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• As the global financial system exhibits late-cycle characteristics, we expect the Federal Reserve and other 
Central Banks to continue tightening monetary policy to combat high inflation levels.

• Reducing inflation to the 2.0% target remains the Fed’s top priority.
• The inverted yield curve continues to signal an economic slowdown on the horizon.
• While the unemployment rate remains low, we expect an easing ratio of job openings to job seekers, 

which may put pressure on the labor market in 2023.
• Inflation expectations have rolled over to levels near the 10-year average.
• Markets are forward-looking – waiting to add risk to the portfolio until economic data and news get better 

will likely result in being late to any future potential recovery.
• Equity markets in 2022 have been defined by contracting valuation multiples due to a reset in interest 

rates. With market participants expecting double-digit profit growth in 2023, we have shifted focus to the 
durability of profits Inflationary recessions (1960-1980) have led to an average earnings decline of 15%.

• In addition to interest rate hikes, Global Central Bank balance sheets are contracting. This form of 
monetary policy tightening is likely to contribute to tighter financial conditions.

• Alternative income sources continue to transition from optional to essential in generating higher income 
rates and protecting traditional stock/bond portfolios.

• Because of the recent volatility in fixed income and equities, the opportunity for attractive returns in the 
portfolio is reemerging.

• In the eight sentiment troughs since 1970, the average subsequent 12-month returns of the S&P 500 have 
been 24.9%.

Key investment themes for 4Q22
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The Global PMI heatmap continues to show weakness at the margin for the growth 
picture. When observing PMIs, 50 is the level that indicates acceleration or 
deceleration. While prints throughout 2021 and 2022 have been bright green 
(indicating accelerating growth), August and September readings have started to fall 
below 50. For example, The U.S. printed 44.6 in August and 49.3 in September. The 
Euro Area continues to weaken due to political tensions and higher gas prices due to 
the Ukrainian conflict. PMIs in Europe have been below 50 in the last two months for 
every country except France and Italy. We continue to believe growth will be 
sacrificed as a consequence of Global Central Banks' focus on fighting inflation. 
While a technical recession has not been declared, we see this as one of many early 
warning signals for a recession in 2023.

One standard definition of a recession is two consecutive quarters of negative GDP 
growth. However, the National Bureau of Economic Research (NBER), the official 
scorekeeper for recessions and expansions, defines a recession as “a significant 
decline in economic activity that is spread across the economy and that lasts more 
than a few months…these include real personal income less transfers, nonfarm 
payroll employment, real personal consumption expenditures, wholesale-retail sales 
adjusted for price changes, employment as measured by the household survey, and 
industrial production”. 

We prefer the NBER's definition of recession and find that elevated unit labor costs 
and high core inflation often precede recessions. In contrast, financial surpluses in 
the private sector often point to more modest recessions. We have rebalanced 
portfolios for late-cycle dynamics, moving assets from growth funds to consumer 
staples, low volatility, and value funds, and increasing our allocation to non-
correlated satellite assets. We also initiated a cash position in Q1'22 to take 
advantage of market dislocations as they occur.

The global economy is late cycle
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The chart on the left shows the major cyclical sectors of the 
economy. This is sometimes referred to as the four horsemen of 
economic activity because these factors can go from boom to bust 
and put you in a severe recession.

Observing Residential Investment, Business Fixed Investment, Light 
Vehicle Sales, and the Inventory/Sales ratio, none are at excessively 
overbuilt levels. While each factor is near its long-term average level, 
the rate of change has turned negative in recent prints. This is 
consistent with the slowing global PMIs shown in the previous slide. 
Often, the rate of change matters, but it is worth noting that we are 
not starting from high levels. High-frequency data across sectors, 
particularly in housing, suggest we'll see a correction. It will 
undoubtedly affect the economy, but there is a relatively low 
probability that we will experience something akin to 2007-2008. As 
the saying goes – “it's very hard to injure yourself by jumping out of a 
basement window”.

Cyclical sectors of the economy are slowing
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The chart on the left shows the current yield curve and its respective tenures (blue line) vs. the curve one year earlier (black line). It is clear from the chart that there has been a 
major adjustment higher in the entire structure of the yield curve. Treasury yields are pushing up against the top of their 10-year range (gray area) in the wake of the Federal 
Reserve’s abrupt shift in monetary policy. 

The chart on the right shows the front end of the curve (3 months to 2 years) has risen above the long end (10 years to 30 years), pushing the curve into negative territory, 
commonly referred to as yield curve inversion. The 10yr-2yr spread is nearing the 2000 lows, which preceded a 49% stock correction. The yield curve remains one of our favorite 
leading indicators of a recession. 

The yield curve points to a 2023 recession
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The employment picture continues to show extraordinarily high job openings 
relative to the number of unemployed people. In 50 years, there has never 
been a divergence in this proportion. If corporate revenues begin to slow or 
eventually decline, which we see as a high probability given the late-cycle 
nature of the economy, companies' appetite to hire will also slow. This will 
cause the ratio of job openings to job seekers (chart on the left) to fall. 

Job openings to job seekers has always fallen during a recession. While we 
think the labor market will be supported near-term by excess demand being 
worked off due to the effects of the pandemic, by the time we reach 
early/mid-2023, we expect job openings to have rolled over. 

It is also notable layoffs are near 20-year lows, with seemingly nowhere to 
go but up. Research shows that monetary policy works with long lead times 
on employment. For example, the unemployment rate troughed at roughly 
4.4% in early 2007 after Fed Funds went from 1.0% to 5.3% between March 
2004 and August 2006. Put another way, it took over two years of tighter 
Fed policy to slow the employment picture. It is important to note that the 
labor market is often near the top of the list of lagging economic and market 
indicators.

The U.S. employment picture remains strong
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There are a few different ways of thinking about inflation. The first is reported inflation, which 
can be broken down into sticky and transitory. Looking at the chart on the left, we see the 
sticky factors being Shelter (dark blue), Restaurants, Hotels, and Transportation (light blue), 
and Others (gray). The factors driving sticky inflation are high wage growth, which we expect 
will persist until the employment picture turns negative. Shelter or Owners Equivalent Rent 
(OER) is 32% of the CPI. OER has continued to climb and is now up over 6% year-over-
year, with fundamentals in multifamily housing continuing to support an elevated level of 
rents. The transitory pieces of inflation are Energy (green), New and Used Vehicles (red), 
and Food at Home (purple). Another way we're thinking about inflation is in terms of 
expectations. The Federal Reserve is concerned that inflation expectations could become 
embedded. There is scant evidence that that's going on. When we look at the right-hand 
side of this chart, there are three different measures of inflation expectations. The University 
of Michigan Consumer Sentiment Index (light blue line) asks people what they expect the 
inflation rate to be for the next five years. In September, people said 2.7%. Over the last ten 
years, on average, they said 2.7%. The Survey of Professional Forecasters done by the 
Federal Reserve bank of Philadelphia (dark blue line) suggests that the inflation rate will 
return to 2.8%. Lastly, if we look at the difference between a five-year nominal bond yield 
and a five-year TIP (gray line) yield, that's now 2.1%. While this is slightly above the long-
term average, it is far from unanchored. Notably, the rate of change in all three measures of 
expectations has rolled over. The inflation picture is muddy, but we ultimately see it coming 
down though it will likely stay higher than what the Fed wants. The Fed seems to be 
channeling its inner Volcker after being blindsided by inflation, but there is a case to be 
made over the next 6-12 months for a less hawkish Fed. 

Is the Fed missing the point on inflation?
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Markets are forward-looking and usually change direction before the 
economic data improves. We expect markets to begin pricing in an 
economic recovery well before the economic data improves. The 
chart on the left shows every recession since 1960 in the U.S. and 
the relationship between unemployment (purple line) and the S&P 
500 (green line). In every case, although lags vary, the stock market 
(green line) began improving before the recession's end (grey area) 
and in advance of the unemployment rate peaking.  

The data shows that if one waits for economic data to improve 
before putting money to work, they'll usually miss out on some of the 
most positive moves to the upside. 

With the earnings outlook for 2023 deteriorating, it is important to 
remember that even if profits are still struggling, markets begin 
looking through that and pricing in an improving outlook. We believe 
PE multiple expansion will lead the market higher as expectations 
and the outlook gradually start to improve.

Markets focus on forward looking expectations
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U.S. equity markets have stolen the show in 2022. The chart on the right-
hand side tells you everything you need to know about what's happened in 
U.S. equities over the year. The gray line represents consensus earnings 
estimates for the next 12 months. The blue line represents the forward PE 
ratio of the S&P 500 and the green line represents the price return of the 
S&P 500, which is effectively the gray and blue net. It is clear that 
fluctuations in valuation have driven the entirety of the drawdown that we've 
seen so far – multiples have re-rated roughly 30% lower. This makes sense, 
given the move in interest rates (real and nominal) and the starting level of 
different valuation measures coming into 2022.

In our view, investor focus is shifting to the durability of profits in 2023. The 
blue bars in the chart on the left-hand side represent estimated earnings for 
2022, 2023, and 2024. While 2022 actuals should be roughly in line with 
expectations, it's notable that expectations for 2023 reflect profit growth 
above 10%. Our work on S&P 500 earnings suggests that this is optimistic, 
especially in the face of a likely 2023 recession. Looking back to 1950, on 
average, earnings have declined by about 30% during economic recessions 
in the United States. If you isolate the period from the late 1960s through 
the early 1980s, you see that the average decline in earnings was half of 
that. Earnings declined 15% due to inflation bailing out the profit story 
because profits are a nominal variable. We believe a 15% decline in 
earnings for 2023 is a reasonable expectation.

S&P 500 profit expectations are elevated & will revise lower
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An interesting dichotomy has developed between what the Federal Reserve 
forecasts and the market forecasts. The chart on the left represents the 
Federal Funds rate and different expectations for the future path of rates. 
The blue diamonds represent where the Federal Reserve expects the 
Federal Funds rate to be. The Fed hopes to raise interest rates modestly 
throughout 2023 and 2024. The green diamonds represent market 
expectations for the Federal Funds rate. Market participants expect modest 
cuts over the coming years.

We expect the Fed will change course in monetary policy as inflation fades 
and the economy slips into a recession. The $64 million question is when 
will it happen? Observing the core PCE inflation forecasts in the FOMC 
September 2022 forecasts, the Fed doesn’t expect core inflation to retreat to 
its 2.0% target until 2024. While we believe that the Fed is likely to change 
policy before then, we are also concerned that if the Fed remains hawkish 
until the 2.0% target is achieved – then the monetary policy response to any 
recession would be equally as late as the Fed was to fighting inflation in 
mid-late 2021.

The path of Federal Reserve policy is unclear
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Besides interest rate hikes, the Federal Reserve and global central banks are also engaged in Quantitative Tightening (QT) and shrinking their balance 
sheets. This will also contribute to tighter monetary policy and financial conditions – a headwind for risk assets. 

Global central banks are tightening monetary policy
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This is arguably one of the most important illustrations in the presentation 
because it reminds us of an important and successful strategy. Warren 
Buffett once said it is wise for investors to be “fearful when others are 
greedy, and greedy when others are fearful”. Investor sentiment is an 
excellent contrarian indicator. When asked which parts of the market we are 
likely to lean into, our response is that it depends. We first focus on 
segments most penalized by the current bear market. We also consider 
sectors that are best positioned for the 12-24 months ahead. 

Today, investor sentiment is comparable with where it has been at prior 
market bottoms or periods of deep economic recession. The market has re-
rated, and we believe there will be an opportunity for long-term investors in 
the coming 6-12 months. We recognize that the first three quarters of 2022 
have been extremely challenging, but we also acknowledge that it's usually 
the darkest before dawn. In the eight sentiment troughs since 1970, the 
average subsequent 12-month returns of the S&P 500 have been +24.9%. 

So, while this is not an attempt to call the bottom, it is a recognition that a lot 
of negative news and investor sentiment is already discounted at current 
prices. This informs our increasingly constructive view as we consider 
opportunities across capital markets over the next 6-12 months and over the 
longer term.

Consumer confidence collapses to 50-year low
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The one silver lining to the volatility that we've seen, which has been driven 
by uncertainty around inflation, monetary policy, and interest rates, is that 
valuations in the fixed income market are now looking far more favorable 
than they have in quite some time. In the chart on the left, the gray bar 
represents the range of yields over the past ten years, the purple bar 
represents the median yield over that same period, and the blue diamond 
represents where we are today. Investment grade is on the left, and 
speculative-grade fixed income is on the right.

What jumps out when you look at the left-hand side of the chart, the blue 
diamonds are sitting near the top end of the gray bars. Yields are at the high 
end of their ten-year range. With the probability of a recession in 2023 rising 
rapidly, the environment will be characterized by slower economic growth. 
As slower growth is recognized, we expect long-term interest rates will 
move lower relative to current levels. Even if the Federal Reserve raises 
interest rates on the short end of the curve, the long end of the yield curve 
should begin to respond to slower growth. As this unfolds, duration, which 
has been a headwind to investors, will turn into a tailwind.

Fixed income valuations are near the top of 10-year ranges
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Wellspring believes alternative sources of income continue a transition from 
optional to essential when it comes to generating higher income and yields 
and protecting traditional stock/bond portfolios. The chart on the left shows 
the current yields in Direct Lending (8.7%), Infrastructure (5.1%), Real 
Estate (3.7%), and the Transportation sector. Each of these industries offers 
an attractive alternative income source distinct from the traditional 
bond/stock portfolio. In addition to the more attractive bond yields discussed 
on the previous page, we continue to assess alternative sources of income 
for reducing volatility and diversifying portfolio risks. Over time, we believe 
this leads to more stable returns and a smoother ride for client portfolios. 

We also introduced hedge assets to the portfolio in the past year. During 
periods of increased market stress, hedge assets such as Blackrock's 
Systematic Multi-Strategy Fund (Ticker: BIMBX) have performed 
exceptionally well. Historically this fund has provided significantly less 
volatility than stocks and less interest rate risk than fixed income. BIMBX 
has been a reliable alternative to fixed-income and equity holdings. The 
fund is down just -2.9% YTD versus the S&P 500 and Bloomberg Barclay 
Agg, which are down roughly -25.2% and -13.54% YTD, respectively. 

Diversification benefits of satellite assets
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Asset allocation decisions are important. By studying the changes in asset 
allocation for Institutional and Endowment portfolios over the past five years, we 
gain insight into the collective wisdom of investment committees across the U.S. 
While only a snapshot in time, the allocations and, perhaps more important - the 
changes in allocation reflect investment committees’ outlook on a specific risk 
asset.

For example, over the past five years, Endowment Funds (dark green bars) 
increased their allocation to equities from 27.0% to 35.2% (+8.2%), while 
Corporate D.B. Plans reduced the allocation from 48.0% to 32.1% (-15.9%). The 
increase in equities by Endowment Funds was sourced primarily through a 
reduction in the allocation to Real Estate, likely reflecting the compression in cap 
rates. Over the past five years, real estate returned +12.6% annually, while U.S. 
equities returned +17.8%. The increased allocation to Equities added value to 
institutional portfolios. Alternatively, Corporate D.B. Plans de-risked portfolios, 
increasing their allocation to fixed income from 38% to 49.9% over the past five 
years, sourcing funds primarily through a 15.9% reduction in the allocation to 
equities. The Family Office/High-Net-Worth model leans toward the Endowment 
model, with a growing allocation to satellite, hedge assets, and private equity.

Asset allocation decisions drive portfolio returns
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Investing involves risk and periodic market drawdowns are normal. 
Since 1980, the S&P 500 Index has experienced an average 14% peak-
to-trough decline in any given year. Half of the years since 1980 have 
seen at least a 10% correction. We expect volatility to remain above its 
long-term average with a wider distribution of possible outcomes. 
Markets can recover from intra-year drops and finish on a positive note, 
which should encourage investors to stay the course when things get 
choppy. As much as possible, Wellspring attempts to anticipate the 
potential of adverse shocks and mitigate the risks that are most likely 
and potentially harmful. Topping the list of  potential risks to the portfolio:

• Inflation's impact on long-duration assets
• The economic fallout of Russia’s war with Ukraine 
• The risk of higher energy & food prices and their impact on living 

standards
• The prospects for more hawkish central banks and impact of 

higher rates
• A Debt-to-GDP ratio above 100%, a level that evidence shows 

has hurt economic growth throughout history

Each risk has the potential to keep volatility well above its long-term 
average, holding returns and animal spirits in check.

Intra-year volatility should be expected
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The chart of the left shows the range of outcomes for rolling periods (1-, 5-, 10-, 
& 20 years) for stocks, bonds and a 50/50 blend over the last 71 years. For 
example, since 1950, the 10-year return on stocks has ranged from +19% to -
1%, with 95% of the rolling 10-year periods posting positive returns. For the 10-
year period ending 2021, stocks returned +15.8% per year. 

The S&P 500 has gained an average of +11.1% per year (total return) over the 
last 50 years (i.e., 1972-2021). In the past three years, the S&P 500 has 
returned +28.9%, +16.3% and +26.89% (2019, 2020, 2021, respectively). The 
NASDAQ composite returned +35.2%, +43.6% and +21.4%, in 2019, 2020, 
2021, respectively, equal to +33.1% per year and its best 3-year run since 
1997-1999. We believe it’s reasonable to assume some pull-forward of future 
returns has occurred as a result of extreme Fed policy. 

Since 1950, the S&P 500 index has been up 54% of 18,118 trading days, 61% 
of 864 months, 67% of 288 quarters and 74% of 72 years. The S&P 500 has 
been positive in 17 of the last 19 years. Over the long-term, the S&P 500 
has been up 40 of the last 50 years, i.e., 80% of the time.

The total return for the S&P 500 over the last 30 years (1992-2021) has 
been a gain of +10.6% per year. If you missed the 30 best percentage gain 
days over the last 30 years (i.e., 30 days in total, not 30 days per year), the 
+10.6% annual gain falls to a +4.4% annual gain.   Stay the course!

It’s time in the market, not market timing
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Risks & Disclosures

Investing involves risks, including the possible loss of principal and fluctuation of value. Past performance is no guarantee of future results. 

This communication is not intended to be relied upon as a forecast, research, or investment advice, and is not a recommendation, offer or solicitation to buy or sell any securities 
or to adopt any investment strategy. The opinions expressed are as of the date noted above and may change as subsequent conditions vary. The information and opinions 
contained in this letter are derived from proprietary and nonproprietary sources deemed by Wellspring Financial Advisors, LLC (“Wellspring”), to be reliable, are not necessarily 
all-inclusive and are not guaranteed as to accuracy. As such, no warranty of accuracy or reliability is given and no responsibility arising in any other way for errors and omissions 
(including responsibility to any person by reason of negligence) is accepted by Wellspring, its principals, employees, agents, or affiliates. This post may contain “forward-looking” 
information that is not purely historical in nature. Such information may include, among other things, projections, and forecasts. There is no guarantee that any forecasts made will 
materialize. Reliance upon information in this post is at the sole discretion of the reader. 

Please consult with your Wellspring financial advisor to ensure that any contemplated transaction in any securities align with your overall investment goals, objectives, and 
tolerance for risk. In addition, please note that Wellspring, may have positions in one or more securities that are recommended to Wellspring clients. Please note that Wellspring, 
including its principals, employees, agents, affiliates, and advisory clients may take positions or effect transactions contrary to the views expressed in this or future 
communications based upon individual or firm circumstances. Any decision to effect transactions in securities should be balanced against the potential conflict of interest that 
Wellspring has by virtue of its investment in one or more of these securities.
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