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Executive Summary - We have returned Duration (interest rate) risk and Credit risk in the Core Portfolios to their neutral 

weights. We had been underweight in Duration and Credit during this period of rising interest rates and widening credit 

spreads. This has helped to limit losses. We believe it is now time to reestablish this exposure. 

 

In the Core Portfolios, allocations within Fixed Income are neutral. Stock vs. Bond weight in the Core 

Portfolios is also neutral. Within our Stock Allocation, we continue to remain overweight Domestic Stocks and Value 

Stocks. The Core Portfolios are now allocated to reflect a somewhat normal investment environment. The Core Portfolios 

currently have the least amount of tracking error relative to their Strategic (long-term neutral) Allocations since before 

the pandemic.  
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Fed Talk vs. Economic Data - Economic data and corporate earnings continue to support our economic soft-landing 

thesis.  Both stock and bond markets have tended to respond positively to data but negatively to the Federal Reserve's 

"guidance" on monetary policy. This trend was most recently observed as stocks rallied throughout the Fed's recent 

blackout period, sold off following Fed Chair Powell's speech on November 2nd, and rallied following the release of 

inflation data. 

 

Valuation - Healthy earnings and economic data, coupled with lower stock and bond prices, have created attractive 

valuations for Stocks, Credit, and Duration. Small and Mid-Cap Domestic Stocks are trading near their all-time low forward 

P/E ratios. Large-Cap stocks are trading at their long-term average. 
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The relatively higher P/E ratio of Large-Cap Stocks is mostly attributable to the handful of big tech companies that continue 

to trade at above-average P/Es and make up a disproportionate amount of weight in the S&P Large Cap Index. 

Although these P/Es have come down recently (Meta, aka Facebook, is down 80%), they still remain high relative to other 

Large Cap Stocks.  

 

 
 

 
  
More specifically, these big tech companies are Large Cap Growth Stocks. For this reason, we are maintaining our tactical 

underweight to Growth in favor of Value due to the valuation difference. 
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The historical measurement for the valuation of Duration has been distorted and is no longer useful. Traditionally, Bond 

Investors, including us, have compared Treasury Yields to the CPI to determine what is a fair-value level for interest rates. 

By this measure (blue line in the chart below), the current 10-Year Treasury Bond is dramatically overvalued. Interest rates 

are much too low given the current inflation rate. 

 
 

Since the Fed's advent of quantitative easing/tightening, Real Rates (interest rates minus inflation) have traded much 

lower than their historical average of 3.00%. Going forward, they likely always will. This is because quantitative easing is 

the practice of the Federal Reserve buying longer-term bonds and pushing the natural supply/demand equilibrium lower. 

It's impossible to measure what should be fair-value with this methodology given that a third party (The Fed) 

is disrupting the natural equilibrium between buyers and sellers. The Fed has purchased more than $8 Trillion worth of 

U.S. Bonds. Going forward, we think it makes much more sense to use the implied inflation rate in TIPS (Treasury Inflation-

Protected Securities) as our fair-value measure. The impact of the Fed's bond purchasing program impacts TIPS 
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and traditional Treasury Bonds proportionally. This allows us to eliminate the Fed's impact when comparing interest rates 

and inflation. By this measure (red line in the chart above), interest rates are modestly undervalued. 

 
 

Now that the Fed has ended its quantitative easing program, the bond-buying/selling program the Fed is currently 

orchestrating is generally referred to as quantitive tightening. We disagree with this terminology and find it misleading. 

Quantitive tightening would be the practice of the Federal Reserve selling the bonds on its balance sheet back into the 

marketplace. That is not what they are doing. They are no longer repurchasing bonds as they mature off their balance 

sheet. That is a big difference. Notice in the chart above how gradual the decrease is in the Fed's holding of 

bonds. If the Fed was actually selling bonds, this would increase bond supply dramatically and push longer-term rates 

significantly higher. That's not the case. 

 

Since the Federal Reserve has been the largest purchaser of U.S. Bonds, not repurchasing bonds as they mature will still 

materially increase supply, but will do so at a pace the marketplace can more easily absorb.  Letting bonds mature as 

opposed to selling them will take many years. Determining the fair value of interest rates amongst the meddlings of the 

Fed is admittedly a bit tricky, based on our new measure of valuation, we think it is time to reestablish our full exposure 

to interest rate risk. 

 

Another positive for U.S. Bonds is that U.S. Yields remain higher than Global Yields. Coupled with the stronger U.S. Dollar, 

this continues to make U.S. Bonds attractive to foreign investors. A negative for Duration is that the U.S. Yield curve 

remains flat, which means investors don't need to increase Duration to capture yield. Another unknown is how much 

longer and by how much the Fed will continue hiking interest rates.  
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Earnings and Economic Data - The economic data continue to support our soft-landing thesis. That said, this could change 

quickly if inflation persists and the Fed continues to aggressively raise rates. Our expectation is that inflation has peaked 

and has started its gradual move lower. Real GDP fell during the first two quarters of this year: Q1 (-1.6%) and Q2 (-0.6%). 

Despite GDP fulfilling the widely acknowledged definition that two consecutive quarters of negative GDP is a recession, 

GDP rose 2.6% during Q3 and is now up 1.8% YOY. The Atlanta Fed's Q4 GDPNow latest forecast is 4.0%. If that was the 

much-anticipated recession, we will take it. 
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Industry analysts have lowered their earnings forecast for the S&P 500. That's not to be confused with slashing their 

forecasts. Overall, analysts expect earnings to continue to grow but only by low single digits until increases in labor costs 

subside. Revenues are continuing to grow but profit margins are shrinking due to higher labor costs. This is consistent with 

a soft-landing scenario. In a hard-landing scenario, revenues fall. 
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Of course, we must also look at inflation. It's becoming clear that goods inflation is subsiding as supply chains catch up. 

Labor inflation, in particular in the services sector, remains stubbornly high.  We do expect labor inflation to also start 

moving lower. Corporations have consistently found ways to increase productivity by replacing labor with computers and 

machines. Although it takes time, we are confident this will once again happen. 

 

Seasonals/Technicals - It's a Trader's World and we are all just living in it. Recently we wrote about Traders vs. Investors. 

We explained that Traders trade on market action and Investors trade on data. We've also mentioned that we hate that 

we love seasonal data.  This data is a hybrid between market action and economic data.  It's statistically significant and 

therefore shouldn't be ignored just because Traders also use it. The same can be said about presidential cycle data. Here 

is a look at both. 
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Over the last 100 years, the S&P 500 fell 1.1% on average during September. This is by far the worst performance of any 

month. This September followed that pattern. October tends to be episodic, but it often marks the start of what is referred 

to as the Santa Claus Rally. Markets start to ramp up in November, December, and January. This seasonal pattern is even 

more prominent during mid-term election years. 

 

 

 
 
Since 1951 there have been 17 mid-term elections and the S&P 500 has averaged abnormally high returns 

following these mid-terms. On average, stocks were up 7.6% after 3 months, 14.1% after 6 months, and 14.9% 

after 12 months. More impressively, there are zero periods where stocks were negative 6 or 12 months after a 

mid-term election. We must reiterate, as much as we hate to love this data, it can't be ignored. Although the 

political talking heads continuously assure us that financial markets will crash if the other party is elected, what 

stock markets really despise is uncertainty. With the mid-terms behind us (mostly anyway), that uncertainty has 

been resolved.  
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Summary - As much as we are tempted to overweight stocks, we remain neutral for now. We are bringing our 

Fixed Income risk back to neutral to reflect a more moderate inflation scenario and attractive credit valuations. 

We think it is likely that market bottoms have been put in place (not to be confused with there are many more 

strong sell-offs still likely) and the gradual recovery of both stocks and bonds is now underway. 

 

We apologize for potentially overloading you with information and data. Our millennial friends might accuse us 

of TMI. It's an active investing environment and we always aim to keep you updated. Please let us know if you 

would like to discuss how these changes specifically impact your portfolio. 

 

The MMFS Team 
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