year; 
fun fact: Dickens was 
rather spuriously accused 
of plagiarism3 despite 
being one of the leading 
proponents of the still 
nascent idea of copy-
right law).4 Instead, I’ll 
share this updated chart, 
adapted from JP Morgan’s 
Guide to the Markets, 
which shows the valua-
tion as of Dec. 1, 2022, 
Dec. 31, 2022, and the 

20-year average.5

To borrow from Dickens 
once again: having been 
visited by the ghosts of 

markets past and present, 
what does the future for 
international markets look 
like? It is distinctly possi-
ble that we could see the 
opposite conditions from 
last year: strong currency 
buoying weaker markets.

On the currency front, 
foreign currencies are 
showing gains against 
the dollar heading into 
year-end, especially as 
the Fed may be raising 
rates less aggressively 
in 2023. On the other 
hand, the markets may be 
more fragile heading into 

2023. While the threat of 
Putin seems to be con-
tained, the situation in 
Ukraine still threatens 
the economies of Europe 
in material ways and 
could mean that the “soft 
landing” of the United 
States could be harder to 
achieve in the Eurozone. 
Moreover, China’s lifting 
of its zero Covid policies 
has been hindered by the 
lack of effectiveness of its 
homegrown vaccines in 
battling the illness. Con-
sequently, China could 
face a major slowdown in 
early 2023 bringing the 
rest of Asia into recession 

with it. In this case, it is 
possible that foreign mar-
kets could underperform 
as markets try to figure 
out how to price such 
a slowdown, especially 
early in the year. 

However, like a reader 
picking up Great Expecta-
tions, investors should be 
prepared for a long-term 
commitment (Dickens 
was– after all– paid by 
the installment!). From a 
longer-term perspective, 
the strong dollar and low 
valuations mean that 
Europe continues to be an 
attractive destination for 
investors.

FIGURE 7.AGLOBAL EQUITIES

2022 2021 20-YR AVG

S&P 500 17.6 21.2 15.5

REST OF WORLD 13.1 14.1 13.3

DISCOUNT 13.2 14.2

FORWARD PRICE-TO-EARNINGS RATIO: 
UNITED STATES VS. REST OF WORLD

FIGURE 7.B

(1) Wall Street Journal: Dol-
lar Index (LINK)

(2) usexpatinvesting.com: 
Three Reasons to Look at 
Investing Internationally in 
2022 (LINK)

(3) The Guardian: Exhibition 
tells how Charles Dickens 
was spooked by ghost tale 
doppelganger (LINK)

(4) Authors’ Licensing & and 
Collecting Society: Charles 
Dickens, Copyright Pioneer
 (LINK)

(5) JP Morgan: Guide to the 
Markets (LINK)
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In 2022, the housing market 
experienced pressure that has 
not been seen since its col-

lapse during the Great Recession 
in 2008-2009.  The tough year 
was due to soaring inflation as 
well as rising mortgage rates. The 
housing market peaked in June of 
2022 when the S&P Case-Schiller 
National Home Price Index reached 
318 and the average median home 
price topped out at $416,000.1 
There is still a high demand for 
new and existing housing; however, 
it is increasingly difficult for con-
sumers to be able to afford homes 
at these prices when mortgage rates 
have risen at one point to above 7% 
which is the highest since 2002.2 
With inflation at 40-year highs, the 
U.S. housing market saw new home 
purchasers paying 77% more, per 
month, for a loan compared to the 
year before. 

Home values also remained high 

due to the demand; however, for 
many borrowers, this has made 
their dream of home ownership 
unattainable due to the various 
debt/income levels that come with 
qualifying for a mortgage. 

With the Fed raising interest rates 
seven times in 2022, the housing 
market saw many homeowners 
staying put, having taken out or re-
financed mortgages at the low rates 
we have seen for the past several 
years.3 Although high home prices 
are enticing for sellers, the likeli-
hood of needing to pay a higher 
mortgage due to the increase in 
rates for a new or different home is 
affecting the volume of home sales. 
Borrowers have benefited from 
increased house-
hold income, but 
due to the record 
inflation, they 
are not seeing a 
similar increase 
in their standard 
of living. While 
inflation has 
shown a modest 
reduction after 

the historic interest rate hikes, the 
risk of selling and paying more 
for a different home is very high. 
Borrowers have shown that they 
are likely going to wait for rates to 
drop, which new home purchase 
showed in 2022. And buyers are 
showing that they are waiting for 
prices to drop as well.4

Renters experienced surging in-
creases after the COVID pandemic 
and they have continued through 
2022 due to inflation. According to 
Redfin, in 2021 the national aver-
age rent rose 14%, and although it 
cooled throughout 2022, it contin-
ued to rise at 7.4%.5  Several factors 
contributed to the rise in rent last 
year. The U.S. saw an increase of 
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Until the prices come down to a 
level that gets these renters off 
the sidelines, it could be a very ex-

pensive year for renters as
well as mortgage borrowers.
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1.48 million new house-
holds according to the 
U.S. Census data as many 
young people began to 
branch out. With the high 
prices and high interest 
rates in the housing mar-
ket, this demand increase 
caused prices to rise. The 
lifting of many rent freez-
es implemented during 
the pandemic allowed 
landlords to increase their 
rates and many of them 
did so at historically high 
increases. Due to new 
home purchases falling 
and high prices, many 
renters decided to stay 
put and are comfortable 
with renting for longer 
which provides the rent-
ers the ability to continue 
to increase rent as the 
demand would dedicate. 
The last couple of years 
have also seen an increase 
in “wealthy renters” who 
don’t mind the higher 

payment for the flexibility 
of not owning a home or 
wanting to be tied down if 
they decide to pick up and 
move to a new area. All 
of these factors helped 
cause rents to rise dramat-
ically in 2022. 

Knowing what has helped 
to create a volatile and 
tight housing market, 
along with an expensive 
increase in the cost of 
rent in 2022, the question 
is what does the 2023 
outlook look like? Infla-
tion is beginning to show 
signs of slowing, but with 
rising household income 
and low unemployment 
the Federal Reserve is 
likely to continue its tight 
monetary policy and rate 
increases, even if at a 
slightly lower increase 
than the first four increas-

es of 75 basis points. 

Many economists believe 
that the combination of 
these actions will more 
than likely result in com-
panies laying off workers 
and that the economy will 
truly enter a recession 
sometime in 2023. Hous-
ing prices that soared to 
historic highs in 2023 will 
come down, although not 
anywhere near the de-
cline that was seen during 
the 2008-2009 financial 
crisis. Mortgage interest 
rates could continue to 
rise and cause the housing 
market to stagnate and 
the average cost of rent to 
continue to go up as peo-
ple still need a place to 
live. According to Freddie 
Mac, The housing market 
is behind the needed in-
ventory of new construc-
tion housing already, but 
with home prices as high 

as they have been it is 
unlikely that renters will 
take the risk to take on 
the higher mortgages due 
to the interest rates.6 Until 
the prices come down 
to a level that gets these 
renters off the sidelines, it 
could be a very expensive 
year for renters as well 
as mortgage borrowers. 
2023 is sure to bring 
surprises around every 
corner. But no one should 
be surprised if we see 
home prices come down, 
with a continued slowing 
of the housing market, 
until inflation comes back 
to sustainable levels for 
economic growth. 

(1) Trading Economics: Unit-
ed States S&P Case-Shiller 
Home Price Index (LINK)

(2) Trading Economics: 
United States MBA 30-Yr 
Mortgage Rate (LINK)

(3) Forbes: Federal Funds 
Rate History 1990 to 2022
(LINK)

(4) National Association of 
Realtors: Existing-Home 
Sales (LINK)

(5) RedFin: Rental Market 
Tracker: Rents Rise 14% in 
December—Biggest Jump 
in Over Two Years (LINK)

(6) Freddie Mac: Housing 
Supply: A Growing Deficit  
(LINK)
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