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With the arrival of two cold fronts, we celebrate the end of hurricane season. But the
hurricane in financial markets continues to pick up speed and intensity. With pressure still
rising, we sense the backside of this economic storm is still to come.

Forget bulls and bears. A hurricane better describes the stock and bond market in 2022.
The upper left quadrant hit markets in the first half of the year Then the eye of the storm
arrived in July/August, bringing temporary relief. In g 1. s

the relief of the eye, we further reduced equity risk to
prepare for the storm’s backside.

In the coming quarters, our focus will be to redeploy
that cash into beaten-down stocks. Timing is always
tricky. But at some point, weaker, impatient, and
leveraged investors will buckle under pressure. Their
losses will become opportunities for the patient capital
we manage.

Conditions were favorable for this hurricane to inflict
deep losses. In 2021, the S&P 500 was in asset
bubble territory, and bond yields were at all-
time lows. When asset valuations are this extreme,
you should expect us to prepare for a market hurricane. We consider this essential because
our clients do not want to bear the full brunt of a predictable market hurricane. And our
year-to-date strategy performance is consistent with that belief.

“Speculation and frothiness have reached an ominous level — S&P 500 valuations
are still a significant concern. But the government just reported U.S. inflation of 6%, a
thirty-year high. Now, we are checking all the high-risk boxes for the S&P 500.”
“The Value of Good Brakes” Spectra Letter November 17, 2021

* * *

Eye of the Storm

On September 5, 2004, the 80-mile-wide eye of hurricane Frances arrived in Martin
County, Florida. After enduring hours of stressful hurricane-force wind and
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thunderstorms, the eye of Frances brought a surreal calm and crystal-clear night sky. In
the calm of the eye, it’s natural to feel that the worst is over. But, in the case of Frances,
the backside, or right quadrant, followed, inflicting most of the property damage.

Before hurricane Frances, Florida enjoyed a decade of uneventful hurricane seasons. High
pressure pushed hurricanes away from Florida for years. After Frances, those high-
pressure systems became less common, and destructive storms more frequent. Similarly,
the last 15 years have been calm for financial markets. Advances in global manufacturing
and online commerce kept inflation low. During this time of low inflation, the Federal
Reserve pursued unemployment goals with loose monetary policies.

This fundamental economic trend has changed. And we don’t believe this regime
change is reflected in asset prices yet. So far, there are limited signs of investor
capitulation in equity mutual fund outflow data — an important feature of stock market
bottoms.

The Inflation Hurricane

The September CPI held above 8% for the seventh straight month. Falling fuel prices were
a welcome relief, but staples, from candy to fruits/vegetables, have risen year-over-year at
13% and 19.4%, respectively. With these price jumps, we expect to see adults trick-or-
treating this Halloween.

Consumers are getting beat up by surging prices, but it is hard to see. Travel and leisure
trends are strong — so they are still having fun! To make ends meet, they are drawing down
savings from government checks and tapping into credit.
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Businesses are feeling the
inflation pain, too. After
adjustment for inflation, — <2l I 0 000 e 0 e L BB B
real retail sales (see Exhibit A) have steadily fallen over the past 18 months. In 2021, we
chuckled at shrinkflation when our large pizza became a medium. At first, the consumer
got squeezed, but now corporate profits are compressing, and CEO sentiment
acknowledges that demand is weakening (see Exhibit B).

The cone of uncertainty

We are now in the precarious phase of an economic slowdown. What makes this period
precarious is the scale of change and time lag between declining sentiment and actual
turning points in realized data. Last quarter we shared a startling decline in small business
owner sentiment that plummeted to the lowest reading since 1974. And yet, the U.S. soon
entering a recession is still debated.

In August, bellwether companies like Tyson Foods, FedEx, and Campbell Soup warned
investors that demand was weakening. Then in September, Amazon watchers reported that
the online retailer was closing distribution centers and abandoning plans for dozens of
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U.S. warehouses. As we enter the 3rd quarter earnings reporting season, we are keenly
interested in confirmation of these anecdotes and turning points.

For the reporting week of October 24, technology darlings are confirming the anecdotes:

Google/Alphabet net profit dropped 27% in the 3" quarter
Microsoft reported the slowest revenue growth in five years and a profit drop of 14%
Facebook/Meta reported a 52% decline in net profits compared to a year earlier

The Fed

As ever, the Fed is behind the inflation curve and hiking interest rates faster than at any
point in history. We fear the Fed’s embarrassment and newfound overconfidence will
ignore these turning points until financial distress appears — liquidity problems, corporate
defaults, or a significant decline in housing prices.

Early signs of distress have already appeared in the United Kingdom. The U.K. fiscal
chaos, leading to the ouster of the Prime Minister and the Chancellor, plus the U.K.
pension liquidity crisis and quick bailout in September, is reasonable cause for concern.
These events tell us that leverage in weak hands is already breaking securities markets.
And these incidents prove that government leaders are unaware of the elevated risk in
securities markets.

The reason inflation is so entrenched today is the tight labor market. In the short term,
people with jobs can pay higher rent and food prices. But the history of the 1970s taught
us that high inflation erodes our quality of life. Weirdly, we were somewhat encouraged by
Fed Chairman Powell’s acknowledgment of economic pain on the horizon to curb the long-
term misery of high inflation.

“Moreover, there will very likely be some softening of labor market conditions. While
higher interest rates, slower growth, and softer labor market conditions will bring down
inflation, they will also bring some pain to households and businesses”

Fed Chairman, Jerome Powell’s speech at Jackson Hole Economic Symposium Aug 26

Last quarter, we thought the Fed would reverse its aggressive stance by the 4th quarter to
help deteriorating conditions. But we sense the Fed is determined after five rate hikes this
year and a series of hawkish Fed speeches pointing to more hikes in 2023. If so, stock and
bond markets will see further collateral damage in the Fed’s attempt to curb high inflation.

Strategy Change

We were busy last quarter. With tornadoes touching down in Europe, we cut equity
positions again in developed international markets. The stocks are cheap, trading at 20-
year valuation lows. But Russia’s ongoing war in Ukraine, the U.K. fiscal fiasco, and
widespread energy dislocations convince us there could be an opportunity to buy back
these positions at generation-low valuations.
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The S&P 500 has declined over 20% from its peak but is still overpriced vs. history. As
technology stocks and junk bonds fall further, we expect sentiment and money flow to shift
to value/dividend stocks. In our experience, investment committee allocators [pension and
endowment funds] move slowly but react to avoidable asset bubble losses. This reversion
to prudence happened after the 2000 dot.com bubble burst, and we expect a similar
dynamic today. This money flow shift should support the multi-year outperformance of
value/dividend stocks vs. the S&P 500 (see Exhibit D).

Broad global bond indexes are down almost 20% too. Our commitment to short-term,
high-quality bonds minimized much of that loss. We had a deluge of bond maturities in the
2nd and 3rd quarters. With short-term U.S. Treasury Notes yielding 4% and high-quality
short-term municipal bonds above 3%, we reinvested a significant portion of cash
dedicated to bonds at 5 to 10 times higher yields than available 18 months ago.

Our alternative investments have cushioned stock and bond losses this year. Last quarter,
clients received a 20% income distribution from a managed futures/hedge fund. From a
tax perspective, we cringed, but the fund is up 62% year-to-date. With the long-short
hedge fund world receiving press accolades for losing 5% in 2022 (Exhibit C), it warms our
hearts that the hedge fund we selected for our clients provided true diversification.

Despite our negative tone, our mindset is shifting to opportunities. Our excitement to
finally buy cheap assets is tempered because we can’t rule out the possibility of a second
hurricane. In 2004, after several weeks of Frances cleanup, the center of hurricane Jeanne
made landfall - within a mile of the Frances landfall. Every financial storm is different, but
we don’t see a second storm system brewing. Bank and household balance sheets are
stronger, and we believe a 2023 recession will be much shallower than the 2008 recession.

We look forward to hearing your thoughts. Enjoy Thanksgiving, and we hope to see you
soon.

Very truly yours,
Scott A. Roads Julia E. Zaino
Founding Principal Principal

If you are not a current client of Spectra, this letter is for entertainment purposes only and not
intended as, nor does it constitute, an offer or solicitation in any form to buy any security or other
financial instrument. Investing involves the risk of loss, and we encourage you to research investing
with a high degree of due diligence and skepticism. © 2022 Spectra Investment Management.
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Exhibits
A. Nominal vs. Real [net of inflation] U.S. Retail Sales

U.S. Retail Sales
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B. The Conference Board CEO survey falling to lows not seen since the depths of the Great

Recession.
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C. Global Hedge Fund Index vs. S&P 500 & Bloomberg Global-Aggregate Bond Index.
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D. Duration and outperformance of pro-value cycles over the past 50 years.

Early Days in the Pro-Value Cycle
PZENA

Value' / Market?

1969 1974 1979 1984 1968 1993 1998 2003 2007 2012 2017 2022

Pro-Value Cycle

Pro-Value Cycles Value® Market? Relative Performance # Months
Jul 'T3 - Mar 78 134 8% 127 2% 57

Dec '80 - Aug 88 414.7% 264 4% 93
Nov '90 - Aug 95 248 4% 131.3% 58
Mar '00 - Feb ‘07 176.9% 84
Dec'08 - Jun 14 107 5% 67
Feb 16 - Jan "17 A0 2% 20 6% 12

Average 213.2% 138.0% 62
Oct 20 - Sep 22 52 9% 8.5% 44 4% 24
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Important Disclosures:

PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. THE
POTENTIAL FOR PROFIT IS ACCOMPANIED BY THE RISK OF LOSS.

Spectra Investment Management, LLC (SIM) is registered as an investment adviser based in
Stuart, Florida and West Palm Beach, Florida. SIM is registered with the SEC and only
conducts business in states where it is properly registered or is excluded from registration
requirements. Registration is not an endorsement of the firm by the SEC and does not mean
the adviser has achieved a specific level of skill or ability.

There is no guarantee investment strategies will be successful. Investing
involves risks including possible loss of principal. All expressions of opinion are
subject to change. This article is distributed for informational purposes, and it is not to be
construed as an offer, solicitation, recommendation, or endorsement of any particular
security, products, or services. Clients should under no circumstances rely upon this
information as a substitute for obtaining specific legal or tax advice from their own
professional legal or tax advisors. Readers other than clients should seek professional advice
before investing in any security or fund.

Spectra Investment Management, LLC
401 SE Osceola Street, Ste 202, Stuart, Florida 34994 Phone: 772-324-5640
501 Palm Street, Ste B-6, West Palm Beach, Florida 33401 Phone: 561-623-8305

6 www.spectrainvestment.com



