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First Quarter 2023 Economic and Market Outlook 

The prospect for falling inflation bodes well for a market recovery in 2023. We’ve seen evidence of this 
already in the 4th Quarter of 2022. Global supply and demand imbalances that developed as a result of 
the Pandemic are easing and prices on everything from gasoline to lumber are returning to their pre-
pandemic levels.  If these price trends continue, the Federal Reserve may have the opportunity to 
slow, or even pause, the rate hikes that have put pressure on both stock and bond markets over the 
last 12 months.  

As Figure 1 illustrates, the unemployment rate has remained stable, near its 3.5% level, even as 
inflation has come off of its June 2022 highs. This suggests that it may not require widespread job 
losses or a deep recession to bring inflation back to more sustainable levels, possibly allowing the Fed 
to achieve a rare soft landing. 

Figure 1: Falling Inflation and Strong Labor Market Bodes Well for Markets in 2023 

 
Sou rce:  U.S. Bureau of Labor Statistics, Consumer Price Index for All Urban Consumers: All Items in U.S. City Average [CPIAUCSL] Unemployment 
Rate [UNRATE], Information is subject to change. 

However, risks remain. Certain large technology stocks that benefited from increased demand during 
the Pandemic are now cutting their workforce. The Fed’s aggressive rate hikes last year were the 
fastest in recent history and monetary policy often works with “long and variable lags.” It is still not 
clear if the increased borrowing costs that resulted from tighter monetary policy, particularly in the 
housing market given the sharp increase in mortgage rates, will slow the economy too quickly. While 
falling rents and house prices will help to reduce headline inflation, they could dampen consumer 
spending if they fall too far.  

In addition, the risk that political gridlock in Congress will lead to a drawn out debate over the debt 
ceiling and threaten the creditworthiness of U.S. government bonds is rising as well. However, fiscal 
stimulus over the past several years has been significant and included the COVID-19 Pandemic Relief 
Bills of 2020, the Infrastructure Investment and Jobs Act of 2021 and the passage of the latest 2022 
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Omnibus Appropriations Bill. Going forward, it is likely that new spending bills will have a harder 
time getting passed.  This may actually help to keep future inflation expectations anchored, perhaps at 
the expense of growth.   

Recession or No Recession: That is the Question 

Despite some of the positive signals coming from the latest inflation and employment reports, leading 
economic indicators, such as manufacturer’s new orders, building permits and consumer expectations 
for business conditions, have steadily deteriorated over the course of the last six months. In addition, 
short-term bond yields are now higher than long-term bond yields (a scenario known as an inverted 
yield curve), and this is often seen as a market indicator of a slowing economy. As a result, 
economists, fund managers and the general public are predicting that the U.S. and global economies 
are likely headed for recession.  In fact, the latest Philadelphia Federal Reserve Bank Survey of 
Professional Forecasters suggests that a recession in 2023 is now the consensus view.  

Figure 2: Leading Economic Indicators Signal Recession 

 
Sou rce: The Conference Board. The Leading Economic Index® (LEI) for the U.S.: The composite economic indexes are the key elements in an analytic 
system designed to signal peaks and troughs in the business cycle. The indexes are constructed to summarize and reveal common turning points in the 
economy in a clearer and more convincing manner than any individual component. The CEI is highly correlated with real GDP. The LEI is a predictive 
variable that anticipates (or “leads”) turning points in the business cycle by around 7 months. Shaded areas denote recession periods or economic 
contractions. The dates above the shaded areas show the chronology of peaks and troughs in the business cycle. 

Conversely, recession predictions are historically inaccurate and the Bank Credit Analyst, an 
independent economic research firm, points out that if one were to occur, it would be the most 
anticipated recession in history, lending credence to Nobel Prize winning economist Paul Samuelson’s 
statement that, “economists have predicted nine of the last five recessions.”  

Higher interest rates are likely to slow economic activity going forward, but many homeowners were 
able to lock in record low fixed mortgage rates over the course of the last several years and businesses 
took advantage of lower borrowing costs to restructure their debt. As a result, households and 
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businesses still have excess savings, although the personal savings rate is falling as pandemic-related 
stimulus runs out. Even if there is a technical recession in the U.S., our view is that it will likely be a 
mild one given the relative strength of both consumer and corporate balance sheets.  

Markets are Forward Looking 

Although some experts predict slowing or even declining economic growth in 2023, markets seem to 
have priced in many of these known risks already. Last year, a standard balanced portfolio 
experienced one of its worst years since the 2008 Great Financial Crisis, but valuations for both 
stocks and bonds are now more attractive than they have been in quite some time. Last year’s 
valuation reset is a healthy reminder that markets do not always go up and that seemingly dominant 
trends can quickly reverse, reinforcing the case for portfolio diversification.  

It also highlights the dangers of speculation. Many traders sought to take advantage of the ultra-low 
interest rates that persisted over the last several years and invested in unproven startups or 
technologies that promised great upside, even if they had no earnings. Though, as interest rates rose, 
the investment case for many of these opportunities became harder to justify. As a result, the 
speculative bubble deflated, bringing market valuations back to long-term averages.  

Figure 3: U.S. Equity Market Valuations Revert to 25-Year Averages 

 
Sou rce: JPMorgan Guide to the Markets – U.S. Data are as of December 31, 2022. FactSet, FRB, Refinitiv Datastream, Robert Shiller, Standard & Poor’s, 
Thomson Reuters, J.P. Morgan Asset Management. Price-to-earnings is price divided by consensus analyst estimates of earnings per share for the next 
12 months as provided by IBES since December 1997 and by FactSet since January 2022. Current next 12-months consensus earnings estimates are 
$231. A verage P/E and standard deviations are calculated using 25 years of h istory. Shiller’s P/E uses trailing 10-years of inflation-adjusted earnings as 
reported by companies. Dividend yield is calculated as the next 12-months consensus dividend divided by most recent price. Price-to-book ratio is the 
price divided by book value per share. Price-to-cash flow is price divided by NTM cash flow. EY minus Baa yield is the forward earnings yield (consensus 
analyst estimates of EPS over the next 12 months divided by price) minus the Moody’s Baa seasoned corporate bond yield. Std. dev. over-/under-valued 
is calculated using the average and standard deviation over 25 years for each measure. *P/CF is a 20-year average due to cash flow availability. 
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P/E Forward P/E 16.65x 16.82x -0.05
CAPE Shiller's P/E 27.96x 27.93x 0.01
Div. Yield Dividend yield 1.81% 1.99% 0.53
P/B Price to book 3.42x 3.10x 0.40
P/CF Price to cash flow 12.42x 11.19x 0.56
EY Spread EY minus Baa yield 0.17% 0.27% 0.05

Dec. 31, 2022:
16.65x
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Not only has the U.S. stock market experienced a significant valuation reset in 2022, but the shift in 
Fed policy has gone a long way to normalize the U.S. Fixed Income market as well. The era of zero or 
even negative interest rates is seemingly over and going forward, bonds of all types offer more 
attractive yields. This provides valuable income for retirees, who have had very little incentive to 
allocate to the asset class over the last decade. Higher interest rates can bring short-term pain as bond 
prices fall, but they can be beneficial in the long-term and offer an attractive alternative to the stock 
market for the first time in years. 

Despite the headwinds related to the Russia/Ukraine conflict and the negative press regarding the 
ongoing COVID-19 lockdowns in China throughout the year, international markets as a whole 
outperformed U.S. markets in 2022 and they remain more attractively valued today. While the U.S. 
stock market is trading near its 25-year historical average, non-U.S. markets are trading well below 
their own historical averages and even below their normal discount to the U.S.  

Pessimism toward non-U.S. investing has been prevalent for many years given the dominance of U.S. 
markets and the success of the technology giants, such as Facebook parent Meta Platforms, Amazon, 
Apple, Netflix, Tesla and Google, over the last decade. Nevertheless, there is a price for everything and 
valuation does matter in the end. Wescott’s view is that a balanced portfolio, diversified by investment 
style, geography and company size is the most effective way to achieve long-term results.    

Summary 

There’s no denying that 2022 was a turbulent year characterized by rising inflation, higher interest 
rates, and fluctuating markets. It’s natural for investors to wonder what 2023 will bring, but history 
suggests that patience is the best strategy. Maintaining discipline in the face of uncertainty is difficult, 
but investors who remained invested throughout previous downturns, such as the 2000 dot-com 
crash and the 2008-09 financial crisis, were rewarded as markets rebounded. Wescott portfolios are 
designed with an emphasis on value and quality, which have served clients well over a variety of 
market environments. As we look ahead, we are encouraged by the fact that higher yields and lower 
stock prices are factors that often lead to higher expected returns, and our disciplined approach 
positions our portfolios well to capture an eventual market recovery.    
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Wescott Disclosure Information 

Wescott Financial Advisory Group, LLC (“Wescott or the “Firm”) is an SEC registered investment 
adviser with its principal place of business in the Commonwealth of Pennsylvania.  Registration 
does not imply a certain level of skill or training.  Wescott may only transact business in those states 
in which it is notice filed, or qualifies for an exemption or exclusion from notice filing requirements. 

Wescott has prepared this material for the purpose of providing general information regarding its 
investment advisory services where providing such information is not prohibited by applicable law. 
The information contained herein should not be construed as personalized investment advice, and 
should not be considered as a solicitation to buy or sell any security or engage in a particular 
investment strategy.  For information pertaining to the registration status of Wescott, please 
contact Wescott or refer to the Investment Adviser Public Disclosure web site 
(www.adviserinfo.sec.gov).  For additional information about Wescott, including fees and services, 
send for our disclosure statement as set forth on Form ADV from Wescott using the contact 
information herein. 

Past performance is no guarantee of future results. Investing involves risk, including 
the possibility of loss. 
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