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Investor resolve was tested in 2022 with a return to 
a bear market. Seismic shifts in the macroeconomic 
backdrop, from elevated inflation readings across the 
globe, to continued disruption of global supply chains, 
ongoing commodity price pressure and aggressive 
central bank monetary policy actions, to name a few, 
created a perfect storm that led markets lower. As of this 
writing, both equities and bonds have negative year-to-
date returns in the double digits. For investors, it may 
have felt like there was no place to hide, leaving many 
searching for clarity and direction. 

While macro headwinds swirled throughout the year, 
we believe the two primary culprits of dramatic moves 
in financial markets were inflation and Federal Reserve 
(Fed) monetary policy. As it relates to inflation, the U.S. 
Consumer Price Index (CPI) started the year at 7.0%, 
already a far cry from the Fed’s 2.0% target. Investors 
watched it climb to a peak of 9.1% in June before 
declining to 7.1% in November. For perspective, the last 
time CPI was above 9.0% was 41 years ago in 1981.

The fed funds rate, the tool the 
Fed uses to implement changes 
in monetary policy, increased 
this year at the most rapid pace 
in history. Fed funds started the 
year with a target range of 0.00% 
– 0.25% and now sits at 3.75% 
– 4.00%, with most of the move 
happening since June. We believe, 
given recent Fed commentary, 

that the central bank will continue raising rates in the 
near term. The Fed recently increased 0.50% at the last 
meeting of 2022 and we anticipate additional increases 
into 2023. Again, for perspective, the last time the fed 
funds rate was 4.00% was in 2008.

As the path of inflation and fed policy remain key drivers 
heading into the new year, from our perspective, it 
is increasingly evident that many parts of the globe, 

including the United States, will find themselves in a 
recession at some point in 2023. Over the past year, 
the business cycle has been in a “slowing but growing” 
phase as economic growth declined versus the year 
before but earnings growth remained strong. 

By design, as the Fed increases interest rates, economic 
activity and consumer demand typically decrease as 
short-term borrowing costs rise. This affects individuals 
as well as businesses. The slowdown in demand 
eventually leads to lower profit margins for companies. 
With lower profit margins, companies rein in spending, 
which can lead to job destruction, either through fewer 
openings or direct layoffs. Monetary policy impacts the 
economy with a lagged effect, and for this reason, as 
the Fed is forced to increase rates to tame inflation, it is 
simultaneously decreasing demand and moving the U.S. 
economy closer to a potential recession in 2023.

The most recent recession, which lasted from March 
to April 2020, was purely driven by the onset of the 
pandemic and was the shortest on record at only two 
months. As such, it hardly serves as a useful guide for 
investors. Prior to that, investors would have to look to 
the Great Recession that followed the global financial 
crisis in 2008. While investors may be able to glean from 
it some useful tips to navigate the next recession, again, 
we do not believe it represents what we may face in the 
new year.

While no two recessions are identical, they do 
tend to have similar characteristics. For example, 
unemployment increases, credit tightens and profits fall. 
This was certainly the case for 2008. Although the same 
might be true should we enter a recession in 2023, we 
certainly do not expect it to be of the same magnitude. 
The primary difference is that this would be a monetary 
policy-induced recession instead of a recession driven by 
an overextended credit environment. This key distinction 
allows us to approach 2023 with caution, but also with a 
plan of action for each asset class.

In this year’s outlook, we 
attempt to shed light on the 
potential path forward for each 
asset class and how investors 
should be positioned as we 
venture into the uncharted 
territory of 2023.

FOR INVESTORS, 
IT MAY HAVE FELT 
LIKE THERE WAS 
NO PLACE TO 
HIDE, LEAVING 
MANY SEARCHING 
FOR CLARITY AND 
DIRECTION.

INTO THE WOODS
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BEAR TERRITORY

Bear markets are not equivalent to recessions, 
but we believe key characteristics of bear markets 
could provide helpful observations as they often 
coincide. Although we are not currently experiencing 
a recession, we have been in a bear market for about 
12 months. Given that, investors may be wondering 
what comes next for markets should we enter a 
recession in 2023.

Since the inception of the S&P 500® in 1926, the 
average bear market has lasted approximately 14 
months; however, the timing varies widely from just 
one month to nearly three years. For illustration 
purposes, we compare the current environment with 

Fig 1. Key Bear Market Characteristics
Key characteristics help gauge the market’s health

As of 11/30/2022. Source: PNC

Characteristics November 2022 August 2008 February 2001

Earnings Revisions

Valuations

Market Breadth

Equity Market Inflows

Mergers & Acquisition Activity

Initial Public Offering Activity

Defensive Stock Leadership

Real Interest Rates

Credit Spreads

two recent bear markets, excluding the most recent 
caused by the global pandemic. Since the current 
bear market is 12 months in, we compare prior bear 
market periods at the same point in their timelines.

This year, the S&P 500 has generated three 10% 
rallies, with each one eventually falling to a new year-
to-date low. Investors often ask us what guideposts 
we monitor and if we are due for another correction. 
To help answer this question, we look at nine key 
fundamental characteristics to gauge the underlying 
health of the market and to compare today’s market 
characteristics to previous bear market conditions. 
(Figure 1).

Bear Markets are not Recessions, but Often Coincide 

Tailwind  Neutral  Headwind
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Earnings revisions 
For most of the year, earnings revisions 
remained stubbornly strong. However, as 
global growth weakens and inflation remains 
much higher than expected, revisions 
have turned negative and could lead to an 
earnings recession in 2023.

Valuations 
The only valuation metric above its 10-
year average is price-to-sales. However, if 
earnings revisions continue to move lower, 
we expect valuations will reset lower as well.

Market breadth 
The percentage of companies above their 
200-day moving average is lower than the 
five-year average, as was the case at this 
point in the bear markets of 2001 and 2008.

Equity market inflows 
Despite negative consumer sentiment and 
the highest interest rates in 15 years, equity 
flows remain positive.

M&A activity 
After adjusting for the spike in M&A deals 
last year, activity in 2022 is normalizing 
toward the longer-term average.

Initial Public Offering (IPO) activity 
Given the negative market returns this 
year, the IPO market has noticeably 
slowed, especially for larger companies.

Defensive stock leadership 
While the S&P 500 delivered a modest 
3.6% return over the three months ending 
November 30, 2022, performance has 
been led by Energy and Health Care — not 
the leadership investors would expect to 
see if this were a broad-based rally. 

Real interest rates 
Real rates, which have been negative 
for nearly two years, signaling deflation 
concerns, have now reverted to reflect 
concerns of elevated inflation.

Credit spreads 
By this time in 2001 and 2008, credit 
spreads were 239 basis points (bps) and 
395 bps above the five-year average, 
respectively; today, spreads are still priced 
for strong earnings; just 68 bps above the 
current five-year average.



THE INVESTOR’S FIELD GUIDE TO 2023

5

the economy weakens under higher interest rates, we 
expect corporate earnings estimates to decline to reflect 
the softening demand outlook. 

Earnings Outlook and Valuations 
There have not been many extended periods of high 
inflation for the greater part of the last 70 years, but 
despite being few, they serve as a useful guide to 
valuations when inflation is elevated (Figure 3, page 
6). Based on our analysis, inflation has a negative 
correlation with trailing earnings valuations; as inflation 
moves higher, valuations move lower. With inflation 
running at 7.1%, we would have expected the S&P 500 
trailing price-to-earnings (P/E) multiple to trade at 
12.0 to 13.0 times (x), yet it currently trades roughly six 
multiple points higher.

As inflation moderates and interest rates near their 
expected peak, one could argue for a smaller earnings 
correction, thus making valuations look compelling 
as they hover near long-term averages. However, we 
believe this seems unlikely as the past quarter has 
been the weakest earnings season since the pandemic-

U.S. EQUITY
U.S. equities entered 2022 with lofty valuations due to 
the robust pandemic recovery, accommodative monetary 
policy and expanded fiscal support. As the year unfolded, 
persistent inflation and heightened geopolitical risks 
prompted the Fed to aggressively tighten financial 
conditions, driving interest rates to decade highs and 
equity valuations toward 20-year lows. The sheer speed 
and scale of interest rate hikes has proven especially 
challenging for equity markets to digest, heightening 
market volatility.

U.S. equities across the market 
capitalization and style spectrum 
have corrected. Growth equities, 
which had enjoyed long periods 
of outperformance over their 
value counterparts, entered a 
bear market, signaled by a 20% or 
more decline from a market peak. 
Growth companies had flourished 
under the historically low interest 

rate regime and benign levels of inflation for more 
than a decade but have seen their valuation multiples 
and prices collapse under the weight of higher interest 
rates. Value indices have weathered more modest losses 
during recent increased market volatility due to support 
from the Energy sector, which has been a key beneficiary 
of this year’s commodity price spikes.

We believe the initial path for equities in 2023 will be 
dictated by U.S. monetary policy and achieving a line 
of sight to the terminal rate (Figure 2). Markets have 
struggled with the normalization of interest rates. 
Valuations have borne the brunt of rising yields while 
earnings estimates have been surprisingly resilient, 
shielded by a tight labor market and continued strength 
in consumer spending despite higher inflation. Yet, as 

WE BELIEVE THE 
INITIAL PATH FOR 
EQUITIES IN 2023 
WILL BE DICTATED 
BY U.S. MONETARY 
POLICY AND 
ACHIEVING A LINE 
OF SIGHT TO THE 
TERMINAL RATE

EQUITIES — 

ROUGHING IT

Fig 2. Market Pricing of the Fed Funds Terminal Rate (%)
Terminal rate will drive the trajectory of earnings growth

As of 12/14/2022. Source: Bloomberg, L.P.
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Style 
We believe U.S. value and growth equity performance 
is driven by relative earnings strength, secular 
macroeconomic trends and monetary policy influence, 
and that style leadership is driven by the level of 
underlying economic growth, inflation and interest rates.

If inflation and interest rates remain above recent 
historical averages, we would expect interest-rate 
sensitive value companies to continue to lead. This is 
the backdrop that we find ourselves entering in 2023; 
however, the timing could stretch into the later parts 
of 2023 and possibly 2024. We expect longer-duration 
growth companies to recover once inflation declines, 
allowing the Fed to moderate its interest rate hikes. 

Going forward, as interest rates normalize, we would 
expect fundamentals to begin to drive market leadership 
once again with a focus on balance sheet strength and 
valuations, a shift from macro-driven investing.

Size 
Higher interest rates also increase companies’ 
required return on equity and return on invested 
capital as financing growth comes at a steeper price. 
In this environment, we expect larger, well-capitalized 
companies with balance sheet strength, stronger free 
cash flow and lower leverage to be better able to weather 
a prolonged slowdown (Figure 4, page 7). 

That said, we maintain our strategic asset allocation 
recommendation toward small- and mid-cap asset 
classes given our favorable view of the U.S. long-term 
growth outlook and the relatively higher exposure to the 
U.S. economy among small- and mid-cap companies 
compared to their large-cap counterparts. The S&P 400® 
MidCap Index generates more than 76% of revenues 
within the United States versus 75% for the Russell 
2000® and less than 60% for the S&P 500. Therefore, 
as we expect U.S. economic growth to remain strong 
relative to the rest of the world, it should put small- and 
mid-cap companies in a favorable position well beyond 
2023.

impacted first quarter of 2020. Higher inflation, a 
stronger dollar, declining margins and lower earnings 
have all impacted forward guidance. These factors, 
coupled with weaker economic data, lead us to expect a 
“harder landing” heading into 2023, meaning additional 
multiple contraction and a possible earnings recession. 
We do not expect meaningful multiple expansion without 
a material decline in inflation.

Sector Positioning 
We believe that as we approach a potential economic 
contraction, companies with sustainable cash flows, 
lower earnings variability and higher profitability metrics 
will be best positioned to weather the next phase of 
the cycle. Given our expectations for a broad earnings 
decline, we favor defensive companies with lower 
earnings variability within the Consumer Staples, Health 
Care, Utilities and Energy sectors. Additionally, we favor 
companies that have structural earnings enhancement 
opportunities, including technology companies that 
are focused on improving manufacturing capacity and 
increasing employee productivity as well as companies 
levered to the energy transition within the cyclical 
sectors of Industrials, Materials and Energy.

Fig 3. Average S&P 500 Trailing P/E by CPI Tranche
Higher inflation historically pressures valuations

As of 11/30/2022. Source: Bloomberg, L.P.
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Fig 4. S&P 500 P/E versus Return on Invested Capital
Valuations near or below long-term average while profitability metrics have remained resilient

As of 11/30/2022. Source: FactSet®. FactSet® is a registered trademark of FactSet Research Systems Inc., and its affiliates; PNC

FORWARD P/E (X) ROIC (%)

Current 20-Year Average % to 20-Year 
Average Current 20-Year Average % to 20-Year 

Average

Large Cap

S&P 500 17.6 15.5 14% 11.1 7.9 41%

S&P 500 Growth 21.3 17.8 20% 16.8 12.9 31%

S&P 500 Value 15.3 13.6 12% 9.0 5.9 51%

S&P 500 Sectors

Communication Services 15.3 15.4 0% 10.1 7.3 39%

Consumer Discretionary 23.6 19.1 23% 12.6 8.7 45%

Consumer Staples 21.6 17.2 26% 14.5 14.8 -2%

Energy 9.7 13.8 -30% 21.4 10.2 110%

Financials 12.8 12.4 3% 5.7 4.1 38%

Health Care 17.7 15.1 18% 14.2 13.3 7%

Industrials 18.8 16.2 16% 10.7 8.9 21%

Information Technology 21.9 18.0 21% 21.1 16.0 32%

Materials 16.7 14.7 13% 12.5 9.0 38%

Real Estate 17.3 19.2 -10% 5.5 4.3 26%

Utilities 19.1 15.3 24% 4.3 4.6 -6%

Mid Cap

S&P Mid Cap 400 13.6 15.9 -15% 9.3 6.3 47%

S&P Mid Cap 400 Growth 15.3 17.9 -14% 11.8 9.0 31%

S&P Mid Cap 400 Value 12.2 14.3 -14% 7.9 5.1 56%

Small Cap

Russell 2000 20.1 21.3 -6% 3.9 2.8 42%

Russell 2000 Growth 26.5 30.9 -14% 5.3 3.8 37%

Russell 2000 Value 16.2 16.8 -4% 3.4 2.3 47%

DEVELOPED INTERNATIONAL EQUITY
Developed international (DI) equities experienced their 
sharpest declines since 2008 as rising inflation and 
monetary policy weighed on returns. U.S. dollar strength 
and the ongoing war in Ukraine also proved to be significant 
headwinds. 

Like the United States, valuation compression has been a 
key theme dictating the trajectory of international developed 

equity markets. As monetary policy shifted from 
easing to tightening during the year, it caused the cost 
of capital to rise and valuation multiples to compress. 
Moreover, the war in Ukraine has exacerbated 
inflationary pressures due to its impact on energy 
prices, while also keeping the geopolitical risk 
premium elevated. 

With these pressures in mind, we remain cautious 
about investing in the region. Major central banks are 
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pressing ahead with monetary policy tightening despite 
deteriorating economic conditions. Meanwhile, the OECD 
global leading indicator points to recessionary risks across 
developed markets next year (Figure 5). We expect this 
could translate into continued pressure on corporate 
earnings and profit margins.

Looking to 2023, we believe the two most important issues 
for developed international equity markets are the path of 
inflation and the pace of monetary policy tightening — both 
will dictate the severity of earnings declines. The war in 
Ukraine and its economic spillover will also remain top 
of mind, but its effects, in our view, will be primarily felt 
through its impact on inflation.

Earnings Outlook and Valuations 
Based purely on valuation, developed international 
markets look more attractive than U.S. large-cap stocks, 
as measured by the S&P 500. However, we believe 
developed international earnings expectations need to 
come down to reflect the high recession-risk environment, 
weak consumer sentiment, high input costs and rising 
interest rates.

Furthermore, earnings per share 
revisions are still positive, seemingly 
out of step with their U.S. large-cap 
equity counterparts (Figure 6). The 
potential for downward earnings 
revisions has yet to be reflected in 
prices. Historically, equities reach 
bottom prior to a trough in earnings 
revisions and very close to a trough in 
manufacturing PMI. Neither of these 
have occurred yet. 

Even if central banks pause future rate hikes in light of 
slowing growth, we expect limited valuation multiple 
expansion as central banks seek to keep interest rates 
higher for longer, thereby keeping downward pressure on 
inflation. 

Against this backdrop of elevated inflation, geopolitical 
uncertainty and too-high earnings estimates and 
valuations, we believe the risk – reward ratio for developed 
international equities in 2023 is skewed to the downside. 
We remain underweight developed international markets 
relative to U.S. large-cap stocks and favor tilting our 
developed international exposure toward quality.

Fig 5. OECD Global Leading Indicator (GLEI)
Global leading indicator signaling a recession

As of 10/31/2022. Source: Bloomberg, L.P.
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Fig 6. S&P 500 Index and MSCI World ex USA Index 
Earnings Revisions (%)
US earnings revisions move lower, yet to see downward 
revisions in Developed Internationals

As of 11/30/2022. Source: FactSet®
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EMERGING MARKETS
Emerging markets (EM) have underperformed their 
developed market peers year to date. EM faced similar 
macro challenges as developed markets: high inflation, 
slowing growth and an uneven recovery from the 
pandemic. On top of these headwinds, a stronger U.S. 
dollar led to capital flight from EM to the United States, 
reinforcing a vicious cycle of capital outflows and a sell-
off of EM assets. 

Despite a challenging 2022, the long-term growth 
and investment outlook for emerging markets still 
looks compelling, particularly after the sharp decline 
in valuations over the past two years. Given Asia’s 
prominence in the MSCI Emerging Markets Index — 

more than 78 cents of each dollar 
invested is allocated toward Asian 
stocks, 30 cents of which goes just to 
China — we can reasonably expect 
Asia broadly and China to be key 
determinants of 2023 performance. 

China’s zero-COVID policy has 
weighed heavily on economic growth 
and the normalization of global supply 
chains as quarantines and lockdowns 
have caused continued disruption. 
In the fourth quarter, the situation 

became untenable and protests over the policy erupted 
across the country. The Chinese government finally 
relented in early December by lifting many restrictions to 
quell the unrest. Ultimately, we believe China must fully 
reopen, but the process is likely to take time and create 
periods of volatility, particularly as COVID-19 cases may 
rise in the near term.  

From a business cycle standpoint, China is emerging 
from a pandemic-led recession into a slow recovery, 
unlike the United States and other developed economies 
(Figure 7). Dovish monetary policy in China is bucking 
the global trend, supported by a lower inflation rate of 
2.8% and positive real interest rates. We believe this 
combination gives China’s central bank greater leeway 
as it seeks to support demand through a possible global 
recession. 

We expect EM economies to find better footing once the 
Fed reaches its terminal rate and U.S. dollar strength 
begins to ease. Most EM central banks should start 
to gradually lower rates once external inflationary 
pressures subside, paving the way for a modest rebound 
in growth. 

Regarding specific EM constituents, the heterogeneous 
nature of the EM universe provides diversification as 
some key economies are in different phases of the 
business cycle. Brazil, Saudi Arabia and India are in 
accelerating or slowing economic growth stages; South 
Korea and Taiwan are close to entering recession; while 
China is in the late innings of a contraction and about to 
enter the recovery phase. 

Fig 7. Global Business Cycle Environment
Emerging Markets ahead of the US in the economic cycle 

As of 11/30/2022. Source: PNC
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U.S. Dollar Impact 
The U.S. dollar may still rise as the tightening cycle 
progresses and U.S. rates move higher, which could have 
a negative impact on EM currencies and EM assets in 
general. However, we believe emerging markets are in 
a much stronger position to contend with this current 
hiking cycle than in the past. 

Compared with previous tightening cycles, EM currencies 
have support from higher real yields, cushioned by 
large foreign exchange reserves. Key EM currencies 
have performed well relative to the euro, pound and yen 
this year despite the aggressive pace of Fed tightening 
(Figure 8).

Earnings Outlook and Valuations 
EM earnings revisions have been trending downward, 
reflecting headwinds including a global tightening cycle, 
a stronger dollar and China-specific risks. EM earnings 
are already down close to 15% from their high (Figure 
9). EM’s next 12-month (NTM) forward P/E of 11.5x not 
only looks attractive relative to developed international 
markets, but the earnings per share denominator 

is more realistic. EM’s NTM 
earnings growth estimates 
are also holding up, as next 
year’s estimate of 6% indicates 
EM’s recent market declines 
are driven more by negative 
sentiment than a deterioration in 
fundamentals.

The valuation gap relative to 
developed markets is sizable. At 
the index level, EM is near lows 

from a NTM P/E perspective. Furthermore, EM equities 
now trade at a more than 47% discount to the MSCI 
World Index, one of the highest in the index’s history. 
This substantial relative valuation discount should help 
support the thesis for EM as negative sentiment lessens 
and companies deliver on expected earnings growth. 

There is no denying the political and macroeconomic 
landscape in China and broader EMs is challenging in the 
near term. However, considering the earnings backdrop, 
relative valuations, government support and China’s 
position in the business cycle, we believe EM continues to 
offer meaningful upside potential.

Fig 8. Foreign Currency Relative Value vs. U.S. Dollar
EM currencies have been resilient to this current Fed’s 
hiking cycle

As of 11/30/2022. Bloomberg, L.P.
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EM earnings revisions move lower, yet to see downward 
revisions in Developed International

As of 11/30/2022. Source: FactSet®
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HIKING WITH THE FED

Fig 10. Fed Funds Rates, CPI and Core PCE Index
Real fed funds rates have been positive before the 
Fed pauses rate hikes

As of 12/14/2022. Source: Bloomberg, L.P., PNC

Rate Hikes, Pauses and Cuts

If Fed rate hikes and investor miscues over seemingly inevitable pauses 
were a significant market driver in 2022, does that mean 2023 will have a 
different ending if we get a rate hike pause? Fortunately, we have plenty 
of historical evidence around market reactions to both pauses and cuts. 
However, there is one key factor that is different this time; historically the 
inflation-adjusted fed funds rate has always been positive before the Fed 
pauses rate hikes (Figure 10)! 

In addition to a positive inflation-adjusted fed funds rate, we monitor 
other guideposts that Fed officials have mentioned over the course of 2022 
including:

 � a falling ISM Manufacturing Prices Paid Index;

 � falling inflation expectations in consumer sentiment surveys;

 � a rising unemployment rate; and,

 � rising initial jobless claims.

Date Fed Funds 
Rate CPI Core

PCE

Real Fed 
Funds 
Rate

5/1/1974 13.00 10.10 7.09 Yes

5/8/1981 20.00 10.00 9.08 Yes

8/21/1984 11.75 4.20 4.00 Yes

2/24/1989 9.75 4.70 4.71 Yes

2/1/1995 6.00 2.80 2.30 Yes

5/16/2000 6.50 3.10 1.74 Yes

6/29/2006 5.25 4.20 2.60 Yes

In 2012  
Core PCE Becomes Preferred Measure of Inflation

12/19/2018 2.50 2.20 2.08 Yes

Today 4.50 7.10 5.0 No

Only the ISM Manufacturing Prices Paid 
Index is moving in the “right” direction, which 
suggests that even if the Fed does slow its 
pace of rate hikes, an eventual pause may 
be further out than what investors currently 
expect. Therefore, we continue to believe it is 
not the rate hike journey but the destination 
that matters for markets.

Regardless of the magnitude of the next 
interest rate hike, we expect the Fed to remain 
vigilant about curbing inflation, even if it 
means repeatedly adjusting its projection for 
expected rates higher. As such, there could 
be further bouts of market turbulence before 
a Fed pause and its subsequent effect on 
markets (Figure 11, page 12). 
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Fig 11. S&P 500 Index Performance
Markets can be volatile waiting for the Fed to end its 
tightening cycle

As of 11/30/2022. Source: Bloomberg, L.P., PNC

Astute investors will also point out the only times 
when markets struggled after a Fed pause was during 
recessionary periods. As PNC Economics gives a 65% 
probability of a U.S. recession starting in the second 
quarter of 2023, it may seem tempting to sit out and 
wait until the Fed starts cutting rates. Investors may 
be surprised to see the “pause” periods actually 
have an edge over the “cuts,” especially in the short 
term (Figure 12). We firmly believe one of the most 
important decisions for investors during these volatile 
rate hike periods is to remain invested. Market timing 
around a specific outcome — in this case a rate cut or 
at least an “all clear” signal from the Fed — may not 
actually lead to better investment results. 

With what looks like a tough investment 
environment in front of us, it should come as no 
surprise that we turn to our investment process 
for the best tools in making investment decisions. 
While a possible recession creates challenges in 
the economy, that does not mean markets cannot 
find a way to turn themselves around after what we 
experienced this year.

Fig 12. S&P 500 Index Performance
Markets tend to price in an upcoming easing cycle 
more efficiently

As of 11/30/2022. Source: Bloomberg, L.P., PNC

Date of Pause 6 
months

1
 Year

2 
Years

Recession 
within a 

year

5/1/1974 -19.9% 0.2% 9.7% Yes

5/8/1981 -6.8% -4.1% 18.6% Yes

8/21/1984 7.4% 17.8% 27.0% No

2/24/1989 22.4% 16.8% 16.9% No

2/1/1995 19.0% 39.2% 32.3% No

5/16/2000 -6.4% -11.3% -12.3% Yes

6/29/2006 11.4% 20.3% 2.2% No

12/19/2018 16.7% 30.5% 24.0% No

Average 5.5% 13.7% 14.8%

Date of Cut 6 
months

1
 Year

2 
Years

Recession 
within a 

year

7/31/1974 -0.3% 17.3% 19.3% Yes

6/30/1981 -7.8% -11.5% 19.4% Yes

10/31/1984 10.7% 19.3% 26.1% No

6/30/1989 13.0% 16.5% 11.8% No

7/31/1995 14.5% 16.5% 33.1% No

1/31/2001 -6.9% -10.6% -19.7% Yes

9/30/2007 -12.4% -21.9% -14.7% Yes

7/31/2019 9.3% 11.9% 23.6% Yes

Average 2.5% 4.7% 12.4%
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2022 has been one of the worst years of all time for 
fixed income investors evidenced by the Bloomberg US 
Aggregate Bond Index down double digits as of November 
30, 2022. Heading into 2023, however, we expect this 
asset class to turn a corner. We expect the backdrop 
of declining inflation, weakening economic growth and 
deteriorating consumer demand to exert downward 
pressure on yields, leading to possible gains in bond 
prices. 

We believe in the near term, fixed 
income is likely to be dominated by 
higher nominal yields, especially 
at the front end of the yield curve, 
as the Fed continues its rate 
hike campaign. The slowdown in 
economic growth should present 

opportunities for rating- and issuer-specific debt. At 
the sector level, we expect investment grade bonds and 
Treasuries to outperform on a relative basis. 

WE HAVE A 
FAVORABLE VIEW 
OF FIXED INCOME, 
PARTICULARLY 
HIGHER-QUALITY 
SECURITIES, AS 
WE ENTER 2023

FIXED INCOME — 
SCOUTING  
OPPORTUNITIES

Fixed income investors who can lock in higher yields 
will benefit from increased interest income as well 
as potential positive price appreciation. This is the 
first time in years when both U.S. Treasury (UST) and 
investment grade (IG) fixed income yields appear on 
par with — and poised to surpass — equity earnings 
yields. This leads us to a favorable view of fixed income, 
particularly higher-quality securities, as we enter 2023 
as the reward for the relative amount of risk appears 
attractive.

INVESTMENT GRADE

U.S. Treasuries 
USTs have had a historic year as rates across the 
yield curve moved dramatically higher in response to 
hawkish central bank actions. In our view, UST yields 
are unlikely to climb meaningfully higher from current 
levels as the economic growth outlook deteriorates 
and inflation continues to fall. Futures markets are 
pricing in a terminal fed funds rate between 5.00% – 
5.25% in 2023, and if this materializes, it will be a level 
not seen since 2007. Using history as a guide, at this 
fed-funds range, the average 2- and 10-year UST yields 
were 4.76% and 4.74%, respectively. As of November 
30, the 2- and 10-year yields were 4.31% and 3.61%, 
respectively (Figure 13). 

Fig 13. Historical Fed Funds and Treasury Yields (%)
U.S. Treasury yields might be nearing this cycle’s peak

As of 11/30/2022. Source: Bloomberg, L.P.
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Yields, especially those of longer-maturity bonds, 
incorporate expectations for future inflation and growth. 
In 2022, it was the inflation component buoying longer-
term yields, while the Fed aggressively raised rates on 
shorter-maturity notes. While the length of time between 
the last interest rate hike and the first interest rate cut is 
largely dependent on the path of inflation, markets are 
anticipating a Fed pivot as soon as the latter half of next 
year. 

With much of the developed world spiraling toward 
lower growth and possible recession, we believe the 
relative strength of the U.S. economy will preserve USTs 
as a global safe haven. Coupled with the end of interest 
rate hikes, demand for USTs could contribute to falling 
yields and possible price appreciation. Current market 
dynamics give us confidence that USTs could return 
to acting as a hedge against downside performance in 
equity markets. 

Corporates 
The IG corporate market will kick off 2023 after having 
its worst year of performance on record, going back to 
1974. As the Fed aggressively raised rates, the longer 
duration of IG securities drove substantial price declines. 
We believe IG is poised for a rebound, potentially offering 
investors an attractive entry (or re-entry) point. 

The balance sheets of high-quality corporate issuers 
continued to improve throughout 2022, with the average 
interest coverage ratio now at its highest level since 

data tracking began. We 
believe corporate balance 
sheets remain generally 
well positioned to withstand 
slowing economic growth and 
possible contraction as we do 
not anticipate a significant or 
rapid deterioration in company 
fundamentals. 

The rapid rise in yields is also causing IG credit to look 
more attractive relative to years past. For example, the 
yield-to-duration ratio of the Bloomberg U.S. Corporate 
Bond Index has improved significantly and is at its 
highest level since 2009. In our view, this is a signal that 
investors are once again being compensated for taking 
on duration risk (Figure 14). 

Fig 14. Investment Grade Corporate Yield to Duration Ratio
Investors are starting to be compensated for longer 
duration risk

As of 11/30/2022. Source: Bloomberg, L.P.

WE BELIEVE 
CORPORATE BALANCE 
SHEETS REMAIN 
GENERALLY WELL 
POSITIONED TO 
WITHSTAND SLOWING 
ECONOMIC GROWTH 

Securitized Loans 
The securitized market enters 2023 with much wider 
spreads relative to this time last year. The Fed’s recent 
quantitative tightening efforts removed key support 
from the mortgage-backed security (MBS) and broader 
securitized loan markets. In our view, spreads are likely 
to widen further in the near term as securitized loan 
values will be influenced by inflation and slowing growth. 
From a macro perspective, we expect falling savings 
rates, rising consumer debt burdens and increased 
credit card usage as consumers have less discretionary 
assets. Combined, we expect these factors to weigh on 
the assets backing these loans. 

We have a more optimistic 
view on MBS valuations than 
both asset-backed (ABS) and 
commercial mortgage-backed 
(CMBS) securities. While the entire 
securitized market may see further 
spread widening in the coming 
year, we believe the MBS sector 
is likely to experience less spread 

WE HAVE 
A MORE 
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widening because of a meaningful decrease in market 
supply. The decrease in supply, which has already 
started to materialize, has been driven by decades-high 
mortgage rates and significantly fewer refinancings, 
both of which have led to fewer loan initiations. In our 
view, this supply-demand imbalance is likely to support 
MBS securities and keep valuations more stable than 
ABS or CMBS. 

HIGH YIELD
In our view, the fundamental outlook for High Yield (HY) 
is still positive as corporate balance sheets generally 
remain strong and many HY issuers took advantage 
of the near-zero interest rates in 2020 and 2021 to 
refinance large portions of their debt. By refinancing 
debt at low rates, many HY issuers insulated themselves 
from having to roll over debt at much higher rates. 
Compared to prior credit cycles, we believe improved 
balance sheets should support a small wave of 
refinancing in the next few years.

Historically, HY spreads tend to bottom prior to the 
economy entering a contraction period and reach their 
widest levels in the middle of these recessionary periods 
(Figure 15). While spreads have certainly widened since 
reaching all-time lows in 2021, we remain at long-term 
average levels. 

If the U.S. suffers from a 
moderate recession and 
the Fed can pull off a “soft-
ish” landing, spreads may 
not widen to levels seen in 
previous recessions, thereby 

lessening the price impact. Compared to other parts 
of the developed world, namely Europe and the United 
Kingdom, the U.S. economy remains much stronger 
and more resilient. Given many HY issuers are not 
multinational companies, the resilience of the U.S. 
economy and the still-strong dollar may act as tailwinds 
for HY securities.

We enter 2023 with an underweight to HY, but would not 
be surprised to find ourselves looking at it later in 2023 
as an attractive asset to own, especially if we experience 
a mild recession and quickly find ourselves back in an 
expansionary environment.

Fig 15. High Yield Index Option Adjust Spreads (bps)
Spreads have much further to widen

As of 11/30/2022. Source: Federal Reserve Bank of St. Louis

LEVERAGED LOANS
Leveraged loans posted positive performance year to 
date in 2022 as their near-zero interest rate sensitivity 
helped them benefit from the Fed’s tightening campaign. 
With the end of Fed tightening in sight, we believe 

most of the upside potential 
in leveraged loans has been 
captured. Therefore, we do 
not expect further positive 
performance in the coming year. 

In addition to rising rates, capital 
markets activity, such as mergers 
and acquisitions, leveraged 

buyouts and debt refinancing are all large sources of 
issuance and liquidity for this asset class. Deals declined 
substantially in the latter half of 2022, a trend we expect 
to continue into 2023 as the Fed keeps rates high and the 
economy slows. 
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EMERGING MARKETS DEBT
EM debt was not immune to the volatility and large 
market drawdowns of 2022. Poor performance was 
exacerbated by volatile commodity prices, uncertainty 
created by COVID-19 and continued supply chain 
disruptions. We believe country and issuer selection 

will be paramount for EM debt 
heading into 2023. 

Beyond the global liquidity 
squeeze due to quantitative 
tightening and the resulting higher 
costs of financing, EM debt may 
continue to experience headwinds 
from the Russia-Ukraine war. 

We remain cautious as yields look attractive on an 
inflation-adjusted basis; however, we do not believe 
risks are fully reflected in the broad index. As a result, 
we favor active managers who are able to navigate 
these headwinds.

MUNICIPAL BONDS
Tax-exempt bond performance in 2022 marks the worst 
year-to-date total return since 1981, as measured 
by the S&P Municipal Bond Index. The silver lining 
for investors is that this pullback has created a far 
more attractive entry point, both on an absolute- and 
relative-value basis. Therefore, while 2022 faced 
concerns about stretched valuations with only modest 
downside protection, the set-up for 2023 seems to offer 
a much more favorable risk/return profile (Figure 16). 
Additionally, municipal investors have history on their 
side in 2023; the broad municipal index has not posted 
sequential negative total return years since 1980. 

Despite municipals’ underperformance in 2022, 
credit fundamentals remain strong. We believe 
pricing weakness primarily reflected stretched 
valuations, rather than credit deterioration or 
increasing probabilities of default (Figure 17, page 17). 
Consequently, as 2022 progressed, valuations slowly 
returned to more sensible levels (Figure 18, page 
17). While continued volatility is likely given macro 
uncertainty, the current valuation backdrop offers a 
more compelling entry point than last year. 

Fig 16. Comparison of YTD Annualized Returns (%)
Tax benefits contributed to positive municipal returns

As of 10/31/2022. Source: Bloomberg, L.P.
* U.S. Treasury income is exempt from state income taxes and 
is adjusted using a national state average (top bracket), net of 
federal income tax.
** Based on an equally weighted national average federal and 
state (top bracket) income tax rate; local taxes have not been 
considered
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Fig 17. S&P Main/Intermediate Index, OAS by Sector (bps)
Investment opportunities vary by sector

As of 10/31/2022. Source: Standard & Poor’s, PNC

Fig 18. S&P Main/Intermediate Index, OAS by Credit Rating 
(bps)
Valuations have reached more sensible levels

As of 10/31/2022. Source: Standard & Poor’s, PNC
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According to a survey by Preqin, private capital 
fundraising thus far in 2022 has slowed 21% compared to 
the peak levels reached in 2021 (Figure 19). Private equity 
and private real estate fundraising have each declined 
27% as investors shifted toward a risk-off sentiment 
amid the market correction. Private debt has slowed 
more modestly, declining 7%, as yields benefited from 
higher interest rates. Private infrastructure investment 
increased 12% as structural shifts from the pandemic 
and commodity shocks coincided with beneficial fiscal 
legislation. Natural Resources experienced a 70% 
decline, albeit from a low base, as energy, materials and 
agricultural commodities peaked mid-year. So, where 

does that leave alternative investments for 2023? Higher 
interest rates and heightened market volatility may 
continue to impact fundraising activity, but we believe 
declining valuations are creating attractive opportunities 
within alternative asset classes for vintage year 2023 
funds.

As always, we believe a properly diversified alternatives 
portfolio should incorporate multiple vintage years 
and multiple strategies. As such, it takes time to build 
an alternatives portfolio, and assessing performance 
is unique to the dynamics of each vintage year. Below 
are a few key private market trends taking shape in the 
alternatives landscape that support the critical role 
these investments can play in helping investors meet 
their longer-term goals. Note, our views are specific to 
vintage year 2023.

 � Increasing interest rates are raising financing 
costs and driving down asset valuations, thus Fed 
monetary policy is expected to be a key driver for 
the private alternatives industry.

 � After reaching record volumes in 2021 and 
moderating in 2022 with the economic slowdown, 
we expect a continued slowdown in fundraising, 
with volumes reverting to pre-pandemic levels.

 � Heightened equity market volatility, an uneven 
global economic recovery and the growth of new 
industries have created opportunities to generate 
alpha.

PRIVATE EQUITY
Heightened public market volatility has weighed on 
private equity as risk assets came under intense 
pressure amid higher interest rates, thereby 
compressing valuation multiples. As the Fed has yet to 
pause its rate hike campaign, we expect higher interest 
rates to further increase financing costs and drive down 
asset valuations, creating challenges within private 
equity. We believe this risk-off sentiment will continue 
to slow private equity fundraising back toward pre-
pandemic levels.

Fig 19. Private Investments Capital Fundraising (Billions $)
Robust growth in alternative investments despite 
slowdown in 2022

As of 10/31/2022. Source: Preqin, Ltd.
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An extended period of historically low interest rates and 
liquidity from pandemic-related stimulus measures 
contributed to a steady inflow of assets into private 
equity over the last several years. However, activity has 
slowed this year, as seen in global M&A volumes (Figure 
20). Despite lower volumes, we expect North America, 
Western Europe and Emerging Asia countries to remain 
regions of opportunity, with the software, real estate, 
commercial services and internet industries likely to 
remain key targets of M&A activity.

Given heightened market volatility, those managers with 
excess liquidity or the ability to access private financings 
should retain an advantage in sourcing opportunities in 
2023 within the private equity landscape. Additionally, we 
expect valuations to continue to adjust to the higher cost 
of capital and the reduction in market liquidity, making 
transactions more attractively priced compared to those 
valued only a few years ago. These developments are 
expected to benefit vintage year 2023 funds.

PRIVATE DEBT
Despite higher interest rates and heightened market 
volatility, we continue to believe private debt offers 
investors an attractive investment opportunity. While 
private debt remains a smaller portion of the private 
investment market, the asset class has grown 
substantially since the Great Recession. Private debt, 
like leveraged loans, typically comprises below-
investment-grade direct lending, mezzanine, distressed 
or special situation debt. Given the nimbler nature of 
private debt firms, which can reprice their investments 
quickly relative to other private asset classes, we believe 
allocations to private debt may be among the first to 
benefit from opportunities that arise from higher interest 
rates and growth industries looking for new sources of 
capital.

Last year, we highlighted direct lending and mezzanine 
debt as key opportunities for private debt markets. 
We expected pockets of financial distress to emerge 
alongside tighter credit and financial conditions, slower 
profit growth and rising inflation, which would narrow 
the opportunity set for distressed debt as the pandemic 
recovery decelerated in late 2021. For 2023 vintages, we 
continue to believe direct lending and mezzanine debt 

Fig 20. Global Merger & Acquisition Volumes (Trillions $)
M&A volumes have moderated from peak levels in 2021

As of 11/30/2022. Source: Bloomberg, L.P.

will be attractive areas within private credit markets 
given their higher position in the capital structure, with 
the risk profile of the debt issuances being the key driver 
of performance.

We continue to believe the high-volatility financial 
market backdrop should be supportive of private 
debt. In volatile environments, private debt may offer 
relative stability, with returns that typically exceed 
those of traditional fixed income and have a generally 
low correlation to other asset classes. Private debt 
valuations, as measured by the discount margin for 
collateralized loan obligations, offer a real-time view 
of opportunities in the asset class relative to high yield 
bonds (Figure 21, page 19). Middle-market lending in 
the corporate sector is still quite constrained, and we 
continue to see favorable reward-risk dynamics due to 
the illiquidity premium for investing in unrated, smaller-
sized loans.
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PRIVATE REAL ESTATE
The pandemic created severe challenges for the office 
and retail real estate sectors, while creating tailwinds 
for specialty, industrial and residential. While the real 
estate industry has been recovering from the pandemic 
upheaval, tightening financial conditions have increased 
borrowing, construction and operating costs for owners 
and investors. These factors are putting upward pressure 
on capitalization rates as USTs continue to rise (Figure 
22). Going forward, we anticipate a shift in the real estate 
market in favor of buyers, as sellers look to reduce 
leverage and raise liquidity.

Despite headwinds in certain industries, we believe 
there are several areas within the private real estate 
landscape that present attractive opportunities for astute 
managers. Industrial and self-storage sectors continue 
to benefit from the pandemic-induced shift in supply 
chains. The residential rental sector remains attractive 
as inventory is constrained in key markets, and structural 

demand shifts are creating growth opportunities in niche 
property markets like full-amenities office, life science 
labs and student housing. Given the high degree of 
heterogeneity in private real estate, we prefer managers 
focused on opportunistic, value-added strategies as 
opposed to simply income generation.

INFRASTRUCTURE
Private global infrastructure presents a compelling 
defensive opportunity for growth and income investors. 
In a period of heightened financial market volatility, the 
less cyclical nature of infrastructure can offer stability 
to portfolios because it typically exhibits lower volatility 
than equities and attractive cash flows relative to fixed 
income. Furthermore, the quasi-monopolistic nature 
of core regulated infrastructure assets means returns 
are less correlated with traditional markets. In addition, 
cash flows are typically indexed to inflation, which allows 
the asset class to offer meaningful downside protection 
during periods of heightened volatility.

Fig 21. Collateralized loan obligation (CLO) discount 
margins
Opportunities abound in lower-middle market lending

As of 11/30/2022. Source: Bloomberg, L.P.

Fig 22. Real Estate Capitalization Rates vs. 10-Year U.S. 
Treasury (%)
Cap rates for commercial real estate and apartments have 
diverged over the past year

As of 11/30/2022. Source: Bloomberg, L.P.
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We believe the build-out of digital infrastructure 
investments will continue, particularly within the 
telecommunications industry, in the form of cell towers, 
fiber networks and data centers, as data security, 
data intensity and end-consumer demand strengthen. 
Additionally, Russia’s invasion of Ukraine reverberated 
throughout energy markets, highlighting the importance 
of energy security. Governments around the globe have 
refocused on sourcing reliable energy supplies and 
building transportation and storage infrastructure in 
addition to addressing climate change initiatives around 
renewable energy generation and transmission.

COMMODITIES
In periods of rising commodity 
prices, commodity-related 
equities are typically better 
positioned compared to the 
underlying raw materials. 
However, as the pandemic 
recovery took hold in 2021, 
oil demand started to 
outstrip supply as fossil 
fuel investments remained 

subdued, setting off an increase in crude oil and natural 
gas prices. In early 2022, energy prices surged when 
Russia invaded Ukraine and the world responded 
with unprecedented financial and energy sanctions, 
significantly reducing global oil and natural gas supplies. 
As global energy markets continue to grapple with 
volatile commodity prices and Europe tries to end its 
dependence on Russian oil and gas, we expect continued 
volatility in 2023.

Commodity funds outperformed global equity markets 
over the past year as commodity prices rose. In fact, 
crude oil prices touched $130 per barrel in March 2022 
in the aftermath of Russia’s invasion of Ukraine, the 
highest level since 2008. The Bloomberg Commodity 
Index continues to benefit from the strength in crude oil, 
returning 19.1% year to date (Figure 23). Despite this 
performance, we maintain our view that the environment 
for commodities may be challenged heading into the new 
year as a global recession looming on the horizon poses 
headwinds to commodity demand and prices. 

Although oil and gas reached peak prices in 2022, we 
believe long-only positions in commodities tend not 
to generate adequate risk premiums or cash flows. 
Thus, we view commodity investing as a pure play on 
the directional move in commodity prices, significantly 
increasing its risk profile.

HEDGE FUNDS
The ability of hedge funds to quickly calibrate risk 
exposures will remain a key benefit in a world where 
macroeconomic and geopolitical influences change with 
rapid-fire frequency. This backdrop should allow hedge 
fund strategies to continue being an alpha diversifier in 
a portfolio of traditional equities and bonds, especially if 
these two asset classes continue to move in tandem. 

The momentum achieved in 2022 is still building and 
bodes well for healthy performance from the hedge fund 
industry in 2023. We believe a period of uncorrelated 
returns, positive inflows and growing assets under 
management may play out over to the next 12 months.

Fig 23. Bloomberg Commodity Index and Crude Oil Prices 
($/Barrel)
Equities and crude oil prices driven higher by geopolitical 
risks in 2022

As of 11/30/2022. Source: Bloomberg, L.P.
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For more information, please contact your PNC advisor.

These materials are furnished for the use of PNC and its clients and do not constitute the provision of investment, legal, or tax advice to any person. They are 
not prepared with respect to the specific investment objectives, financial situation, or particular needs of any person. Use of these materials is dependent 
upon the judgment and analysis applied by duly authorized investment personnel who consider a client’s individual account circumstances. Persons reading 
these materials should consult with their PNC account representative regarding the appropriateness of investing in any securities or adopting any investment 
strategies discussed or recommended herein and should understand that statements regarding future prospects may not be realized. The information 
contained herein was obtained from sources deemed reliable. Such information is not guaranteed as to its accuracy, timeliness, or completeness by PNC. The 
information contained and the opinions expressed herein are subject to change without notice. Forward looking projections are based on historical trends, 
actual results will differ. Past performance is no guarantee of future results. Neither the information presented nor any opinion expressed herein constitutes 
an offer to buy or sell, nor a recommendation to buy or sell, any security or financial instrument. Accounts managed by PNC and its affiliates may take positions 
from time to time in securities recommended and followed by PNC affiliates.

Indices or Benchmarks. Indices are unmanaged, are not available for direct investment, and are not subject to management fees, transaction costs or other types 
of expenses that an account may incur. Indices performance results do not represent, and are not necessarily indicative of, the results that may be achieved in 
accounts investing in the corresponding investment strategy; actual account returns may vary significantly. For definitions of Indices/Benchmarks used herein, 
please refer to www.pnc.com/indexdefinitions.

The PNC Financial Services Group, Inc. (“PNC”) provides investment consulting and wealth management, fiduciary services, FDIC-insured banking products 
and services, and lending of funds to individual clients through PNC Bank, National Association (“PNC Bank”), which is a Member FDIC, and provides specific 
fiduciary and agency services to individual clients through PNC Delaware Trust Company or PNC Ohio Trust Company. PNC provides various discretionary 
and nondiscretionary investment, trustee, custody, consulting, and related services to institutional clients through PNC Bank. Securities products, brokerage 
services as well as managed account advisory services to US based clients may be offered by PNC Investments, LLC, (“PNCI”) a registered broker-dealer and 
a registered investment adviser and Member FINRA and SIPC. Managed account advisory services for non-US based clients may be offered by PNC Managed 
Account Solutions, Inc., an SEC registered investment adviser. Annuities and other insurance products are offered through PNC Insurances Services, LLC, a 
licensed insurance agency. This material is produced by PNC; if it has been provided to you by PNCI it has been done so as a courtesy. PNCI relies on PNC’s 
investment strategists and economists for market and/or economic insights. PNCI is an indirect, wholly owned subsidiary of PNC.

PNC does not provide legal, tax, or accounting advice unless, with respect to tax advice, PNC Bank has entered into a written tax services agreement. PNC Bank 
is not registered as a municipal advisor under the Dodd-Frank Wall Street Reform and Consumer Protection Act.

“PNC” is a registered mark of The PNC Financial Services Group, Inc.

Investments, Brokerage and Insurance Products: Not FDIC Insured. No Bank Guarantee. Not a Deposit. Not Insured By Any Federal Government Agency. 
May Lose Value.
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