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When the financial history of our times is written, 2022 will join the list of dreadful years.
With a 150-year perspective, last year’s concurrent fall of both stocks and bonds is a clear
outlier (Exhibit A). The classic retirement portfolio comprising 60% S&P 500/40% 10-Year
Treasurys fell 18%, registering the worst year since 1937 (Exhibit B).

The central question for 2023 is - will this ENTERING 2023..
negative trend continue? all

At the beginning of 2022, there were few
recessionary warning flags. Wall Street’s
luminary forecasters (Exhibit C) might say
nobody saw 2022 coming. With a few
exceptions, forecasters failed to appreciate
how inflation would upend the investing
world. But the extreme monetary, valuation,
and mania behavior in 2021 convinced us
that “A Sea Change” was coming.

“In summary, on a broad basis, equities are vulnerable. U.S. stocks are
particularly exposed because of existing high prices.”
“A Sea Change”
Spectra Annual Letter, January 27, 2022

While our clients incurred modest losses last year, we are pleased that our cautionary
words aligned with strategy performance. We look forward to sharing specifics with you
soon and discussing the important questions that follow in greater detail.

* * *

Buckle Up

Last year was defined by high inflation, interest rate hikes (0.25% to 4.5%), and the
anticipation of damage. These economic forces take time to marinate in the economy,
and in 2023, we will see the actual damage flow to the economy and earnings.

Our broad view is the market misperceives the U.S. Federal Reserve’s (the Fed) resolve to
curb inflation forcefully. Further, decades of low inflation and interest rates created
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excesses. A typical label we heard in 2022, and used ourselves, was “there is a bubble in
everything.” Unfortunately, that means that U.S. stock prices are still too high. We expect a
similar negative outcome for the S&P 500 in 2023 as asset prices normalize to the harsh
reality of a serious inflation-fighting Fed.

“We have got to get inflation behind us. I wish there was a painless way to do that. There isn’t.”
Fed Chair Jerome Powell, September 22, 2022

In this annual letter, we offer answers to economic and market questions that we have
heard from clients recently. While we were spot on last January with our “Sea Change”
warning, we still cringe at the notion of forecasting. Inflation changes everything, so
please view these answers as directional with a wide range of possible outcomes.

Q: Has inflation peaked?

Yes, for now. Inflation has likely peaked. The U.S. headline Core Consumer Price Index
(CPI) is falling, but Sticky Price CPI inflation at 5.6% is not budging. Sticky Price CPI
measures prices of less volatile items, including medical and personal care, recreation,
restaurants, rent, and furnishings.

Q: What will cause inflation to come down and stay down?

Higher unemployment and less stimulus from Washington. Too much
government stimulus created this inflation problem. But a secondary source of high
inflation is the tight-as-a-drum labor market. There is a reflexive and intuitive link to the
decades-low unemployment of 3.5% and decades-high inflation. Simply put, if consumers
have jobs, their demand for sticky-priced items does not change regardless of price. In
other words - inelastic. Until unemployment rises to a normal 5% level, inflation will
continue to be a vexing problem for the Fed.

Q: Will the U.S. experience a recession in 2023?

Yes, by fall 2023. The 20+ leading U.S. economic indicators we follow are deteriorating
rapidly. Last January, sentiment surveys, housing, manufacturing, and job
openings/claims looked fabulous. This extraordinary boom was directly caused by the $2
trillion in stimulus checks and lockdown savings. The stimulus was too much, and inflation
set in soon after. Behind the curve, the Fed is now intentionally whipsawing the U.S. into
an economic downturn — in our view, they do not have a choice.

Q: How high will interest rates go in 2023?

We expect the Fed Funds Rate to reach 5.00 to 5.50% by summer and move
back down by year-end 2023. The current speed of U.S. economic deterioration leads
us to believe the Fed will change course or “Pivot” to avoid an economic emergency
landing.

Q: Does the Fed have other monetary tools to fight inflation?

Yes, the Fed has three primary tools to fight inflation — the Fed Funds Rate,
the Fed Public Affairs office, and Quantitative Tightening.

Stepping back, the Fed Funds Rate is a tool directly controlled by the Fed. It is the
overnight lending rate that member banks charge each other for overnight borrowings.
Because the Fed Funds interest rate is a reference rate for broad lending activity - it is the
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gas [lower rate] or brake [raise rate] for the economy. It is an effective tool in the Fed’s
toolbox to fight an inflationary economy.

When the Fed raises this benchmark rate to curb inflation, it typically triggers a recession
with an average lag time of 12 months. The bookends for our 12-month estimate are 4
months in 1980 and 25 months in 1991.

The second tool is the Federal Reserve Public Affairs office. This office is a workhorse tool
that shapes the public’s perception of policy and economic conditions. In other words, this
is the “Keep Calm & Carry On” publicity tool at the Fed. For example, the Federal Open
Market Committee (FOMC) Meeting Minutes are released three weeks after each FOMC
policy meeting. These minutes are not actually FOMC meeting minutes but rather a
communication tool to guide perception and enhance credibility.

Meeting minutes and speeches are carefully scripted and timed. But occasionally, a
committee member expresses a tone or body language that gives deeper insights. In this
Senate hearing clip from March 2022, we took notice of Fed Chair Powell’s unscripted
answers and admiration for the inflation-fighting success of former Fed Chair Paul Volker
(Fed Chair 1979 — 1987). To watch, click > Chair Powell Senate Hearing March 3, 2022.

Quantitative Tightening (QT) is the Fed’s third tool to fight inflation. QT refers to policies
and actions that reduce the size of the Fed’s $9 trillion balance sheet. How did the
Fed’s balance sheet get so large? Starting with the 1987 stock market crash, the Fed
purchased bonds and other assets to stimulate growth, or Quantitative Easing (QE). And in
every crisis since 1987 - even during recoveries and strong conditions - the Fed has used
QE to buy treasury and mortgage securities to stimulate growth.

QT has the opposite effect of QE - it restricts economic
growth. The Fed has committed to implementing QT,
but the money supply (M2) is turning negative and
economic conditions are already fragile. We doubt the
Fed materially uses this third tool.

Q: Bond yields are higher — are they attractive?

Yes. Since the fall of 2022, we have been re-investing
maturities, and excess cash earmarked for bonds. For
reference, the 1-Year U.S. Treasury Bill yield
increased by +4.34% in 2022. That’s a heck of a one-
year move! Our cautious stance in building cash in
2021 and early 2022 paid off in relative performance
but also gave us the flexibility to buy higher coupons
today. Now bonds are attractive, particularly if the
U.S. falls into a recession and the Fed “Pivots” by
dropping Fed Funds Rate.

“If it helps, Dad, try to think of it as quantitative easing.”

“We worry the Fed Pivot will become the Fed Teeter-Totter that doesn’t
resolve the inflation-growth conflict anytime soon.”
“MacroMania”
Spectra 31 Quarter Letter, July 26, 2022
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https://www.c-span.org/video/?c5004628/user-clip-powell-volker%20%20

Q: Has the 2021/2022 tech bubble burst? Is the S&P 500 attractive now?

Partially, and No. With the tech-heavy NASDAQ -33.1% and FANG stocks (Facebook,
Amazon, Netflix, Google) collectively -48.8% in 2022, buying might be tempting. But these
growth stocks are now laying off employees and reducing earnings guidance. With S&P 500
price-to-earnings still well above the long-term average of 17x with an eerily similar
parallel to the 1999/2000 dot.com bubble, this is not a buying opportunity.

S&P 500 Price/Earnings Ratio
Cyclically Adjusted
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Further, there appears to be a time-lagged inverse relationship between equity valuations
and interest rates. If this holds true, the bear market for the S&P 500 is not over.

Q: Are international markets more attractive than the U.S. stock market?

Yes. From a valuation and yield perspective, international markets, particularly value
stocks, are very attractive. China’s reopening should result in a burst of growth that
benefits neighboring countries. The Eurozone is very cheap, but the geopolitical risk is far
from resolved with Russia. Candidly, geopolitics is so contentious it is tough to make a call
with any conviction. But when a positive catalyst emerges, we are confident that
international stocks will outperform the S&P 500.

Q: Do you see opportunities in this environment?

Yes, several. Value stocks are primed to extend gains. This return to value investing is a
huge relief for us! Our U.S. Value Strategy composite suffered a modest single-digit loss in
2022 but dramatically outperformed the S&P 500 and growth stocks.

Our confidence in the pro-value cycle has not wavered, and our equity strategies are
strongly value tilted to benefit from this style preference shift. After aggregate investors
mourn their S&P 500 and tech stock losses, we expect to see value stocks globally benefit
based on — a) attractive valuations and yields, b) a noticeable pro-value sentiment shift by
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Wall Street strategists, and c¢) strong money flows out of growth and into value-style
mutual funds/ETFs. Our confidence is high that the pro-value cycle is now in-phase and
can last several years (Exhibit D).

The second opportunity involves identifying a new bull market. This timing effort has no
silver bullet, but we are patiently watching two technical indicators that gauge the stock
market’s emotional state — greed vs. fear.

1) Breadth Thrust is a short-term sentiment signal with a good track record.
Mechanically, when the 10-day ratio of total advancing stocks divided by declining
stocks in an index (S&P 500 or NYSE) exceeds 2.00, the subsequent 12-month
returns for stocks average 22.7% with a batting average of 93% (Exhibit E).

2)

The Coppock Curve is a slow-moving indicator that taps into the emotional stages
of loss. The backstory is that Edwin Coppock (circa 1960s), Founder of Trendex
Research, was asked by his client, the Episcopal Church, to identify buying
opportunities for long-term investors. He, in turn, asked the church bishops how
long it usually takes for people to mourn the loss of a loved one, and they answered
11 to 14 months. He then used those periods in his momentum curve calculations.

The Coppock Curve (initially called the Trendex Model) works well. We applied the
formula to the S&P 500 below and 18 other markets and found a surprising degree of
robustness in the “BUY” signals. Presented below — the “BUY” signal emerges after the
curve drops below ‘0’, curves upward, and forms a trough.

With only two false signals (1941 and 2001), we are impressed with the track record in the
S&P 500 and other markets and keeping a close eye on both for signs of a new stock bull
market.
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In closing, 2023 is off to a better start. We hope we are wrong, but we see the recent
recovery in the S&P 500 as short-lived and remain leery of other risk assets. Buckled Up,
we are waiting with cash and high-quality short-term bonds aiming to capitalize on further
asset price weaknesses.

We look forward to spending time with you in 2023 and appreciate having you as a client
and a friend. Especially in these uncertain economic times, thank you for your trust in our
team.

Very truly yours,

;\’f.#ﬁﬁ. AU, 9““ £. o
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. Dreadful year for both stocks and bonds!

Total nominal return in US stocks & bonds, for each year 1871 to 2022 (%)
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2022 has been an awful year for investors - in both stocks and bonds
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B. The classic 60% S&P 500 and 40% 10-Yr US Treasurys retirement portfolio performance

in 2022.

60/40 Portfolio

Worst Historical Returns
60% S&P 500 / 40% 10yr T-Bonds

Year
1931
1937
2022
1974
2008
1930
1941
1973
2002
1969
1966
2001

Return
-27.2%
206
-18.0
-15.2
-14.2
-13.2

7.9
74
7.2
7.1
4.9
4.9

New York University, Standard & Poor's
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C. Wall Street’s 2022 year-end S&P 500 forecast.

On 12/31/2022, the S&P 500 closed at 3895.08!

Exhibit 1: S&P 500 Strategist Estimates for the End of 2022

Bank of America 4,600 4,600
Barclays 4,800 4,500
BMO 5,300 5,300
BNP Paribas 5,100 4,900
Cantor Fitzgerald 4,800 4,800
Citigroup 4,900 4,700
Cornerstone Macro

Piper Sandler* ! 4,600 4800
Credit Suisse 5,000 5,200
Goldman Sachs 5,100 4,700
Jefferies 5,000 5,000
JPMorgan 5,050 4,900
Morgan Stanley 4,400 4,400
RBC Capital Markets 5,050 5,050
Scotiabank 4,800 5,000
UBS 4,850 4,850
Wells Fargo 5,200 4,715
2022 Forecast Average

(points)

2022 Forecast

Standard Deviation (%) 4.9% 5.0%

*=Cornersions Magro was acquired by Piper Sandler in February 2022,

Source: Bloomberg, Research Reparts, as of 31 March 2022, Industry estimates are hypethetical in nature, do net refiecs

acwal investments, and are not guarantees of future results.

D. Duration and outperformance of pro-value cycles over the past 50 years.

Early Days in the Pro-Value Cycle
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Oct "20 - Sep "22

Value!
134 8%
414 7%
248 4%
190.6%
250.3%
A0 2%
213.2%

Source: Sanford C. Bemstein & Co., PZena analysis
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Pro-Value Cycle

Market?
7 6%
150.3%
N7 1%
13.7%
142.8%
19.6%
15.2%

8.5%

2003 2007

Relative Performance
127 2%
264 4%
131.3%
176.9%
107 5%
20 6%
138.0%

44 4%

2012 2017 2022

# Months.
57
93
58
84
67
12
62

24

PZENA Investment Management
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E. History of Breadth Thrusts greater than 2.0 occurring in the S&P 500

Breadth Thrust = 2.0

(1950 - Current)

S&P 500 Gain/Loss
Date 1mo 3mos 6mos 9mos 12mos |

11/20/1950 0.2% 9.3% 8.1% 15.1% 13.8%
01/26/1954 0.2 6.9 16.3 22.4 37.8
01/24/1958 -2.5 3.4 11.8 21.8 34.3
07/11/1962 -0.3 1.2 123 19.1 20.8
01/16/1967 4.2 7.3 10.0 13.0 13.7
12/04/1970 1.9 95 13.2 12.6 8.5
01/10/1975 7.9 15.4 30.6 215 30.8
01/06/1976 6.3 10.5 10.7 10.1 12.3
08/23/1982 6.6 14.5 26.4 40.8 40.2
01/14/1987 6.5 6.3 18.3 16.2 -6.4
02/05/1991 7.3 8.4 9.6 10.7 17.8
03/23/2009 35 8.8 28.9 36.2 427
07/12/2016 15 -0.6 5.5 9.0 13.5
01/09/2019 4.8 11.3 15.3 12.9 26.7
06/03/2020 0.2 10.6 17.4 223 34.3

01/12/2023 ? ? ? ? ?

Avg. 3.2% 8.0% 15.3% 18.9% 22.7%

Batting Avg. 87% 87% 100% 100% 93%

Avg. Max Drawdown -1.5% 1.7% -2.0% -2.0% -3.0%

InvesTech Research

F. Extra - KB Homes would be homebuyers canceled 68% of contracts in Q4 2022

re:venture Homebuyer Cancellation Rate
T 7o of Gross Orders Canc for KB Homes (Source: SEC F

KB Homes, the 6th largest Home Builder in America, ‘
experienced a 68% Cancellation Rate in Q4 2022.
That means that Homebuyers cancelled 68% of the
Homes that went under contract in the quarter.
One year ago the Cancellation Rate was only 13%.
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G. Extra - Consumer credit card average interest rate > 19%!

Series Federal Reserve Consumer Credit Commercial Bank Credit Card All Accounts »
@ (NSA, Percent)
Country/Region United States »  Source Federal Reserve »

1) Description ) Release Details 3) Related Indicators 4 Related News

Track Annotate Zoom

19.07

M Survey n.a.

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
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