APTUS CAPITAL ADVISORS

2022: Unprecedented in Modern Market History

For only the third time since 1926, both US stocks and bonds lost money this year (the other two
occurrences were ... 1931 and 1969. The 60/40 portfolio simply didn’t work. While this might not be new
news, we believe it is important when piecing together a plan of attack into the new year. We’ve become
accustomed to risk free yields moving DOWN when risk premiums move however this year, they’ve both
moved UP in tandem. While inflation might have peaked, the level it settles down to will be important in
considering how asset classes correlate (stock/ bond relationship) into the future. Past performance might

not be indicative of future performance.

Nominal (Before Inflation) Annual Returns Since 1927
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The 60/40 Portfolio
Yearly Total Return Since the 1988
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Market Relationships Changing

Stock/Bond Correlations haven’t worked out as planned given persistent inflation. Again
this goes back to the point of where will inflation settle out? Will it fall quickly back to 2%
like everyone expects or will it be persistently sticky.
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Range of stock, bond and blended total returns
Annual total returns, 1950-2022
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Bonds and stocks can go down at same time
Correlation of U.S. equity and government bond returns

T

Chart takeaway: A cornerstone of portfolio construction in recent
decades was that bond prices would go up when stocks sold off. We
think this correlation has broken down in the new r

Source: Blackrock. As of 11/30/22.
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The World Against Inflation

Consumer Price Inflation Monetary Actions
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Inflation globally prompted central banks to hike rates aggressively. This was quite the
change in tune we’ve experienced the last 10+ years as Central Banks have typically been
quick to cut rates in a weak equity market. Both stocks and bonds felt the mercy of a
tightening liquidity environment.

Now, a Slowdown?

The global yield curve has inverted. Given how low interest rates have fallen the last 20 years, it was only
a matter of time. The Fed needs to raise borrowing rates in order to have room to cut rates once economic
weakness hits. CBs globally are all on the same mission now: tighten financial conditions.
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Global Downturn
World yield curve inverts for first time since at least 2000

H Bloomberg Global Agg 10+ year yield spread to 1-3 year yield
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With Real Rates Still Negative

Real yields are still negative, even after the aggressive rate hikes. Recall that Dot Plot projections last
year predicted quite limited (almost no) hikes for 2022 and we’ve already had 17 hikes of 25 basis points
and more pending... The Fed wants positive real yields across the curve.

Nominal and real U.S. 10-year Treasury yields
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Quantatitative Tightening (QT) the Story of 2023?

Probably the second biggest story of 2022 and what could likely be the largest of 2023 is the Quantitative
Tightening (QT) that is slowly working its way through the global liquidity system. | found this data on the
Fed’s Balance from Goldman Sachs quite interesting: In the second quarter of 2008, for every one dollar
of GDP, there was 6 cents on the Fed’s balance sheet ... right before COVID hit, that number was 22 cents
.. today -- it stands at 37 cents. As balance sheets shrink, the private sector will be forced to absorb supply
of government bonds... presumably at higher yields.

The Federal Reserve balance sheet
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How Much Longer is This Going to Take?

The Fed is on a mission to kill inflation. They have hiked aggressively and tightened financial conditions.
The lagging impacts from the hikes is just starting to work it’s way through the economy as consumers
burn through stimulus and savings. The labor market continues to be resilent and wage pressures,
specifically on the services side remains well above the Fed’s comfort zone. The Fed needs some slack in
the labor market. So bottomline is inflation is peaking but the ultimate question is how fast it will drop
and IF it will drop down to the Fed’s 2% target.
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What Is the Fed Trying to Achieve?
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The Market Still Thinks the Fed Pivots in ‘23... Even Though the Fed Dots Say No!

The Fed still isn’t done hiking rates. The market is pricing in a terminal rate of just below 5% in May of
’23. But contrary to the Fed, the market is expecting (hoping) for rather quick rate cuts!

Fed Funds Futures Forward Curves
Using the Fed Funds Futures Forward Curve

Implied Yield
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Source: Bianco. As of 12/9/22.
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So When is the Recession?

An inverted curve is the market’s opinion that the Fed is too tight. Short rates are held up by perceptions
the Fed will continue with tight policy, while long rates fall on the belief that the economy will slow and/or
inflation is coming down. The table above highlights this curve’s predictive ability. The 10-year less 3-
month yield curve inverted before each of the last eight recessions.

With the terminal rate approaching, QT will soon take center stage as the primary policy tool, and markets
are already busy considering what "abundant reserves" means.

Over the last 30 years, the average recession led the Fed to cut rates by 300 bps in the first 12 months
and by a cumulative 400 bps in the 24 months following the start of the recession.
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How Long Until the Recession?

When the 3-month to 10-year vield curve inverts for 10 consecutive trading days

Date of | Consecutive Trading Date of Calendar Days to
Inversion Days Inverted| Next Recession Next Recession
1/10/1969 24 Dec-69 325
6/14/1973 177 Nov-73 140
12/8/1978 91 Jan-8o 389
11/7/1980 102 Jul-81 236
6/6/1989 30 Jul-9o 390
7/31/2000 135 Mar-o1 213
8/1/2006 217 Dec-07 487
6/6/2019 41 Feb-z2o0 268
Average 111 311

1/10/1969 = inverted for 24 calendar days, went positive for 33 days, then inverted again for 53 days
6,/6/1989 = inverted for 30 calendar days, went postive for g days, inverted again for 26 days
6/6/2019 = As of July 31 the inversion has been 41 consecutive trading days.

Positive for 1 day, then inverted again for 67 davs (through October 10)

Source: Bianco. As of 12/12/22.

And When Might They Cut?

Over the last five interest rate cycles, the average hold at a peak rate was 11 months, and those were
periods when inflation was more stable. The market is currently expecting 50bps of hikes in the back half
of '23.

‘For Some Time'
Average rate between peak rate and first cut is 11 months

Peak Cut Months Peak rate Cut Until
Feb-95 Jul-95 | B 6.00% 5.25%
Mar-97 Sep-98 I < 5.50% 475%
May-00 Jan-01 s 6.50% 1.00%
Jun-06 Sep-07 I 5 5.25% 0.25%
Dec-18 Jul-19 [ g 2.50% 0.25%

Source: Bloomberg
Source: Bloomberg. As of 12/12/22.
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Does Inflation Come Down With A Recession?

Recessions ALWAYS have led to a slowdown in inflation. The average recession took 16 months to bring
inflation down from its peak to 2%, but it always did. The question here isn’t whether inflation will go
down but whether it will stay down (i.e., will the Fed remain restrictive long enough to anchor inflation).

With the Fed in Tightening Mode, It Wouldn’t be a Macro Chart without Some Bond Vigilante Talk

Does inflation come down with a recession?
History says: yes, big times.

Peak CP LowinCP1  Change in CPI

Vogro YURNERINON asedel after (peak to .;
to slow to 2% . :

recession recession trough)

1923 6 3.6 0.6 4.2

1926 7 4.7 3.4 8.1

1929

1937 9 5.1 4.1 9.2

19545

1948 11 10.2 -2.9 -13.1

1953

1957 16 3.7 0.3 iad

1960

1969 30 6.2 2.7 35

1974 24 12.3 4.9 74

1981 41 148 2.5 -12.3

1990 16 6.3 26 -3.7

2001 13 3.7 1.1 -2.6

2008 S 5.6 -2.1 2.7

2020

2022-2023? ? ? ? ?
[ Average (1922-2022) ]
8 Months for CPY Peak CP1 LowinCP1  Change inCPI
ahead of after (peak to
to slow to 2% '
recession recession trough)
16.2 6.9 0.1 -6.8

*Period colored in grey (and ignored for analysis) when CPI <3% entering the recession

TheMacroCompass.substack.com

Source: MacroCompass. As of 11/30/22.
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Operating At A Loss... Is That A Problem?

The Fed running a massive operating loss given the rise in short term rates vs. income generated off their
bond portfolio. This is Asset/ Liability 101, any banker will have the importance of A/L management
instilled in their brain at the start of their career. Stated simply, the income the Fed is receiving off their
bond portfolio (their assets) ARE NOT keeping up with the interest expense they are paying out to banks
to prevent them from lending. While this would not be sustainable for a private organization, the Fed just
labels this a “deferred asset”. If interest rates stay elevated as the Fed incentives banks to not lend, the
gap between the Fed’s income vs expense will continue to point to insolvency...

But wait there is more...

As tax receipts fall, the Treasury will need to issue more bonds into the private sector (considering the
largest buyer, the Fed, doesn’t swoop in to rescue). Positive Term Premium Anyone??

FRED ~/) = Liabilities and Capital: Liabilities: Earnings Remittances Due to the U.S. Treasury: Wednesday Level
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Source: Board of Governors of the Federal Reserve System (US) fred.stlouisfed.org
Source: Fred. As of 11/30/22.
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How Does Net Interest Cost Effect Us Long Term?

In a low rate or low debt environment, fiscal policy is accommodative. But we are moving to a high rate
and high debt scenario, which will restrict fiscal policy moving forward. Austerity has been forced on
Congress when net interest costs rise to about 15% of tax revenues. Not a 2023 story but coming soon
and much more difficult to solve in such a polarized political environment.

Net Interest Cost & Weighted US Debt Interest Spending
Average Cost of Marketable Debt Surges

The federal government’s debt interest
19% = 10:0% costs surged in the first two months of
the fiscal year, a shift that’s likely to
T 9.0% get increasing political attention in

17% %
Washington. The Treasury
T 8.0% Department reported that interest paid
15% Net Interest Cost, 1 509 on public debt amounted to $103
Pct of Tax Revenues billion over the past two months. That
13% T (Left Axis) + 6.0% | | marks an 87% jump over October
and November of last year. It’s a
1% T T 5:0% taste of what lies ahead after the
il 4.0% Federal Reserve hiked its benchmark
9% et rate by nearly 4 percentage points this
) Vilghed Aversge " T 3.0% y(c):ar .and is expected to lift it close to
7% T Cost of Marketable | - 5% in 2023, a Bloomberg survey

Debt found.

5% 1.0%
'90 '93 '96 '99 'o2 'o5 '08 '11 '14 '17 '20 '23 Bloomberg, 12/12/2022

Source: Strategas. As of 12/12/22
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So Where Is Inflation Headed?

Economist Think Back to 2% and Promptly!

Wishful thinking on inflation

U.S. core CPl inflation, forecasts and breakeven rates, 2020-2025

Pl (%a)

Core C

Reported U.S. core CPI Economist median forecasts

® Current 5-year breakeven

Source: Bloomberg. As of 11/30/22.

Economist expect inflation to fall FAST. The market is is still pricing the Fed threading the needle on a
soft landing.
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US Consumer Inflation Expectations Swoon
Inflation expectations decline across all horizons; 1-year at 15 month low

One-year ahead Three-year ahead Five-year ahead

Jan May Sep Jan May Sep Jan May Sep
2022 2022 2022

Source: Survey of Consumer Expectations, Federal Reserve Bank of New York
Note: Median annual expected inflation

Bloomberg
Source: Bloomberg. As of 12/12/22.

Long term inflation expectations remain well anchored. The Fed has regained their credibility following a
massive hiking campaign. The Fed should continue to keep rates restrictive until inflation is handled or

they risk reigniting longer term inflation expectations. A bailout here could give back all the progress from
2022.

265 Young Street | Fairhope, AL36532 | 251.517.7198 | info@aptuscapitaladvisors.com

For Advisor Use Only




@APTUS CAPITAL ADVISORS 15

Where Does The Money Supply Fit In?

Money supply has tanked from the free money spigot of 2020 and 2021. Demand based Inflation should
continue follow.

Ludwig von Mises states it very clearly:

“There is nowadays a very reprehensible, even dangerous, semantic confusion that makes it extremely
difficult for the non-expert to grasp the true state of affairs. Inflation, as this term was always used
everywhere and especially in this country, means increasing the quantity of money and bank notes in
circulation and the quantity of bank deposits subject to check. But people today use the term “inflation”
to refer to the phenomenon that is an inevitable consequence of inflation, that is the tendency of all prices
and wage rates to rise. The result of this deplorable confusion is that there is no term left to signify the
cause of this rise in prices and wages.” Economic Freedom and Interventionism, 1990.

But, Demand Based Inflation hasn’t been the Only Story

M2 Money Growth & CPI
o 10%
CPIL, 13mo Lag,
Right w/ Cleveland
25% ?-"L‘d Forecasts 8%
20%
6%
M2 Money
15% Growth, Left
4%
10%
2%
5%
0% "
Mz Last C]ick:/
- 0.01% 29,
ty "8 ,19 a0 "oy ‘a9

Source: Strategas. As of 12/31/22.
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Demand Eclipses Supply in Fed Breakdown
San Francisco Fed decomposes year-over-year core PCE inflation rate
/ Demand-driven inflation ./ Supply-driven inflation Ambiguous inflation

Sppi_s.
z
!
J' 0
1
19I98 212:10 2‘.‘;20

Source: Federal Reserve Bank of San Francisco
MNote: Chart shows contributions to year-over-year core PCE inflation rate.

Source: Bloomberg. As of 11/30/22.
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What Is Driving Inflation?

Central bankers were positive that inflation was going to be ‘transitory,” exclaiming that only base effects
and supply-side pressures were driving inflation higher. Now, over a full year later with headline CPI sitting
just above 7% year-over-year, the Fed is still trying to nail down exactly what is driving inflation.

The challenging part in understanding whether inflation is supply or demand driven is the Fed can only
influence one of these factors. If inflation is driven by demand, the Fed’s policy tools allow them to reduce
demand in the economy. However, supply-side disruptions are much more difficult to manage.

Goods Inflation Was Transitory: What About

Services?

Services inflation, excluding medical services, now exceeds goods
inflation

/ Services Less Medical Care Services
/ Commodities Excluding Food

2014 2016 2018 2020 2022

Source: Bureau of Labor Statistics, Bloomberg
Source: Bloomberg. As of 12/31/22.

The San Fran Fed ran initial analysis on inflation (and why the Fed was so wrong in calling inflation
transitory) to see the root cause. While supply driven inflation was partially to blame, government policy
pushing cash to consumers created a demand frenzy. Too many dollars chasing too few goods proved to
push inflation higher and make inflation more problematic than expected. Both cyclical and structral
inflation have been the problem... The Fed can tame cyclical... not structural.
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Biggest Movers of US Inflation So Far This Year
Inflation is up 7.7% so far this year, led mainly by food and energy though many core items have also firmed
® January ® October

Fuel oil [ L
Egags » @
Airfares [ &
Butter/margarine ® ]
Public transportation @ &
Flour —>
Frozen bakery products —
Utility piped gas L
Salad dressing *—
Canned fruits *—9
Vehicle repair #——0
Petfood | @&——@
Delivery services i
Vehicle insurance | @———@ | | \ | |

0 20 40 60 80 100

Source: Bureau of Labor Statistics, Bloomberq
Mate: 10-manth annualized rates. lop core items include vehicle repair, pet food, delivery services and auto insurance

Source: Bloomberg. As of 11/30/22.

Again, structural drivers of inflation like underdevelopment of commodities continues to threaten the
Fed’s agenda. The real cost of living (grocerries, gas and rent) were drastically higher than the Fed’s
stated 8-9% inflation.

If the Fed focuses too much on the tactical inflation measurement and not on the structural inflation
baseline in the first half of 23 they could slow/pause tightening as product specific supply side disinflation
flows through to measured numbers. By doing that the Fed could risk not doing enough to address the
more structural inflation dynamics. And once the disinflationary revert the Fed will be faced with more
persistent inflation than they expected 2H next year. And that is the real risk of higher for longer.
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When Will We Know When the Fed Can Stop Hiking?

We're Looking to the Labor Market! The Fed typically tightens until the Fed Funds rate exceeds headline
inflation. If inflation continues to decelrate as expected (remember YoY data is working off massive comps
and is naturally headed lower) and the Fed continues to hike rates 50bps at the next couple meetings, we
should get there by sometime in Q2. We don’t expect the Fed to stop until this objective is met.

Source: U.S. BLS U.S. CPI Breakdown

10 Food

H Energy

mm Core Goods
Core Services

— A ctual

18 19 20 21 ‘23

Source: Strategas. As of 12/31/22.

So, How Much Higher Must Rates Go?

Fed Funds Target Rate Upper Bound & CPI
At The End Of Prior Tightening Cycles

25.0%
20.0%
20.0
15.0% 13.0%
Yo
4?_06{]% 6.5% 530
E’ﬁ 2 8% Igg 2 5 /n-; ')0
N -
N \ \\q0 'LQQ\ "\)} \"Q\ &
q\\. ,\5\\. AN \;.\ ,,x,\\ =) A
v \v A\ A\ Vv W
S\ A, W n o\ "

M Fed Funds BECPI

Source: Strategas. As of 12/31/22.

265 Young Street | Fairhope, AL36532 | 251.517.7198 | info@aptuscapitaladvisors.com

For Advisor Use Only



@APTUS CAPITAL ADVISORS 20

We think it will be unlikely that the Fed will pivot to easier monetary policy until it is convinced that the
Fed Funds rate is positive in real terms (point we just made) and also that the labor market is cooling.
Incomes drive spending. Incomes are growing around 5-6%. The ECI report, which is lagging (3Q) but is
the most comprehensive so its a good baseline. 5% nominal income growth which hasn't come down.
2010s we had nominal income growth run in the 1-3% range. The result was observed inflation around
2%.

Labor Costs vs Price Inflation (Y/Y%)
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What’s Next With Unemployment?

Unemployment remains cyclically low at sub 4%. While the Fed thinks the UE rate will rise
>4% over 2023, companies thus far have been hesitant to layoff employees... and for the
companies that have laid off, there are ~1.7 jobs open for everyone searching for work.
Bottomline, we have never entered a recession with unemployment this low.

FRED ﬁ = Unemployment Rate
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Source: Fred. As of 11/30/22.

The structural shortage of qualified employees continues to pressure wages higher.
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FRED ﬂ @ Employment Cost Index: Wages and salaries for All Civilian workers in All industries and
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Source: Fred. As of 11/30/22.

How US Wages Compare With Inflation

W Fed's preferred inflation measure / Annual change in overall wages tracked by Atlanta Fed
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Source: Bureau of Economic Analysis, Atlanta Fed
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Is The Wage Growth Here To Stay?

Today income growth is running 5-6%. Production growth of the economy is the same or weaker
(retirements plus some indications of weaker productivity). Put it all together and it is reasonable that
with wage growth the way it is today, the baseline inflation rate is 3-4% higher than it was pre-covid. And
that is not close to the Fed's mandate. It really is about the wage growth of those with the highest
propensity to consume. That wage growth is actually going *faster* than the headline numbers

Median Wage Growth = Export

- Smoothed (3 month-average) - Non-smoothed

Porcent
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Source: Atlanta Fed. As of 11/30/22.

The pivotal question for Fed officials is whether the climb in US pay over the past 18 months or so is a
one-time bump — as companies adjust to scarce labor supply, and a realization that their workforce was
under-compensated — or a pernicious feedback loop in which prices and wages drive each other up.
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Wage Growth of Job Switchers vs. Job Stayers
12-Month Moving Average of Median Wage Growth
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Source: Bianco. As of 12/31/22.

We're keeping a close eye on the job stayer vs job switcher wage growth differential. According to the
Wall Street Journal, employees who changed companies, job duties or occupations saw even greater wage
gains of 7.7% in November from a year earlier. The prospect that employees might leave for bigger
paychecks is a main reason companies are raising wages for existing employees.

This is likely to continue the spiral of higher wages as companies can’t afford to lose talent and pay up for
them. Allin all, even after higher wages, employees are still losing in real terms as inflation is eating away
at their “raise”.

265 Young Street | Fairhope, AL36532 | 251.517.7198 | info@aptuscapitaladvisors.com

For Advisor Use Only




APTUS CAPITAL ADVISORS 25

Will The Fed Pivot?

The market continues to lean on the “Fed Pivot”. The Fed will pivot BUT it might not be as
quick as normal given the inflationary backdrop.

Fed Funds Y/Y Change
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Q1 2023: Reconciling Market Expectations with Fedspeak

A split has developed between what the market thinks the Fed will do, and what the Fed
keeps saying they’ll do. We think it makes sense to take them at their word, without
making explicit bets that rely on any one outcome.

What the Fed Says vs. What the Market Has Priced In
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Disclosures

Past performance is not indicative of future results. This material is not financial advice or an offer to sell
any product. The information contained herein should not be considered a recommendation to purchase
or sell any particular security. Forward looking statements cannot be guaranteed.

This commentary offers generalized research, not personalized investment advice. It is for informational
purposes only and does not constitute a complete description of our investment services or performance.
Nothing in this commentary should be interpreted to state or imply that past results are an indication of
future investment returns. All investments involve risk and unless otherwise stated, are not guaranteed.
Be sure to consult with an investment & tax professional before implementing any investment strategy.
Investing involves risk. Principal loss is possible.

The Consumer Price Index (CPl) measures the change in prices paid by consumers for goods and services.
The CPI reflects spending patterns for each of two population groups: all urban consumers and urban wage
earners and clerical workers.

When a page is marked “Advisor Use Only” or “For Institutional Use”, the content is only intended for
financial advisors, consultants, or existing and prospective institutional investors of Aptus. These materials
have not been written or approved for a retail audience or use in mind and should not be distributed to
retail investors. Any distribution to retail investors by a registered investment adviser may violate the new
Marketing Rule under the Investment Advisers Act. If you choose to utilize or cite material we recommend
the citation, be presented in context, with similar footnotes in the material and appropriate sourcing to
Aptus and/or any other author or source references. This is notwithstanding any considerations or
customizations with regards to your operations, based on your own compliance process, and compliance
review with the marketing rule effective November 4, 2022.

Advisory services are offered through Aptus Capital Advisors, LLC, a Registered Investment Adviser
registered with the Securities and Exchange Commission. Registration does not imply a certain level or skill
or training. More information about the advisor, its investment strategies and objectives, is included in the
firm’s Form ADV Part 2, which can be obtained, at no charge, by calling (251) 517-7198. Aptus Capital
Advisors, LLC is headquartered in Fairhope, Alabama. ACA-2301-8.
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