October 4, 2022

A Miserable September

Global Stock and Bond markets got crushed last month. After starting 2022 at all-time highs, Global
Stocks lost another 10%-15% during September. US Stocks are down 24.6% YTD as of the September
month-end. Asian and UK stocks are down comparably. European Stocks are down 35.6% and
Emerging Markets are down 29.1%.

Global Bond markets also sold off significantly. 10-Year Bond Yields moved considerably higher on
tough talk from central bankers and continued quantitative tightening by the Fed. 10-Year Government
Bonds had lost nearly 20% of their value as of September month-end.
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Stock and Bond markets' primary focus continues to be on the actions, more accurately the words,
of the U.S. Federal Reserve. Last Friday's intraday stock market rally quickly turned into a sharp selloff. During Fed Vice Chair Lael Brainard's speech on Friday at the New York Federal Reserve's selfsponsored conference, she warned of financial instability“ As monetary policy tightens globally to
combat high inflation, it is important to consider how cross-border spillovers and spillbacks might
interact with financial vulnerabilities.”

The sell-off in U.S. stocks this year is almost entirely attributable to lower price-to-earnings ratios. Actual
and forecasted earnings remain decent. Investors are becoming increasingly fearful that the Federal
Reserve will purposely create a severe recession in order to reign in inflation. We'd argue that much
too frequent and inconsistent messaging from the Fed has also eroded investors' confidence in the
Fed. Large-Cap Stocks have dropped from 23X to 15X earnings. Small and Mid-Cap Stocks are now
trading at 11X earnings, near all-time low multiples.
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So far, the fear of lower earnings has not been realized. Although analysts have lowered their earnings
forecasts, in aggregate, earnings are still forecasted to grow in 2022 and 2023. Of course, it's possible
that analyst forecasts are too optimistic. At least so far, actual earnings continue to mirror forecasted
earnings.
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Recent economic data shows that the economy is doing better than expected, however, it also confirms
that inflation remains too high. Good economic news is becoming bad news for stock and bond markets.
Strong jobs data last week sent markets lower as investors anticipated the Fed would need to tighten
monetary policy more aggressively than previously expected. We continue to assign the highest
probability to a soft landing economic scenario. Admittedly, this scenario is reliant on the Federal
Reserve's ability to properly manage monetary policy. Their constant pivoting between Inflation Hawk
and an Inflation Dove isn't increasing our comfort level in their ability to do so. In July, Fed Chair Powell
said the FFR was at "neutral". Markets rallied. In August, he declared rates weren't restrictive enough,
and markets sold off.

Historically, the difference between hard and soft landings has been the ability of the economy to avoid
a credit crunch. A credit crunch occurs due to excessive debt being accumulated during the good
times and the lack of ability to repay that debt as the economy slows and interest rates rise. Although
the Government has certainly taken on excessive debt, there is no indication that corporations
or consumers have done the same. On the contrary, healthy consumer debt and debt ratios are
contributing to the Fed's inability to slow down inflation.
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Consumer spending accounts for 68% of the U.S. GDP. The U.S. Consumer consumes like no other
creature on earth. With full employment, healthy debt, and plenty of saving, U.S. Consumers continues
to roam the economic prairie in pursuit of their next purchase.

October is off to a good start. As of this writing, stocks are up several percent and 10-Year Bond Yields
have dropped nearly 50 basis points. Perhaps it's as simple as the turning of the month. There has
been no significant economic data or Fed talk. More likely, it's due to technical traders pushing stock
markets into an oversold situation. Our favorite technical indicator, the Investors Intelligence Bull/Bear
ratio, has dropped below 1. This has consistently identified short-term oversold conditions and provided
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an excellent buy signal for contrarian investors. This indicator last dropped below 1 during the June
lows. Prior to that, it dropped below 1 during the pandemic lows.

We don't enjoy the need to observe technical indicators. We greatly prefer when markets trade on
fundamentals, not technicals. Nevertheless, when short-term trading is based on technical, we must
observe the technicals. Although markets always trade on fundamentals in the longer term, investors
need and deserve insight into short-term moves.

This week is somewhat slow from an economic data release standpoint. From a Fed talking standpoint,
it never seems to be a slow week. Next week we get the release of September's CPI numbers. That
will be an important economic reading and will influence the Fed's monetary policy decisions
during their next meeting on November 2-3.

The MMFS Team
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