
• Last week’s powerful rally that extended into Monday makes 
sense insofar as three of the primary headwinds facing 
markets this year – inflation, China COVID concerns, and 
the Russia/Ukraine war – saw incremental improvement. 

• These factors should help to reduce some of the downside 
market risk. However, our work still suggests the S&P 500’s 
upside is likely capped at about 5% from the current level of 
3993. To sustain a gain much above that, one must either 
expect that valuations expand to well above normal levels or 
that earnings surprise to the upside. While plausible, we 
don’t see this as a favorable risk/reward proposition. 

• To be fair, on a short-term basis, markets can overshoot as 
positioning and fear of missing out take over. Still, we expect 
the macro backdrop over the next year to remain 
challenging and recession risks remain elevated.  

• Therefore, our core thesis remains intact—we maintain a 
modest fixed income tilt given high quality bonds are 
yielding almost 4%, with arguably a lot less downside risk 
relative to the estimated upside of 5% for equities. Within 
equities, we see more opportunities below the market’s 
surface, and maintain a value tilt. 
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What happened
Driven by a tamer-than-expected inflation report, which served to 
increase market hopes of a Federal Reserve (Fed) pivot to a less 
aggressive pace of interest rate increases, and then further supported 
by easing COVID rules in China and Russia’s withdrawal from Kherson, 
global markets saw a powerful rally take hold. 

The S&P 500 gained 5.5% on Thursday and followed up with gains on 
Friday to score its best two-day rise since April 2020. Stocks that had 
been beaten up the most, rallied the most. The 10-year U.S. Treasury 
yield dropped sharply by more than 30 basis points from its high to 
move back below 4%, and the U.S. dollar dropped almost 4%. 

Our take
The powerful rally makes sense insofar as three of the primary 
headwinds facing markets this year – inflation, China COVID concerns, 
and the Russia/Ukraine war – saw incremental improvement. 

Moreover, these developments caught many market participants off 
guard, as evidenced by depressed investor sentiment, low hedge fund 
net market exposure, and high demand for downside market protection. 
It’s also notable that the better-than-expected inflation data came in the 
day after the midterm election; this reinforces our long-held view that 
while elections matter, other factors matter more. 

Market Perspective – Downside risk reduced, but upside still capped 
(continued)

From our perspective, these factors should help to reduce some of 
the downside market risk. However, our core thesis remains that 
the upside for the S&P 500 is also likely capped at about 5% from 
current levels. 
• On a medium-term basis, we still have a slight portfolio tilt towards 

high quality fixed income, where investors are being paid to wait 
and have also rallied smartly over recent weeks.

Indeed, the range of potential outcomes for next year remains 
wide and recession risks are elevated. It is a positive to see inflation 
come down from peak levels. 
• However, even if the Fed slows down now or is coming to the end of 

its rate hiking cycle, it is important to keep in mind that policy works 
with a lag. 

The most aggressive U.S. and global central bank monetary 
tightening cycle in 40 years is likely to weigh on the economy into 2023. 
Our view is supported by:
• The 3-month/10-year U.S. Treasury yield curve’s recent inversion, 

which followed the 2-/10-year yield curve earlier this year, 
• The sharp slowdown in the housing market
• And the negative trend in the Conference Board’s Index of Leading 

Economic Indicators.

Continued on next page



From a fundamental perspective, for the S&P 500 to sustain a gain 
much above 5%, one has to either expect that valuations expand to 
well above the normal levels or that earnings surprise to the 
upside. While plausible, we don’t see this as a favorable 
risk/reward proposition.

The S&P 500’s forward P/E has already climbed from 15.2x to 17.3x 
over just the past month. It is now trading at a valuation slightly above its 
10-year average and the top-end of the pre-pandemic range.  

From here, if we apply a generous P/E assumption of 17.5x to 18x to 
current forward consensus earnings, which also appear elevated, the 
upside for the market is likely capped in the 4050 to 4200 range from 
current levels (S&P 500 = 3993). Notably, the downward sloping 200-
day moving average is currently 4079. This is also an important 
technical resistance level.

This is not an environment that argues, in our view, to trade at 
such a premium valuation.
• Over the past decade, outside of the pandemic overshoot, the market 

has had a difficult time sustaining a valuation above 18x. 
• Moreover, the 10-year U.S. Treasury yield is almost double its 10-

year average and has risen about one percent since stocks last 
traded at 18x in mid-August. 

• Macro uncertainty remains high and fiscal and monetary policy 
appear constrained. 

Further, earnings estimates for next year continue to get cut. 

• Given our expectation for a weaker economy next year, our work 
suggests more downside than upside risks to corporate profits.

To be fair, on a short-term basis, markets can overshoot as 
positioning and fear of missing out take over. And after such a 
challenging year, it’s hard for many fund managers to sit back and miss 
out on a potential year-end rally.  

It’s also important to acknowledge that

• Relaxation in China’s COVID restrictions could help spur better global 
economic growth next year.

• Any move towards a peace deal in the Russia-Ukraine war (which is 
still premature) could further improve supply chains and inflation.  

Bottom line
It is a positive that we have seen modest progress in some of the 
primary factors weighing on markets this year and this should help to 
reduce the potential market downside. Still, our core thesis remains 
intact. The upside in equities from current levels appears capped at
about 5%, while high quality bonds are yielding almost 4%, with arguably 
a lot less downside risk. Therefore, we maintain a modest fixed income 
tilt relative to equities. Within equities, we see more opportunities below 
the market’s surface, and maintain a value tilt. 
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Sharp market rebound from extreme oversold conditions

Before rebounding, the percentage of S&P 500 
stocks above the 50-day moving average reached 
less than 5% in late-September. This simply 
suggested the selling was overdone and supported 
the relief rally in the equity markets since then.
However, after the rebound, the markets are no 
longer oversold with 82% of stocks now above their 
50-day moving average.

Data source: Truist IAG, FactSet. Past performance does not guarantee future results. 
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Near-term market upside likely capped at about 5% on high side given 
confluence of fundamental and technical resistance levels

The S&P 500 forward P/E has climbed to 17.3x, 
which is just above the 10-year average of 17x.
From a fundamental perspective, even if we apply an 
optimistic valuation assumption of 17.5x to 18x to 
current forward consensus earnings, which also 
appear too high, the upside for the market from 
current levels is likely capped in the 4050 to 4200 
range.
Notably, the downward sloping 200-day moving 
average is currently 4079. This is also an important 
technical resistance level. 
Conversely, the market has strong fundamental 
support at a P/E of around 15x to 15.5x, and near the 
October lows, stocks were pricing in a mild recession. 

Data source: Truist IAG, FactSet. Past performance does not guarantee future results. 
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Equity valuations are likely capped, and downside earnings risks remain

After declining to 15.2x, the S&P 500’s forward P/E rebounded to 17.3x, near the 10-year average of 17x. Valuations are likely capped in the 17.5x to 18x 
range, which we view as optimistic, considering downside risks to earnings alongside a slowing economy and elevated inflation. Moreover, the 10-year 
U.S. Treasury yield is about double its 10-year average and has risen almost one percent since stocks last traded at 18x in August.

Data source: Truist IAG, FactSet. 

Past performance does not guarantee future results.
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The biggest risk for upside overshoot remains positive seasonality and 
depressed sentiment
This year has been far from average, but the final two months of a midterm election year have tended to be a strong period for stocks. Given many 
investors have had a tough year and are now underinvested in stocks, a further rally could spark a fear of missing out and an upside overshoot. Still, while 
this is a possibility, it does not change the challenging backdrop over the intermediate term given rising recession risks and weakening fundamentals.  

Data source: Truist IAG, FactSet. Past performance does not guarantee future results. 
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