
The Capital Markets

Davinci Capital Partners

      The party sponsored by the era of low-interest rates came to an abrupt end in
2022, as the risk of runaway inflation drove the Federal Reserve to pursue its most
aggressive policy-tightening campaign in four decades.

     Few areas of the market were spared from the Fed’s 180-degree turn in policy. The
S&P 500 ended the year 19% lower while bonds shed 13%, marking the first year since
1969 that bonds offered no protection in a declining stock market. Although investors
are unlikely to look back on 2022 with fond memories, the silver lining is that brighter
days lie ahead. The past year’s adjustment in equity and bond valuations means that
investors are entering the new year from a position of strength, and is certainly
preferable to the backdrop of early 2022 when bond yields were at record lows and
the S&P 500 was coming off a year in which it recorded 70 new all-time highs.

   We remain hopeful for a better 2023 but want to caution you that we are not out of
the woods yet.  The coming months will require a continuous reassessment of the
numerous factors impacting markets.  In anticipation of a more challenging
investment environment, we will be closely watching to see how the U.S. economy
acclimates to the new interest rate environment.  While inflation is still
uncomfortable high, will be keenly focused on the Fed’s efforts to impose additional
policy tightening measures in the coming months. 

  In this quarterly update, we will review the past year’s market performance and
share how the latest data is informing our outlook for the upcoming year. As always,
we will remain disciplined but nimble as we navigate the changing market landscape
and encourage clients to remain focused on their long-term portfolio strategy during
this period of uncertainty.

Equities and bonds posted
sharp declines in 2022 as
the Fed took aggressive
steps to combat rising
inflationary pressures.

Newsletter Highlights:

Diversification disappoints
in 2022

U.S. equities may
disappoint in 2023, but
patient investors can find
potential income and
returns in other sectors of
the markets.

The U.S. economy faces a
growing set of challenges
in the new year.

The Fed may take its foot
off the pedal when it looks
like inflation has been
tamed, which will likely
coincide with markets
finding a bottom.

Restricitive policies may
increase the risk of
recession.



The Year of the Underdog
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Back to Basics

      With an era of low-interest rates environment coming to an abrupt end, investors experienced a bad case of
whiplash in 2022.  Following a gain of nearly 30% in the previous year, the S&P 500 declined by 19.4% in 2022 as
persistent inflation and the reality of a more restrictive Federal Reserve began to sink in among investors. It was
the worst year for the S&P since 2008.

       In surveying the damage across the stock market, there were a few notable observations. For instance,
investors received a fresh reminder about the perils of chasing market performance as big winners from the
pandemic such as Peloton, Teladoc, and Zoom which lost roughly 70% in value.  Perhaps more notably, after
many years of market dominance (which saw the collective share of Apple, Microsoft, Alphabet, Amazon, Tesla,
and Meta grow to account for 25% of the S&P 500) shares of Technology and growth-oriented companies
relinquished their leadership role to more value-driven sectors of the market.

       In a year when the tech-heavy Nasdaq declined by roughly 33%, counter-cyclical sectors such as
Utilities and Consumer Staples outperformed with strong relative returns of -1% and -3%, respectively.
Of course, the big winners were energy stocks, where strong earnings growth following years of
investor neglect helped propel the sector to a return of aproxx 59%.

     The market’s mood hung on every syllable from the Federal Reserve (Fed) in 2022, and 2023 may rhyme.
Different for the Fed in 2023 is finding a balance between curbing inflation and expanding economic
weakness. Consensus expects a shallow but potentially longer recession. The U.S. economy held up
reasonably well in 2022, propped up by consumer strength, but cracks are forming, including slowdowns in
consumption and the labor market.  

      Given the 20% haircut to valuations over the previous year, our outlook for future equity returns is more
optimistic than when stocks were trading at all-time highs.  However, our view over the near-term is more
cautious, and we remain unconvinced that current stock market valuations fully reflect today’s challenges.

      Of course, past performance is no guarantee, and no two bear markets are the same.  Rather than try
to predict when and at what level the market will bottom, we prefer to focus on the factors that will
drive performance moving forward.  It is important to know that the next bull market will likely
look and feel different from those that recently preceded it. Therefore, yesterday’s investing playbook
may no longer apply.  This challenging macro backdrop forces investors to balance near-term volatility with
long-term opportunities. In the near term, we expect a bumpy ride for markets.

     Inflation, employment, manufacturing, and credit are near-term variables that could impact the Fed’s rate
trajectory. We expect the Fed to continue to raise rates during the first half of 2023 and then maintain rates at
a higher level throughout much of the year. The U.S. terminal rate is expected to peak around 5%, and markets
are starting to price at a slower pace of rate hikes in 2023.   The Fed may take its foot off the pedal when it
looks like inflation has been tamed, which will likely coincide with markets finding a bottom.
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     As fixed income investors are painfully aware, bonds offered no refuge from equity losses as the Fed
responded to the highest inflation in 40 years by raising rates at what felt like a breakneck pace. In
fact, the Bloomberg U.S. Aggregate Bond index slid 13%, marking the fifth annual decline in its 47-year
history and shattering the previous record for worst annual performance (-3%) set in 1994.

      There was no place to hide within bonds as the asset class underwent a severe price adjustment that
left all sectors and maturities in red territory for the year. In fact, even Treasury Inflation-Protected
Securities (TIPS), which are often utilized for their inflation protection features, suffered double-digit
losses in 2022.

Diversification Disappointed in 2022
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       In recent years, one of the more popular trades among investors was to maintain a bias to short-term
bonds that offered lower interest rate sensitivity. After all, when rates were at record low levels, there was only
one direction for bond yields to move going forward (and it was unlikely we’d follow our foreign counterparts
into adopting negative interest-rate policies). Therefore, what caught most investors off guard this year was
not the fact that rates moved higher, but the speed with which yields adjusted. Said another way, the
anticipated long-term repricing of bonds was compressed into a period of months rather than years.

       There is no sugarcoating the recent weakness across fixed income, and last year’s performance has no doubt
left many investors wondering if bonds still deserve a place in their portfolios. With inflation likely to moderate
going forward and the Fed approaching the end of its tightening cycle, we are hopeful that the worst of the bond
market adjustment is now behind us.

https://www.ustreasuryyieldcurve.com/


The biggest challenge for investors is
patience and that is in short supply. You
used to get a quarterly statement and
often throw it in the garbage; now you
can check your stock price 30 times a
minute. There’s a lot more data, and a
lot more ability to crunch numbers and
compare people. That works against
investors, and patience continues to be
the hardest challenge. It always was, but
now it is even worse." Joel Greenblatt

    

      As we look forward we favor quality companies with strong cash
flows. The risk of a deeper economic contraction, lower liquidity, and
declining earnings growth are all factors that could limit a meaningful
recovery in other assets with higher risk.

      Our personal view is that U.S. economic health will likely deteriorate
before it gets better.  With inflation levels that are elevated and with the
job market showing weakness, these conditions favor defensive sectors
such as Health Care, Consumer Staples, and Utilities, while negatively
impacting cyclical sectors, like Consumer Discretionary.

Investing in 2023: A Year to be Patient and Selective

      A grueling bear market, touched off by decades-high inflation and an aggressive Federal Reserve response,
made 2022 one of the most challenging years for investment returns in the last half-century. With both the
trajectory of inflation and the overall economic picture still unclear, the mood swings that investors are feeling
are understandable in this market environment, but it’s the even-keeled investor who typically prevails.
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Restrictive Policies increase the  Risk of a Recession

     

     No doubt the first victim of the Fed’s policy actions has
been the U.S. housing market, where the near doubling of
mortgage rates in 2022 simply compounded existing issues
around home affordability. In fact, sales of previously owned
U.S. homes fell for a 10th straight month in November, the
longest streak since 1999.
     
      Of course, after seeing nationwide home prices rise by
more than 40% since the beginning of 2020, some might argue
a correction was overdue. We expect further weakness from
the housing sector in the coming months but are quick to
point out that another housing crisis is unlikely thanks to
tighter lending standards and the improved credit quality of
borrowers in recent years.

    Despite the impressive resilience shown by the economy in recent months, the impact of a more restrictive
policy environment greatly increases the odds of a U.S. recession down the road. Although we believe that the
cure is better than the disease, the fact remains that overcoming the highest inflation in four decades will not
come cheap.
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       This data suggest that savings are
quickly being depleted as households
struggle to keep pace with rising living
expenses. Meanwhile, the increasing
reliance on “buy now, pay later” programs
and growing credit card usage provides
further evidence that many consumers are
under increasing financial stress.

Tighter Financial Conditions Putting a Dent in Household Savings
     Warning signs are also starting to appear among U.S. households, which only a year ago were considered
the brightest spot of the economy. Accumulated excess savings levels have declined nearly 50% since late 2021
to $1.1 trillion, while the personal savings rate as recently as November of 2022 fell to 2.4%, just 0.3% shy of the
all-time low set in 2005. 

Staying Active
     After their painful experience in 2022 and mindful of the challenges still facing markets in the coming
year, many investors are likely looking to 2023 with trepidation. However, it is important to maintain a
long-term perspective and remember that investors have historically been rewarded for their discipline.
      
      Of course, being disciplined does not mean sitting on one’s hands. Our active approach towards portfolio
management was on display over the past year, during which we took a series of steps to reduce risk across
client portfolios.

      Today, we remain defensively positioned across our investment strategies.  This is represented by our
allocation to stocks and bias toward high-quality sectors, and a fixed-income portfolio comprised of short-
term bond funds and individual Treasuries.  As always, we will adhere to our investment process and
evaluate incoming data to make changes that position the portfolio in the best possible way for the ever-
changing environment.

If you have any concerns about your portfolio, we encourage you to call so that we can discuss your concerns
and give you peace of mind.  

ALL INVESTMENTS CARRY CERTAIN RISK AND THERE IS NO ASSURANCE THAT AN INVESTMENT WILL PROVIDE POSITIVE
PERFORMANCE OVER ANY PERIOD OF TIME. PAST PERFORMANCE IS NOT A GUARANTEE OR A RELIABLE INDICATOR OF FUTURE
RESULTS.

KUSHAL SHAH IS AN INVESTMENT ADVISOR REPRESENTATIVE WITH DYNAMIC WEALTH ADVISORS DBA DAVINCI CAPITAL
PARTNERS. ALL INVESTMENT ADVISORY SERVICES ARE OFFERED THROUGH DYNAMIC WEALTH ADVISORS. THE VIEWS
EXPRESSED WITHIN THIS NEWSLETTER ARE SUBJECT TO CHANGE AT ANY TIME WITHOUT NOTICE AND ARE NOT INTENDED TO
PROVIDE SPECIFIC ADVICE OR RECOMMENDATIONS FOR ANY INDIVIDUAL OR ON ANY SPECIFIC SECURITY OR STRATEGY. 
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