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Stock Market Performance

Overall, the US stock market turned around in the fourth
quarter after falling through the first nine months of the year.
There was a broad market rally through November before
trending a little lower in the final month of the year.

During the quarter, there was a sense of optimism as inflation
numbers continued to moderate, corporate earnings were ok,
and the Fed began to hint that things were unfolding in-line
with their expectations. These factors gave investors
confidence that maybe the worst-case scenario was less likely
to occur.

Outside the U.S., the global markets posted similar positive returns.
The MSCI EAFE Total Return index, representing the developed
international markets, led the way returning over 17%.

It should be noted that the outperformance of the non-U.S. markets
compared to the U.S. could mark a change after several years trailing
the domestic indexes.
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U.S. Sector Performance

Last quarter, ten of the eleven S&P sectors posted 
positive returns. The Energy and Industrial sectors led 
the way with 22.7% and 19.1% returns, respectively. 
Consumer Discretionary was the only sector in the 
red, declining 9.1%.

As mentioned in previous commentary, with monetary 
conditions tightening, investors should expect greater 
dispersion of returns across sectors and different asset 
classes. The days of a rising tide lifting all boats is now 
behind us… at least for now.

Should this dispersion continue investors will likely
benefit from a more active portfolio management
approach. Focusing on strategic allocation and tactical
rebalancing will be increasingly important as relative
performance ebbs and flows over the coming
quarters.

While this approach has been a key tenet of
RIverGlades’ investment strategy from day one, clients
should expect to see more activity this year than has
been experienced over the previous few years.
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Asset Class Performance – Trailing Periods

This table shows the performance of various asset classes over
different time frames. Commodities were the best performer in 2022,
returning 26.0% with every other asset class experiencing a decline.
US Value outperformed (finally) limiting the loss to 7.5% compared to
the broader S&P 500 Index which fell over 18%.

However, even with the notable declines this past year, the 3-, 5- and
10-year annualized returns are still positive and roughly in-line with
longer-term averages.

Looking at the 5- and 10-year
performance numbers U.S. Equities
including Growth, the S&P 500 and
Value lead the other asset classes.

Bonds on the other hand had one of
the asset class’s worst years ever.
While an increase in rates and the
resulting decline in price had been
long anticipated, the speed of this
adjustment caught many investors off-
guard early last year.



Asset Class Performance – Quarter by Quarter

This visual shows historical quarterly
asset class performance for the last
15 quarters.

At the far left, it shows all asset
classes had positive returns during
the fourth quarter. Non-U.S.
equities, represented by the World
exUSA index led the way with a
16.3% return. While U.S. Treasuries
were at the bottom of the list,
returning 0.7%.

The randomness of the chart makes
a strong case for maintaining a well-
diversified portfolio. Looking at the
arbitrary color patterns, should
reinforce the difficulty of “timing
the market.”



Inflation

Year-over-year Inflation rates have been declining since the summer peak, but both measures remain elevated. Headline CPI was 6.5% in December, and Core
CPI was 5.7%. While the headline inflation over the past year has been alarming, there are reasons to believe that the worst may be behind us. RiverGlades
outlook has anticipated inflation peaking during the summer months and trending lower throughout 2023. This coincides with our expectation that The Fed
will begin to ease up on the tightening and eventually take a meeting or two off from hiking to evaluate the impact of the tightening actions so far. If inflation
continues to moderate, the Fed should have cover to pause, allowing for additional data to come in and hopefully prevent the Fed from severely
overtightening. It was the fear of overtightening that triggered the steep sell-offs experienced last year.

The chart to the right shows the U.S. Index of Consumer Sentiment continues to rebound from the low in July. This is an indication that long-term inflation has
not become entrenched in the consumer psyche. Consensus seems to be predicting continued moderation but only back to around 4-5%, not the unusually
low levels of the past decade.



Interest Rates

While the front end moved up from 4% to 4.7% the rest of the yield curve was little
changed last quarter. It appears that the market has priced in consensus expectations.

However, the change year-over-year is quite remarkable. The 1-year went from 0.4% to
4.7%, the 10-year from 1.5% to 3.9% and 30-year 1.9% to 4.0%.

30 Years
1-10 Years



Housing Indicators

2021 posted the lowest 30-year mortgage rates in decades. Since
then, mortgage rates have shot higher resulting in a decline in
mortgage originations. After starting the year at around 3.1%, the
rate for a 30-year traditional mortgage ended the year at 6.4%,

Both the current and near-term outlooks for home sales
continued to fall in Q4, according to data from the National
Association of Home Builders (NAHB) and Wells Fargo.

While home prices will likely weaken in the coming
months/quarters, this appears to be a “normal correction” or
slowdown in the housing market and not something along the
lines of the credit bubble and resulting financial crisis back in
2008-2009.



Historical Reference

The graphic shows the calendar year total returns for a
hypothetical 60% stock/40% bond portfolio each of the
last twenty-five years. Along the horizontal axis is the
portfolio’s return that year and along the vertical axis is
the maximum decline experienced during that year.

During 2022, the 60/40 Portfolio experienced its
second worst calendar year returns since 1997, ending
at -15.9%. It also incurred one of the four worst intra-
year drawdowns in over two decades.

This past year was unusual and somewhat more
disconcerting for many investors due to the fact that
when stocks went down over 15%, their bonds went
down almost as much!

Historically, when the stock market goes down bonds
have retained their value or even gone up in value
offsetting some of the pain experienced in stocks.
However, this year the broad bond market index
declined around 13% with many longer maturity bonds
declining by high teens and even over twenty percent
in some cases.



Historical Reference

Here is a similar study showing the impact of a declining
stock and bond market on a hypothetical portfolio over a
twelve-month period going back to 1926. This analysis uses
different indexes including slightly longer maturity bonds but
illustrates a similar story.

As mentioned, portfolios that owned longer maturity bonds
incurred even larger losses. This hypothetical portfolio
included 20-year U.S. Treasuries for the bond allocation and
the overall performance dropped from an 16% decline to an
almost 30% loss for calendar year 2022.

At RiverGlades, we often discuss with our clients how one of
the firm’s key tenets is “avoiding the big mistake.” This is
typically explained as preventing the permanent impairment
of capital or not “panic selling” near the bottom of a decline.
Owning a large allocation of long dated U.S. Treasuries in
advance of well publicized Fed tightening has been added to
our list of examples of what not to do.

Owning shorter maturity bonds made a world of difference
for investors. Various 1 to 5-year maturity indexes only
declined 3% to 6% compared to the common benchmark
Bloomberg Aggregate losing 13% and longer maturity
indexes dropping over 25% last year.

Source: WSJ.com; Jason Zweig, The Intelligent Investor, January 6, 2023



Leading Indicator Summary & Trends

This table is a heatmap of various economic data points which are considered leading indicators and shows their trends over time. The first four columns show
a quarter-by-quarter change during 2022, whereas the following columns show annual changes in the data.

As mentioned last quarter, this data seems to support the theory of well-known, independent economic analyst Ed Yardeni. He has suggested that the U.S. is
experiencing a “rolling recession.” He describes this as an economy in which different industries are afflicted at different times. His idea of a “rolling recession”
has been picked up by other Wall Street strategists and is becoming a more consensus outlook compared to last year’s dire predictions.



Where Do Things Go From Here?

The chart to the left shows the S&P 500 Shiller CAPE Ratio going back to 2003. Yale Professor Robert Shiller created this variation of the traditional P/E Ratio to
account for the cyclicality of earnings. Rather than simply taking the trailing year’s earnings as is done with the traditional P/E, the CAPE Ratio averages the
past 10 years earnings and adjusts for inflation. This provides another lens, a longer term one, through which valuation can be analyzed.

The chart shows just how far valuations have declined since the beginning of 2022. While the ratio is still above the 20-year average, it looks much more
reasonable. While it might be slightly above the 20-year average the ratio did slip below the 10-year average of 29 before year-end.

The next few quarters will remain data dependent, but RiverGlades outlook is relatively constructive all things considered. While late to the game, the Fed has
been taking steps to address inflation and those appear to be working. Their strategy of talking the market up when it has a few bad weeks and talking the
market down when it begins to get overly bullish has kept the market range bound and this will likely persist. However, an eventual outcome more along the
lines of a soft-landing continues to look like a reasonable base case.
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•All investment strategies have the potential for profit or loss. Changes in investment
strategies, contributions or withdrawals may materially alter the performance and
results of your portfolio.

•Different types of investments involve varying degrees of risk, and there can be no
assurance that any specific investment will either be suitable or profitable for a client’s
investment portfolio.

•Economic factors, market conditions, & investment strategies will affect the
performance of any portfolio there are no assurances that it will match or outperform
any particular benchmark.

•The information contained herein has been obtained from sources believed to be
reliable, but the accuracy of the information cannot be guaranteed.

•This is not to be considered a solicitation for the purchase or sale of any individual
security or investment strategy.
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