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SUMMARY 
2022 was a very difficult year for the global financial markets, 

with nearly all asset classes posting negative returns for the 

year (see Chart 1 below). The cause of this was the rapid 

tightening of monetary policy (interest rate increases) to deal 

the worst global inflation shock in forty years. Although the 

outlook for inflation is now better than it was a year ago, the 

big question for 2023 is how much damage has been done to 

economic growth by the higher interest rates designed to tame 

inflation. Recessions are generally expected for several 

Northern Hemisphere countries, but Australia may fare better, 

and China could see stronger growth as it moves past the 

current wave of COVID and related lockdowns. Bonds seem 

well-placed for better performance in 2023, but the prospect 

for equities depends on the profiles of profit growth. Better 

news on that front may be a story for later in 2023 rather than 

sooner. 

 

Chart 1: Nearly all assets generated negative performance in 2022 under the weight of higher inflation and interest rates  

 

 

Source: Thomson Reuters, Bloomberg 1 January 2023 
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INFLATION  
As the 2022 year opened, it was apparent that inflation was 

going to rise as increased demand caused by COVID support 

payments and ultra-low interest rates collided with shortages 

caused by supply chain pressures. Investors hoped the US 

Federal Reserve’s view that higher inflation would be 

“transitory” might prove correct but were not convinced. 

Although some key supply chain indicators began to improve 

in late 2021, it was still unclear how quickly this would 

continue and then show up in lower inflation. 

The Russian invasion of Ukraine in February seriously 

compounded the inflation problem. The supply of key 

commodities, including oil, gas and grains, was immediately 

restricted, especially to Europe. This quickly caused a surge 

in the prices of these commodities. For example, the price of 

oil started the year at US$76/barrel and by 8 March had risen 

to US$124/bl. By mid-May the price of wheat peaked 70% 

above its end-2021 level. These disruptions and price hikes 

caused significant problems for European energy supply, and 

for emerging market nations dependent on imported grain.  

Food and energy prices make up the difference between 

headline inflation and the underlying inflation rate that 

central banks target for monetary policy. Typically, central 

banks prefer to let food and energy inflation run its course 

because there is nothing monetary policy can do to manage 

it. However, when higher food and energy inflation start to 

spill over into core inflation, then the risk of more persistent 

inflation worsens, and central banks must respond.  

INTEREST RATES 
As the first half of the year unfolded, it became increasingly 

clear that inflation would not prove transitory and that 

central banks would have to do more with interest rates than 

previously expected. It also became apparent that labour 

shortages caused by COVID were continuing and leading to 

an excess demand for staff. This was particularly prevalent in 

the case of the services sector, as people - freed from 

lockdowns - sought to restore their lifestyles. This fed into 

higher wage inflation, in turn pushing up underlying inflation.  

These forces were prevalent in the US. At the start of the year 

the US Federal Reserve had noted the excess demand for 

labour and hoped that increased supply of workers as the 

economy re-opened would address the problem. However, 

for reasons that are still not clear, this did not happen, and 

the labour market remained very tight. The US 

unemployment rate has been below 4% since February and 

finished the year at 3.5%. In this situation the Fed had no 

choice but to lift interest rates aiming to slow the economy 

and reduce the demand for labour, even at the risk of 

recession. Although the US labour market remains tight, 

there are now clear signs the economy is slowing. Also, 

inflation has peaked and is heading down, but core inflation 

around 5%-6% is still well above the Fed’s objectives, closer 

to 2%.  

INTEREST RATE OUTLOOK  
As the inflation story developed through 2022 and investors 

revised up their views on how high it would go, the expected 

interest rate profile also lifted as markets priced in central 

bank responses. For example, at the start of the year, the 

markets expected the Reserve Bank of Australia’s cash rate 

would be around 1.25% by mid-2023. They now expect it to 

be 3.75%, rising further, to 4% by the end of 2023. In the US, 

markets had expected a cash rate of 1% by mid-2023 and 

1.35% by the end of the year. They are now expecting 5% in 

June and 4.65% in December.  

The US and Australian cash rates were increased at a pace 

not seen by historic standards. Our cash rate was 0.1% at the 

start of the year and 3.1% by December. In the US the 

corresponding figures were 0.07% and 4.3%. These levels 

were reached by both frequent and sizeable moves, including 

0.75% increments. A reason the central banks moved so 

quickly was that they felt they could not afford to let inflation 

expectations get out of control. If that happens, then rates 

would have to go even higher and for longer.  

GLOBAL FINANCIAL MARKETS 
BONDS 

These rate increases had wider repercussions through 

financial markets. Government bond yields rose sharply 

across the spectrum of maturities. For example, the 10-year 

Australian bond yield rose from 1.67% at the start of the year 

to 4.05% at the end of December. The US equivalent yield 

posted similar performance, and yields rose sharply in most 

other countries, except for Japan where the Bank of Japan 

continued to suppress the long end of the Japanese yield 

curve. The size and speed of the increase in bond yields was 

so serious that key bond indices posted the worst losses seen 

for many years.  

Inflation linked (real) yields rose from negative to positive 

territory. For example, the US 10-year TIPS yield was -0.97% 

on 1 January and 1.58% at the end of December. Negative 

real interest rates are highly stimulative, exactly what an 

economy with an inflation problem does not need. Central 

banks are not just trying to get inflation under control, but 

also when that task is achieved, they want to be left with a 

higher rate structure than at the start of 2022. 

EQUITIES 

Real bond yields are important for other assets too, including 

equities, gold and currencies, as well as speculative 

instruments such as cryptocurrencies. In the case of equities, 

price/earnings (P/E) ratios are closely linked to real bond 

yields – when yields rise, P/E ratios fall. Given equity markets 
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started the year in expensive territory with relatively high P/E 

ratios, there was plenty of scope for valuations to be marked 

down as bond yields rose. The impact of this within equity 

markets varied, with growth stocks - notably tech companies 

- hit especially hard. The tech-heavy NADSAQ index fell 33% 

in 2022, compared with -18% for the broader S&P500 

benchmark. Other interest rate sensitive sectors, such as real 

estate investment trusts (REIT’s), suffered more than other 

sectors. The Australian REITs (AREITS) sector fell 20.5% in 

2022 compared with -1% for the ASX200. 

Emerging market equities underperformed developed 

market equities in 2022, under the weight of higher US yields 

and the higher US$. For much of 2022, the Fed was seen as 

being at the forefront of the rate hiking cycle and this drove 

the US$ up against other currencies. The A$/US$ fell from 

US$0.726 at the start of the year to a low of US$0.623, before 

recovering to US$0.678 at the end of December as the US$ 

started to soften.  

The stronger US$ and higher real yields pulled the gold price 

down after it spiked with the Russian invasion of Ukraine. 

After peaking around US$2,056/oz in early March, the gold 

price fell to US$1,628/oz before recovering to around 

US$1,800/oz by the end of the year.  

Cryptocurrencies had a terrible 2022 and showed they are 

just as vulnerable to economic fundamentals as anything 

else. Bitcoin fell nearly 65% as rising real yields pushed the 

price down.   

2022 IN REVIEW 
Overall, 2022 was a bad year for multi-asset portfolios. 

Traditional portfolio diversification says bonds rally to help 

offset equity losses as economies slow. However, this does 

not work so well when inflation is a problem and yields are 

starting from abnormally low levels.  

LOOKING AHEAD INTO 2023 
As we move into 2023, financial markets continue to focus 

closely on the path of interest rates and the key drivers of 

inflation and growth. Markets are now more confident about 

inflation than they were a few months ago. Signs of inflation 

peaking, especially in the US, have encouraged markets to 

believe the worst has been seen and that inflation will be 

lower at the end of 2023 than it is now. There are some open 

questions about just how much lower and whether it will be 

close to central bank targets, but lower is better than higher. 

Markets have also been reassured by recent central bank 

moves to moderate the pace of further interest rate hikes 

while they assess the impact of their actions so far. The 

markets know that more rate hikes are yet to come, with 

another 1% expected in Australia to take the cash rate to 4% 

and a further 0.6% in the US to take the Fed funds rate to 5%, 

but with inflation falling there are less upside risks to these 

rate expectations than there were through 2022. 

This leaves the question as to what the impact of growth will 

be following these substantial rate increases. 

Markets will be monitoring the growth data to see if 

recessions are coming. The US, UK, Europe and New Zealand 

are generally seen as most at risk of recession, but Australia is 

seen as a better chance to get by, with just a slower pace of 

growth through 2023 than 2022.  

However, there are higher than usual levels of uncertainty 

associated with this outlook. On the negative side for 

Australia is the impact of higher mortgage payments and 

lower house prices on household spending. On the positive 

side there is the re-opening of China after the dropping of 

COVID restrictions. It will likely take some months for China 

to get past the COVID wave engulfing the country, but by the 

second half of the year better economic conditions in China 

could be something markets can look forward to.  

Now financial markets expect rising US unemployment in 

2023 to force the Fed to cut interest rates by late 2023 and 

then through 2024. This is the so-called “Fed pivot”. This 

belief has helped support equities and bonds recently but is 

still very much an open question. The Fed has repeatedly said 

it will not ease prematurely and risk igniting inflation again. 

The markets think the Fed will see unemployment as more 

important, as they have in the past. How this plays out in the 

coming year is one of the most important questions. Given 

the role of inflation in current policy moves, it may be 

prudent not to rely too much on past Fed actions in low 

inflation environments. 

KEY RISKS 
Key risks in 2023 include inflation staying higher for longer 

leading to more monetary tightening, a sudden collapse of 

growth leading to a prolonged deep global recession, and 

disruptions to energy supply chains compromising both 

growth and inflation. Geopolitical risks include the Ukraine 

war and tensions around Taiwan.  

OUTLOOK 
That there will be some slowing in the world economy and 

some rise in unemployment seems certain. The question of 

how big these moves are is less certain. Bond markets will 

like a combination of slower growth and lower inflation, but 

equity markets will likely need to see some profile of recovery 

in growth before a longer-term rally might be sustained. Once 

that happens, the cyclical stocks that underperformed so 

much in 2023, including technology, REITs and discretionary, 

are likely to outperform. The A$/US$ is likely to move above 

US$0.70 in coming months. Improvement in the Chinese 

economy would be good for the A$/US$ through the year. 
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Chart 2: Major Market Indicators – December 2022 

 

    CHANGES OVER PERIODS SHOWN* 

INDICATOR 

31 DEC 

2022 

1  

MONTH 

3 

MONTHS 

6 

MONTHS 

12 

MONTHS 

CASH RATES*           

Australia 3.10% 0.25% 0.75% 2.25% 3.00% 

USA 4.32% 0.50% 1.27% 2.76% 4.25% 

Japan -0.10% 0.00% 0.00% 0.00% 0.00% 

Europe 2.50% 0.50% 1.25% 2.50% 2.50% 

10 YR GOVERNMENT BOND YIELDS* 

Australia 4.05% 0.52% 0.16% 0.39% 2.38% 

USA 3.83% 0.13% 0.03% 0.86% 2.33% 

Japan 0.42% 0.17% 0.17% 0.19% 0.35% 

Europe 2.56% 0.62% 0.45% 1.20% 2.74% 

EQUITY MARKETS           

ASX200 7039 -3.4% 8.7% 7.2% -5.5% 

AREITs 3003 -5.2% 8.8% 1.1% -23.9% 

S&P 500 3840 -5.9% 7.1% 1.4% -19.4% 

Topix 1892 -4.7% 3.0% 1.1% -5.1% 

EuroStoxx 3794 -4.3% 14.3% 9.8% -11.7% 

MSCI Emerging Markets 956 -1.6% 9.2% -4.4% -22.4% 

VIX volatility index 21 5.7% -31.5% -24.4% 26.4% 

CURRENCY MARKETS           

AUD/USD 0.6775 1.1% 4.2% -1.7% -6.6% 

AUD TWI 61.40 -1.1% -0.2% -0.6% 0.5% 

USD/YEN 131.95 -5.4% -8.8% -2.9% 14.6% 

EURO/USD 1.0672 3.7% 8.9% 2.1% -6.2% 

COMMODITY MARKETS           

Gold 1815.6 3.6% 8.5% 0.5% -0.4% 

Oil 80.2 -0.4% 0.3% -25.6% 6.4% 

Iron Ore 117.5 14.1% 19.9% -4.1% 1.3% 

Coal 348.6 0.0% -20.7% -11.8% 111.7% 

 

* For cash rates and bonds, the changes are percentage differences; for the rest of the table, percentage changes are used. 
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