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Despite the recent equity volatility and negative headlines, conditions remain bullish for equities.
The strong economy, loose Fed and Q4 combination we outlined in October remains in effect
today. Aside from higher inflation reports, since the November letter there were three significant
developments. First, one of the best coincident economic indicators, the ISM manufacturing
index, improved to 61.1 in November, reaching the 99t percentile of readings since 1990 and
confirming economic strength is not an issue. Second, some dramatic headlines combined with
the brief 4.1% December S&P 500 decline resulted in a dampening of the extreme investor
positioning seen at the November 18t peak. Finally, on November 30t Fed Chair Powell
testified, among other things, that inflation is no longer transitory, marking a potential inflection
point for Fed policy. This month we discuss Fed Policy, inflation and the shift in investor
positioning. U.S., foreign- developed, and emerging markets equities remain a bullish 5 rating
along with gold. Long-term bonds remain a cautious 2 rating and commodities remain a neutral
3.

Fed Chairman Powell Hawkish Talk: Fed Policy Remains Loose

On November 30t Fed Chairman Powell finally rescinded the use of the word transitory, with a
decidedly more hawkish tone than we have heard all year. Aside from the dubious timing, just 8
days after Powell was renominated, it means the taper will likely go faster than expected, and
the assumption is interest rate hikes will begin sometime in 2022. It begs the question, does the
rhetoric mark a shift in Fed Policy and what does it mean for equities? To find out, we broke
historical Fed policy into zones. The first was 3 months prior to the initial interest rate hike. The
second was from the initial hike to 6 months later. And the third was more than 6 months from
the initial hike to the first interest rate cut. The results were telling. In the first zone 3 months
prior to the initial hike, the S&P 500 returned the most at 26.1% annualized and a 94%
probability higher. In the second zone, after the initial hike for the first 6 months, the S&P 500
returned 18.8%. In the last zone, more than 6 months after the initial hike, the S&P 500
returned just 5.8%. In other words, intent is not bearish for equities, and actions speak louder
than words.

This review and outlook report by Brenton Point Wealth Advisors LLC represents our views and beliefs regarding the current market outlook. Please also read
the important disclosures at the end of this report.
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Highest Equity Returns Prior to Initial Fed Hikes
S&P 500 Returns 1950-2021
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Inflation 6.8% Y/Y in November: Positive for Equities

CPI headline inflation reached 6.8% in November, the highest since 1982. It is making headlines on a
daily basis and causing political reactions. Our inflation outlook indicators remain high at 84.7, and
inflation comps remain low until March. In other words, as we mentioned last month, due to the
base effect, it will be difficult for inflation to turn much lower until March when year ago increases
were high. The elephantin the room for inflation bulls is why the 10-year yield remains at just 1.5%.
Historically the 10-year yield led inflation moves. The ominous fact is aside from the Korean War in
1950, all the prior inflation spikes similar to this year only ended after a recession hit.

However, the more relevant issue is what are the implications for investors today. The short answer
is surprisingly positive. Equities are a good hedge against inflation because, for the most part,
companies have the ability to raise prices to protect their margins and maintain earnings growth.
Obviously on a micro level it is quite complex, since rising input costs like labor could erode earnings
instead. A historical test is always helpful to sort theory from reality. Since 1950, the S&P 500
returned a very mixed -0.4% when inflation was over 4% and rising. However, when inflation was
over 4% and rising AND monetary policy was loose as it is today, the S&P 500 returned 10.4%
annualized. Itis only when the Fed tightened policy that equity returns were decidedly negative
historically. When the Fed hikes interest rates in earnest, the eventual outcome is usually an equity
bear market made deeper due to a recession. For now, however, conditions remain positive.
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Inflation Outlook Remains Extreme: 3-5% Inflation Ahead
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CPI M/M: High Comps Start in March
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Negative Headlines and Equity Volatility in December: Bullish for Q1

Recent Omicron, inflation and Ukraine headlines combined with the brief 4.1% December decline
in the S&P 500 was effective in moving investor positioning from extreme at the November 18t
peak back to neutral by mid December. The move effectively removed one of the equity risks going
into the New Year. Cash levels and put call ratios rose and surveys of bulls declined across almost
all investor groups, generating fuel for the next market advance. In prior years since 1950 the S&P
500 was up strongly in October and YTD, November and December were mixed as the market
consolidated gains, then continued higher through the first quarter. Despite such incredible
headlines like Omicron, inflation and Ukraine fears, this year is following the pattern. Despite a
quick rebound in the S&P 500 to a new high, investor positioning remains neutral, setting the
market up for a strong first quarter.

Investor Positioning Back to Neutral in December
Market Set Up for Potential Strong Q1
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Summary

This month we reviewed economic, monetary and investor positioning indicators and concluded
that conditions remain positive for equities at least through the first quarter of 2022. Although
there is justified fear of tighter Fed policy ahead, historically the best equity returns were in fact
before the initial hike. Inflation and Fed policy are critically important to equity returns, but not
always as they are portrayed in the press. We will continue testing conditions as they change.
Thank you for your support and please contact your advisor with any questions.

Michael Schaus
Director of Market Research




