Annandal e Capital: Overview

Economi c & Mar ket Outl ook

Executive Summary

~ I nflation continues to wreak havoc on financi al ma
~ Government bond yields have moved higher, pressuri
surrounding our economy continues to build placing

~ Against this backdrop, equity and bond markets f el

~ Di scount rates, the return required by investors,
wel | ftoerr M oinngv est or s
The Specter of I nflation

is commentary is I|like the | ast, but
di t igomaadle 6b.07% sa Mdd. 8WE& iTrhvae s DBt eamud
y (through 9/30/22). Equity | osses
destruction stems from the bond mai

The subject of th
have fallen an ad
-14. 6% respectivel
source of weal th

mar ket for stocks. Bond | osses arefihar S PemdJ anao kelX
itive returns, before inflation, in all but four years since 1976. Even in 1994, when the Federal Reserve raised interest
rates six times for a total of 2.50peroeaent agewpeidgtes
wor st mar ket for US bonds (and gl obal bonds) in rec
portion of the weakness in financi al mar kets can be
inflation is exceedingly difficult.
Ql Q2 Q3 YTD

Global Stocks MSCIACWI -5.3% -15.5% -6.7% -25.3%

US Stocks S&P 500 -4.6% -16.1% -4.9% -23.9%

US Stocks (Tech Focused) Nasdag -8.9% -22.3% -3.9% -32.0%

Int'l Developed Stocks MSCI EAFE -5.8% -14.3% -9.3% -26.7%

Emerging Mkt. Stocks MSCI EM -7.0% -11.4% -11.5% -27.0%

Investment-Grade Bonds Barclays Agg. -5.9% -4.7% -4.8% -14.6%

Source: Annandale LLC
Di scount Rates
It is a rare occurrence fos fukudtouattitonsdutte a hei ball d
prised of millions of individuals focused on differi
systems, and investtwoday whimmamtyh t oo r xyegevaarnm myaegtaknet mov e
cally Il ack the humility that great investing require
di scount rates.
Di scount rates, in academic parl ance, are the rate &
value. &ntekeayment hey represent the rate of return de
turn hurdle (or discount rate), the |l ess you are wil
ations. The converse is aso true. Low discount rates imply high valuations. Within the bond market, you can observe
di scount rates in seayli etlidme( tayspiscianhp lyy ttoh emabtounrd ty) . V
cept of discount rates is more nebul ous. There is ni
vesid omequired rate of return, but such a rate does e:
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The discount rate itself is tied to several vari abl e
I f you havefaeerednviestanemit-efoefarnngtheb. 9bour ate 1| i ke
vestments t-hatear&heoti meskalue of your money plays
raocfeeturn for investments that tie up capital for | «
more valwuable than a doll ar received in the future.
uncertainty impacts discount rates. I f you perceive
mand a hifgbtewurnate compensate you for that wuncertain
Inflation hits discount rates from multiple angl es.
sist, then you wil!/l demand greater compensation fron
vest ment Then there are the | ess obvious, dubbpaeanha
certainty into the cash flows you are discounting. J
er |l i ke Target or Wal mart . When inflation strikes, w
i f so, how much can they pass on before |l osing busir
goods increase? On top of ‘that, you have second or d:¢
measures that tip the economydi mggrreecévei emdulgth ,t hwe
Bear markets can happen in one of three ways. (1) Th
tors are discounting can fall without a change in di
tors demand a higher discount -cfaceurm).e.(3pakndeiss I
fl ows fall and discount rates climb, which is a doub
from investors increasing their required rates of re
must go down, and inflation was the catalyst for tha

I nflation & Treasury Discount Rates

Various Measures of I nPilasemwmn) (CPI & PPI) (1

Last Price
M CPI YOY Index 8.2
PPI YOY Index 11.5
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Source: Annandale LLC

This is the first real inflation shock for moext20G)ndi
inflation -basentbeeA maeadinng north of 5.0% for the con:
foll owing the financi al crisis, on average, infl atic
past . In 2020, the Feder al Reserve even adopted the
more inflation. COVI D and the associated policy resp
CPl) jumped from 2.6% to a peak of 9.06% | ast June,
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Mar ket | mplied | nf {Yaetairosn Feoxrpweacrtda)t i ons (5
B USGGBEOS Index - Last Price 2.5343 t‘4-0000

r3.5000

+3.0000

2.5343

r-2.0000

+1.5000
+1.0000

+0.5000

+0.0000
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Source: Annandale LLC

chart above mightbassuerdp rmesaes uyroeu .o fl tf uitsurae manrfkl eatt i
Treasuri es, and we hav(ehl Briacausge | hifPAtoPhe
on, we can s dbtyriaecltd tflareoym ethhden aTol P& fse aesxepreytt at h ¢
inflation. Thebagsead hmadseuvaree pfadbruss t hes. mamTkhet s
s infl at@ti ohni gehxep e cgtiavteino nrse caernetn CP | reports. Th
ory, which we discuss in an appendix to this
s occurred, even i f {COVIlD, netyramstlaarfidea ta sono nhe

7 %.-C ®\Wwlish, t her e -chhaasn gbee ehni gah et eipn i nfl ati on expecta
mp in inflation expectations gets directly reflect
e new regime wil!/| be roughly 1. 0% higher than the
vest ments on a go forward basis, resulting in | owe

Treasury Yields -8B0O%| WelLevAbsve Pre

M 6M 2Y 5Y 7Y 10Y

Source: Annandale LLC
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Treasury yields have increased considerably 6 nhtat CoO
expectations plus a real yield. We know from our pr
CoVvIi D, so we should expect Treasury yields to have
yields on Treasuries befoeradCO9IBO(22y8dEsBepadsndoait S
are up anywhere from 1.9% to 2. 6%. Changes in infl af
depending upon the maturity in question, but the bul
yields, which were negative a few yeards kagow. aBuwet ntoha
what matters, hi gher real yields plus higher inflati

4. 0% di scount rates.
The Opportunity Cost of 4% Treasury Rates

Why do 4% Treasury rates matter? Treasurfyrbkbendsataref

The mar ket ascribes almost a 0.0% probability that t
bat ed, but t hat i s besi de t firei-fspkoaven tc a rBewsaal steh efm eas ua
ing every other asset. They give us a so@metiung wei si
accept from a competing investment . -yreoarr € xoaamp. | eWh astu y
should you charge? Instead of | oani nygeayro ulrr efarsiuernyd atnt
ri-skee. So, you know that you should charge a rate h
ity, they wil/ not pay you in full. Treasury discout
assigned to every other possible investment. For any
t he-frrieek rate (Treasuries) Gplpwt stohme rrdcca&ntp repmikaen. i N
with two scenarios so you cfarne e ereatheosw danmpalca.f ul t he

Bond Years to Treasury Spread Qver

Yield Maturity Yield* Treasury

Scenario 1: Investment Grade Corporates 2.40% 8.5 1.50% 0.90%

Scenario 2: High-Yield Corporates 4.90% 6.5 1.40% 3.50%

I'n this example, we used Treasuries with matching maturities

Scenario 1: l magi ne yowradei dod ptoo ab ey bamdi mve g thme rstt
8.5 years and yields 2. 4%. Equi valent maturity Treas
spread of 0.9%. That spread you deem is adequate com
on its payments. Fast forward to today (9/30/22), ar
should your | oss expectation be? I f your working ass
i.e., the probability of default is unchanged, then
you purchased the bond plusGtherehgoge winhhTitédas uwmay hr,
the value of your -1b3o.n5d%.shoul d fall roughly

Scenari o 2: | maginesyyeubddéordpdnkp bamwdaahi ghe start
and yields 4. 9%. Equi val ent maturity Treasuries at |
3.5%. The spread in this example is even higher  bec
l evel of debt on if saddktad tansc)e. sFhaesett f(dremared tthee t oday (
Treasury is trading at 4.0%, a 3.6% jump in rates. \
credit worthiness of the company i6 woDewhgngkd Bnmpheg
yield plus the change in interes8. 1T®%tes. Under this
We icked these two scenarios for a particular reaso

and maturities are drawn directly-gfrradm komd
bond mar ket , and s ednmredrdi o otrvwo rdd sec rbiolneds ntalrek el S
was to estimate the i mpaoder & hrmandy esn itnh el rmarskuaty. r at es
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There |Is More To It Than The Move I n Treasuries

N o here is the kiclkearel dUD cdnadp ditadh téa?ld8aantid®h, hirgehspect i v
returns have been -If8a.r7 %iodrnsde%. cTohnei nnga tihn iant our pri or

suming yields on cogpadatgndomiggmovedestnmemindem wi t h
ed the | osses attredutabése, tohdigmpactri ek a greater

turn equation than that.

The missing component from our analysis has to do wi
ment equaflrseet hreatrei spkl us some ri sk premi um. I n our tw
vest ment offered above Treasuries of a similar matur
pressed as the additional compensation an investor

spreads compensat ezserionvpersaboarbsi [fiotry tthheatnoan cor porati o
our prior scenari os, -pwe nmd usnsme dvetr hea tc ongerxepaedest a(hrdioshkh a ¢
probability of default were unchanged, a generous as
As stated earlier, inflation introduces @Gncash afilnows
wi || it affect the comnmsuantetrmpMi 4 |t a hfei dgtetd eir mfl | Rteisem v
questions goes on and on. When uncertainty i-Brédéghat
which i s what has transriadca ddrimsoryaetaer . b oTnhde nmanrvkeestt m
spread above equivalent freladuboredst oaarilsKi%es pfr emrnh.
3.5% spread over equivalent Trebhsaeieates agbadthanpt
corporate bond markets down significantly, adnds dyh ef @
certain how much the movemeninduwmcespremdsr thaidn tty, dout
rol e

I nvestGmande ( White, -YRHS3)d anod athiggeh LHS) Are CIli mbi

Last Price
M LUACOAS Index (R1) 1.64
M LF980AS Index (L1) 5.14

Source: Annandale LLC
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I the Same Story with Equities
The same dynamics that apply to corporate bonds appl
you can si mpl yt-olaocoukr iaty tthoe dyeiteelrdni ne t he di scount r a
for equities. Unli ke bonds, equities do not <carry fi
i st but it is hard to define with any degree of pre
riskee rate plus some risk premium.
Since 1928, US equities hayeamumpturfiorimesl) TheyaSul% pb
crude estimate of the historical equity risk-fpeemr am
of return. As we did with our prior examples, we wi/l
ri sing Treasury yields have-ylad omtequift .88t yratns .9/ I3
premium of 5. 1% we get 8. 9-%f ewhiirmmh eiqui ay eésviemabe sf @
We have estimated a discount rate for US equiti-es, v
end 202¥%eartrhdrt@sury rate sat at 1.5% implying a di
have gone up, from 6.6% to 8.9% using our | oose esti
see in the chart below. Discount raz%.s9%oving from 6
Equity Valuations are Resetting Quickly
D @1
I BEst P/E Ratio (Curr Ann) 16.5706
1995-1999 2005-2009 2010-2014 2015-2019 2020-2024

Source: Annandale LLC
The purpose of our prior example was to il lustrate h
ing the opportunity cost of <capital That said, our
and wé& dciocrsi der the i mpact of future cash flow grow
subject, recently offered a far more detailed valuat
and future cash flow assumptions. Hi s methodol ogy wa
five years. You can decide whether to use current e S
you to choose the building bl ockfsr eoef rtahtee eagnud ttyh ed iesqcu
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Professor ba$wemsairtainvi t Table for Valuing the
Vall.ling the S&P 500 on Sept 23, 2022
Earnings = 309% below Estimates Earnings = 159% below Estimates Earnings = Estimates
Riskfree Rate | FRP =4% | FRP=5% | FRP=6% | ERP=4% | ERP=5% | ERP=6% | ERP =4% | ERP=5% | ERP=6%

2% 4276 3416 2842 4677 3737 3110 5449 4348 3615
3% 4132 3303 2750 4519 3613 3009 5169 4129 3436
4% 3979 3183 2653 4352 3482 2903 4889 3910 3257
5% 3819 3058 2551 4176 3345 2790 4609 3690 3078
6% 3650 2926 2443 3991 3200 2672 4328 3471 2899

Index was trading at 3693 on 9/23/22. Shaded cells are higher than 3693

Source: Aswath Damodar an, PhD., NYU Stern School of Business

Ledg tie his numbers badk-embeoats quwet &nowetndlrhmvaeqg wsildt.
premium has been ~5.0%. Assuming consensus cash f1l o\
around 3, 910, which is ~9.0% higher than actual | e v e
tell s us that i nvestor s, on average, investors think
ri sk premium to invest in equities than they have ha

A Concluding Thought

The great news uins, hogbert e siconmgft et atas egqubahbhchigher
assumptions are accurat e, then the discount rate eq
change in discount rates for each asset class we hav

T US Treasuryed8ron)dsmque®dd from 1.5% on 12/31/21 to 3.9
T US I nvegtamdentCor porates moved from 2.4% to 5. 7%
1T US HYigedl d Corporates moved from 4.9% to 9. 7%

The po#attessrn demanded by investors are materially hig
er as discount rates grow.G@ Tfhen,palhit tonddd ghheu Hawe oa
investing becomes a | ower risk proposition. Mat hemat
move in discount rates. Said differently, going fron

10%. The MesgotwobemMl at gpou everything you need to know
and unknown,idii novelerrtoifregc aoei ng i nt ofbtulye gp rieaea nsletial.i $Td

final chart we wil/ |l eave you with plcatps svalcikast.i dSnso ¢
certainly fall, Bbuut y -ewaes &kbeeht e fis £ &-n& cdsiefs eyro ut o eae mai hvegt o
t hat holds true for al most every asset cl ass, stocks
Russell 2000: Forward PEY&ard t Retl ePsmeyssd. MtBRUDH sequent
18 R2=046
T 16
N
s 14
E 1
§§IO
$§°
286
=h4 a a
§ ] Today: Fwd.P/E=108 . . -_;_-. .
600 800 1000 1200 1400 1600 1800 2000 2200
R2000 FwdP/E
Source: Bank of American Equity & Quant Strategy
As al ways, we appreciate the trust you have given us
we have included a brief appendi x on the topic of 1in
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APPENDI X: I nfl ation Updat e

Inflation is easy to defiGneexphpani elnddd ciunftl datoi dro,r eicra
four decades, and as a resul t, the public is not we l
pri mer and a brief update on the topic.

Led start with the basics. Inflation is the increase
not be conflated with the price | evel, a mistake we
wi || result It takes higher gas prices from their |
inflation to continuousl y-ggoowwngpipiaces must increase
I nfl ation data is wusually backward | ooking or conter
expected vs. unexpected inflation. As -basedssrg@gecnat
inflation by comparing nominal Treasury bonds te Tre
based measures of i nfl at i-boans eedx pneecatsautrieosn sc.a IRi gfhar n20.we, ¢
and swaswed measures (like the University of Mi chig
acknowl edge there is a wide gulf bet ween t hebaswod d.
measures of future inflation more, given there is re
these expectations are too | ow, the markets wil/ I i k
pectations are realistic or even too high, then disc
we wish to convey is future inflation data relative
quadsdtemfl ati on print. To that end, just | ook at equ
averaged 10. 7 %. The S&P 500 returned 83.1% cumul ativ
already accounted for higher future inflation.

The reason inflation has been such a problem for mar
flation data we have received has indicated mar ket p
tations. I nflation data keeps surprising investors t
When inflation first materialized, the Feder al Reser
altered the consumption and production patterns in o
ti mes past, and much of the productive capacity with
nese manufacturing). The result was excess demand f o
and policymakers anticipated inflationary pressures
correct and incorrect.

Most of the initial sources of inflation disdpphave t

bottlommeclds sappearifing,t ahadvmemasntyoppged hgeoi ng up i n pri

T US trucking r aptaensd eantriec blaecvke Itso. pr e

9T The cost of shipping2®2h a@mwdtias napranmgosetark lecal cl kenteshisgr e
7T Retail gasoline prices peaked in June and have beer
1T Used car pricesowgeamow falling year

The problem is inflation transitioned to new sets of
|l anta branch of t het eFrend earmad aRmecstelrevyee a posneer iMhogn givhet pa b |
flation for goods and serihdensk tfhuaetl cchoasnigse ilnu xpirriyc eg «
measures inflation for goods and services that c hang¢
isti ckgi paliceess the cost of insurance, c¢clothing, rent,
tion. Once sticky prices adjust wupward, they are unl
shock was centered around goods and services whose p
but what i s not dissi fsatiicrkgo ipsr itchees.upward pressure i
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Sticky Prices (Blue, RHS) -Alsl. Bdtxi bl e Prices

Last Price
SCPIS12M Index 6.5259
SCPIF12M Index 13.2593

15

10

6.5259

[ '70-'74 | '75-'79 | '80-'84 | '85-'89 | '90-'94 | '95-'99 [ '00-'04 | '05-'09 | '10-'14 | '15-'19 | '20-'24

Source: Annandale Capital
Sticky Prices (Bl ue, RHS) -vast F3 exedd® Prices (
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Source: Annandale Capital
| MPORTANT DI SCTOS&RB&teri al is not intended to be used as a gence
me nt recommendations, and makes no implied or expBesascoead mmdrrod
woul d be handl ed, as appropriate & ndiesttimeat isnveastemgerets dlejpeatdi we
tion with respect to the purchase or sale of any setcaugli tmay Flue t
tained upon request. Before making any investment detilsbsomotpoaosj
tention to state or imply in any manner that past hredlsmimas yapdi p
guotes/statistics have been obtained from sources weaeaslkel Arervaen d eol
Capital, LLC does not provide tax or | egal advice. Pl ease consul
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