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Current Market Conditions

A Volatile and Eventful Year Draws to a Close   
After falling sharply earlier in the year, equity indices have recovered 
some of their losses. This rally has been driven by the fading power of 
certain negative factors, such as rising interest rates, insidiously high 
inflation, the war in Ukraine, and the perception that the U.S. Federal 
Reserve (Fed) is talking with a stiff upper lip, but may be quicker to ease 
when, and if, the economy falls into the danger zone, if not a recession. 
These factors, which exerted downward pressure on equity returns 
throughout this year, appear to have peaked. As a result, their 
deleterious effects on the market may abate in the coming year. This, 
some would argue, has already resulted in a rise of 7% in the S&P 500 
since the end of September. 

Despite the recent rally, most capital markets have experienced material 
declines in 2022. Year-to-date through December 15, large capitalization 
stocks, as measured by the S&P 500, are down -17.0% and small 
capitalization U.S. stocks are off -19.9%. International equity returns have 
experienced similar declines, with developed markets off -13.2% and 
emerging markets down -19.7%.  

Even investments traditionally considered to be relatively “safe” have not 
fared well, with a broad measure of fixed income returns down -10.7% 
year-to-date. Longer maturity bonds performed even worse as rising 
interest rates negatively impact their prices disproportionately. A ten-
year U.S. Treasury bond purchased at the beginning of 2022 lost -13.4% 
by mid-December. Widening credit spreads, a measure of how risky non-
government backed fixed income securities are perceived, resulted in an 
index of longer-term corporate bonds declining -21% year to date.

Hedge funds did fare better. Through November, the broad-based, 
fund-weighted composite index was down “only” - 4% while the Market 
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Neutral and Merger Arbitrage indices gained +1.6% 
and + 0.6%, respectively. Hedge funds that took 
advantage of their ability to go anywhere as well as 
those that could hide anywhere (including U.S. 
Treasuries) were often rewarded. 

Commodities also declined from their peaks earlier 
in the year. Oil reached $130 per barrel in early 2022 
and is now trading at $75 per barrel, significantly off 
its highs. The most recent inflation report showed 
that while food prices are still up about 11% year 
over year, they, too, have fallen from their peak 
levels. Other commodity prices have followed a 
similar trajectory.

Looking Back at the Challenges of 2022
A great deal of the movement in the financial 
markets this year has centered around inflation and 
the Fed’s response to quell it, but there were other 
considerations at play as well.

In this month’s Investment Outlook, we focus on the 
elements that influenced 2022 and give a brief 
overview of our thoughts for 2023. In our January 
2023 Investment Outlook, we will provide a more 
comprehensive forward-looking review of financial 
markets and the economy and discuss more detailed 
implications for our investment positioning.

 A plethora of factors influenced the overall 
disappointing arc of capital markets in 2022. Items at 
the top of the list were high inflation and the interest 
rate increases the Fed made in response to rapidly 
rising prices. Ongoing supply chain challenges, 
concerns about a global recession, the war in 
Ukraine, China’s COVID-19 lockdowns, increasing 

tensions in the Taiwan Strait, political wrangling in 
the U.S., and volatile currencies were additional 
headwinds for markets. In retrospect, the one thing 
not in short supply in 2022 was a set of issues to 
worry about at any time of the year.

Coming into 2022, inflation was already high and 
rising, but the consensus opinion then was that high 
inflation was likely transient and would soon 
normalize. Unfortunately, this turned out to be an 
overly optimistic view, and prices continued their 
upward march. Rising prices were driven by 
continued supply chain challenges and a massive 
amount of excess liquidity in the capital markets. This 
liquidity was introduced as both monetary and fiscal 
stimuli in 2020 to snap the economy out of the sharp 
economic slowdown in the early days of the 
pandemic.  The resulting inflation these combined 
actions brought about as the global economy 
recovered has proven difficult to slow. 

In early 2022, further economic dislocations were 
brought about by Russia’s invasion of Ukraine. 
Russia’s aggression created an enormous 
humanitarian crisis and contributed to a further spike 
in prices for commodities such as crude oil and food. 
These sharp increases in basic commodity prices, 
along with shortages in a diverse array of items from 
used cars to semiconductors, caused inflation to rise 
to 8% - 9% for a large part of 2022. 

Supply chain-driven shortages began to ease 
throughout 2022 as society transitioned toward 
normalcy after the challenges of COVID-19 
lockdowns. Unfortunately, the Fed’s slow initial 
response to battling inflation allowed price increases 
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to establish a stronger foothold. The chart below 
illustrates how inflation had already risen 
substantially before the Fed began a series of rate 
increases in a belated attempt to rein in inflation.

Further exacerbating the situation, inflation proved 
stubbornly resistant to the Fed’s initial response, 
which prompted the Fed to act more aggressively as 
the year progressed. These measures included more 
significant interest rate increases as well as 
“quantitative tightening” (a term used to describe the 
process of the Fed withdrawing the liquidity 
previously introduced into the capital markets).

We believe these actions by the Fed were necessary 
to battle inflation but had a detrimental impact on 
capital markets. Higher interest rates reduce the 
future value of corporate earnings, which in turn 
causes stock prices to decline. Higher interest rates 
also reduce the value of bonds, which are inversely 
correlated with rates. The chart on the following 
page shows how the market’s steadily increasing 

expectation of higher interest rates (here represented 
by the expected level of the December 2022 Fed 
Funds rate) correlated with the decline in equities. 

The decline in the capital markets reduced 
consumer wealth at the same time prices of goods 
and services were rising. Higher interest rates drove 
up housing expenses and the cost of servicing 
debt. This combination of lowered wealth and 
already reduced purchasing power increased 
concerns of a potential recession. 

 

At the beginning of the year, estimates were for U.S. 
Gross Domestic Product (GDP) to grow 3.9% in 
2022, but expectations have subsequently declined 
to just 1.8%. As 2023 begins, consensus 
expectations for GDP growth are now forecast at 
0.4%. This weakening backdrop is mirrored in 
declining corporate profit expectations and 
earnings estimates. 
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Looking through the Storm
For most of the year the capital markets were 
weighed down by a combination of rising rates, 
high inflation, deteriorating fundamentals, and a 
general stream of less than encouraging news flow. 
Although there has been increased labor concerns 
as layoff announcements have mounted, 
employment statistics have remained relatively 
robust. Wage pressures have been a problematic 
component of inflation, but it also means 
consumers have money to spend.

Since the end of September investors have been 
increasingly looking to a point where inflation starts 

to drop dramatically, a view supported by recent 
trends. Instead of focusing on how large the next 
Fed rate increase will be, speculation has turned to 
when the Fed will pause rate increases altogether, 
and eventually start to lower them. 

While there are still some storm clouds on the 
horizon, investors have begun to look past the 
near-term challenges to a more constructive 
environment, which we believe is the primary driver 
behind the recent equity market recovery. 
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This communication is not intended as a recommendation or as investment advice of any kind. It is not provided in a fiduciary capacity and may not be relied 
upon for or in connection with the making of investment decisions. Nothing herein constitutes or should be construed as an offering of advisory services or an 
offer to sell or a solicitation to buy any securities. Investing involves risk, including the possible loss of principal. All content is provided for informational or 
educational purposes only. Klingenstein Fields Advisors (“KF Advisors”) represents two investment advisers registered with the Securities and Exchange 
Commission: Klingenstein, Fields & Co., L.P. and KF Group, LP. KF Advisors is neither a law firm nor accounting firm, and no portion of its services should be 
construed as legal or accounting advice.

Our Approach Through 2022

While we have not made significant changes to 
our overall investment policy, we have engaged in 
several actions in response to the dynamic 
environment in 2022. We have refreshed equity 
portfolios by selling stocks that have not lived up 
to our expectations. In their place, we have added 
attractively growing companies where the decline 
in their stock prices has resulted in reasonable 
trading valuations. We have also terminated 
managers that have not executed to the levels we 
expected and used the opportunity to find new 
managers and teams we believe can provide solid 
long-term returns. 

The rise in interest rates has been painful in many 
respects, but on the positive side it has allowed us 
to reposition portfolios to take advantage of yields 
we have not seen in over a decade. Lastly, we have 
taken advantage of the declines in some stocks and 
funds to harvest losses, allowing us to reduce the 
tax burden in taxable accounts.

What We Are Looking at Going Forward

As we exit 2022 and move into 2023, attention is 
shifting away from the Fed rate increases and 
runaway inflation.  Now that both those factors are 
easing, the critical debate has begun to shift to the 
aftereffects of higher interest rates on the economy 
and capital markets. A key question we will consider 
is whether central banks have overcompensated in 
their inflation battle, potentially tipping economic 
activity into a deeper slowdown? And if a more 
significant economic contraction is on the horizon, 
how long will it last and how deep will it be? Our 
January 2023 Monthly Investment Outlook will 
deliver a more comprehensive review of our 
thoughts on this and other closely related topics 
looking forward. 

While there are still aspects of concern, it is 
imperative to recognize that over many decades 
both economies and capital markets have proven to 
be very resilient and adaptive. We have no doubt 
that some degree of volatility will continue in the 
near term. But as we close the door on 2022 and 
walk into the unknown of 2023 and beyond, we are 
optimistic that the challenges and difficulties we 
have endured, and may continue to endure for a 
while, are leading the way to better times in both the 
markets and the economy. We look forward to 
sharing more on this topic in a few weeks.


