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Stubborniy high inflacion continued to loom over the markets during the 3rd quarter
of 2022. With licdle improvement in the traiiing 12-month Consumer Price Index
(CPI), consumers and investors wondered just how iong this so-called transitory

situation VVOUid iast. [t sure i]aS fCit pcrmancnt.

In this sort of a gioomy scenario, investor psychc continued to ianguish, cspcciaiiy in
Scptcmbcr. During the last month of the quarter, virtuaiiy cvcrything secemed to come
apart after a disappointing CPlreporton Scptcmbcr 13. That was all it took to drive

StOCi(S Q{Hd bOl’ldS o new iO\VS.

Equitics, as defined i)y the S&P 500, had another dismal quarter. So did bonds, real
estate and most commodities. Finaiiy, while cash hasnt fallen like scocks and bonds,

inflation has taken a big bite out of the US. consumer's purciiasing power.

ID a iOt ofways, CVCI'y way actuaiiy, it was ng&t to see thC Srd quartcr in ti’lC rearview

mirror. It VViii bC cven bcttcr to sce ti’lC caicndar urn Zli:tCl” midnight on Dcccmbcr 31

intcrcstingiy, the economic data continues to be beteer than the markets would suggest.
To be sure, growth has been less chan it was in 2021, but it hasn’t been the worst-case
scenario cither. In fact, outside of the real estate market, the U.S. economy migiit even

be siightiy in Positive tcrritory for the year.

As I wrote here last quarter, the labor market remains iiistoricaiiy tigi’it. Banks are
flushed with iiquidity. If you liked stocks at the start of the year, you will love the
valuations now. Longcr-tcrm inflation expectations are modcrating, so bonds iikciy
wont continue to fall apart. This means stock prices should rebound from the 3rd

quarters red ink.

Truiy, this year has been one of the worst in recent memory. However, it is almost at an
end,and things i'caiiy arentas bleak as thcy appear. Thatis onc of the casiest observations

I havc cver madc. Trust mc on ti’lélt.

Please cnjoy our thoughts about what happcncd in the 3rd quarter, if chac s possibic,
and what might happcn throughout the remainder of the year. Obviousiy, no one can
look into the future wich crystai ciarity. However, by anticipating potcntiai changcs, we

can capitaiizc on them for our clients benefic.

Sinccrciy,

John Norris

Chief Economist

The Oakworth Capital Investment Committee distributes information on a
regular basis to better inform our clients about pending investment decisions,
the current state of the economy, and our forecasts for the economy and financial
markets. Qakworth Capital currently advises on approximately $2 billion in

client assets.
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KEY TAKEAWAYS

01. ECONOMY

Dcspitc all of the bad news and angst, the US. economy didnt show any imminent signs ofa sharp contraction, in aggregate. Asis
usually the case during a slowdown, some sectors will be impacted more than others. Banks remain flush with cash and are cager to

make loans. It is hard to find a time in our nation’s economic history when chis is the case and che cconomy Coiiapscs.
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O2. INFLATION

With inflation running higher and lasting longer than anyone
would like, the Federal Reserve increased the overnighe
target lending rate 1.50% (150 bps) during the quarter. While
not quite as Draconian as the moves during the 1980s, the

markets felt the pinch.

03. MARKETS

There was a strong sense of Groundhog Day during the
quarter, as it seemed the markets kept living the same day
over and over. Unlike the movie, which was at times funny and
ended ona positive note, there were few iaughs by the end of

SCptcmbcr.

04. BONDS

During August and September, it appeared the bond market
ﬁnally got the message there should be a strong, positive
correlation between inflation and interest rates. This had
been a head scraccher. Unfortunately, bond investors got

pummcicd.

05. STOCKS

The best thing you can say about stocks for the 3rd quarter
is their valuations appear even more cheap than they did ac
the end of the 2nd quarter. Since the beginning of the year,
the Price/Earnings ratio on the S&P 500 index has fallen
from 24.74x on 12/31/2021 to 17.85x on 9/27/2022. That is

a signiﬁcant move ina rciativcly compresscd pcriod of time.
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06. JOBS

For some reason(s), there is still a historically high number of
available jobs in the US. cconomy. While this will eventually
casc over time, cmploycrs are asking the question, “Where

did all of the workers go?”

07. MORTGAGE RATES

Highcr mortgage rates and overall borrowing Costs suggest
real estate could have a difficult time  over the next several
quarters. Thisshould notbea repeat 0f2008. The US. banking

system is in much healthier shape than it was back then.

08.FOREIGN CURRENCY

international investing has two components: 1) price
appreciation, and; 2) currency fluctuation. As the dollar
swamped the euro, British pound, Japanese yen and others

during tl’lC quartcr, Forcign asscts swooncd asa rcsuit.

09. US CURRENCY

The US. dollar continued to outperform all other major
reserve currencies. The dollar was stronger during the quarter
than it has been in roughly two decades. causing global
commoditics to decline significantly during the quarter. The
reason for this is simple: Most commodities trade in US.
dollars. If the dollar is significantly stcronger, it will take fewer

ofthem to purchase, say, a barrei OfCI‘U.ClC Oli
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ECONOMIC OVERVIEW

GROUND HOG DAY

by: John Norris

During the 3rd quarter, I wrote a Common Cents newsletter
titled, “Common Cents & Déja Vu, Again.” The reason being it
seems as though investors have been living through the same day
over and over, as in the movie “Groundhog Day.” Unfortunately,

the movie was a lot more fun than the recent reality.

Inso many ways, last quarter was eerily similar to the previous one.
During April, May and June, people were wringing their hands
and gnashing their teeth about inflation and the Federal Reserve.

Would inflation get so red hot the Fed would have to kill cthe

cconomy to kill inflation?

Guess what investors had on their collective mind from ]uly
through the end of September? Thacs right. They were worried
about the exact same thing, Inflation and the Federal Reserve, and

not necessarily in that order.

To be sure, some people talked about the ongoing war in Ukraine
and Chinese bellicosity. Others discussed how the equation the
government uses to calculate Gross Domestic Product (GDP)
had produced two consccutive quarters of supposed contraction
in the US. economy. So, we must be in recession, right? If not,

when, how and Why?

Stlll, Wl’lC['C tl’lC rubber meets tllC road, Wl’lCH tl'lC (lllSE SCUZlCS, Wl’lCﬂ
thC srnol(e ClCQJ’S and WhCI’l thC COwWS comece l]OmC, tllC average US.
consumer is more WOfflCd about their WallCt than thCy are Eastern

Europe or the Taiwan Strait.

The truth is not much different at the top of the house during
the 3rd quarter of 2022, only at the margins and by basis points.
Inflation was stubbornly high, and the Federal Reserve raised the
overnight rate 1.50% (150 basis points) to help bring it down. By
comparison, inflation was stubbornly high in the 2nd quarter, and
the Federal Reserve raised the overnight rate 1.25% (125 basis

points) back then.

ECONOMIC OVERVIEW

So, if these primary things are still at the top of the house, what is

likely to happen moving forward?

First things first, inflation will start to come down. By come down,
I mean the rate of the recent increases in prices will diminish. That
does NOT mean prices will decrease in absolute terms. In essence,
inflation will be increasing ata decreasing rate. After all, there is an
old expression when it comes to prices: “They tend to go up on the

express clevator, and come down by the stairs.”

There is alot of truth to that. But, why do I think inflation will start

to abate?

There are numerous reasons, but I am going to tackle four. The
first one being the outsized strength of the U.S. dollar. For the 20
years leading up to the Financial Crisis of 2008, there was a -0.24
correlation between the strength of the US. dollar (as defined by
the DXY index) and the 12-month CPI. This time frame leaves
out the messiness in the currency markets after Bretton Woods;
the fallout from Paul Volckers nuclear monetary policy and the

extreme tactics tl]C FCd has llSCCl over thC past 14 years.

In essence, under normal situations, the dollar and inflation
SHOULD move in opposite directions. This should make
sense. After all, why would people want a currency that is rapidly

devaluing due o inflation? Intuitively, they wouldn’.

Currently, the dollaris as serong asichas been over the past 20 years.
Historically, this would mean inflation should be falling, or at least
cooling its heels. Strangely enougli, this hasnt been the case for a
number of reasons too lengthy to mention in this short section.
However, this should change. The reason being the Federal
Reserve, after close to 15 years of quizzical monetary policy, is
apparently atcempting to restore some sense of normalcy. IF this
IS in fact the case, the historic correlation between the dollar and

inflation should eventually reemerge.
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As the chart shows, clearly something weird has been happening
over the past two years. Time will prove this is the exception and

not thC norm.

Then there is the curious case of the slowing money supply. Simply
put, the amount of cash ﬂoating about the system, as defined by the

M2 Index, has been pretey stagnant for the past 12 monthsand even

moreso YTDin2022.

Ordinarily, and kind of Countcrintuitively, over the past several
decades the money supply has typically growna lictle faster than the

rate of inflacion. Itisnt a perfect science, but the amount of liquidity

in the system is typically relatively constant and positive sloping. By

comparison, inflation can be all over the board.

However, duc to the economic dislocation during the worst of
the COVID pandemic in 2020, Washington (primarily) and the
Federal Reserve (secondarily) flooded the markets with money that
didnt previously exist. To that end, since the end of 2019 through
the end of 2021, the money supply grew an eye-watering $6.17

trillion. That represented 240.3% absolute growth rate.

Conversely, since the end of 2021 through August 2022, M2 has

grown a relacively tepid $221.3 billion, or 1.03%. Over the past 12

Intuitive for 20 Years...Then Not So Much, Particularly in 2022
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The Money Supply - How Does It Support 8% Inflation From Here?
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months, tl’lC money supply has lI'lCI’C&SCCl 4.1% and, as tllC chart

illustrates, has been trending downward.

The question remains: How can inflation continue to surge north
of 8% when the fuel to grow it, moncy, is growing at roughly a15%

annualized clip? [ submit it would be a pretty neat parlor trick.

Another thing [ would like to mention on the prospects for lower
inflation is inventories. More speciﬁcally, inventories have absolutely
surged over the past 24 months. To the point where wholesalers and
retailers will have to start considering reducing them in some form
or fashion. This is even more paramount given the cost of ﬂnancing
highcr levels ofinvcntory has gotten More expensive as the Fed has

been raising rates.
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In essence, the stuff sitting on the shelves is starting to cost
companies moncy. How much longer will they be able to withstand

the status quo?

But how and why did this happen? Why did the trajectory in
inventory growth suddenly steepen so dramatically? You have to
remember, government-imposed ecconomiclockdownssstifled both
consumption and production. When these were over, the same

government flooded the cconomy with cash in order stimulate

demand...which had already been building.

This caused a massive supply—demand mismatch, as Companies
couldn’ keep up with the ravenous U.S. consumer. As a resulg,

purchasing departments started buying supply regardless Ol: COst.

9
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You can call it a Fear of Missing Out (FOMO) approach to
invcntory management. There was no way companics were going
to be long on orders and short on supply again. Since the pandcmic

nadir in inventories in June 2020, companies in the United States

have added $423.1 billion to cheir shelves.

Unfortunately, this led to the foiiowing chart, which intuitiveiy isnt
sustainable. Something has to give, and the more the Fed raises rates,
the more likely it is wholesalers and retailers will cue cheir losses as
much as they can. After all, a sudden surge in consumer demand at

this point would be, well, unusual.

Finaiiy, my last point on the prospect for lower inflacion moving
forward is the recent decline in Commodity priccs. A better way of
putting it is the collapse in prices since the middle of June 2022. This

only accelerated during September.

Thanks to the soaring U.S. dollar, already bloated inventories and a
softcning in end-consumer demand, Commodity prices have come
back to more reasonable levels. While sill highcr than at the start of
the year, they are far more workable than they were. Further, with the
exception of the shock to the energy sector to start the year, which
has remained to a lesser degree, commodities have generally been
falling since the end of the Ist quarter. In fact, many agricultural and

industrial commodities are actuaiiy negative for2022.

Who would have thought? I imagine very few. Regardless, the
following chartillustrates justhow far down commodity prices have
fallen since June. Incuitively, this should help unit labor costs across
all sectors of the economy. Historically, this has benefited the US.
consumer, and there is no reason to think this time is different from

the last.

[eseems | aiways end up cating my words whenever | say that.

Too Much Inventory Given Current Demand

WHOLESALE & RETAIL

$1,000,000

$900,000

$800,000

$700,000

$600,000

Millions ($$$)

$500,000

$400,000

$300,000

$200,000

$100,000

$900,000
iiii ii iii iii iii “i i ||| -
$500,000

INVENTORIES

$1,700,000
$1,500,000

$1,300,000

$1,100,000

m..nnnll”"'"

Millions ($$$)

mwmm Total Inventories

Data points /Wowm’fc/ b)/ B/uomberg

il Inventories

Inventories

As for the overall economy, there appears to be somewhat of a
disconnect between perception and rcaiity. If youare to believe the
headlines, the cconomy is in a sorry state, maybc even a recession
or worse. However, anecdotally, the planes and restaurants are all
tull. The interstates are frustratingiy crowded, Cspcciaiiy with trucks
hauiing scuff hither and yon. Companies are having trouble ﬁnding
people towork. Banks are still looking to extend credic. The lisc goes

on and on.

The qucstion remains: How can we be in an economic downturn
when things seem to be okay? Shoot, outside of real estate, most
business owners with whom I have spoken have told me they are

having anothc:r gOOd ycar.

Frani(iy, the data is as weird as it has been in my career. Some things
look pretty good. Ortherslook just okay. Still others look pretty bad.

When combined, the outcome is the cconomic equivalent of a

ECONOMIC OVERVIEW

plain hot dog, It isnt the worst thing in the world; however, it could
be much, much beteer. All the more so when we were cating steak
g

in2021.
Ihope that analogy makes sense.

To be sure, economic growth has slowed in 2022 from the previous
year. That was a given, and part of the reason things might seem
worse than they actually are. After all, the cconomy grew at a
feverish pace lasc year, the hotrest growth since 1984. There was no
way we were going to top that. The question was, just how much

slower would it be?

As I type, part of the answer remains in the GDP equation: C+1+G
+/- Net Exports. During the first half of the year, a siight tweak
here and another one there would have produced different results.

For instance, our trade deficit ballooned during the st quarter, as

Input Prices Have Been Falling, Are Consumer Prices Next?
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businesses were stockpiling inventory. In the 2nd quarter, businesses
ping Y- q
grew their inventories at a dccrcasing rate. These parts of the

cquation sent the cconomy oH:icially into ncgativc.

By comparison, the US. consumer was actually okay during the first
sixmonths of the year. Inan economy where consumer cxpcnditurcs
make up 68.4% of the equation, the strcngth of the consumer is
crucial. During the Ist quarter, the consumer grew 1.3%, and it grew
2.0% during the 2nd. While these are awesome observations, they

arent the worst-case scenario cither.

Basically, if the US. consumer isnt falling apart, it is incrcdibly

CllH'lCU.lt to fOI’CC&St tl’lC US cconomy falling apart. SO, whcrc arewe?

The following two charts sum up the health of the US. consumer

at the end of the 3rd quarter. The first one is the number ofjobs
available in the cconomy. The second is consumer confidence. Not
surprisingly, there is ordinarily a positive correlation between the
two. After all, when the labor market is strong, as evidenced by job
openings, workers feel better about their situation. When thcy do,

tl’le arc morc pronc to Sand moncy.

The first chart is from the Bureau of Labor Statistics (BLS) and
illustrates just how strong the labor market is righr now. Make no
mistake abour it, cmployccs have more lcvcragc now than thcy
have in decades. Historically, it is hard to find a strong economic

contraction when this is the case.

Please note the vast disparity between the number of jobs opennow

and during 2008. This is nowhere near the same situation.

A Historic Number of Jobs in a Consumer Driven Economy
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The Headlines Say One Thing...The Surveys Say Something Different

CONFERENCE BOARD CONSUMER CONFIDENCE
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Therefore, pcrhaps it isnt too surprising consumer confidence has
remained rcasonably robust clcspitc the spikc in inflacion. To be
certain, it has come down near historic levels. However, the most
recent gauge sugeests the US. consumer feels much better about
things than during previous downturns. Further, the currentlevel of

108.0 is comfortably above the 20-year average, 90.9.

Therefore, we can honestly ask the question: “with the job market
as strong as itis and with a rcasonably confident US consumer, how
will we get to the worst-case economic scenario we hear about in

the media?”
[ donthave a good answer for that.

In concluding this section, the 3rd quarter was much like the 2nd

quarter in terms of economic activity, [t wasn't awful, but it wasnt

great cither. However, it was much better than perhaps we thought
itwas. When you factor out some anomalies in the GDP cquation,
the cconomy is weaker than it was last year. That was to be Cxpcctcd.

Saill, it isnt complctcly falling apart cither.

Unless somcthing unforeseen happcns, inflation should start to
come down, pcrhaps signiﬁcantly, over the next two quarters.
This will give a boost to consumer confidence, as well as allow the
Fed to slow down the tightcning process. If this happens, the US.
cconomy will go through a pcriod of siclcways economic growth
where businesses work down their inventories and the perception

will seem worse than the rcality.

In other words, welcome to Punxsutawney, Pcnnsylvania. Ics

Groundhog Day.
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ASSET ALLOCATION

HASTY ASSET ALLOCATION BEST
AVOIDED IN STORMY SEAS

/)}/: Sam Clement

When people reflect on the 3rd quarter this year, what they will
really be thinking aboutis the back half of it. As they say, ics nothow
you start, but how you finish, and if thats the case the 3rd quarter
getsan F minus. What started offas a promising quarter with recurns

upwards of 12% quickly reversed into a drab quarter full of red ink.

The main cause of the blood in the streets was pretty simplc.
Continued inflation, the Federal Reserve and their steadfast
approach to hiking interest rates and the resulting strength of the
US. dollar. While the day-to-day movement in financial markets is
always complex and contains countless things to point the ﬁngcr at,

tl’lCSC broadcr trcrids wcerce thC diffcrcncc makcrs.

The fun, or ac least intcllcctuaﬂy stimulating, part s the application
of these trends. Wich inflacion still running hot, the Fed continuing
to promisc additional rate hikes and the dollar soaring to several-

decade highs, how do we position an allocation?

Using a top—down macroeconomic approach to asset allocation like

we do, the first step is to determine our broad asset class allocation.

Target Federal Funds Rate Upper Limit (I:USTFFRUL)

ASSET ALLOCATION

Stocks to bonds to cash. The sentiment has been cxtrcmcly negative
with very few reprieves. Rcally for most of the year. Our ovcrwcight
to equitics of 2021 was due to several factors, including continued
carnings growth, astrong cconomy and low rates. Low rates mean a
highcr multiplc for stocks bur it also means cash is not paying much.
Who wants to be in an asset class that guarantees them an croding

purchasing power? Not .

Those are the two sides of the “higher interest rates coin,” and a
simplc yet effective way to look at the headwinds and tailwinds for
the cquity market. The Fed has continued to affirm a desire to raise
interest rates to bludgcon inflation. Thcy have taken every chance
thcy can to make sure the market knows that thcy are going to
complctc their objcctivc. This has meant the Federal Funds rate has
gone from close to zero to start the year, to what is now cxpcctcd
to be close to 4.5% by the end of the year. That is a massive, massive
move and a far cry from what the voting members of the Fed

cxpcctcd to happcn this year when thcy met 12 to 18 months ago.
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This has been a torrential headwind for the equity markets and has
been the driving factor for us to move our cquity allocation to a
siight undcrwcight — the firsttime I can say thisin the past few years.
I cmphasizcd siight because it is an cxtrcmciy important look into
our thoughts and sentiment. While we understand the headwinds
in piacc for cquities, and the brutal ycar-to—datc pcrformancc of
them, we do not share the doom and gioom sentiment for the asset
class that some do. Earnings have held up rciativeiy well and like a
pcnduium, as quick as sentiment can changc in one direction, it can

cquaiiy changc in thC OEi’le.

The next iaycr ina top-down approach for equitics is a look into
our gcographic allocation. Do we want to be more in domestic,
dcvciopcd international or emerging markets? That brings up
the last of my major focal points for the quarter: the strcngth of
the dollar. As shown below, the dollar has cssentiaiiy moved in
one direction. While this may intuitivciy seem odd as we have
cxpcricnccd hiscoric inflation, its worth noting that the strcngth of
currencies are relative. While we have been in a tough spot, it has

bCCH much WOrsc abroad. ﬂlC dOViSi’l ccntrai banks and ti"lC cncrgy

ICE US Dollar Index (*DXY) Level

Nov ‘21 Jan 22 Mar 22

crisis in Western Europc has caused inflation levels abroad to make

ours look like a walk in the park

The international sector is where the majority of our move to a
siight undcrwcight in equitics has come from. Again, while things
have been rough domestically, thcy have been worse abroad and the
outlook is cquaiiy gioomy. That bcgs the question, if we have moved
our cquity wcightings lower, it had to go somewhere? The answer
has been cash. Back to the ﬂip side of highcr interest rates. [t means
cash is ﬁnaiiy paying a somewhat mcaningfui rate of return, at least

cnough so to make it more appcaiing.

The “cash is trash” from Ray Dalio has quickiy shifted to a “cash is
king” mantra as investors look for the oniy area that has not been
absoiutciy clobbered to start the year. Cash now is at least doing a
little to ﬁght the loss of purchasing power from inflation, and on top
of that removes Voiatiiity froma portfoiio and creates “dry powdcr”
for when the time is appropriate to reinvest. [tis times like these that
remind pcopic the value of having cash on the sidelines, and we have

tai(cn measures to I’CHCCE that in our pOI’thiiOS.
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The third major assct class is fixed income, the biggcst driver of what
has made this bear market historic. Rising interest rates are bad for
fixed income, but Cquaiiy important is the spccd in which rates rise.
The Fed has done an about-face since the start of the year once it set
in that inflation was not going away quickiy, and the market started
to realize this. Continuous rate hikes above the standard 25-point
hike have made short-term rates skyrockct, and the continued poor
inflation prints have shifted ionger-tcrm interest rates up quickiy as
well. Again, the spccci of the movementin rates is what has made this
the worst start to a year for a 60/40 portfolio since 1931! We have
pretty much never seen such a downward move synccd up between
both stocks and bonds, and this is what has made fixed income so

unattractive fOl’ most OF[hC ycar.

While we have written in previous quarters how we have moved
some of our exposure into short-term ﬂoating rate bonds that
weather the move in rates, this quarter was the first in some time
where we made a focused move in to treasuries. While the year-
to-date move in the sector has been ugiy, at some point the music

has to stop and the upward movement in rates will slow. Wich che

10 Year Treasury Rate (1:10YTR)

ASSET ALLOCATION

10-year treasury getting near 4% for the first time, rcaiiy since 2008,
it appears to be an attractive entry point into the space. While this
does not mean a massive shift into fixed income as a whole, but a

more focused effort into this asset class.

There is no way around it that this has been an extremely tough
year. The downward move in essentially all markets, combined with
the duration of the sell-off, has made it tough both financially and
psychologically. I would argue that it has been much tougher than
the Covid sell-off of 2020. While not always what someone wants
to hear, it is times like this when having a sturdy plan that investors
can stick to pays oft. Making shifts in allocation is effective and can
help drive long-term performance; however, sticking to the broader
plan is the most efficacious way to financially succeed in the long

term.

As aiways, the sun will rise again in the Easg, set in the West, and

better days will come.
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EQUITY

EQUITY INVESTORS HOPE TO BRING BACK

“NORMAL”

AFTER BRUTAL 2022

by: David McGrath

Every year, new words are added to the Eng]ish dictionary. It can
be interesting, to look at these new words to give us some idea
on how socicty is changing. One of the new words in 2021 was
“doomscroiiing.” The definition of doomscroiiing is “to continue
to surf or scroll through bad news, even though that news is
saddening, dishcartcning or dcprcssing.” Well, cquity investors

have had an excellent opportunity to do a litele doomscroiiing in

EQUITY

The one word you could make an argument for removal from
the dictionary the past few years is “normal.” Notiiing about the

economy, or thC StOCl( market, has been normai since thC start Of

the COVID pandcmic in Cariy 2020.

The 3rd quarter had a very similar feel to the first two quarters of
2022. Rising interestrates, coupled with slowing economic growth,

has been a toxic mix for Cquity returns. Evcry major Cquity index

0 provided a third consecutive negative quarteriy return this year.
Q1 Q2 Q3 YTD
S&P 500 -4.60% -16.11% -4.89% -23.88%
DOW -4.10% -10.78% -6.17% -19.72%
NASDAQ_ -8.94% -22.27% -391% -31.99%
Mid Cap 4.89% 15.44% 2.48% 2154%
Small Cap -5.64% -14.13% -5.21% -23.19%
EAFE S77% -14.32% -9.26% -26.71%

The last quarter can be viewed in two parts, with August 26 the
turning point. As we entered Juiy, there were two main questions,
(eeriiy similar to our current situation) that needed to be answered.
First, how was high inflation and a siowing cconomy ai‘Fccting
corporate carnings? Second, would we ﬁnaiiy start to see a break
of soaring inflation, and how would that affect the strategy of the

Federal Reserve?

On the corporate carnings front, there was fear in the market that
2nd quarter carnings could come in signiﬁcantiy below anaiysts)
expectations. Inthe end, actual carnings forthe 2nd quarter finished
3.4% above expectations. This daiiy drip of positive carnings news

i’lCipCd ti’lC StOCi{ markct advancc.

\X/hat aiso hCipCd Cquity pl‘iCCS was thC ﬁl’St iOWCI‘—th&H—CXPCCth

inflation number, more specifically the July CPIreport. To give you
a frame of reference, here were the monthly CPI numbers before

the July reading:

So when the ]uiy number came in at 0.0%, there was a sense of
optimism that the inflation “corner” had finally been turned. This
is when a bit of patience would have been a good thing for cquity
markets. This one data point was used to assume that the Federal
Reserve could now changc its tone and Stop its rate hikes. This
news, coupicd with the strong carnings results, allowed the S&P
500 to show a positive 13% return from the beginning of July to

mid-August.

The Chairman of the Federal Reserve, Jay Powell, ended those

dovish dreams with his comments on August 26.He reminded the
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markets that the Federal Reserve was focused on killing inflation,
and there were more interest rate hikes to come. In his words, there

is “some pain” still ahead. He was correct.

When the nexe CPI report was released on September 13, the
expectation was for another 0.0% report. The actual number was
0.1%, higher than expected. Even though the 0.1% number was still
much better than the first six readings from 2022, the report was
met with more pain for the markets. Just cight days later, the Fed did
raise the Fed Funds rate by another 75 basis points and implied there
was more to come (see the dot piot chart in the bond comments).
Allof the positive resules from the strong earnings season, and a first
sign that inflation was starting to abate, was gone. That 13% positive
return for the S&P 500 turned into an almost 5% decline for the

quarter.

The equity markets underestimated the resolve of the Federal
Reserve to tackle inflation. Each member of the Fed has been using
the same taiking points all year, saying thac they must take whatever
action necessary to bring inflation back to their 2% target. They
don't want to cause a recession, but a recession may end up being a

result from the needed action to reduce inflation.

This quarter even gave market participants a reason to argue what,
exactiy, is a recession. The common definition of a recession was
WO consccutive quarters of negative cconomic growth, or negative
GDP. That environment is almost always accompanied by rising
unemployment, slow (or even negative) wage growth and cooiing

consumer spending,

Well, we have the two consecutive quarters of negative GDP
These negative GDP numbers in the Istand 2nd quarters of 2022
were accompanied by very low unemployment, over 11 million
job openings, strong wage growth and continuing strength with

consumer spending, This is not normal.

The correct answer to the question of “when are we in a recession?”
is when the Business Cycle Dating Committee from the National
Burcau of Economic Rescarch (NBER) says we are in a recession.
To date, this committee has not declared whether or not the US.
cconomy is in a recession. Burt the stock market certainiy has

decided, and we are currentiy pricing in one heck of a recession.

Higher interest rates in most cases will bring alower valuation to the
cquity markets. First, higher borrowing rates for corporations will
mean lower margins, and thus lower carnings (all else being equal).
Secondly, owning bonds may become a more compelling option
for investors. Some decline in the price to carnings ratio, or P/E,
should have been expected this year, given the dramatic increase in
interest rates. This decline in the P/E ratio for the S&P 500 shows

just how strong of arecession is getting priced into the market.

Another new phrase for the 2022 dictionary may be “full
empioyment recession.” That may be the best phrase to describe
what we are going through. Before this incredibiy strange period, it
would be hard to imagine a recession where companices cant find
enough workers to hire. We start the 4th quarter with 6 million
unempioyed Americans and 11.2 million job openings. If we are
currentiy in a recession, we can say with some confidence that it is

nota ‘normal” recession.

The 3rd quarter proved difficult for just about all of the economic
sectors of the market, with nine of the 11 sectors showing ancgative
return for the quarter. Only the Energy (+2.16%) and Consumer
Discretion (+4.36%) sectors had a positive return for the quarter.
The Energy sector performance continues to be volatile, as suppiy
disruptions and intermittent surges and iags in demand makes this

the most unpredictabie sector in the cconomy.

The Consumer Discretion sector, after posting the worst

PCTFOI’HT&HCC O{: any economic sector {:OT tilC ﬁrst two quarters

of 2022, had a nice rebound in the 3rd quarter. The American

consumer remained strong in the face of iiigher prices, and a
strong 2nd quarter earnings season provided a springboard for the

discretion stocks to have a nice bounce-back quarter.

On the other end of the spectrum, Communication Services
(-12.71%) and Real Estate (-11.03%) showed the largest losses for
the quarter. Communication Services stocks, led by Alphabet
(Google) and Meta (Facebook), struggled as digjtal ad revenue
fell in the quarter. Rising interest rates and a slowing cconomy is an
especially bad mix for real estate, and the struggles for that sector

continued in 2022.

EQUITY

As we move into the final quarter of 2022, there is still some
optimism that we can saivage at least a bit of respectabiiity for the
cquity markets. The firsc hope revolves around the potentiai that
WE €an start to sec soaring inflation numbers ﬁnaiiy begin to come
under control. Starting in November, we start to “roll oft” some
extremeiy iarge monthiy inflacion numbers. As was mentioned
under the economic review, we believe that by summer of 2023,
the inflation numbers should start to give us some welcome relief.
This should allow the Federal Reserve to slow, and then Stop, the

increases to interest rates ti’lélt we have seen aii year.

N D E X Q1 Q2 Q3 YTD
Energy 39.00% 5.29% 2.16% 34.49%
Ueilities 4.80% -5.09% 5.99% -651%
Consumer Staples -1.00% -4.62% -6.62% -11.83%
Healthcare -2.60% S591% 5.18% -13.02%
Industrials 2.40% -14.78% -4.72% 20.72%
Financials -150% -1750% -3.10% 21.25%
Materials 2.40% -1590% -7.13% -23.75%
Real Estate -6.30% -14.72% -11.03% -28.93%
Consumer Discretionary 9.00% 26.16% 4.36% 29.89%
Technology -8.40% 20.24% -6.21% -31.44%
Communication Services -11.90% 20.71% -12.71% -39.04%

Looking Forward:

Next, we are iooking to 3rd quarter carnings scason to give us a
better idea on the true strength of the US. cconomy. We don't have
to wait very iong €O Start to get an answer to that question, as we
start carnings scason in the second week of October. If we finish 3rd
quarter carnings season near current anaiysts’ expectations, equity
prices should be able to gain back some of the losses that were

SU.H:CFCd in iate September.

Finaiiy, this quarter will give us a mid-term clection. The stock
market has shown ics strongest performance with shared power

in \Washington, DC.If Repubiicans can gain control of either the

House or the Senate, the single-party control thar markets do not
like, will be over. Just as an FYI, the strongest market returns had
been with a Democrat in the White House while Republicans
control both chambers of Congress. Thatis still a possible outcome
for 2023 and 2024. Either way, the markets typically rally after an

clection, given we have some poiiticai certainty fora coupie ofyears.

There is no way to put enough iipstick on this pig. The year 2022 has
been a brutal one for equity investors. As we move forward to the
4th quarter of 2022 and beyond, we hope the word “normal” can

soon recurn to the dictionary.
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BONDS

POSSIBLE OPPORTUNITY WITH SLOWING
RATE HIKES ON THE HORIZON

b)/: Sam Harris

The Federal Reserves Open Market Committee (FOMC) has
made its intentions crystal clear: Interest rates will continue to rise
in order to kill inflation. As evidenced by the 150bps (or 1.50%) of
increase in the 3rd quarter alone, the Fed’s dual mandate remains
dcﬁnitivcly in placc. While comparing current Chairman Jerome
Powell to the late Paul Volcker remains a bit of a stretch, the prior
remains determined in moderating the inﬂationary pressures fele

within the cconomy.

The US. monetary body is not alone in its upward trajcctory on

rates, though, as the 3rd quarter saw central banks worldwide
increase their overnight lending rates — eﬁfcctivcly making the cost
of money ‘more.” Because of this, we saw bonds slump — much
like stocks — though at a historic rate of decline. In the 3rd quarter,
the S&P 500 Index produced a total return of -4.88%; however,
by comparison, the Bloomberg Global Aggregate Bond Index
produced a total return of -6.94% (sce below). Obviously, bonds’

® Bloomberg Global Aggregate (*BBGATR) Level % Change
S&P 500 Total Return (*SPXTR) Level % Change

BONDS
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(Ql'lCl ﬁXCCl incomeasa Wl’lOlC) rcputation asa safe havc:n assct during

times ofvolatility proved not so true.

Still, though, the fixed income sector as a whole did produce some
arcas of historic (at least by recent standards) opportunities. By
the end of the 3rd quarter, a treasury bill with a 6-month maturity
yiclded nearly 4.00% (really 3.92%), and a 2-year treasury threw oft

a yicld of 420%(!"). This level of absolute return seen at the shorter

© 3 Month Treasury Rate (I:3MTRNK)
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end of the yicld curve was met with Cmphatic investor demand as
folks grapplcd with their tradicional moncy center banks cvidcntly

unwilling to budgc moncy market rates.

Digging into the other bond sectors, aside from high—yicld junl(
(which, if you like risk, you've gotit there), there was minimal room
for relative alpha — the quarter came and went witch similar effects

aCross tl’lC bO%erl, as scen lDClOW.

Jul'22 Aug '22

1.60%

Sep 22

Oct 03 2022, 4:43PM EDT. Powered by Y CHARTS

o
2



OAKWORTH CAPITAL BANK

The real story, though, lies well beneath the surface, as the proverbial
“smart” money hunkered down in the bciiy of the curve, with
a definite focus around the benchmark 10-year treasury. As
evidenced by the movementinits yicid, the IO-ycar becamea hiding
spot for the risk-and Voiatiiity-avcrsc - largciy insticutional books of
business — due to the shared inverse rf:iationship between interest

rates and bOl’ld priccs.

What does this mean? Well, it means the provcrbial smart money

does not fall victim to the belief of all hell breaking loose over the
next 24 to 48 months and instead is quite comfortable aiiocating
to the smack-dab middle of the yield curve. This rush to the belly
of the curve also tells us sovercign wealth (ak.a. forcign investors) is
comfortable with the current US. poiiticai, societal and governing
bodics. Perhaps this is a notion our own elected officials, as well as
bureaucrats of all sorts, should also share; however, that is neither
here nor there. Or pcrhaps it just accentuates how crummy things

are in other pockcts of the world. But digrcss.

2 PRICE 2 TOTAL
TICKER SECTOR RQETURN F?ETURN
AGG Broad US Market (5.06) (4.58)
GOVT US. Treasury Debre (4.05) (3.74)
LQD Corporate Debt (9.02) (8.40)
VTEB Municipal Debe (3.16) (275)
MBB Mortgage Debe (4.30) (3.87)
HYG High Yield (10.55) (948)

It has been said time and time again in 2022, bur it bears repeating:
There has been nowhere to hide. Like stocks? Enjoy sharp skids
only to be met with dead weight bounces. Like bonds? Tell me
what your principal investment looks like compared to the start of
the year. Like cash? Try going to the supermarket and buying the
same goods that $100 got you a year or two ago. While not quite
as prominent, the same can be said within fixed income — breaking

ClOer cach bOHd sector.

If an investor likes volatility, then they loved the 3rd quarter -
especially within the global debe market. In the final week of
September, we saw the collapse of the 30-year (and 10-year, for that
matter) British gilt, or bond. It fell by a whopping 24.00%, sending
yiclds sky-high and forcing the newly appointed Prime Minister
Liz Truss to walk-back some of her more aggressive tax-cutting

stratcgics proposcd carlier in the month.

AS SU.Ci’l, since ccntrai banks arc intcrconncctcd, thC Bank Oi:

England’s decision to both raise rates AND purchase long-dated

24

paperin an attempt to bring some element of calmness reverberated
throughout giobai markets — including our own. While chis differs
from the QE, or Quantitative Easing, completed by leading Global
Central Banks over the past 12 to 30 months, it remains far from

a QT, Quantitative Tightening, move, like the United States has

undcr gO nc.

What can/should be done about all of this? The adage, “Dont fighe
the Fed” remains tried and true. As long as the Federal Reserve
continues to raise interest rates, the bond market should reprice to
follow. Looking at the FOMC’s most recent stacement (and the
subsequent release of the dot plot), the Central Bank’s intentions
remain apparent. With the median estimate for the 2022 end-of-
year overnight lending rate sitting at 425% as of the September
21 mecting, the benchmark rate should see an additional 100bps
(1.00%) of upward movement. With this is tucked away in mind,
though, the Fed futures market is pricing an additional 75bps
(0.75%) of hikes in the November FOMC mecting alone.
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This brings me to the final, and most crucial, point that according
to the reserve board’s own members, the majority of “front-loaded”
race hikes should be done by mid-November - thus allowing for the
bond market to reprice accordingly from there out. As evidenced
by the last week of September and the first few trading sessions
of October, bond yields have slumped — perhaps suggesting we
have already scen the peak in yields as investors clamored to cach

spccuiativc word Powell (and the rest of his cronies) upchuckcd.

In2022, bonds have not been an asset class that investors particuiariy
tellinlove wich —and rightfuiiy SO. \X/hy, in good faich, allocate capitai

to anasset class that did and should (in the short term) oniy crodein

66.2%

375-400

principai? A question for those who felt the need to clamor to the
asset classs inherent traditional “risk-aversion,” I supposc. Aswe wrap
up an abysmai year for capitai markets in gcncral, though, bonds do
present an area of opportunity. The vast majority — as [ sit here and
type this — of rate hikes are compictcd for this accelerated cycic,
and as a result, we begin to peer into 2023 with a relatively weak, by
recent memory, economy — though still cxpanding. Assuch, bonds
producing absolute returns in the 4.00% - 6.00% range may present
investors with a compciiing arca of opportunity, cspcciaiiy since we
know equities, or stocks, are mcrciy the projcctcd future cash flows

of pubiiciy traded corporations.
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PREDICTIONS

A FIRST LOOK AT 4TH QUARTER 2022

e The number of job opcnings will start to gradually make its way lower due to tcpid economic activity; an

acknowlcdgmcnt thC WOl’kCI’S Slmpiy arcn’t out thcrc; and busincsscs starting to spcnding morcon tcchnoiogy

to provide the necessary capacity.

PREDICTIONS

Aswas the case during the 3rd quarter, the Federal Reserve will continue to increase the target ovcrnight lcnding rate, dcspitc

tepid economic growth and concerns of a recession. [e will iikcly be 425% by the end of December.

Aitnough other central banks have started to raise their ovcmight rate Cquivalcnts, the United States seems “ahead of the curve”

by comparison. Asaresulg, the dollar should continue to remain strong,
Due to the dollars continued strcngth, commodity priccs and international investments should remain under stress.

Trailing 12-month inflation rates will start to show some signs of modcrating during the quarter. Esscntially, priccs will be increas-

ing ata decreasing rate. By the end of Q2 2023, the Consumer Price Index (CPI) should start to look somewhat normal again.

The November elections will be very contentious. chubiicans will iikcly gain control of one house in the Congrcss. This will be

cnough to producc gridiock in \X/ashington, which s cxactly what the cconomy needs moving forward.

A COU.PlC offavorabic inﬂation numbcrs during thC quartcr ShOU.ld brcak tl’lC current Doomsday pSyCl’lC in thC markcts. AS are-
suit, CXPCCt StOCkS to producc POSitiVC returns during Q4 Investors WOI’I’E gCt aii Ofi[ back by tl’lC cnd O{:tl’lC ycar, bU.t thCy ShOU.ld

be able to recoup some of 2022’ losses.

Tensions in Europc wont show any signiﬁcant signs of improvcmcnt. The war in Ukraine will languish, and the western allies will
need to regroup after sharp shifts to the political right in both the United Kingdom and Italy. Unfortunatcly, no one will heed

Ortto von Bismarck’s famous advice: “The secret of politics? Make a good treaty with Russia.”

Asiawill continue to simmer, as relations between South Korea andjapan remain frosty, and the region questions Americas

effective power and actual influence in the rcgion.

The humanitarian crisis in Haiti gocs from worse to unconscionable. \Washington will bcgrudgingiy have to intervene at some

point in the not-so-distant future to kccp that bclcagucrcd country from outright coilapsc.

The US. economy will make it through the end of the year with investors still Wondcring whether it is in recession. While overall
economic activity is mediocre, cspeciaiiy when comparcd 102021, che cquation the government uses to calculate Gross Domes-

tic Product (GDP) suggests things are worse than they actually are.

Winter weather conditions will be colder than normal east of the Rocky Mountains. As chilly asicwill get, and as much as Souch-

erners will complain, the Europcans will fare much worse as their energy priccs spikc.
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After the largcst capital raise in the state of ma, we Opcncd our doors to the public on March
31,2008. Over the years, we have developed a reputation as ¢ f the safest banks in the United
31,2008. Over the years, we have deve oped a reputation as one of the satest banks in the Unitec
States. In 2016 we cxpandcd our markets in Alabama, adding a South Alabama office in Mobile.

In 2020 we cxpandcd to the state of Tennessee, openinga Middle Tennessee office in Brentwood.

Wearea privatcly owned company with fewer than 400 shareholders. All managing directorsand
the majority of our associates directly own shares of the company. We believe this instills a strong

]JLISH]C‘ SS-Owner me ntality thr OLIghOUt thC company.

In addition to your client team, our bank’s lcadcrship team consists of Cxpcricnccd and well-
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the long—term success of our clients, associates, sharcholders, and communities. The opinions expressed within this report are those of the investment committee of Oakworth Capital Bank as of the date of

publication. They are subject to change without notice, and do not necessarily reflect the views of Oakworth Capital Bank, its

directors, shareholders, and employees.
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