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In the April Outlook we highlighted how investment regimes if lasting for many years determined 
the extent and types of returns from different asset classes and that the driver of returns over 
the past 30 years have been a fall in R* (equilibrium rate of interest) and that movements in this 
would be crucial to investor outcomes in 2022. As we have believed the era of ultra-low interest 
rates and quantitative easing definitively died in 2022 with the arrival of inflation which proved to 
be non-transitory. As central banks realised their stimulative monetary policies had poured fuel 
onto an already overheating fire (the US economy) the Fed were forced to reappraise the interest 
rate outlook and over the past 12 months the Federal Reserve has raised interest rates by 4.25%. 
Interest rates in the States are now at a level last seen in December 2007. These rate rises have 
been replicated by other central banks and the Bank of England has raised rates by 3.25% and the 
ECB by 2.5%. Even more damaging for equity markets has been the rise in bond yields with, for 
example, 10 year US Treasuries seeing yields rise by 230bp. Equities have also been hit by the rise 
in US real yields with 10 year US inflation protected bonds (TIPS) moving from a return of -1% to 
around +1.57% by the end of the year. Thus the primary hit to equities during 2022, a year of post 
Covid economic recovery, has been the hit to market valuations rather than as yet a significant 
deterioration in profit forecasts, although 2023 promises to be a difficult year for many corporates. 
2022 also proved definitively to be the end of the ‘Age of Speculation’ (see July Outlook) with Bitcoin 
falling from $65,000 in late 2021 to just above $16,500 by year end and the demise of a number 
of crypto exchanges. As Warren Buffet has written, “When the tide goes out it becomes clear 
who is swimming naked” and non-profitable technology companies were also hard hit although 
ultimately the success or otherwise of these business models will be the ultimate determinant of 
shareholder returns.
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Entering 2023 it is clear that the current ‘Fed Put’ if it 
does exist is at significantly lower than even current 
market levels and investors now need to determine the 
fundamental strength of companies invested in if holding 
equities, although over the short-term valuation levels 
will be driven primarily by moves in inflation and interest 
rate expectations. A post pandemic world, further 
complicated by the first major war in Europe for 75 years, 
is hard to analyse with any degree of certainty. While 
the biggest market concerns remain the future path of 
inflation and monetary policy the influence of geopolitics 
and energy prices cannot be ignored.

Since the early 1980s investors have benefitted from the 
disinflationary environment which followed Fed Chair 
Paul Volcker’s success in bringing inflation under control 
which ushered in a declining interest rate environment.  
This resulted in an incredible four decades of returns for 
the stock market overall, although of course there were 
setbacks along the way. Annualised returns for the S&P 
500 in the four decades to the beginning of 2022 were 
over 10% p.a. This of course was also a period of positive 
economic growth and significant gains in technology and 
productivity together with benefits from globalisation, 
but declining interest rates provided a favourable 
tailwind for all financial assets. Countries, corporates 
and individuals saw the cost of capital reduced and 
therefore increases in profitability for corporates, levels 
of disposable income for consumers, and a lower cost 
to fiscal deficits for countries. With safer investments 
offering ever lower returns the price of risky assets was 
bid up and rising asset prices created a wealth effect.  
Perhaps the biggest bonanza or level of windfall gains 
fell to those who bought assets using leverage, hence 
rising rates in 2022 saw an end to the ‘Age of Speculation’. 

There were also favourable non-financial factors which 
included increased levels of globalisation providing 
both cheaper goods to consumers and higher levels 
of profitability to corporates and the so-called ‘Peace 
Dividend’ which had been marked by the fall of the 
Berlin Wall in 1990.  An environment of low inflation and 
low volatility in GDP allowed the US to enjoy its longest 
economic recovery in history and a bull market which 
exceeded 10 years. As discussed in earlier Outlooks 
the post Covid response from both central banks and 
governments in providing both monetary and fiscal 
stimulus simultaneously outstripping the levels of 
support delivered in the GFC saw a rapid rebound from 
bear market lows with markets hitting new highs but 
driven particularly by gains in valuation. With the risk 
free rate at zero or below corporate defaults were few 
and far between.  

The levels of volatility investors might reasonably expect 
were demonstrated in the fourth quarter. Markets started 
on a weak note with concern about future economic 
slowdown, but then rallied sharply as investors took signs 
of a slow down in the US economy in particular and an 
easing in the inflation rate, as a sign that the US Federal 
Reserve would be forced to pivot on its interest rate 
stance sometime in late 2023/early 2024. This resulted in 
a sharp rally in markets with, for example, the S&P 500 
rising over 13% from its intraday low achieved in mid-
October until this rally was punctured by the December 
Fed meeting and Powell’s hawkish comments at the 
subsequent Press Conference. While the Fed brought 
back the pace of interest rate rises to 50bp it commented 
“restoring price stability will likely require maintaining 
restrictive policy stance for some time”. 

Despite some signs of economic slowdown, especially 
in the housing sector, Chair Powell commented the 
labour market remained extremely tight with demand 
substantially exceeding the supply of available workers.  
In subsequent Q&A he commented on what seemed to 
be a structural shortage of US workers. The US central 
bank had hoped labour force participation rates would 
improve, but this has yet to occur.  Inflation continues 
to remain well above the longer-run goal of 2% and the 
median projections in the SEP (Summary of Economic 
Projections) showed the Fed’s preferred inflation 
measure, the PCE not falling close to the 2% level until 
2025, with short-term inflation risks still tilted to the 
upside. The Fed continues to believe that restoring 
price stability is essential to set the stage for achieving 
maximum employment and stable prices over the longer 
run. Powell reiterated that the Fed would stay the course 
until the job is done, which in fact has been a consistent 
message at post meeting press conferences since last 
May. Investors realised that while the pace of rate rises 
was slowing the Fed Fund’s rate was unlikely to peak 
below 5% and even when it did so a pivot to rate cuts was 

MANY KNOWN UNKNOWNS

VALUATION GAINS DROVE EXCESS RETURNS

FEDERAL RESERVE STANCE DRIVES MARKETS

unlikely to occur during 2023. Powell also stated that the 
Fed would keep policy at restrictive levels until there was 
confidence inflation is coming down in a sustained way 
to target levels and their concerns now had focused on 
non-housing service sector inflation with current levels 
of wage growth not compatible with a 2% inflation target.  

Globally, central banks have come to the view that it 
is necessary to bear down hard on inflation now to 
ensure higher levels of inflation expectations do not 
become embedded, which means monetary tightening 
will continue through the first half of this year which is 
a potentially challenging backdrop for equity markets, 
especially as economic growth rates slow and projections 
for corporate profitability are likely to be pulled back. On 
the plus side market valuations, especially for certain 
sectors and stocks, have pulled back substantially, so it is 
likely that the worst of declines have already been seen. 
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In late 2021 the Fed had acknowledged inflationary 
pressures were likely to persist for longer than expected 
and were set to begin tightening monetary policy even 
before the Ukraine crisis which further exacerbated 
inflationary pressures, primarily due to higher energy 
costs. Equity markets retreated rapidly from highs as 
investor sentiment markedly changed and the pullback 
seen in the first half of 2022 hadn’t occurred in the 
early stages of previous Fed hiking cycles. In particular, 
government bond markets saw a savage bear market 
which meant traditional 60/40 type portfolios split 
between equities and bonds had no part of the asset 
mix providing protection. A combination of rising interest 
rates and the economic fall out from the Ukraine War 

convinced investors economic slowdown or recession 
was inevitable during 2023 with markets anticipating cuts 
to analyst earnings expectations. Pessimism replaced 
optimism and at various times during 2022 US investor 
sentiment surveys plumbed close to record lows. 

This might seem a very negative environment for 
investors and there is no doubt the global economy will 
see a more challenging environment than for many 
years, but for investors there is a need to factor in what 
is already priced in. It is not just equity markets which 
have take a hit and during the fourth quarter US 10 year 
Treasury yields hit a high of close to 4.25% whilst US high 
yield bonds have seen yield levels rise to around 8%. 

Whilst Asia and other emerging 
markets had a difficult 2022, unlike 
in previous periods of US monetary 
policy tightening returns were 
not markedly worse than many 
developed markets. Unlike in 
previous periods of rising US interest 
rates, emerging market central 
banks had been more pro-active 
than their western counterparts 
in response to raised inflationary 
pressures by raising rates in 2021.  
As a result, many currencies, 
although weak against the US$ 
recorded gains against Sterling, 
Euro, and the Yen. Whilst inflation 
in the emerging world rose in 2022, 

with the exception of countries forced 
into severe currency devaluations 
most of which are not actually part 
of MSCI Emerging Market indices, 
in relative terms their inflation rates 
increased less than in the West.  

China remains the dominant 
economy in the Asian region and 
influential across all emerging 
markets as outside of Asia many 
of these countries are commodity 
exporters. The economy in China has 
had a very difficult year, primarily as a 
result of the rigid enforcement of the 
Zero Covid Policy which then altered 

dramatically in December post a 
number of protests about enforced 
lockdowns, although it should be 
remembered that this would not have 
been widely seen by a population 
reliant on State media. Government 
messaging on the Coronavirus 
changed dramatically with it being 
described as little worse than flu and 
combined with an acceleration in 
the pace of vaccination for over 60s. 
Again, the number of excess deaths 
would not be widely reported within 
China. The virus is likely to sweep 
through the cities of China rapidly 
and as in India investors should not 
confuse a humanitarian tragedy 

ASSETS BECAME CORRELATED
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with an economic one. There has 
also been progress on a domestic 
mRNA vaccine which should be 
available over the next 3-6 months 
to the wider population.  For political 
reasons American vaccines will not 
be approved or used in China. The 
new Politburo Standing Committee 
with power centralised in the hands 
of one man has had the risks 
from this highlighted by western 
commentators, although in practice 
with the Beijing faction in total 
control it is easier for the leadership 
to change policy rapidly (highlighted 
by the changing Covid policy) as it 
became apparent weakness in the 
economy was not something which 
could be allowed to continue.  

Investors had already viewed policy 
in China as riskier than before and 
the market priced in a higher risk 
premium due to their being a single 
handed ruler of the country. The 
administration has brought in more 
regulations on education and the 
internet and are more focused on 
delivering ‘common prosperity’ with 
a few people getting wealthy quickly 
frowned upon. China has brought 
in further measures to support the 
economy by cutting interest rates 
and putting in place some supportive 
measures for the property sector, 
although the authorities do not want 
a rapid rebound in property prices.  
The most literal interpretation of 
common prosperity is growing 
wealthy together and the re-opening 
of the economy positions the market 
for a recovery next year.  

Developed economies opening up 
after periods of lockdown have seen 
a rapid rebound in service sector 
activity and China is unlikely to be 
any different and much of the youth 
unemployment is a direct result of 
Covid policies as young people do not 
want to work in the manufacturing 
sector. The government continues to 
reiterate the message that “property 
is for living in not speculation” and 
the authorities now are happy to 
see prices stabilise in many cities 
after a downward readjustment.  

Over time the continued upgrading 
of consumer products in China, a 
trend known as premiumisation, will 
continue and China is likely to be the 
strongest economic recovery story 
in 2023. The improved economic 
outlook resulted in China being one 
of the strongest global markets 
during December. China has also 
promised stimulus packages to 
counter the covid induced economic 
weakness.

In contrast to China the Indian 
economy and stock market were 
both buoyant during 2022 and there 
are now no concerns about Covid.  
GDP growth should come in around 
the 7% level in 2022 versus the 2-3% 
in China and on the ground in India 
companies are now much more 
bullish with people talking about 
the China Plus One Policy benefiting 
manufacturing in that country 
where there is an abundance of 
cheap labour and Apple has recently 
announced plans to make some 
iPhones in India. Whilst India has 
always been a market within Asia 
where valuations look relatively 
high, there are still a number of 
attractively valued companies on 
a bottom-up basis and the quality 
of management remains generally 
strong. Thus, India commands a 
premium rating due to the quality 
of its companies and the quality 
of earnings. India suffered in the 
aftermath of the Financial Crisis and 
there were a number of scams and 
corruption issues which have now 
been addressed and at last the Modi 
reform policies are now kicking in. As 
a result, the prospects for corporate 
earnings in India over the next 
decade are much more positive than 
the previous one and India remains 
well placed to benefit from a long 
runway of growth due to the under 
penetration of consumption across 
many sectors including banking, 
autos and retail in that country.  

Elsewhere in the emerging 
markets region some countries 
are beneficiaries of higher gas 
prices such as Qatar, Indonesia, and 

Malaysia, whilst in Latin America a 
number of countries have benefitted 
from stronger commodity prices.  
Whilst large current account deficit 
countries will always be vulnerable 
to US monetary tightening 
these countries have declined in 
importance in benchmark indices. 
Countries such as Vietnam and 
Indonesia continue to benefit from 
western businesses looking for an 
alternative supplier to China and 
Indonesia is itself resource rich. 
Mexico is placed to see a continued 
economic recovery whilst the 
Brazilian stock market which was 
a relatively strong performer last 
year as the market could see an end 
to monetary tightening, may face a 
period of uncertainty in the short-
term until the economic policies of 
new President Lula become clear.  
For Eastern Europe the continued 
fall out of the Ukraine crisis will 
place a dampener on economic 
growth going forward until the crisis 
is resolved.

While the economic outlook globally 
is clearly challenging a number of 
countries in the emerging market 
universe look well placed to deliver 
longer-term relatively strong growth 
and have not got the same level of 
heightened inflationary pressures 
as in the Western world.  Wage 
pressures in the emerging world 
have been far less strong than 
in developed markets, primarily 
because most countries still have an 
abundance of labour and a move from 
an agrarian society to one driven by 
manufacturing/service industries 
is ongoing. Market valuations in the 
region have never been as stretched 
as those in the developed world and 
neither is the region suffering from 
the tensions of the withdrawal of 
ultra-loose monetary policy/QE 
and looks far less likely to succumb 
to stagflationary pressures than 
Europe or the UK for example. 
With the relative growth rates of 
the region likely to improve versus 
developed markets compared to 
the previous five years, the region 
warrants a strategic overweight 
position in investor portfolios. 
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SUMMARY
For markets in the short-term inflation and interest rates are highly likely to remain the dominant driver of short-
term returns and inflation whilst falling from highs will remain higher than what investors have seen in the post 
GFC period.  At some stage the Fed may be faced with the dilemma of whether to stick to its 2% inflation target 
as to do so might entail a quite serious US recession if inflation remains stuck for example in the 3’s.  Inflation in 
the manufacturing or goods sectors has already shown signs of quite rapid declines, and the same can be seen 
in the US housing market.  For non-housing service sector inflation to fall significantly there would either need 
to be a rapid increase in productivity for which there are no signs, or an easing of labour market tightness either 
through increased participation rates or higher levels of unemployment. Whilst globalisation is slowing and in 
some cases reversing, a move to a China Plus One policy by many corporates will benefit other countries in Asia 
and the emerging world, including India, Vietnam, and Mexico.  It is clear that Fed Chair, J. Powell, does not want 
to be remembered as the next Arthur Burns, so is likely to stay the course until there is confidence the 2% inflation 
target will be attained.  

While the short-term outlook for equity markets is likely to remain challenging with volatility to both the upside and 
downside it is possible to make a case that in 12 months’ time prospects for equities will seem a lot brighter.  The 
rapid end to China’s Zero Covid Policy should lead to a strong recovery in that country and in fact all major economies 
emerging from Covid lockdowns have seen a rapid rebound in service sector spending and employment levels.  
Over the course of the year this recovery is likely to ripple out to help other economies in Asia and increased levels 
of demand for commodities could also benefit certain parts of Latin America.  If inflation rates continue to decline 
over the course of the year and there is more certainty on how central bank targets will be reached, investors are 
likely to anticipate global rate cuts and the next economic upswing. We have seen in recent stock market cycles 
investors anticipate the effects of a change in monetary policy and the economic cycle at an ever-earlier stage.  
There will also be more clarity over the Ukraine War and whether a negotiated settlement can be reached. There 
may well also be more certainty about when the recession or economic downturn will end, particularly in the 
States, and greater visibility on corporate profits and at what level they will trough and this is generally a positive 
for stock markets.  Moving from where we are today to then is the more difficult bit.  

In a new investment regime investors should perhaps look to avoid markets and sectors which benefitted the 
most from zero rates and QE and look for markets where there will not be a fall out from the unwind of these 
policies. Asia and other parts of the emerging world never had zero rates and although inflation levels have risen 
in many of these countries they are not as far off central bank targets as in the developed world.  Many emerging 
market central banks were pre-emptive in raising interest rates, certainly compared to their developed market 
counterparts in 2021, so rate cycles are much closer to peak levels than in the developed world. With China 
opening up, its growth rate which is likely to come in at around the 2-3% level for 2022, could easily rebound 
in 2023 to a 5-6% level and a recovery in its service sector would reduce concerns about high levels of youth 
unemployment.  Chinese outbound travel is also expected to rebound significantly, although investors will need to 
keep a watching brief on whether an economic recovery in China leads to significantly higher commodity prices.  
Valuation levels in Asia and Emerging Markets are now below long-term averages, something that cannot yet be 
said for the developed world and US equities in particular.  Even today, markets clearly do not believe the Fed will 
stay the course and keep interest rates as elevated as their dot chart in the SEP indicate.  

Where investors are positioned in markets could also be important in 2023 relative to a view on market levels 
overall. During the first quarter there could continue to be big swings between value/growth (essentially tech) and 
between regions with Europe particularly sensitive to developments in Ukraine. 

Within currency markets it is likely 2022 saw the US$ having made a significant longer-term top and the upswing 
in the Yen which still looks fundamentally cheap could continue with the probability of further shifts in yield curve 
control. The Euro will also be influenced by Ukraine. 

Overall, whilst the early part of 2023 may see challenging periods for financial assets, with markets continuing to 
test the Fed view, the extent of declines in equities, especially certain sectors and stocks which occurred in 2022 
suggest the worst of this bear market is behind investors, even though earnings estimates will undoubtedly fall.  
Investors should look to selectively add to what are described as risk assets on periods of weakness in the first 
half of this year on the belief that the prospects will look more positive by year end, and that markets are likely to 
anticipate this at a relatively early stage. In a changed investment regime asset prices/valuations needed to adjust 
to reflect the likelihood of structurally higher interest rates on cash. This valuation constraint probably puts some 
ceiling on where markets might get to, even if things are looking better by year end. 

G O’Neill 04.01.23
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Graham is an investment researcher of international note and has been working in this area 
for over 20 years. He began his career in the stock broking industry before becoming an 
institutional fund manager where he practiced both in Ireland and the UK where he worked 
in senior roles with a number of institutions including Royal Life holdings, Guardian Royal 
Exchange and Abbey Life. 
Throughout his career, he has managed multi-million Euro funds and developed innovative 
investment fund concepts. Seeing the need for non biased, critical analysis of the investment 
industry, Graham began work as an independent investment researcher in 1992 and since 
then, principally, he has provided services to financial institutions. Graham is also a director 
of RSM Group, a leading UK investment research company.
Through his research process, Graham filters through the broad range of Irish and 
International investment fund managers for those investment managers who consistently 
perform best. 
He conducts in the region of 150 teleconference meetings and on site interviews with asset 
managers in UK, Europe, China, Hong Kong, Singapore and Australia. Following on from 
these meetings, Graham produces detailed research notes.

Director at Independent 
Research Consultancy 

Limited
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RETIREMENT PLANNING
 • Tax-effective funding for retirement.  
 • Income Planning for your retirement
 • Personal Fund Threshold calculations
 • Protecting the underlying value of your pension 

fund throughout retirement
 • Advice on the most tax effective drawn down of 
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 • Taking transfers from Defined benefit Pension 

Schemes

FINANCIAL PLANNING
 • Financial Planning is central to our 

service offering
 • We compile fact finds based on client’s 

personal and financial details
 • We produce a Financial Plan for each 

client, showing their current financial 
position and their future financial 
objectives.

 • The Financial Plan will encompass all 
areas of a client’s financial position, e.g. 
investments,  borrowings, protection 
policies and pension policies

 • Financial Plans are reviewed on an 
annual basis, taking into account any 
changes in a client’s personal and/or 
financial circumstances.
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-   Defined Contribution Schemes
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 • Exchange Traded Funds
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 • Qualified Investment Funds (QIF)
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FAMILY OFFICE SERVICE
 • Preparation of Quarterly Net Worth 

Statements
 • Preparation of a comprehensive 

database which contains all information 
on Assets and Liabilities, thus facilitating 
instant access to information

 • Centralisation of costs on all Personal & 
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 • Appraisal of Investment Opportunities
 • Monitoring of Investments
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on behalf of clients
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