
If we had to pick one dominant theme in discussions of the U.S. economy 
in 2022, that theme would be recession. Contractions in real GDP in each 

of the first two quarters of 2022 triggered intense debate as to whether or not 
the U.S. economy was already in recession. That debate was sparked by those 
two consecutive quarterly contractions fulfilling a commonly used, particularly 
in the media, definition of recession but nonetheless not meeting the criteria 
established by the National Bureau of Economic Research (NBER), which is the 
definition we and most in our profession adhere to. The NBER defines recession 
as “a significant decline in economic activity that is spread across the economy 
and lasts more than a few months” and, by that standard, it was clear, at least 
to us, that despite real GDP having contracted in each of the first two quarters of 
2022, the economy was not in recession.

Indeed, amongst economists who adhere to the NBER definition, the debate 
hasn’t so much been along “are we or aren’t we” lines but instead along “will 
we or won’t we” lines, as in will the U.S. economy slip into recession and, 
if so, when will that happen. For many, a recession seems the inevitable end 
to a prolonged period of elevated inflation and interest rates being pushed 
significantly higher by central banks scrambling to catch up after having fallen 
badly behind the inflation curve. For others, supports such as strong household 
and business balance sheets and a resilient labor market will be enough to 
stave off recession. As for which side of this debate we’re on, while we’ve yet to 
incorporate a recession into our baseline forecast, we’ve seen it as a close call, 
to the point that we tell people our baseline forecast, which anticipates real GDP 
barely budging and the unemployment rate rising in 2023, wouldn’t look or feel 
much different from the brief, mild recession that many are expecting.

While the second estimate from the Bureau of Economic Analysis (BEA) 
showing annualized real GDP growth of 2.9 percent in Q3 may seem to settle 
the “are we or aren’t we” debate, it still leaves “will we or won’t we” very much 
up in the air, particularly when one goes through the details of the Q3 GDP data. 
Recall that when the BEA reported contractions in real GDP in each of the first 
two quarters of 2022, our view was that those contractions said more about the 
quirks of GDP accounting than they did about the underlying health of the U.S. 
economy. While inventory accumulation and net exports are small components 
of GDP, they also tend to be highly volatile from one quarter to the next, to the 
point that they can, and often do, skew top-line GDP growth. That was the case 
in each of the first two quarters of this year, and it was again the case in the Q3 
data.

Specifically, a much narrower trade deficit added 2.93 percentage points 
to top-line real GDP growth, while a slower pace of inventory accumulation in 
the nonfarm business sector deducted 0.97 percentage points from top-line 
real GDP growth. Beneath these sharp swings, however, real private domestic 
demand, or, combined business and household spending, expanded at an 
annualized rate of just 0.5 percent. We see private domestic demand as the 
best gauge of the underlying health of the U.S. economy, and that real private 
domestic demand grew over 1H 2022 was a big reason we and many others 
dismissed talk of recession despite the contractions in real GDP. In Q3, however, 
the performance of real private domestic demand didn’t exactly inspire a ton of 
confidence.

Adjusted for inflation, consumer spending grew at a 1.7 percent rate and 
business fixed investment grew at a 5.1 percent rate in Q3, but this growth 
was almost entirely negated by residential fixed investment contracting at a 
26.8 percent rate, reflecting the extent to which residential construction has 
been thwarted by higher mortgage interest rates. While we expect further 
contractions in residential fixed investment, they will not be nearly as severe 
as that seen in Q3, meaning residential fixed investment won’t be as big of a 

drag on private domestic demand going forward. At the same time, however, we 
expect significant decelerations in growth of consumer spending and business 
fixed investment, with the net result being only meager growth in real private 
domestic demand in 2023. Put differently, we expect there to be little buffer 
between the economy expanding or contracting in 2023.

While household deposit balances (combined checking and saving) remain 
well above pre-pandemic norms, those balances have been shrinking and 
will continue to do so going forward, particularly to the extent that inflation 
remains elevated. If we are correct in anticipating a pronounced slowdown in 
the pace of job growth, that will be accompanied by a slower pace of growth in 
labor earnings, the largest single component of personal income. These factors 
will combine to weigh on discretionary consumer spending. At the same time, 
heightened uncertainty around the economic outlook and a less upbeat outlook 
for earnings growth has led many businesses to scale back capital spending 
plans, to the point that we now anticipate business investment being notably 
weak over much of 2023. That the Institute for Supply Management’s (ISM) 
monthly survey shows the manufacturing sector slipping into contraction in 
November lends downside risk to our forecast of business investment.

While this adds up to our expecting only meager growth in real private 
domestic demand in 2023, there are some potential bright spots. There is a 
growing body of evidence suggesting that we’ve turned the corner on inflation, 
and it could decelerate more quickly than we anticipate in 2023. At the same 
time, while we expect the FOMC to raise the Fed funds rate by fifty basis points 
at this month’s meeting, they are winding down their course of rate hikes, and 
market interest rates have fallen considerably of late in anticipation of this. That 
said, with our baseline forecast anticipating such meager growth, there is little 
margin for error in a world in which plenty can still go wrong. As such, the one 
forecast we can have a great deal of confidence in is that the “will we or won’t 
we” debate will rage on through most, if not all, of 2023.▲
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Equities performed well in November as investors entered the month 
‘offsides,’ either short or carrying sizable underweight positions leading 

up to mid-term elections and thus forced to cover or ‘get longer’ as fear of 
missing out (FOMO) on a year-end rally took hold. Market participants chased 
prices of some of the most beaten down and underperforming assets higher into 
mid-November and continued to bid-up stocks as investors found reasons to 
be optimistic in remarks made by FOMC Chair Jerome Powell on November 30. 
The S&P 500 ultimately turned out a respectable 5.5% gain for the month while 
the small-cap Russell 2000 gained a more modest 2.2%, but markets abroad 
experienced more impressive rallies of 11.8% for developed markets (MSCI ACWI 
ex. U.S.) and 14.9% for emerging markets (MSCI EM).  

Strong absolute and relative performance by equity markets abroad 
stemmed from ‘cooler’ inflation data stateside during the month allowing hopes 
for a dovish Fed pivot to creep back in. The thesis goes that should the FOMC 

pause, or potentially pivot and cut rates early next year, central bankers abroad 
could be afforded the opportunity to be more measured in the pace of monetary 
policy tightening, potentially avoiding a deeper economic contraction in 
Europe, specifically. With the fundamental outlook for the global economy and 
corporate profits remaining a murky one, those positioning portfolios for a year-
end rally in risk assets are likely basing the decision to do so either on hopes for 
a dovish central bank pivot early in the new year and/or a fear of missing out on 
a Santa Claus rally in what has been a historically positive seasonal period for 
stocks from December through April. 

Hopes for the FOMC to pivot to a more accommodative policy stance have 
lingered even as the FOMC has messaged to markets that it has more work, i.e., 
tightening, to do. Equity investors have been willing to call the FOMC’s ‘bluff’ 
and bid up prices of risk assets at various times during 2022 and were, at least 
briefly, rewarded for doing so in late November as stocks rallied on comments 
made by FOMC Chair Jerome Powell that proved less hawkish than feared 
and eased investor concerns surrounding the FOMC breaking the economy by 
overtightening. Higher-for-longer Fed funds and tighter-for-longer monetary 
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The HFRX Global Hedge Fund Index turned out a modest 0.1% gain during 
November as year-to-date leaders became laggards and vice versa. 

Market directional strategies carrying higher equity betas fared well during the 
month, as did fundamental value and growth managers, as global equity indices 
staged a comeback. On the other side of the ledger, systematic trend followers 
and discretionary macro strategies that had been strong performers over the 
prior ten months of the year were noticeably weak as trends in the U.S. dollar 
(higher), interest rates (higher), and equities (lower) reversed, causing pain for 
offsides macro-oriented managers.

While traditional asset classes fared well last month, providing investors in 
stocks and bonds with a reprieve from relentless selling pressure, we expect 

volatility in equities and interest rates to persist into 2023 as economic, monetary 
policy, and geopolitical uncertainty remains elevated. In an investment climate 
likely to remain characterized by uncertainty on a great many fronts, we 
continue to believe that strategies capable of going both long and short across 
asset classes hold appeal for investors looking to limit portfolio volatility and 
drawdown. 

As we prepare to turn the page to 2023, we are constructive on hedged 
and/or long-short equity strategies carrying lower equity betas to maintain 
exposure to stocks, while limiting potential portfolio drawdown amid the 
uncertain backdrop noted above. Merger arbitrage and select event driven 
strategies, along with managed futures, are also attractive. Deal spreads remain 
historically wide due to heightened regulatory uncertainty surrounding merger 
approvals, and higher short-term Treasury yields increase expected total return 
as managers can earn an attractive return from collateral held against short 
positions or to meet margin requirements. ▲

policy should compress equity valuations over coming quarters as future 
corporate earnings discounted at a higher interest rate have a lower present 
value. With the S&P 500 trading at 18.5 times estimated ‘23 earnings at month-
end and earnings estimates to be revised lower still in coming months, multiples 
likely have further to fall, with 15-to-16 times a more appropriate price to pay 
given the wide range of potential economic and earnings outcomes that could 
materialize in the new year. 

On the seasonality front, while the December through April stretch in the 
calendar has historically proven profitable for equity investors, there is more to 
monthly returns data than meets the eye. Since 1928, the S&P 500 has posted a 
1.4% average return during December and has ended the month higher 69 out of 
94 times, generating the best ‘batting average’ of any calendar month. However, 
the final month of the year has historically taken its cue from the prior eleven 
months and in the 15 instances since 1928 in which the S&P 500 has entered 
December down 10% or more year-to-date, the average S&P 500 return during 
the month is -1.7%. Averages are just that, and positive seasonality could win 
out again this month with equities building on November’s gains, but we remain 
of the opinion that near-term upside in stocks will be limited by lofty valuations 
and further tightening of monetary policies.  

Inflation data out of the U.S. has ‘cooled’ in recent months, which may allow 
the FOMC to pause rate hikes relatively early on in 2023. Europe, on the other 

hand, is in a less desirable situation as inflation readings remain stubbornly high 
and well above what we are seeing stateside. The Eurozone Consumer Price 
Index (CPI) rose 10.0% year over year in November, down from a 10.6% reading 
in October and below the consensus estimate of 10.4% but remains far too high 
for comfort. If energy and electricity prices spike over coming months, inflation 
could quickly reverse course and move higher, forcing the European Central 
Bank (ECB) and Bank of England (BoE) to stay on a path toward tighter monetary 
policy even as the FOMC pauses. Relative outperformance out of developed 
market stocks during November was in part driven by trading flows buoying the 
most oversold and beaten down pockets of the market, a tailwind likely to prove 
fleeting due to ongoing economic and monetary policy uncertainty.

Our recommended positioning is unchanged into year-end as a U.S. tilt 
within equity portfolios remains preferable, particularly after the November 
surge in developed and emerging markets abroad. After November’s global 
equity rally was largely on hopes for a less aggressive FOMC, we cannot shake 
the feeling that any gains Santa was to bring with him this month may have been 
pulled forward, and a ‘dud’ of a December may be on deck should historical 
trends hold true to form. Tough sledding may lie ahead for stocks early in the 
new year as headwinds from ‘rich’ valuations, tighter monetary policy, and 
geopolitics prove challenging to overcome. As a result, we remain neutral on 
stocks relative to bonds. ▲

After a painful first ten months of the year for fixed income investors, 
bonds staged a comeback in November as Treasury yields fell amid 

‘cooler’ inflation readings in the U.S. The Bloomberg Aggregate and Bloomberg 
Corporate indices each posted far and away their best monthly gain this 
calendar year, rising 3.7% and 5.2%, respectively, during the month as falling 
Treasury yields on the long end of the yield curve generated impressive gains 
for holders of longer duration bonds. Even after November’s rally, the Blomberg 
Aggregate and Bloomberg Corporate indices are still lower by 12.6% and 15.4% 
year-to-date, and investors are likely pondering whether November will prove 
to be little more than a short-lived bounce or if it will be the start of a new bull 
market for bonds after historically poor year-to-date performance. We lean 
toward the latter story line and expect bonds to fare much better in 2023. 

Bonds, broadly speaking, are more appealing than they have been at almost 
any other time over the prior decade, but after a substantial rally in the back-half 
of November, the move lower in Treasury yields appears overdone in the near-
term and better opportunities to increase exposure and/or extend portfolio 
durations may be presented over coming months. We remain comfortable with 
a duration profile in-line with that of the Bloomberg Aggregate Bond Index as 
we see opportunities on both the short and long-end of the Treasury curve, 

depending on an investor’s individual needs and time horizon. 
The front-end of the Treasury yield curve is attractive for conservative, 

income-seeking investors, particularly given our view that inflation trending 
lower over the coming year(s) will improve ‘real’ returns. On the other hand, a 
3.5%-plus yield on 10- and 30-year Treasuries also holds appeal for investors 
willing to forego income in search of a higher potential total return. As the FOMC 
tightens monetary policy to a “sufficiently restrictive level” and maintains a 
higher for longer Fed funds rate, U.S. recession odds will likely rise, with long-
term Treasuries potentially catching a safe haven bid as a result.

On the topic of high yield corporate bonds, we would characterize the asset 
class as priced somewhere in the “fair to rich” zone at month-end. Market 
participants spent November gorging on relatively higher yielding investment-
grade and high yield corporate bonds, bidding up prices, lowering yields, and 
tightening credit spreads. For some perspective, inflows into high yield corporate 
bonds totaled over $8.1B in November, the single largest monthly inflow dating 
back to July of 2020. While valuations are, broadly speaking, less appealing after 
November’s rally, corporate balance sheets remain relatively strong, and the 
asset class has the wind in its sails for technical reasons as expectations of lower 
issuance over the next two calendar years should support prices. We expect high 
yield defaults to tick higher over coming quarters as economic growth slows, 
which should lead to dispersion across issuers and sectors of the high yield 
market, benefiting active managers.▲ 
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