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      For months markets have anxiously awaited clarity around such events as the
Russia-Ukraine conflict, ongoing lockdowns across China, and monetary tightening by
global central banks. Unfortunately, as the fog begins to lift on the economic outlook,
investors do not like what they see.

     As the war in Ukraine enters its eighth month, economic sanctions have done little to
motivate Russian President Vladimir Putin to end a conflict that has already claimed
thousands of lives and sparked an energy crisis in Europe. Meanwhile, China's
manufacturing activity has fallen sharply as the world’s second-largest economy
remains unswervingly committed to its zero-COVID policy. Finally, after enjoying years
of loose monetary policy, nearly 80% of the world’s major central banks are being forced
to sharply reverse course in response to inflationary pressures. 

     Although recent economic data and corporate earnings have shown impressive
resilience in the face of these headwinds, we expect the U.S. economy to undergo a
transition over the next several quarters as the impacts of global events and aggressive
policy tightening make their way into the real economy. 

     Markets often move ahead of the data, so it is important to invest based on where one
thinks the economy is going rather than looking in the rear-view mirror. In anticipation
of a more challenging investment environment, we have continued to cut risk across our
strategies throughout the year by shifting to more defensive sectors of the market and
reducing our broad exposure to equities. 
    
      In this quarterly update, we will discuss the evolution of our views as the economic
landscape comes into focus. In addition, we will share data to put the recent market
performance into proper context. Ultimately, volatility can test the nerves of even the
most seasoned investors, but it is important to remember that the market rewards
discipline over the long term. 

Powell delivers a reality
check as it adjusts the
aggressive pace for policy
tighting in 40 years.

Newsletter Highlights:

The S&P 500 ended the quarter
at a fresh bear market low and
25% below the record high
reached in early January.

For the first time income
oriented  investors have
attractive options outside of
equities when it comes to
earning a reasonable level of
yield.

We maintain a cautious
view on equities due to
various near-term
headwinds 

Bonds suffer large losses
after seeing bonds yields
surge to highest levels in
13 years. 

https://www.bloomberg.com/news/articles/2022-06-10/treasury-yields-climb-to-2018-levels-before-inflation-figures#xj4y7vzkg
https://www.bloomberg.com/news/articles/2022-06-10/treasury-yields-climb-to-2018-levels-before-inflation-figures#xj4y7vzkg


Powell Gives Investors a Reality Check in the Third Quarter 

Unfortunately, losses were not limited to the broader risk markets. The expectation of additional
interest rate hikes drove bond yields to the highest levels in 15 years and resulted in a nearly five
percent decline in the Bloomberg U.S. Aggregate Bond Index, bringing the year-to-date return of the
asset class to -15.15% as of October 25th, 2022.
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      In his speech at the Jackson Hole Economic Symposium in late
August, Fed Chair Jerome Powell was left with no choice but to regain
control of the narrative. During less than ten minutes of prepared
remarks, the Fed Chairman left little room for interpretation about the
direction of monetary policy, and markets immediately responded by
declining more than 3% before the close of that day’s trading session.
      In the weeks that followed, equity prices would experience a sharp
downward adjustment as investors resigned themselves to the fact
that the Fed meant business. 

S&P after Jackson Hole Speech

      Investors enjoyed a great start to the third quarter, as a better-than-expected earnings season and hopes of
less aggressive Fed tightening drove the S&P 500 to a gain of nearly 14% through mid-August. It was not long
before some analysts were claiming that the worst was over and a new bull market in stocks was underway. As
we now know, the summer rally would prove short-lived. 
 
      We have all come to embrace the old Wall Street mantra: “Don’t fight the Fed.” In recent years, this meant
that when the Fed was openly committed to providing monetary policy support, investors should take
policymakers at their word and view it as a green light to engage in risk-seeking behavior. Unfortunately, those
who got caught up in the recent equity market rebound failed to realize that not fighting the fed applies to both
easing and tightening cycles. Although the Fed has been clear about its commitment to using aggressive rate
hikes to combat the highest inflation in 40 years, those who celebrated the summer rally chose to ignore the
Fed’s message. Whether it was the result of a market that was in denial about the persistent threat of inflation
or investors who were trying to call the Fed’s bluff, it was clear that investors and policymakers were not on the
same page. 

It's one of the fundamental
principles of the stock market:
When interest rates go up, stocks
go down. And along with financial
companies and cyclicals,
technology companies - with
their sky-high price-to-earnings
multiples - should be among the
biggest losers in an environment
of rising rates.   -Alex Berenson-
 

Fed Prescribes Stronger Medicine 
     At its September policy meeting, the Federal Open Market
Committee (FOMC) demonstrated its commitment to defeating
inflation by delivering its third consecutive 75-basis point rate
increase. In addition, despite the most aggressive tightening cycle in
more than 40 years and the highest policy rates since 2008, updated
FOMC policy projections signaled expectations for an additional 1% of
rate hikes in the fourth quarter. 

https://www.ft.com/content/bdaa36f1-c6b9-4caf-98c3-b142d695dca9
https://www.spglobal.com/spdji/en/indices/fixed-income/sp-us-aggregate-bond-index/#overview
https://finance.yahoo.com/news/stock-market-tanked-since-jerome-211327050.html
https://www.brainyquote.com/authors/james-oshaughnessy-quotes
https://www.brainyquote.com/authors/james-oshaughnessy-quotes


     After seeing stocks decline around 25% from their January peak, market valuations sit at the lowest level
since early 2020. The forward price-to-earnings ratio (which measures how much an investor is paying per
unit of earnings over the next 12 months) of the S&P 500 recently fell to 15.2, below the 25-year average of 16.8. 
  
     This valuation metric assumes the estimate for future earnings is accurate, and we question whether
today’s earnings assumptions (which suggest profit growth of nearly 10% over the next 12 months) reflect our
current economic reality. After bellwethers like FedEx and Nike recently warned about difficult operating
conditions, we expect to see earnings projections decline in the months ahead. 

     In addition to the well-known inflationary pressures facing companies, many are likely to experience
headwinds related to the strength of the U.S. dollar. After more than a decade of steady appreciation against
major foreign currencies, the dollar has surged nearly 20% in 2022 (to the highest level in 20 years) as higher
interest rates and increased geopolitical concerns have sparked global demand for the U.S Dollar. 

     Although investors may enjoy temporary relief rallies over the short-term like the one experienced during
the summer, it will likely take time for the market to enjoy a durable rebound. Furthermore, the next bull
market will likely have to rely on fundamentals instead of relative valuations for support. 
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     As monetary policy becomes more restrictive, investors are growing increasingly concerned that the Fed’s
actions will lead to a recession in the U.S. After all, the central bank does not have a great track record when it
comes to orchestrating a soft economic landing. It is well known that monetary policy acts with a lag, and time
will tell whether the Fed can maintain its resolve as the impact of aggressive tightening begins to show up in
economic data. 

     The initial market reaction in the bond market
saw short-term rates rise sharply with two-year
yields rising as high as 4.12% but ultimately dropping
back to the 4% area, while longer-term yields edged
lower. While there is room for bond yields to move
higher as the Fed tightens policy, we continue to
believe that the faster and more forceful the Fed is in
hiking rates, the deeper the inversion of the yield
curve.

    Fed tightening cycles are often characterized by high volatility, especially in riskier segments of the markets.
With the Fed moving at a rapid pace, volatility is likely to remain high.

Equities Face a List of Headwinds 

https://www.nytimes.com/2022/09/25/business/stock-market-today.html
https://www.fidelity.com/learning-center/trading-investing/strong-dollar
https://www.schwab.com/learn/story/fomc-meeting


     The clearest evidence of shifting economic tides is the U.S. housing market, where affordability issues
recently drove home values to their first monthly decline since 2012. Although markets can vary by region, a
quick look at the data suggests the housing correction is likely to continue at the national level.  For
instance, the average rate on a 30-year mortgage recently topped 7%, nearly doubling the level available to
borrowers three years ago. The issue around affordability is further complicated by the fact that home
prices in the U.S. have increased by more than 40% since the start of the pandemic. 

          Buyers, sellers, and real estate professionals around
the country are trying to adapt to a housing market
that’s vastly different from just a few months ago.
Furthermore, buyers are starting to balk at the
condition of the homes they’re finding in their price
range. Sellers have had the upper hand for the past two
years, and buyers have had to accept anything thrown
their way. Now, buyers feel the repairs they want are
warranted because of the market.

     After experiencing back-to-back declines in activity in the first two quarters of 2022, the U.S. economy now
meets the general definition of a recession. Although this rule of thumb has been a good predictor of
economic downturns in the past, the National Bureau of Economic Research (NBER) gets the final word when
it comes to identifying the beginning and end of a business cycle. 
     
     For their part, the economists at the NBER define a recession as an economic contraction starting at the
peak of the expansion that preceded it and ending at the low point of the ensuing downturn. A downturn must
be deep, pervasive, and lasting to qualify as a recession by NBER's definition, and although the odds of a future
downturn have increased, it is likely too soon to label this an official recession. 
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Risk of a Recession is on the Rise 

Shifting Tides in Housing Market 

The Case for Stocks and Bonds

We expect a gradual U.S. economic contraction that is less severe than prior recessions.
Defensive & quality-focused cash-rich equity positions remain relevant due to the lower cyclicality of
earnings.
Diversification benefits are most noticeable during market turmoil, and they highlight the value of an
investment plan.

 As we turn the page to the fourth quarter, it appears highly likely that stocks and bonds will both finish the year
in negative territory. Although most commentary focuses on investment returns over short-term periods, it is
ultimately long-term performance that drives the success of one’s financial plan. Despite the daunting
headwinds facing both stock and bond investors in the current environment, there are a few important points
for investors to keep in mind. 

https://www.investopedia.com/terms/r/recession.asp
https://www.attomdata.com/news/most-recent/attom-q1-2022-u-s-residential-property-mortgage-origination-report/


Time is on your side

     Although no one enjoys market volatility as we have experienced over the last nine months, it is important to
highlight that bear markets are nothing new. Over the last 75 years, the S&P 500 has experienced a market
decline of 20% or more approximately every six years.

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. 

     Reversing the gains from earlier in Q3, September’s market rout brought U.S. and global equity indexes back
into bear market territory. Uncertainty, volatility, and recession risk are elevated, but investors should keep in
mind that innovations and opportunities often emerge from periods of volatility. Recessions are typically the
shortest part of the business cycle, but decisions made during periods like these can shape investment
outcomes for years to come. We believe investors can use the current environment to reposition portfolios and
use this opportunity to harvest losses for tax purposes.

     Volatility can drive large market moves in both directions, which means the best days in the market typically
occur during turbulent periods. However, timing the market is extremely challenging for even the most
experienced, and successful, investors. When volatility strikes, having an investment plan that keeps investors
focused on their long-term investment goals can be critical, as market opportunities are generally the greatest
at peak pessimism.

     Meanwhile, there is no sugarcoating the recent weakness across fixed income, and many investors no doubt
feel betrayed by the lack of support offered by their bond investments during this period of stock market
volatility. However, it is important to remember why investors own bonds in the first place – for income.
Income has historically accounted for more than 90% of bond returns, and with yields now at the highest level
in 15 years, bonds can finally offer reasonable forward returns. 

     In the weeks and months ahead, we will remain disciplined but nimble as we navigate the changing
landscape. As always, any portfolio changes we make will be based on data and research rather than market
noise and headlines. 
     
     If you have any concerns about your portfolio, we encourage you to contact us, so that we can review your
financial plan.  This will help you can regain that peace of mind, and can help make short-term volatility more
bearable while looking long-term.

https://davincicap.com/contact

