ECONOMIC AND MARKET
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OUR MISSION

Smith Shellnut Wilson is a registered investment adviser* specializing in
managing investment portfolios for banks, individuals, corporations, foundations
and public entities. Smith Shellnut Wilson offers its clients skilled investment
management and unremitting client service. Smith Shellnut Wilson is dedicated
to the premise that client relationships and performance, not transactions, are

the ultimate goals.

|. FIRST-QUARTER 2022
EQUITY MARKET RECAP

Due to a multitude of negative market events, the three
major U.S. stock indices were all down for the first quarter,
with the tech-heavy NASDAQ (-8.95%) almost doubling the
losses seen in the S&P 500 (-4.6%) and Dow Jones Industrial
Average (-4.1%).

The first quarter of 2022 was eventful to say the least.
Fourth-quarter economic concerns surrounding the Omicron
variant switched to first-quarter concerns regarding Russia
invading Ukraine, oil skyrocketing, inflation continuing to
run hot, and the Federal Reserve raising interest rates. As a
result of rising uncertainty, the VIX more than doubled
between January and March. It was no surprise that
investors overweighted a risk-off posture. It was no surprise
that value outperformed growth, with large cap value down
-0.19% while large cap growth was down -10.76%.

Looking forward, volatility is expected to remain elevated
over the near term especially until there is a resolution in
Ukraine. Headwinds to contend with for the remainder of
the year will be slowing U.S. economic growth, tighter
monetary policy, rising interest rates, and inflation
uncertainty. Tech will be vulnerable to rising interest rates.

A bright spot may be the reduction in pandemic mandates.
This should allow consumer spending to drift back to pre-
pandemic activity. Specifically, this should shift spending
away from goods and back towards services. Many
strategists are forecasting that spending will increase on
travel and entertainment. A spending switch to services
should also help alleviate supply chain issues which should
have a positive impact on inflation pressure.

One of the biggest takeaways from rising volatility is the
importance of diversification and following a well-
constructed long-term investment plan that helps mitigate

market surprises.
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*Registration of an Investment Adviser does not imply any certain level of skill or training.
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Il. FIRST-QUARTER 202
BOND MARKET RECAP

The U.S. Treasury yield curve rose across every duration
during the quarter. Short duration Treasuries saw the
biggest increase, which created curve steepening along
the first three years and then a flattening beyond three.
The 2-year Treasury yield rose the most (+161 basis
points), while the benchmark 10-year Treasury only
increased by about half of that (+82 basis points). Shorter
rates were more volatile due to uncertainty regarding
inflation and the Fed's response with overnight rate hikes.

12/31/2021 Low High 3/31/2022
2yr UST 0.73% 0.73% 2.36% 2.34%
Syr UST 1.26% 1.26% 2.56% 2.46%
10yr UST 1.52% 1.51% 2.47% 2.34%

The Federal Reserve did deliver a 25-basis point rate hike
at its March 16th meeting. This was the first hike since
2018. It took the overnight rate from 0.00% - 0.25% to
0.25% - 0.50%. The futures market is pricing in an
overnight rate of 2.50% - 2.75% by the end of 2022. The
market is pricing the 10-year Treasury to be at 2.78% by
year end. The flattening forecast is an indication that the
market expects the Fed to be aggressive in its efforts to
tame inflation while economic growth may be slowing.
Minutes from the March 16 meeting also revealed that the
Fed agreed to trim $95 billion (560b Treasuries and $35b
MBS) a month from its bond holdings.

There were very few bond sectors that escaped the
increase in yields, volatility and credit spread widening.
Government bonds outperformed corporate and
municipal sectors. The ten-year AAA tax-free Municipal to
Treasury ratio rose from 69.5% to 95.3% and five-year
investment grade credit spreads widened from +50 basis
points to as high as +78 basis points before finishing the
quarter at +68 basis points to Treasuries. In addition to
credit spread widening the bond market also realized
option spread widening due to rising market uncertainty
(inflation, economic growth, Ukraine). Option-adjusted
spreads doubled during the quarter.

There were very few bond sectors that escaped the
increase in yields, volatility and credit spread
widening.  Government bonds outperformed
corporate and municipal sectors. As evidence, the
ten-year AAA tax-free Municipal to Treasury ratio
rose from 69.5% to 95.3% and five[1]year investment
grade credit spreads widened from +50 basis points
to as high as +78 basis points before finishing the
quarter at +68 basis points above similar maturity
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Treasury bonds. In addition to credit spreads
widening the bond market also realized option
spread widening due to rising market uncertainty
(inflation, economic growth, Ukraine) and interest
rate uncertainty. Option-adjusted spreads, on bonds
with call or prepay options, doubled during the
quarter. The increase in rates and wider spreads
created unrealized losses for current bond holders
but were a welcome entry point for those with
liquidity to put to work.

[ll. LOOKING FORWARD

US growth in Q4 revised lower to 6.9%, slower growth

Christopher Rugaber
Associated Press

The U.S. economy ended 2021 by expanding at a healthy
6.9% annual pace from October through December, a
slight downgrade from previous estimates.

Previously, the government estimated growth in last
year's fourth quarter was 7%. The small downgrade
reflected a smaller increase in consumer spending and
fewer exports, the Commerce Department said.

For all of 2021, the nation’s gross domestic product — its
total output of goods and services — jumped by 5.7%, the
fastest calendar-year growth since a 7.2% surge in 1984 in
the aftermath of a brutal recession.

Looking ahead, however, growth is likely to slow sharply
this year, particularly in the first three months 2022.
Higher inflation will likely weigh on consumer spending as
Americans take a dimmer view of the economy. Home
sales have fallen as the Federal Reserve has started
pushing up borrowing costs, leading to a sharp increase in
mortgage rates. Exports may weaken as overseas
economies are disrupted by Russia’s invasion of Ukraine.

For the January-March quarter of this year, the biggest
drag will be a sharp reduction in the number of goods
businesses restock on their shelves and in warehouses. In
last year's fourth quarter, companies engaged in a huge
buildup of inventories, to get ahead of supply chain
problems for the winter holidays.

That inventory restocking added nearly six percentage
points to fourth quarter growth, a boost that wasn't
repeated in the first three months of this year. And solid
consumer spending likely pulled in more imports in the
first quarter, economists forecast, while a stronger dollar
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and slower growth overseas reduced U.S. exports. The
combination should also weaken the economy in the first
quarter.

Economists forecast that growth could fall to as low as
0.5% in the first three months of the year and may even
slip into negative territory

Still, the first quarter will likely be a temporary hiccup.
As the pandemic continues to fade, more Americans are
traveling, eating out and flying. Businesses are hiring at a
healthy clip and boosting pay. The higher income isn’t
enough to fully offset inflation but should support
continued consumer spending.

The latest GDP reading represents the third and final
estimate of fourth quarter growth. The government issues
three estimates for US GDP each quarter. Each report
includes more complete data.

The figures are adjusted for inflation, which has spiked
to a four-decade high. Consumer spending rose 2.5% in
the fourth quarter, down from the previous estimate of
3.1%. Economists expect spending to remain healthy in
the first quarter, even as overall growth slows.

Growth in corporate profits, which have attracted
political attention as a potential contributor to inflation,
slowed in the fourth quarter. Profits increased $20
billion, or about 0.7%, in the October-December quarter.
That's down from a huge jump of nearly $268 billion, or
10.5%, in the second quarter.

The Federal Reserve forecasts the U.S. economy will
expand 2.8% this year, much lower than in 2021 but still
a solid pace.

The acceleration in inflation has spurred Fed chair
Jerome Powell to signal multiple increases in its short-
term benchmark interest rate this year, with one or more
of the hikes possibly being a half-point, as opposed to the
usual quarter-point increase. Such increases make it more
expensive to take out mortgage or auto loans and raise
credit card interest rates as well.

At a meeting earlier this month, Fed policymakers raised
their benchmark rate to roughly 0.375%, up from nearly
zero, where it had sat since the pandemic hit two years
ago. Officials forecast they will raise the rate at least six
more times this year to approximately 1.9%, though
comments by Powell suggest it could go higher,
particularly if inflation doesn’t show signs of cooling in
the coming months. Fed funds futures are pointing to an
even deeper trajectory for the Fed’'s policy rate (see
graph, top right).
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Maost Likely Fed Funds Rate Path Through March 2023 Based on Futures Pricing
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Rapidly rising interest rates could slow growth and cool
hiring. The Fed hopes to pull off a “soft landing” in which
inflation comes back down closer to the central bank’s 2%
target, without the economy tumbling into a recession.
But many economists worry that the higher rates could
cause a downturn.

The following pages are the CHART BOOK to review
economic graphs.

The source of the information in this commentary is SSW,
Associated Press, and Bloomberg.
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ECONOMIC AND MARKET GRAPHS

Economic growth and the composition of GDP

Real GDP

Billions of chained (2012) dollars, seasonally adjusted at annual rates
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Components of GDP
4Q21 nominal GDP, USD trillions
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Consumer finances

Consumer balance sheet
4@Q21, trillions of dollars outstanding, not seasonally adjusted
$180

Total assets: $162.7tn —— | 3Q07 Peak  $85.1tn
1009 Low  $73.9tn
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Household debt service ratio
Debt payments as % of disposable personal income, SA
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Flow of personal savings
Disposable personal income less consumer outlays, trillions of USD, SAAR
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Inflation

CPland core CPI
% change vs. prior year, seasonally adjusted

15%
50-yr.avg. Jan.2022 Feb. 2022
Recession Headline CPI 3.9% 7.5% 7.9%
Core CPI 3.8% 6.0% 6.4%
12% Food CPI 4.0% 7.0% 7.9%
Energy CPI 4.8% 27.0% 25.7%
Headline PCE defiator 3.4% 6.0% 6.4%
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The Fed and interest rates

Federal funds rate expectations
FOMC and market expectations for the federal funds rate
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) Yield curve
U.S. Treasury yield curve
6.0%
Yield range over past 10 years
5.0%
@
E 4.0%
=
°
4
i 3.0%
2.59%
245%  242%  240% " E - 244%
228% o s - 2.32% =Y
- 1.94% 1.90%
2.0% Dec. 31, 2021 = —
1.44% 152%
1.26%
1.0%
0.0% Y T T T T T - '
am 1y 2y 3y Sy Ty 10y 20y 30y
Source: FactSet, federal Reserve, |.P. Morgan Asset anagement.
Guide lo |he Markets |- . Data fre he b March 31, 2022,
-
S&P 500 valuation measures
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P/E ratios and equity returns
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Forward P/E and subsequent 1-yr. returns
S&P 500 Total Return Index

S&P 500 Total Return Index

Forward P/E and subsequent 5-yr. annualized returns
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Annual returns and intra-year declines
S&P intra-year declines vs. calendar year returns
Despite average intra-year drops of 14.0%, annual returns were positive in 32 of 42 years
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) Global equity markets

Weights in MSCI All Country World Index
Returns 2022 YTD 2021 15years % global market capltalization, float adjusted
Local USD Local USD Ann.  Beta )
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Regions 11%
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= United Kingdom 48 18 196 185 23 102 || % of index market caplialization
e 80%
o France 66 -86 297 206 47 122 B Technology [l Financials @ Commodities
=

Germany 109 128 139 59 47 131 [ L.

Japan 14 54 138 20 34 072

27% 2%

China 139 142 216 216 58 110 || 20%

India 0.1 18 289 267 67 126

Brazil 160 360 A2 12 09 150 0%

S&P  ACWI EM EM Europe Japan EM EM EM
Russia _ _ ME 20.0 ] 149 500 ex-US. Morth South LATAM EMEA
) ) ) B Asig Asia

Source; FactSet, Federal Resarve, MSCI, Standard & Pnor'a, J._F. Mar n_lissal Management, All return values are MSCI (3ross |ndex data, 15-fear history
based pn PSD returna, 15-Jear fetum hnd bata figures tm Faloulated for the {ime beriod 12/3122006 lo |2/3122021, Bata b for inonthiy feturns telative o {he
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pUrposes hni',l. Flease fee h'scrosure page {or index definitiona. Past performance ia '\OTL {eliable indicator of currant and future results, EM North Asia
Includes hina, faiwan knd South Forea EM South bsia Includes india, Indonesia, Malaysia, Pakistan, Philippines, Taiwan hnd Thailand.

Guideto the [arkets | blk. Data arehs bf March 31, 2022,

> International equity earnings and valuations

Global earnings growth Global valuations
Calendar year consensus estimates Current and 25-year next 12 months price-to-earnings ratio
60% 60% 49x '
50% -
X
4 Current
40% . 25-yearrange
29y
[l 25-year average
30%
25x%
20%
g 10% 21x
i
a
= 0%
o 17x
15
-10%
13x
-20%
W 2022 ax
-30% =
W 2021 @ % cyclical sectors® e
-40% 5K T T T T ]
us. China EM Europe Japan us. Europe Japan EM China

Source: FactSet, l‘.ﬁSC:, $tandard k Foor's, 1'nqmﬂon F!euTsrs.l ._|’. Morgan Aesat l'.l.snaqumr.m.

*Cyclical sectors Include consumer h:screticna_ry, financials, industrials, enargy and |nateriale. The Internet and himcl markating subsactor has been

removed {rom he Eyclicals calculation. In our Judgement, bompanies |n this space do hot Yet fit into the byclioal category, as {hey hre btill in a {ransitional SM lTH

arowth bhase find lire hot being Hirectly Imeactad by fhe business bycle. Valuation &nd barninas £harts Lise MSCI Indices for all reaions/countries, fxcept

for fhe LB which |3 the $&P 500, 8l indices Lise |BES hg barnings bsti hich Inay differ from farnings kstimates bised bisewhere |n {he book. SHELLNUT

MSC! Europe Includes {he burozone hs el ks bountries hot b the furrency bioc, :uch ks lorway, wedan, Switzeriand §ind fhe DK (which follectively make
up 24% of {he bverall lhdex), Past performancs I not | reliable [naicator bf furrent hnd future fesuna, WILSON
Guidetolhe Markets | k. Data areds bt larch 51, 2022, e WIBANK

8



o
o
=
£
o
o
2

April 2022 ECONOMIC AND MARKET GRAPHS

Diversification and the average investor

Portfolio returns: Equities vs. equity and fixed income blend
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20-year annualized returns by asset class (2001 = 2020)
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