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I. FOURTH-QUARTER 2022
EQUITY MARKET RECAP

The 4th quarter and the year ended on a sour note as the U.S. 
equity market appears to be failing through its 3rd bear market 
bounce of the past 12 months. On three separate occasions, the 
market as measured by the S&P 500, staged a rally only to 
disappoint investors and drop to new market lows. As shown in 
the graph below, the market experienced bear market bounces 
in March, July/August, and October/November. If this trend 
continues, we can expect the S&P 500 to fall below 3,600 in 
January touching new cycle lows. 

During the quarter, equities had positive numbers in October and 
November. December reversed course with the technology-
heavy NASDAQ dropping the most and finishing the quarter 
slightly in the red. The NASDAQ’s (a market capitalization 
weighted index) five largest companies now include: Microsoft, 
Apple, Amazon, Google, and NVIDIA. Telsa, which fell 54% during 
the 4th quarter, has dropped out of the top five. 

Oct Nov Dec Quarter 
S&P 500 8.10% 5.59% (5.77%) 7.55% 
NASDAQ 3.94% 4.51% (8.66%) (0.76%) 
Russell 2000 11.01% 2.31% (6.49%) 6.20% 
MSCI EAFE 5.38% 11.29% 0.11% 17.40% 

 

 

International stocks had the best performance compared to U.S. 
indices. The EAFE returned 17.40% for the quarter, finishing the 
year at (13.92%). 

Going forward we expect equities to have a challenging period for 
at least the first half of 2023. In the U.S., companies will have 
difficult earnings comparisons year-over-year as recessionary 
pressures are expected to take hold in early 2023, versus early 
2022, when earnings were robust coming out of the Covid-
restricted 2021. 

Economic numbers show the U.S. consumer is losing steam as 
inflation has driven up costs and the negative wealth effect of 
losses in investment portfolios, crypto, automobiles and real 
estate has reduced consumption ability. 

Internationally, economic numbers are also weak. Inflation in 
many parts of the world is materially higher than in the U.S. The 
U.S. dollar gained 9% last year relative to a basket of the largest 
international currencies. The gain in the value of the dollar 
translated to more expensive goods valued in USD like corn, 
soybeans, wheat, and oil. The war in Ukraine still weighs heavy 
on European equities. The positive performance of European 
markets in the 4th quarter was driven by the material reduction in 
energy costs and the positive moves countries have made to 
reduce their dependence on Russian oil and gas. The weather in 
the winter months and energy consumption will drive market 
expectations in the coming few months. 

II. FOURTH-QUARTER 2022
BOND MARKET RECAP

Bond yields rotated around high volatility during the final quarter 
of 2022. The 5- and 10-year Treasury yields remained relatively 
unchanged, from start to finish, but the range of movement was 
massive. For example, the 10-year U.S. Treasury yield started the 
quarter at 3.83% and finished the quarter at 3.87%. However 
during the quarter, it had a yield range of eighty-two basis points, 
with a high of 4.24% in October and a low of 3.42% in December. 
The 5-year Treasury had similar range movement of 83 basis 
points. 
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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. 
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4th Quarter Treasury Curve: 
Short rates rise, curve continues inversion 

09/30/2022 to 12/30/2022 

Short-term rates are where the curve took on a different shape 
(see above). This was primarily due to FOMC rate hikes totaling 
125 basis points. The 3-month Treasury was up 110 basis points. 
The spread between the 3-month Treasury and the 10-year 
Treasury started the quarter at +54 basis points but finished 2022 
at -53 basis points. This negative 3-month to 10-year inversion 
has historically preceded recessions (see below) and is an 
indication that market participants are predicting tougher 
economic times ahead. 

Curve Inversion 3m UST minus 10y UST = -53bps

The dominant bond market storyline remains the elevated level 
of volatility/uncertainty. Volatility encompasses credit risk, 
option risk, duration risk, and liquidity risk. Rising volatility is what 
drives the spread that bond buyers generate, above Treasury 
bonds. For example, municipal bonds and corporate bonds have 
credit spreads that are driven by credit risk and liquidity risk. 
While we did see some pullback in volatility during the fourth 
quarter (due to declining inflation), it is still running 22% higher 
than its forty-year average (see top right).  

Elevated Volatility (MOVE Index): 
Driving Bond Spreads Higher 

The elevated volatility presents a good opportunity for bond 
buyers. For example, the yields on Agency MBS, investment grade 
corporates and municipals ended the year 73%, 74% and 58%, 
respectively higher than each of their ten-year average yields. 

III. 2023 LIKELY TO SEE A SLOWING
U.S. ECONOMY

After a difficult 2022, better days lie ahead for financial markets 
as inflation falls and the Fed brings to a close and ends its 
tightening cycle. However, many signs indicate that the 
U.S. economy is nearing a recession, with higher interest 
rates and higher prices weighing on consumer wallets and 
boosting credit card balances. The dollar rose roughly 9% in 
2022, creating a drag on overall economic growth. In addition, 
the labor market is showing early signs of cooling as 
businesses slow hiring efforts as demand slows inflation increase 
cost. In 2023, S&P 500 earnings will likely be flat-to-down 
relative to 2022, with rising expenses, increased interest rates, 
and lower nominal sales growth likely to bite into profits. A 
higher dollar and recession concerns could cause 
management teams to further reel in spending and 
investment. 

The Fed 
Inflation has peaked and should gradually fall in 2023. The good 
news is that the significant inflation hotspots from earlier in 
2022 have slowed. The remaining problem for inflation, outside 
of shelter, is the service sector which is highly correlated with 
labor market dynamics. The Fed may be near the end of its 
tightening cycle but is expected to continue to hike rates into 
mid-2023. The Fed will also continue to reduce its bond holdings 
(max of $95 billion per month). It should be noted that 
Chairman Powell continues to have a hawkish tone. 
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Global Economic Slowdown 
Global economic momentum has slowed, with elevated inflation 
and tighter financial conditions becoming a global phenomenon. 
In particular, the Eurozone economies and the U.K. have been 
hindered by increased energy prices and energy shortages due 
to the war in Ukraine. However, growth in China should improve 
in the coming years, thanks to policy changes such as easing 
zero-Covid policies and efforts to ease geopolitical tensions. 

Markets Moving Forward 
In 2022, a bear market in stocks was magnified by a highly 
correlated bear market in the bond market. Consumer 
sentiment was at its lowest on record in June and has only 
staged a modest rebound since then. However, history suggests 
that trying to time markets is a mistake, and investors should 
stay the course rather than overreact to recent market volatility. 
Further, a low correlation between stocks and bonds is still the 
norm, and a bear market in both stocks and bonds has never 
repeated itself. 

IV. GLOBAL MARKETS UPDATE - THE WORLD IN 
2023: WHAT TO LOOK FOR IN FINANCIAL 
MARKETS

Article by Capital Economics. Written By: John Higgins, Chief Markets 
Economist | Date: December 15, 2022 

Two of the three topics we expect to dominate the global 
macroeconomic debate in 2023 - falling inflation and future 
monetary policy loosening - are now largely priced into 
markets in the U.S. The question of whether the other topic - 
recessions - is discounted there is debatable. Our judgement 
is that it is not adequately reflected, and that "risky" assets will 
therefore drop back in the spring before recovering. 

Although we think that inflation is poised to come down 
sharply in the U.S. [this year], that is also what investors are 
banking on - especially after a couple of months of better-than-
expected CPI reports. Indeed, the term structure of future 
inflation implied by swaps is now very similar to what it was at 
the end of 2021, unlike, for example, in late March [last] year. 
(See Chart 1.) Although inflation is expected to fall back 
towards target more slowly in the euro-zone and UK, we 
anticipate it will be slower to recede there in any case. 

Investors have revised their expectations for developed 
market (DM) monetary policy in the wake of better news on 
inflation, despite a persistently hawkish tone from some 
central banks including the FOMC. As a result, the paths of 
policy rates implied by overnight indexed swap (OIS) rates are 
now close to those implied by our own forecasts, which we 
have just tweaked in the U.S. (See Chart 2.)

This revision has been accompanied by rallies in government 
bonds in many countries, leaving the yields of those with 10-
year maturities not far above the levels we project for the end 
of [this] year. (See Chart 3.) For example, our respective end-
2023 forecasts for 10-year Treasury, Bund and Gilt yields, to 
which we are sticking, are 3.25%, 1.75% and 2.75%. This 
compares to current levels of ~3.5%, ~1.95% and ~3.25%. 

While falling inflation and future policy loosening are 
now heavily priced into markets in the U.S., it is not clear to 
us that this is the case when it comes to a recession. 

Admittedly, the consensus of economists is anticipating one; 
the Treasury yield curve is deeply inverted, which has often 
signaled an economic downturn; credit spreads have increased 
on net since the start of the year; and the valuation of the stock 
market has fallen significantly in the meantime. 

But not all investors are economists; an inverted yield curve 
does not tell us the extent to which a recession is priced into 
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the stock market - earnings per share (EPS) haven't come down 
much even in real terms (see Chart 4); credit spreads have 
dropped back since mid-October; and the valuation of the stock 
market was driven lower this year by a surge in "risk-free" real 
yields - the ex-ante equity risk premium was falling. 

One rejoinder is that the recession we are anticipating in 
the U.S. [this] year would be mild by past standards - a 
cumulative drop of ~0.5% spread over Q1, Q2 and Q3 - so it 
wouldn't be surprising if EPS fell very little. However, there 
has not been a good correlation since 1960 between the 
peak-to-trough-decline in real GDP and that in S&P 500 real 
trailing 12m (TTM) EPS. (For the latter, we use a mix of 
reported (pre-Q4 1988) and operating figures and the non-
financial corporate sector deflator.) 

There were two recessions (1969/70 and 2001) when the peak-
to-trough drop in U.S. real GDP was similar to the fall 
we envisage [this] year. In both cases, the peak-to-trough 
drop in real trailing 12m (TTM) EPS exceeded 20%. (See Chart 
5.) It is also worth noting that we foresee a worse economic 
outcome in many DMs outside the U.S. This ought to be 
relevant for multinationals that dominate indices like the S&P 
500. 

The other key point is that, based on the nine U.S. recessions 
since 1960, the plunge in the stock market that took place 

around them typically only finished shortly before they 
ended. (See Chart 6.) The notable exception is the drawdown 
that finished after the conclusion of the 2001 recession, 
probably because the initial valuation of the stock market was 
so high and hadn't been fully unwound by then. 

As far as the other recessions are concerned, the median time 
between the S&P 500's trough and their end was roughly four 
months. It is conceivable investors have become so forward 
looking that the cyclical endof-day low in the S&P 500 was 
already reached back in October, when it had dropped by just 
over 25% from its peak. But this would have been about eleven 
months before we expect [this] year's recession to end - an 
unprecedented gap since 1960. Our best guess is that we will 
revisit that closing trough and break a bit below it. 

With that in mind, we now forecast that the S&P 500 will 
make a new end-of-day low of 3,500 in the spring of 2023. The 
implied peak-to-trough decline of ~28% would be slightly less 
than the median drop of just over 30% in bear markets around 
recessions since 1960 (if the drawdown around the 2001 
recession is excluded). 

How far might the S&P 500 then rebound? In every case since 
1960, the turnaround from the cyclical low was significant, with 
a median gain across all nine episodes of ~38% in the following 
twelve months. Accordingly, another big rebound in the S&P 
500 could be on the cards from the spring of next year. Our 
revised end-2023 forecast is 4,200, which would be a 
conservative 20% jump from our revised forecast for its 
cyclical end-of-day low. 4,200 would be consistent, for 
example, with a multiple of 16.8 (the ~average for the second 
half of the 2010s) applied to forward 12m EPS of ~$250 (nearly 
5% above [last] year's high). 

This would still, however, leave the index well below its end-
2021 peak of ~4,800, which also happens to be higher than our 
revised end-2024 forecast of 4,500. It is not unusual for the S&P 
500 to still be below its previous peak two years after it 
bottomed out - this happened, for example, after the dot com 
bubble burst. We think it is plausible this time around, given 
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that the valuation of the S&P 500 was rather high at the outset 
of its slump in 2022, if not as much as it was - especially relative 
to Treasuries - in 2000. Margins are also particularly stretched 
now, adding to the downside risk for earnings relative to 
economic output. 

Other DM equity markets tend to take their directional 
cue from developments in the U.S. We therefore expect 
them to behave in a similar fashion and will revise our 
forecasts for major ones in due course. Although we believe 
the economic outlook is gloomier for many other DMs than 
it is for the U.S., we doubt this will translate into a period 
of equity market underperformance beyond next spring. 
As noted here, we have identified myriad reasons why the 
opposite might happen - at least in the longer run.

One of those reasons is a faltering U.S. dollar, which 
has sometimes coincided with U.S. equity 
underperformance despite being positive for U.S. exports 
and the dollar value of U.S. multinationals' foreign earnings. 
(See Chart 7.) As it happens, we don't think the ~9% drop in 
the DXY index from its peak in September is the start of a 
sustained decline, because we expect it to get a boost in 
coming months from aversion to risk. Although we no longer 
expect it to break well above its prior high, we think it may 
reach a similar level again at some point in H1 2023. 
Thereafter, though, we see tougher times for the greenback. 

We are therefore revising our projections for its value against 
some other DM majors. We now forecast that the EUR/USD 
and GBP/USD rates will hit 0.95 and 1.10, respectively, in the 
first half of 2023, before rebounding a bit to 1.00 and 1.15 by 
the end of 2023, and to 1.10 and 1.25 by the end of 2024. 

In most cases we expect emerging market assets to reach a 
similar turning point in the first half of [this] year. Thereafter, 
we expect bond yields to fall and currencies and equity markets 
to rally. Given the recent shift in China's zero-COVID policy, we 
think there are a few key points to note on its markets in 
particular. 

Despite being surprised by how quickly China seems to have 
moved towards re-opening its economy, we suspect investors 
are underestimating how disruptive the transition will prove 
for the country. This has been reflected in the partial 
unwinding since late October of the huge underperformance of 
its equity market in much of 2021 and 2022. (See Chart 8 for 
[last] year.) We have already seen a bit of the momentum come 
out of onshore equities and would not be surprised if they fell 
back further over the next few months. 

But China should be past the worst by the middle of [this] year, 
and transitioning away from zero-COVID could set its economy 
up for a recovery over H2 2023 and into 2024. That could give 
the stock market another lift, especially as its still-low valuation 
- in both absolute and relative terms - suggests that a lot of bad 
news on China's "common-prosperity" agenda and U.S.-China 
decoupling remains in the market. We have revised up our end-
2023 forecast for the CSI 300 Index to 4,100, which is a bit 
above its current level.

As China's economy rebounds, its government bonds may 
start to struggle. While we don't expect the PBOC to begin to 
raise its benchmark rates by the end of 2023, it may allow (or 
encourage) "market" rates to rise a little in order to tighten 
financial conditions. We have revised up our end-2023 and 
end-2024 forecasts for China's 10-year government bond yield 
to 2.8% and 3.1%, respectively, from previous projections of 
2.5% in both cases. For context, its current level is ~2.9%. 

Finally, while the renminbi may come under renewed 
pressure in the near term, we now forecast it will strengthen 
to 6.8 per U.S. dollar by end-2023 from ~6.97 today (compared 
to a previous forecast of 7.3 for mid-2022 and 7.0 for end-
2023), buoyed by a favorable shift in yield differentials vis-à-vis 
the U.S. 

The sources of the information found in this commentary are the SSW Research 
Department, Bloomberg, and “The World in 2023: What to look for in financial 
markets” article by John Higgins, Capital Economics.
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