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I. ECONOMIC UPDATE 
 
 

• The calendar has thankfully turned on a dreadful year for most financial markets 
• The Fed transitioned from a ‘transitory’ characterization of inflation risks to extreme policy 

tightening in 2022, including 425 basis points of rate hikes and >$400 billion of balance sheet 
reduction 

• We highlight four themes to consider for the year ahead 

The calendar has thankfully turned on what was a very challenging year for financial markets in general 
and the bond market in particular. After mistakenly characterizing inflation as transitory in 2021, the Fed 
spent most of 2022 playing an extreme game of catch-up regarding monetary policy tightening. Included 
in the Fed’s efforts were 425 basis points (bps) of rate hikes and more than $400 billion of balance sheet 
reduction. Both contributed to historically high levels of interest rate volatility for a sustained period, 
which had a notable impact on liquidity and performance of broad fixed income. However, in the final 
two months of 2022, tamer inflation reports and emerging recession signals fueled a market narrative 
that peak inflation had been reached. Despite the Fed maintaining very hawkish guidance at the 
December 14 FOMC meeting, short-term rate markets continue to price for rate cuts in the second half 
of 2023.  
 
As we begin the New Year, there are multiple themes to consider, from a more attractive outlook for 
bonds to growing recession risks. Below we summarize the themes we feel are most important for 2023. 
 
2023 Themes 
 
#1 Bonds Poised to Rebound 
Exhibit 1 provides perspective on just how bad 2022 was for 
broad, investment-grade fixed income. At -13.16%, the 
index’s 2022 return was more than 10 points below the next 
worst year in its 47-year history. Also included in the table is 
the index return the following year, and with the clear 
exception of 2021/2022, each other period was followed by 
a relatively strong performance year. That’s not to say past 
performance is indicative of future results, but fixed income 
fundamentals are as positive to start 2023 as we’ve 
witnessed in approximately 15 years after more than a 
decade of ultra-low interest rates. Yes, there was a very brief 
period of similar yields and spreads in March 2020, but that 
was a full-blown liquidity crisis that the Fed quickly stepped in to resolve. Fixed-income spreads have 
narrowed from the 2022 wides but remain attractive, and all-in yields for a diversified portfolio of IG 
spread assets begin the year in the neighborhood of 5%.  
 

Exhibit 1

Year Total Return Next Year
2022 -13.16% ?
1994 -2.75% 18.38%
2013 -2.25% 6.27%
2021 -1.58% -13.16%
1999 -0.87% 11.66%

1  Inception 12/31/1975   Source: ICE BofA

ICE BofA U.S. Broad Market Index
Top 5 Worst Annual Returns 1
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A bond’s return is comprised 
of income received and 
change in price. Exhibit 2 
tracks the income portion of 
the ICE BofA 1-5yr Broad 
Market Index over the last 20 
years. Not since 2007 has 
income surpassed 5% for a 
calendar year, and current 
expected returns are 
approximately double the 
post-crisis average. As we 
saw glimpses of in the final 
two months of 2022, 
investor demand should 
continue to improve in early 
2023, particularly if inflation 
data reinforces the peak inflation narrative. As history proves, market dynamics can quickly change, 
particularly if expectations rise that peak rate volatility is behind us.  
 
#2 Rate Volatility Should Remain a Critical Risk Factor 
Rate volatility, both implied and realized, was a predominant theme for fixed income in 2022. Uncertainty 
related to the Fed’s response to historic inflation pressures kept vol elevated for most of the year, and it 
had a negative impact on market liquidity conditions as well as the year persisted. There were several 
factors that contributed to reduced, but still elevated, vol in the final two months of the year. First, the 
ultra-aggressive pace of rate hikes pushed the fed funds rate closer to what both market and Fed 
expectations perceived would be the likely terminal rate in the current cycle. Second, multiple inflation 
reports released in November came in below expectations, fueling a narrative that peak inflation was in 
the rearview mirror and existing pricing for the terminal rate was likely appropriate in the 5% area (i.e., 
less uncertainty). Liquidity conditions were modestly improved, and spreads tightened. 
 
Further reduction in rate volatility should continue to be positive for liquidity and spreads, which would 
boost performance of spread sectors relative to Treasuries in the coming year. However, there are still 
potential sources of volatility out there for 2023, and Fed policy remains the primary source. To start the 
year, fed funds futures are priced for a 4.95% terminal rate in Q2 and two 25 bps rate cuts by year-end. 
At the December FOMC meeting, updated participant forecasts showed a median 2023 year-end funds 
rate of 5.125%, with 17 of the 19 participants projecting a 5.125% or higher rate. This would be in line 
with the Fed’s guidance of ‘higher for longer’, and if accurate, the market would have to reprice 
accordingly, sending rate vol higher. Even so, it is less likely that such an event would send vol higher 
than what was experienced last year, hence the growing market expectation that peak vol has been 
reached.  
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#3 Heightened Recession Risks for 2023 
Business cycles inevitably change, and the Fed’s extraordinary efforts to rein in inflation have bolstered 
the odds of a recession in 2023. In simple terms, the Fed and most other major central banks are trying 
to slow their respective economies, and there’s budding evidence that they are succeeding. In a recent 
outlook, the Citigroup economics team highlighted the following factors that are currently present and 
typically indicators of impending recession:  
 

1. The housing sector is in contraction 
2. The Treasury yield curve is inverted 
3. Individuals and businesses feel more positive about current conditions than the future 
4. The unemployment rate is historically low 
5. Inflation is running well-above target 
6. The Fed is raising interest rates and financial conditions are tightening rapidly 

Perhaps the better question is how the Fed will respond. As Fed Chair Powell has made clear, they are 
trying to slow the economy, particularly an overheated labor market. In recent comments, Powell has 
suggested that a labor supply and demand imbalance could persist for longer than currently expected, 
keeping wage inflation and, consequently, non-shelter services inflation elevated for much of 2023. 
These conditions would support keeping the fed funds rate elevated for longer than the market is 
currently pricing, as well as continuing with balance sheet reduction for the foreseeable future.  
 
As for the severity of a potential recession at some point in 2023, we are not expecting a crisis event, 
like 2008. Relatively speaking, household and corporate balance sheet fundamentals are sound, thanks 
in large part to extraordinary stimulus in 2020/2021. If a recession does indeed evolve in 2023, it is more 
likely to be a mild-to-moderate downcycle, barring no unforeseen external shocks (e.g., geopolitical).  
 
#4 Liquidity in the Banking System 
There is some concern that the Fed’s balance sheet reduction efforts will create a liquidity issue at some 
point in 2023 as reserves drain from the banking system. However, liquidity remains very abundant in 
the overall system, as evidenced by the fact that the Fed’s reverse repo program (RRP) ended 2022 with 
more than $2.5 trillion of balances. The Fed’s tightening efforts are aimed at draining this excess liquidity, 
which has contributed to inflation. The increase in RRP balances throughout 2022 was largely a metric 
of increased money market fund inflows as large banks have been hesitant/unwilling to chase these 
deposits via higher rates.  
 
For community depository institutions, a major theme for 2022 was historic loan growth for credit 
unions, which took over the top spot for auto lending market share by lender category. Recent data 
suggests that credit unions have begun to increase loan rates, but not before a significant amount of 
COVID-related liquidity drained from those institutions. A combination of below-market loan rates and 
upward pressure on funding costs in 2023 could present heightened liquidity risks for credit unions with 
higher loan-to-share ratios, and as such, it wasn’t surprising to see increased issuance of wholesale 
deposits in the second half of last year. 
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While liquid assets and deposits have generally declined for depositories, deposit funding remains high. 
Rising rates and monetary tightening could have a material impact on earnings and capital for institutions 
that face funding needs. Deposit stability is a key consideration in that context, particularly for COVID-
related surge deposits. Overall, the primary business function of depositories serving as financial 
intermediaries means maintaining discipline on pricing of both deposits and loans is key to avoiding a 
financial mismatch. Institutions tight on liquidity have had success bringing in funding via more 
aggressive retail deposit pricing at rates still below Treasury rates, albeit at relatively high cannibalization 
rates. Alternatively, brokered deposits are a non-borrowing funding option, which are much closer to, if 
not higher than, Treasury rates. Low-income credit unions (LICUs) have access to nonmember funding, 
worth about 30bps in rate compared to non-LICU funding rates. 
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ALM First Financial Advisors is an SEC registered investment advisor with a fiduciary duty that requires it to act in the best interests of clients 
and to place the interests of clients before its own; however, registration as an investment advisor does not imply any level of skill or training. 
ALM First Financial Advisors, LLC (“ALM First Financial Advisors”), an affiliate of ALM First Group, LLC (“ALM First”), is a separate entity and 
all investment decisions are made independently by the asset managers at ALM First Financial Advisors. Access to ALM First Financial Advisors 
is only available to clients pursuant to an Investment Advisory Agreement and acceptance of ALM First Financial Advisors' Brochure. You are 
encouraged to read these documents carefully. All investments involve risk and may lose money.  
 
The content in this article is provided for informational purposes and should not be relied upon as recommendations or financial planning advice. 
We encourage you to seek personalized advice from qualified professionals regarding all personal finance issues. While such information is 
believed to be reliable, no representation or warranty is made concerning the accuracy of any information presented. Statements herein that 
reflect projections or expectations of future financial or economic performance are forward-looking statements. Such “forward-looking” 
statements are based on various assumptions, which assumptions may not prove to be correct. Accordingly, there can be no assurance that 
such assumptions and statements will accurately predict future events or actual performance. No representation or warranty can be given that 
the estimates, opinions or assumptions made herein will prove to be accurate. Actual results for any period may or may not approximate such 
forward-looking statements. No representations or warranties whatsoever are made by ALM First Financial Advisors as to the future 
profitability of investments recommended by ALM First Financial Advisors. 
 
Moreover, this report was prepared as of the date indicated herein. No representation or warranty is made by ALM First that any of the returns 
or financial metrics detailed herein will be achieved in the future, as past performance is not a reliable indicator of future results. Certain 
assumptions may have been made in preparing this material that have resulted in the returns and financial metrics detailed herein. Changes to 
the assumptions may have a material impact on any returns or financial metrics herein. Furthermore, ALM First gives no representation, warranty 
or undertaking, or accepts any liability, as to the accuracy or completeness of the information contained this report. This report was prepared 
for informational purposes only without regard to any particular user’s investment objectives, financial situation, or means, and ALM First is not 
soliciting any action based upon it. This material is not intended as, nor should it be construed in any way as accounting, tax, legal, or investment 
advice including within the meaning of Section 975 of the Dodd-Frank Wall Street Reform and Consumer Protection Act. Certain transactions 
give rise to substantial risk and are not suitable for all investors. The strategies discussed herein can have volatile performance and may employ 
leverage. Moreover, investment advisory fees and expenses may offset trading gains. This report was prepared by ALM First Financial Advisors, 
LLC. The hereto mentioned report contains information which is confidential and may also be privileged. It is for the exclusive use of the intended 
recipient(s). If you are not the intended recipient(s), please note that any distribution, copying, or use of this report or the information contained 
herein is strictly prohibited. If you have received this report in error, please notify the sender immediately and then destroy any copies of it. ALM 
First neither owes nor accepts any duty or responsibility to the unauthorized reader. ALM First shall not be liable in respect of any loss, damage, 
or expense of whatsoever nature which is caused by any use the unauthorized reader may choose to make of this report, or which is otherwise 
a result of gaining access to the report by the unauthorized reader. This content contains information derived from third-party sources. We 
believe that this third-party data is reliable; however, we cannot guarantee this data’s currency, accuracy, timeliness, completeness, or fitness 
for any particular purpose. 
 
INDEX BENCHMARKS: Index performance is discussed for illustrative purposes only as a benchmark for each strategy’s performance and does 
not predict or depict performance of that strategy. While index comparisons may be useful to provide a benchmark for a strategy’s performance, 
it must be noted that investments are not limited to the investments comprising the indices. Each of the strategy benchmark indices are 
unmanaged and cannot be purchased directly by investors. 
 
© 2023 ALM First Group, LLC. All rights reserved.  
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