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Dear Clients and Friends,

After a respite from late June into early August, the stock and bond markets rolled over in the last
few weeks. Many of our clients are worried and wondering what the rest of the year is likely to
bring. While short term prognosticating is not our forte, we can at least put things in context for you

before the Labor Day weekend.

The stock market is being driven by the bond market, the bond market is driven by the Fed, and Fed
is being driven by inflation data.
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Energy prices rose 33% and gas prices were up 44% versus a year ago. As most people know, gas
prices declined some in August. As mentioned in a previous letter, gasoline has an outsized
importance in people’s thinking about inflation. It represents only 5% of the CPI but is something
people see every day. Shown below is a table showing the make-up of CPI and inflation through last
July.



Relative % Change Jul.
Expenditure category importance 2021-2022

All items 100.0 8.5
Food 13.4 10.9
Food at home 8.3 13.1
Food away from home(1) 5.1 7.6
Energy 9.2 32.9
Gasoline (all types) 5.2 44
Electricity 2.6 15.2
All items less food and energy 774 5.9
Commodities less food and energy commodities 211 7
Apparel 2.4 5.1
New vehicles 4.0 10.4
Used cars and trucks 4.0 6.6
Shelter 32.1 5.7
Medical care services 6.8 5.1
Transportation services 5.9 9.2

Once again, I would highlight the 32% weight of shelter in the index. While home prices are still up
over the last year, they have begun to cool. The Case-Shiller Home Price Index rose 18% in the year
ending June, down from 19.9% the month before. The Case-Shiller index reports on a two-month
delay, and reflects a three-month average; so, it will be slow to reflect current conditions. Existing
home sales have fallen for six straight months through July. The average rate on 30-year fixed rate
mortgage is about 5.5%, up from 2.9% a year earlier. So, we should begin to see some relief in the
shelter inflation data over the next few months.

As I said above, stocks are following bonds, bonds are following the Fed, and the Fed is following
inflation. Short-term bond yields have risen from 0% a year ago to 2.25% today. The 1 — 3-year
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yields have risen to 3.5%, and 5 years and further are at about 3.2%. The implication of the yield
curve is that the Fed will raise rates to about 3.5% and hold them there for up to 3 years. Inflation
will gradually decline, which is why longer-term yields are lower.
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There is a lot of volatility in the markets because there is uncertainty in how this will play out. As
discussed above, it appears that inflation peaked in July, so bond yields stopped rising in June and
declined from 3.5% to 2.5% as shown. This led to the stock market rally in June and July.

One of the tools the Fed uses is called forward guidance. Another word for it is jawboning. The Fed
was not happy with the market anticipating lower rates and began jawboning in August, with the
culmination being Chairman Powell’s speech last week from Jackson Hole, Wyoming. The
Chairman made it clear the Fed was
going to continue raising rates (and keep
them there) until they see clear evidence
that inflation is coming down. The
market got the message and the yield on

the 2-year bond duly ran up from 3.4%
to 3.55%. 10 Year Treasury Yield
2020 - 2022

Today, as I write this, we had an
unemployment report that was about as
goldilocks as the Fed could hope for.
The U.S. added 315,000 new jobs,
«-w =we== which is neither too hot nor too cold. In
2-Year Note addition, more people came into the
3 555 work force, so the unemployment rate
rose to 3.7% from 3.5%. At this point,
bad news is good news because it means
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How about stocks?

Stocks followed bonds lower from
January through June, then higher from
June into August, and then lower the last
two weeks. Todayi, it is the same pattern
with yields lower and stocks higher.

This pattern is likely hold but get weaker
over the next few months. As shown
above, 10-year yields have been hovering
around 3% since late April. If rates stay
near this level, the stock market will
begin worrying more about earnings than rates. Earnings estimates have fallen in recent weeks. 2022
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estimates were $225 for the S&P 500 and are now about $210. Here is a simplified matrix to help
you think about valuation. I would argue the market normally trades between 16x and 20x earnings,
with a midpoint of 18x. That has been the history for the last 35 years or more. It will trade at the
higher end when the economy is good and interest rates
are low, and at the lower end during periods of
uncertainty and higher interest rates. Today the market is
at ~ 4000, so it is assuming about $220 of forward
earnings and putting a ‘normal’ P/E ratio of 18 on that
number. As we look into 2023 the question will be
whether those earnings will grow as estimated, or be higher or lower. If the economy slows more
than anticipated, or interest rates rise more, then we could retest the lows we saw in June (and
possibly go lower). If the economy can slow enough to cool inflation and earnings can keep
growing, then we’ll start moving back to the old highs of 4600 or higher.

Earnings

P/E 210 220 230
16 3360 3520 3680
18 3780 3960 4140
20 4200 4400 4500

The reason you can have confidence that the market will recover is simply that earnings will recover.
They always have. Even if there is a recession, earnings will come back and grow again and be
higher than they were before. Sometimes there is a pause in the economy, or even a recession, then
there is a recovery and another period of growth.

We are not panicked. We rebalance portfolios during good times and bad. We stick with our plan and

continuously look to make portfolios better. Seasonally, this has historically been a period of volatility
so stay prepared but remain calm and enjoy the autumn.

Happy returns,

N

Brad BlLekham

Brad Bickham, CFA, CFP
Partner | Chief Investment Officer

And Your Entire Colorado Financial Mgmt. Team
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This document provides only commentary and is not intended to meet objectives or suitability requirements of any specific individual.

References to specific investments should not be construed as a recommendation by Colorado Financial Management to buy or sell
securities.

Colorado Financial Management, LLC believes all information contained in this report to be accurate, but we do not guarantee its accuracy.
Information or opinions expressed herein are general and educational in nature and have provided for informational purposes only.

Past performance is not an indication of future results, and as is the case with all investment advisors that concentrate on equity
investments, future performance may result in a loss. Portfolio holdings and weightings are subject to change at any time due to ongoing
portfolio management. Portfolio returns given are after trading costs but not after fees. Returns do not reflect the holding of cash in the
account, if any. This report is for informational purposes only. All investments are subject to risk.

Colorado Financial Management, LLC (CFM) succeeds registration as Sargent Bickham Lagudis, LLC. Sargent Bickham Lagudis, LLC
(SBL) succeeds registration as Sargent and Company. SBL'’s registration was effective March 8, 1999. Sargent & Company’s registration
was effective in 1988. Sargent Bickham Lagudis merged with Colorado Financial Management effective January 1st, 2016. For the year
2016 and after, the composite performance will include both firm’s households for each asset class. For returns before 2016, only returns
from legacy Sargent Bickham Lagudis will be included in the composite.

For further information, please visit:

CPl information: U.S. Bureau of Labor Statistics

Fed Yield curves: U.S. Department of the Treasurey
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https://www.bls.gov/opub/ted/2022/consumer-price-index-unchanged-over-the-month-up-8-5-percent-over-the-year-in-july-2022.htm
https://home.treasury.gov/policy-issues/financing-the-government/interest-rate-statistics
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