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Stock markets will be closed this coming Monday, marking the first time that US financial institutions will
shut down in honor of Juneteenth. Many investors will no doubt appreciate the extra day of peace and
quiet after a week of seemingly unrelenting turbulence, and the chance to think ahead as to what may lie
in store. One of the near-term events likely to have an impact on sentiment is earnings season for the
second quarter, which will get under way in the first half of July. This is likely to reveal much about how
inflation, consumer sentiment and growth prospects are reverberating in the executive C-suite.

Double Tailwind for the P/E Ratio

The chart below shows the next twelve months (NTM) P/E ratio along with the earnings per share forecast
(green dotted line) and the trailing twelve months (i.e. actual reported) operating margin (crimson dotted
line) for S&P 500 companies. There is a lot going on in this chart, and we’'ll explain it all below.
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The chart shows that the forward P/E ratio has come down considerably, from just under 24 in late 2020
to 15.4 times today. By this measure stocks are quite a bit cheaper today than they were then —in fact,
they are at levels last seen in 2018. But are they cheap enough to suggest a turnaround in sentiment from
negative to positive? That's where it gets tricky.

Let’s do a quick refresher of P/E math. The numerator — stock prices — is clearly lower because of what
has taken place in the market so far in 2022. But while prices have been coming down, earnings forecasts
—the denominator — have continued to rise (see the trend for the green dotted line). So the P/E has fallen
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both because of falling share prices and because of rising earnings estimates. It would be great if those
rosy earnings estimates would continue indefinitely. There is good reason, though, to think they won't.

Margins Matter

Profit margins are what everyone will be focusing on with laser-like intensity in the upcoming earnings
season. In the above chart, the crimson dotted line shows that operating margins (i.e. operating profits as
a percentage of sales) have risen steadily since the pandemic and remain well above their levels in 2018
and 2019. What does this mean? It means that even while dealing with sharp increases in virtually every
category of input costs — from raw materials to freight and other logistics costs to labor — companies have
been able to more than offset those cost increases by raising their selling prices. If you dig into the profit
composition of many companies you will see that they are selling fewer units — for a variety of reasons
including disrupted supply chains — but that the unit price at which they are selling is high enough to more
than compensate for the lower volumes. As a result, profit margins have remained resilient.

Sentiment Sours

That resiliency is fragile. Last Friday, while all the attention was focused on the higher-than-expected
inflation shown in the Consumer Price Index report, another data point came out courtesy of the
University of Michigan Survey of Consumers, an index of consumer sentiment and expectations. This index
fell to its lowest recorded value, comparable to the level at the bottom of the 1980 recession. Inflation, it
would seem, is now firmly fixed in the minds of US households. That in turn suggests that consumer
spending habits are likely to change, with some discretionary categories getting tossed out entirely while
families economize on their weekly staples of food, clothing and transport.

It’s not entirely clear how much of this change in consumer sentiment is going to show up in the reported
numbers as companies discuss their second quarter results. But it is very likely to show up in their forward
guidance. As of today, the FactSet analyst consensus for full year 2022 is for earnings per share to grow
by more than ten percent. We would frankly be surprised if that estimate is still standing when the Q2
earnings season concludes.

Better Here Than There

The good news is that, as dour as things may look in terms of the current market environment, the US
economy still appears to be in vastly better shape than others around the world. The Eurozone has its
own set of problems, which we will be discussing in more detail in forthcoming commentaries. China is
still stuck in a problem of its own making with the government’s refusal to back off from the unrealistic
zero-tolerance policy for Covid. It cannot be any fun to be a resident of Shanghai these days.

Those problems do affect us indirectly, but they have a more direct impact on their own citizens. On a
relative basis, we expect the US economy to be better equipped to navigate the current troubled seas.
Eventually, that means we should expect to come out stronger.

Masood Vojdani Katrina Lamb, CFA
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Group, Inc. and MV Capital Management, Inc. are independently owned and operated.
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Please remember that past performance may not be indicative of future results. Different types of investments involve varying
degrees of risk, and there can be no assurance that the future performance of any specific investment, investment strategy, or
product (including the investments and/or investment strategies recommended or undertaken by MV Capital Management, Inc.),
or any non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any
corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.
Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of
current opinions or positions. Moreover, you should not assume that any discussion or information contained in this newsletter
serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management, Inc. To the extent
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation,
he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital Management, Inc. is neither a law
firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting
advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement discussing our advisory services and
fees is available for review upon request.
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