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Recession Risks Are Overblown. Stick 
 

  

Nasdaq Posts Best January Since 2001 

Amid abating interest rate hike fears and inflation 

concerns, equities were up in January as the 

Nasdaq gained 10.7%, marking its best January 

since 2001. US small-caps were among the best 

performers (+9.5%), followed by US mid-caps 

(+9.3%), and broad-based emerging market 

equities (+8.9%). Bonds also posted gains as 

investment grade corporates increased 5.2%, high 

yield credits rose 3.7%, and 7-10 year US Treasuries 

were up 3.6%. Aside from gold (+5.8%), 

commodities produced negative returns as crude 

oil fell 1.1%, silver declined 0.9%, and broad-based 

commodities were down 0.9%. 

Exhibit 1: Trailing Returns as of January 31, 2023 

 
Source: FactSet. Data as of January 31, 2023.  

Despite Expected Quarter Percentage Point 
Hike, Fed Likely to Maintain Hawkish Tone 

At the upcoming February FOMC meeting, the 

Federal Reserve is expected to raise interest rates 

by 25 bps, following an increase of the same 

magnitude at December’s meeting. The modest 

rate increase would come after inflation continued 

to soften given December CPI (Consumer Price 

Index) and PPI (Producer Price Index) prints 

released earlier this month. The hike would leave 

the federal funds rate at the 4.50–4.75% range, only 

50 bps short of the expected 5.00-5.25% terminal 

range. However, according to the CME FEDWatch 

tool, traders are only pricing in two more 25 bps 

hikes: one at both the February and March 

meetings, followed by a much-anticipated pause. 

Though markets are bullish, they are also expecting 

that Chairman Jerome Powell will have a hawkish 

tone, supporting the Fed’s stance. From the 

December meeting minutes, policymakers 

emphasized “ongoing increases” until the 

appropriate level is reached to get inflation back 

down to the 2% target. The minutes also stressed 

that stimulating financial markets could 

"complicate the Committee's effort to restore price 

stability," giving Powell more of a reason to push 

back against the recent rally. 

Will 2023 be a Positive Year for Stocks? 

Despite 2022’s selloff and looming recession 

signals seen in 2023, past performance suggests 

that back-to-back yearly negative returns in the S&P 

500 are rare.  

Exhibit 2: S&P 500 Yearly Returns 
 

 
Source: Market Desk. 
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Earnings Project Risks to the Labor Market 

If earnings fall to levels below the -5% threshold as 

forecasted by Bloomberg and Morgan Stanley, 

history implies layoffs may significantly increase. 

Exhibit 3: S&P 500 Fwd. EPS vs. Unemployment Rate  

 
Source: FactSet, Bloomberg, Morgan Stanley Research, Twitter @ISABELNET_SA. 

More Tech Unwinding Ahead? 

As tech-oriented sectors faced a difficult 

environment in 2022 with elevated inflation and 

high interest rates, their combined weighting in the 

S&P 500 Index has come down from massive 

highs. Amid a macroeconomic outlook that 

remains challenging for these sectors, is there 

more unwinding to come? 

Exhibit 4: S&P 500 Techy Sectors (Technology + 

Communication Services + Consumer Discretionary) 
 

 
Source: Topdown Charts, Datastream, Callum Thomas. 

2022’s Losers Outperforming in 2023? 
Don’t be Fooled by this Rally 

Through January, many of 2022's losers are 

outperforming in 2023. This can likely be attributed 

to the January Effect, where investors buy back 

losing positions that were sold in the late months 

of the previous year for tax loss-harvesting 

purposes. We believe this, along with short 

covering, is causing a mean reversion in the market 

that may not be sustainable. It is hard to be 

constructive when leading economic indicators 

continue to roll over. Moreover, economic 

turnovers have historically occurred after the Fed 

pauses, which proposes that the economy may 

experience more hardship in the months to come. 

Don’t be fooled by this rally. When looking at 

forward PE Ratios, growth stocks (while having 

their valuations compressed) remain expensive. 

The same goes for high quality and defensive 

equities (although these typically stay expensive as 

the cycle turns south). Banks, energy, inflation-

linked assets, small-caps, mid-caps, emerging 

markets, and international developed equities are 

all offering investors a notable valuation discount 

compared to the US market. US large-cap index 

beta had approximately a 1 Sharpe Ratio in the 

2010-2020 period. We believe that likely won't 

repeat again in the next decade. Our view is that as 

long as the terminal rate stays high, value should 

outperform growth. Our preference is to tilt away 

from US index, growth, and defensives, and 

towards value, small/mid-cap, and Non-US. 

Exhibit 5: Index Returns and Forward PEs 

 
Source: FactSet. Data as of January 31, 2023.
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Index Name YTD 

Return

2022 

Return

Forward 

PE (NTM)

KBW Nasdaq Bank Index 12.2% -21.7% 9.7

NYSE Arca Gold Miners (NTR) 11.7% -9.0% 21.3

WisdomTree U.S. SmallCap 11.5% -16.2% 10.0

S&P Global 1200 / Materials -SEC 10.5% -8.6% 13.4

S&P Small Cap 600 9.5% -16.1% 13.2

S&P Mid Cap 400 9.2% -13.1% 14.0

S&P MidCap 400 Quality Index 9.1% -12.2% 12.7

Materials Select Sector 9.0% -12.3% 17.1

WisdomTree Emerging Markets Quality Dividend Growth 8.9% -21.9% 12.1

Russell 1000 Growth 8.3% -29.1% 23.1

S&P Developed x United States BMI 8.3% -16.1% 13.1

WisdomTree International Hedged Quality Dividend Growth 7.7% -11.5% 18.4

MSCI USA Sector Neutral Quality 7.0% -20.3% 18.0

S&P 500 High Dividend Index 6.4% -1.1% 11.5

S&P 500 6.3% -18.1% 17.7

S&P Regional Banks Select Industry 5.7% -14.8% 9.6

S&P Global 1200 / Industrials -SEC 5.5% -11.6% 16.9

DJ US Select Dividend 4.1% 2.3% 12.3

S&P Oil & Gas Exploration & Production Select Industry 3.8% 45.7% 6.1

S&P Industrial Select Sector 3.7% -5.5% 18.6

S&P High Yield Dividend Aristocrats 3.4% -0.2% 16.1

WisdomTree U.S. Quality Dividend Growth 3.4% -6.3% 17.2

S&P Global 1200 / Energy -SEC 3.3% 48.6% 8.9

Energy Select Sector 2.7% 64.6% 10.5

MSCI USA Minimum Volatility (USD) 1.5% -9.2% 18.1

Consumer Staples Select Sector -1.1% -0.7% 20.0

Health Care Select Sector -1.9% -2.0% 17.1

Utilities Select Sector -2.0% 1.6% 18.3


