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As humans, we are wired to extrapolate the future 
based on the recent past. History has shown, however, 
that being overly reliant on the past can lead to sub-
optimal results, or worse. Mark Twain is believed to have 
famously cautioned: “It ain’t what you don’t know that 
gets you into trouble. It’s what you know for sure that 
just ain’t so.” Philosopher Nassim Taleb referred to this 
as “The Turkey Problem”1 — the notion that we often 
mistake the continued absence of harm as evidence that 
there will be no harm.

With these concepts top of mind, we warily begin our 
2023 Outlook by briefly looking backward. Doing so 
is inadvisable when driving a car (or any motorized 
vehicle) for a prolonged period. Nor is it customarily 
recommended when contemplating the positioning of 
investment portfolios, especially as markets tend to 
be forward-looking and are said to have “no memory.” 
Our retrospection, therefore, will be brief and is offered 
mainly to provide some context about how we arrived  
at the present day.

This time a year ago, the general mood of the world was 
one of hope and optimism. Despite concerns over the 
Omicron variant, we were beginning to view COVID-19 
as an endemic, something that could be treated the 
way other endemic viruses such as the flu are treated. 
Financial markets were also upbeat. The S&P 500 
Index was marching to all-time highs and, despite rising 
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inflation, markets believed that the Federal Reserve 
(the Fed) was on the job as measured by the yield on 
the 10-year US Treasury note, which stood at a benign 
1.5%. That was an implicit endorsement of the Fed’s 
projections, which anticipated interest rates rising in 
2022, but only by about 1% or so.

Our assessment in late 2021 was one of muted 
optimism. In hindsight, we should have endorsed a more 
bearish outlook. Still, in our report, “Hot, Crowded, and 
Flat,”2 we asserted that inflation would be hotter than 
expected, defining it as “the biggest macro risk to the 
economy,” and would cause the Fed to lift interest rates 
more than projected. This, when combined with markets 
that were crowded (or concentrated) and richly priced, 
would cause broad asset classes to struggle to generate 
meaningful gains in 2022, we argued.

We did not feel a period such as the early/mid-1970s (i.e., 
multiple years of double-digit inflation) would repeat. But 
we did believe that high housing and energy prices and 
rising wages would be more persistent than anticipated. 
Likewise, even though we estimated that the odds of 
a recession in 2022 were low given the then-robust 
economy, we expressed concern that the economy 
and the Fed were operating at different speeds. For this 
reason, we believed that the probability of a policy error 
was above average, which could trigger bouts of volatility 
with little forewarning.

1 Nassim Nicholas Taleb, The Black Swan: The Impact of the Highly Improbable 
2 See Key’s 2022 Outlook: Hot, Crowded, and Flat 
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Source: Board of Governors of the Federal Reserve System; Federal Reserve Bank of St. Louis (shaded areas indicate recessions)

Chart 1 — Federal Funds Effective Rate
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Despite these bold measures undertaken by the Fed, inflation has not eased materially, at least not according to some 
of the most commonly cited indicators. For instance, the Consumer Price Index (CPI), soared 9% on a year-over-year 
basis in July 2022 (See Chart 2 on page 3). Since then, the year-over-year increase in CPI has decelerated to 7%. 
This is welcome news, but such an increase is roughly twice the long-term average rate and is glaringly higher than 
the Fed’s target rate of inflation of 2%. Other indicators exhibit similar patterns: After spiking rapidly in 2022, they are 
starting to wane, but they are well above normal and the Fed’s stated objective. This invites the question: 

3  It has become commonly accepted that two consecutive quarters of declining growth constitutes a recession. We believe that a recession is more nuanced. In 2022, the US 
economy did decline for two consecutive quarters, but a recession has not been declared as of this writing, largely because of the continued strength in the labor market and 
other factors, we believe. 

More explicitly, we acknowledged that the Fed deserved 
commendation for responding forcefully and swiftly 
once COVID-19 began to accelerate. But we also noted 
that the Fed was slow to adjust its policy once the 
economy recovered. Consequently, the odds of a policy 
error were high, which could be manifested by inflation 
cooling at the same time that the Fed was beginning to 
raise interest rates.

As 2022 unfolded, a US recession did not officially 
materialize, although arguably, one came close,3 and the 
risks of a policy error intensified. And so, too, has the 
risk of inflation prompting the Fed to raise interest rates 
to a level last observed 15 years ago and at a historically 
rapid pace. In all, interest rates rose nearly 425 basis 
points (4.25%) in the year, a dramatic contrast from 
where rates were when the year began.

“Was a (metaphorical) pound of medicine administered by the Fed to squash inflation worth an ounce of cure” 
[the inverse of the popular advice attributed to Ben Franklin: “An ounce of medicine is worth a pound of cure”]?

Possibly not.
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Looking beneath the surface, the Fed’s aggressive policy is beginning to inflict some serious economic pain. Housing 
activity, most especially, is collapsing. Similarly, demand for durable goods is also slowing rapidly. Positively, supply 
chains appear to be normalizing, but investors have taken it on the chin, with a great many equity and bond indices 
down more than 10% in 2022.

Source: Bloomberg (red = equity market indexes; blue = fixed income market indexes)

Chart 3 — No Place to Hide: Year-to-Date Financial Market Performance as of Dec. 31, 2022 (%)
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Simultaneously, new challenges have emerged: 

•  The Ukraine war is approaching its first anniversary with no imminent signs of peace.

•  Europe faces immense energy pressures.

•  China’s zero-COVID policy is not only taking a large toll on the global economy, but it is also fueling domestic 
tensions, the likes of which have not been seen in over three decades.

In short, while 2022 began on an optimistic tone, it finished on a far dimmer one. 
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Source: US Bureau of Labor Statistics; Federal Reserve Bank of St. Louis (shaded areas indicate recessions)

Chart 2 — Consumer Price Index for All Urban Consumers: All Items in U.S. City Average
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Source: US Bureau of Labor Statistics; Federal Reserve Bank of St. Louis (shaded areas indicate recessions)

Chart 4 — Employment Cost Index: Wages and Salaries: Private Industry Workers
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4 Research Affiliates: “History Lessons: How ‘Transitory’ Is Inflation?”

Looking forward to 2023?

Looking ahead, some believe the worst is behind us. 
They argue that inflation has peaked, and the Fed will 
soon pivot away from its tightening stance and begin 
to lower interest rates. Indeed, as noted above, inflation 
has come off the boil. Energy prices have retreated, 
various anecdotal/survey data also imply that inflation is 
cooling and some members of the Fed have suggested 
that the pace of future interest rate increases should be 
less austere going forward.

This has all been greeted with enthusiasm: In the first 
two months of the fourth quarter, equity markets rallied 
over 10%, largely premised on a Fed pivot unfolding. 
Bond prices moved higher, credit markets strengthened 
and the US dollar (typically a beneficiary of higher 
interest rates) retreated, easing some of the pain felt by 
multinational companies and foreign countries alike.

That said, while some components of inflation have 
waned, others remain elevated. Prices of durable goods, 
for example, are rising at an annual rate of 5%, down 
from an unparalleled increase of nearly 20% at the 
beginning of this year. Again, welcome news. Prices of 
services in the aggregate, however, have declined from 
a record 16% increase, but are still rising more than 
10%, an uncomfortably high level.

A similar description could be applied to wages, a key 
ingredient in the Fed’s calculus when eyeing inflation. 
Here, after spiking above 5.5% for the first time in a 
generation, wage growth eased to 5.3% in the most 
recent quarter, a positive development in the overall 
inflation discussion (See Chart 4). But wages are still 
rising at too fast a pace for the Fed to fully remove its feet 
from the brakes and lower interest rates in the near term.

In sum, inflation is moderating and will likely continue to 
moderate further in 2023. But that, in our view, is not the 
key issue investors must grapple with. 

As evidence, a recent study that examined numerous 
episodes of inflation across 14 countries drew our 
attention. Here, its authors concluded the following: 
“Reverting to 3% inflation is easy to achieve from 4%, 
hard from 6%, and very hard from 8%.” Moreover,  
when inflation starts above 8%, “it takes between six 
and 20 years with a median of 10 years for inflation  
to revert to 3%.”4 

The real issue is how quickly inflation will fall 
and to what level, and without a contraction in 
demand, getting inflation back to the Fed’s target 
rate of 2% will prove difficult. It may also take a 
considerable amount of time. 
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Chart 5 — 10-Year Treasury Constant Maturity Minus 3-Month Treasury Constant Maturity
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Said differently, to get inflation down to what the Fed 
deems to be a more acceptable level may require 
considerable patience and, as Treasury Secretary 
Janet Yellen noted, “great skill and some good luck.” 
Complicating the situation is that the true effect of the 
Fed’s “pound of medicine” is not immediately felt, nor 
is its impact directly linear. Rather, Fed policy works 
with “long and variable lags,” as legendary economist 
Milton Friedman once noted. In other words, the impact 
of interest rates on the economy is unknowable ex-
ante; they will take time, and they will not impact the 
economy evenly.

So, how will the Fed respond and how will the 
economy perform? Will we have a recession?

Given the unpredictable nature of interest rates and their 
effect on the economy, at some point the Fed will likely 
step down from its current pace of interest rate hikes. 
Higher rates are still likely, but the Fed will likely ease off 
the brakes incrementally to measure its actions so far.

At the same time, however, with stickier prices within 
the services sector, and wage inflation unlikely to 
abate quickly given many industries experiencing labor 
shortages, we also believe the Fed will likely keep 
interest rates higher for longer. Hence, we believe a 
pause is likely, but a pivot is not so long as financial 
markets generally remain orderly, and unemployment 
does not rise too high too fast.

Additionally, investors are not out of the woods as the 
odds of a recession have risen as financial conditions 
have tightened, demand has begun to slow, and 
margins will likely come under pressure. A recession  
is not a foregone conclusion. 

There are three things we can measure to help assess 
this risk.

First, energy prices have fallen. In fact, while they had 
become a significant headwind several months ago, they 
have now reversed and could pose as a salutary tailwind. 
Second, employment trends have remained robust, 
which not only explain the higher wage numbers but help 
justify the economy’s durability. These are all generally 
positive indicators for now. 

The third indicator, however, offers a more cautionary 
outlook and requires some explanation.

To many in the investment community, an inverted yield 
curve carries a degree of legitimacy for it has historically 
proven prescient at predicting recessions. Normally, 
long-term bonds yield more than short-term bonds 
to compensate investors for the risks associated with 
owning longer-term obligations. This is a normally sloping 
or positively sloping yield curve.

Throughout the business cycle, it is customary for short-
term yields to move faster than longer-term yields as the 
Fed lifts interest rates to slow the economy down. As  
the business cycle matures, short-term yields often trade 
above long-term yields, resulting in an inverted yield. And 
once this occurs a recession has usually followed.

Source: Federal Reserve Bank of St. Louis (shaded areas indicate recessions)
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5 The Wall Street Journal

The timing of a recession based on an inverted yield, 
however, is variable. On average, a recession has 
occurred within 10 months of an inverted yield curve, 
with a range of six months. In other words, a recession 
could materialize anywhere between spring 2023 and 
spring 2024, if this historically accurate indicator proves 
true. Nevertheless, because an inverted yield curve  
has a proven track record of acting as a leading 
indicator of a recession, we should pay it respect and 
consider a recession to be a likely outcome within the 
next 12 – 18 months as the impact of the Fed’s heavy 
hammer is fully felt.

What kind of recession will it be?  
Not painless, but not historic.

The last two recessions were among the most notable as 
they were several degrees of magnitude worse than the 
prior 11 recessions since World War II. They were also, 
stating the obvious, the most recent, and to guard against 
recency bias, we should expand our aperture and assess 
other recessions for potential parallels. When doing so, 
a better hypothesis can be made about the future.

In 2008, the economy shed over 8.5 million jobs causing 
the unemployment rate to more than double from 4.4% 
to 10.0%. That recession was also elongated, spanning 
18 months before the next recovery began. Once it 
began, however, the expansion endured for over 10 
years, the longest on record, only to be interrupted 
in February 2020 by COVID-19. During this episode, 
approximately 22 million employees lost their jobs. While 
that deficit still is not fully closed, the COVID recession 
officially lasted two months, the shortest on record.

With this background in mind, we believe that the next 
recession, whenever it occurs, will not be painless, but  
it will not be historic, either, for the following reasons: 

•  Corporate and consumer balances are generally  
in good shape.

•  The financial sector is also on a stronger footing.

•  Trends such as de-globalization and onshoring, 
while inflationary, will also serve as a boost to capital 
spending, thereby potentially dampening the downside 
of a recession. 

On the other hand, policymakers are constrained by 
high inflation and thus may be less able to intervene if a 
protracted recession ensues. Additionally, while balance 
sheets are generally strong, debt levels are high at the 
same time that financial conditions are tightening at the 
fastest pace in 40 years. These factors could emerge  
if a more severe recession takes hold, but to reiterate, 
our base case is a milder one. 

So, what does this mean for your portfolio?

2022 was a year unlike many others, for in the simplest 
of terms and for many investors, there were few places 
to hide, based on broad asset classes, at least. This 
was encapsulated by a leading financial publication 
recently exclaiming “A classic investment strategy has 
fallen apart.”5

Herein, the author profiles how a well-utilized investment 
approach of structuring a portfolio with 60% allocated to 
large-cap US stocks and 40% to investment-grade, fixed 
income securities has previously served investors well. In 
2008, for example, stocks crashed nearly 40% that year, 
as the Global Financial Crisis ignited the worst economic 
decline since the Great Depression. Yet, as the Fed 
aggressively lowered interest rates to zero, bond prices 
rose nearly 20%, thereby providing some salvation to 
investors, although their portfolio was still down that year.

In 2022, stocks did not fare as poorly as they did in 
2008. However, bonds offered little support, as they too 
declined by roughly the same amount. That’s consistent 
with the view we articulated in our 2022 Outlook when 
we stated the following:

“While we believe that bonds can act as an 
effective hedge against deflation, if inflation 
persists and the Fed is compelled to act more 
aggressively, given their already low yields, 
bonds may no longer be seen as providing risk-
free returns, and instead be viewed as assets 
that offer return-free risk.”
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Chart 6 — Annual Returns (%)

Source:  Bloomberg; KeyBank Investment Center

Positively, with the Fed raising interest rates, bond yields have meaningfully moved higher and now offer attractive 
coupons, leading us to report recently: “There is income in fixed income again.” At the same time, equity valuations are 
less demanding than they were a year ago. These two facts underlie our long-term capital market assumptions, which, 
when combined, imply a 60/40 portfolio has a reasonable chance of earning 6% per annum over a long-time horizon. In 
contrast, a year ago, mainly because of the low level of interest rates at the time, this same 60/40 portfolio would likely 
fail to earn 4%. In sum, long-term prospective returns are more favorable today than they were at this time last year.

Chart 7 — Yield (%)
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In fact, the above-referenced 60/40 portfolio experienced one of its worst declines on record, leaving many investors 
bruised and confused. 
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That said, in the short run, we believe that the volatility 
experienced in 2022 will likely persist in 2023; thus our 
base case for 2023 envisions flattish returns for broad 
US equity markets once again. Steve Hoedt, Head 
of Equities, provides greater detail on this topic in an 
accompanying piece to this Outlook. Rajeev Sharma, 
Head of Fixed Income, offers a companion article on 
the outlook for the bond market in the year ahead. But 
in brief, the inflation boost to corporations in the form 
of higher revenues will likely fade as inflation in the 
aggregate also descends. At the same time, however, 
costs likely will fall at a slower pace, thereby pressuring 
margins and earnings, which could put additional 
pressure on stock prices.

In addition, stocks typically do not bottom before a 
recession starts, suggesting additional pain may lie 
ahead. But importantly, stock prices do recover before 
the economy does, meaning that if investors wait for 
the recession to end before putting capital to work, they 
will be too late. Therefore, while we believe the range 
of outcomes may be wider next year, we don’t believe 
most investors will be well-served to underweight equity 
risk relative to their strategic asset allocation targets; 
nor should they attempt to time when the market may 
reach bottom as such attempts have repeatedly led to 
underperformance.

For these reasons, we continue to recommend selectivity 
and quality. We counsel investors to revisit actively 
managed solutions and incorporate “New Tools” to 
remain fully diversified. As noted earlier, long-term, 
forward-looking returns for stocks and bonds both 
appear to be higher versus this time last year. However, 
with interest rates poised to remain “higher for longer,” 
stocks and bonds are likely to remain more highly 
correlated with each other, meaning that nontraditional 
strategies such as absolute return vehicles, private credit, 
real assets and others may provide critical diversification 
amid an uncertain environment for investors.

Conclusion: Not your father’s recession,  
but perhaps your grandfather’s?

At the onset, we advised against becoming overly reliant 
on the past when contemplating the future. The Federal 
Reserve, when assessing the state of the economy, 
should heed such advice as well, and avoid looking into 
the rearview mirror for too long. To date, on the surface, 
the Fed has applied a “pound of medicine” to bring 
inflation down, which has seemingly resulted in a modest 
“ounce of cure.”

If the Fed ventures to look forward, it will likely see 
inflationary pressures beginning to ebb, which may 
justify an eventual pause in raising interest rates in 2023. 
Notably, however, a pause should not be presumed to 
be a pivot and by our lights, inflation will cool but remain 
above pre-COVID levels for some time, suggesting that 
interest rates will be higher for some time, too.

Against this backdrop, financial assets will be volatile 
as the economy itself may prove equally volatile, 
complicating matters for policymakers. And if financial 
conditions remain overly restrictive for too long, a 
recession may prove inevitable. 

Such a recession will not be painless, but we don’t 
believe it will be historic nor will it resemble your father’s 
recession (circa 2008-09). However, it may resemble 
your grandfather’s recession or the period spanning the 
mid-1940s/1950s (See Chart 8 on page 9).

In both cases, exogenous shocks (World War II and 
COVID) triggered enormous amounts of stimulus being 
injected into the economy — both in the form of zero 
interest rates and large fiscal deficits. Armed with this 
stimulus, consumers’ pent-up demand propelled a 
massive spending boom once these shocks faded, 
setting the stage for higher inflation then and now.

In the short run, we believe that the volatility experienced in 2022 will likely persist in 2023; thus our base 
case for 2023 envisions flattish returns for broad US equity markets once again. 
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In the years after WWII, when policymakers initially 
confronted rising inflation, they adjusted interest rates 
frequently, causing five recessions in just 16 years 
(1945 to 1961). Such on-again/off-again policy moves 
caused the economy to experience above-average levels 
of volatility as depicted in the chart which illustrates 
annual changes in the size of the US labor market (a 
possible precursor to today’s widely used unemployment 
rate). These observations bring forth two important 
considerations for investors today: First, even though 
recessions occurred with great frequency, they were 
generally shorter and shallower. Yet given such volatility, 
equity risk premiums were higher, implying valuations 
were lower. 

The past is not always a prologue, and, as we have 
cautioned repeatedly, investors (and policymakers, too!) 
should avoid the temptation of extrapolating the past as 

Chart 8 — All Employees, Total Nonfarm
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Source: Federal Reserve Bank of St. Louis (shaded areas indicate recessions; annotations by Key Wealth Management)

a shortcut to forecast the future. Moreover, the economy 
today is vastly different (in both size and composition) 
than it was seven decades ago.

Still, if the post-WWII experience proves to be a useful 
reference for today’s post-COVID world, it could portend a 
shift in the underlying investment landscape. Such a shift, 
we believe, would be defined by a shift from a relatively 
stable economy and low inflation to one characterized by 
a less stable economy and higher inflation. Should such a 
shift occur, it should stand to reason that the investment 
solutions that worked the best in the past may not be the 
ones that outperform in the years ahead.

On behalf of my colleagues, I wish you good health, peace, 
prosperity, and continued optimism in the year ahead.

For more information about how to adjust your 
strategy based on this outlook, please contact 
your advisor.
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