FOURTHOUGHT QI ECONOMIC REVIEW:

PERSEVER

LESSONS FROM HU_RRICA

by Scott Pinkerton and Jake MacFarlane

ur headquarters is in Venice Florida. In late August

we were hit by Hurricane lan.

Prior to lan, Venice never suffered serious

hurricane damage. Why? | have heard just about
every crazy hurricane theory/reason; from offshore Indian
burial grounds to weird pre-historic undersea archaeological
structures that supposedly protect Venice (and provide the
supply of Sharks Teeth).

We humans are pattern seeking, storytelling machines.
We are quick to draw conclusions and see patterns
in randomness. People errantly drew conclusions
from previous hurricane experiences that led to tragic
consequences.

For example, in 2017 with Hurricane Irma, we evacuated
my mom from her assisted living facility, drove to the only
spot in Florida not in the cone, Jacksonville, to ride out
the storm. Guess, where the storm hit? Jacksonville. What

i

FOURTHOUGHT

PRIVATE WEALTH

conclusion would one draw from such an experience?
Don’t evacuate.

It is healthy and natural to let our past experiences
influence our decision making. But, when developing a
plan for your personal safety or for your investments it is
critical to turn off the emotional part of our brains and fire
up the slowing thinking, analytical parts. Our emotional
brains overweight recent experiences (recency bias) and
sees patterns in randomness.

Our belief is that the current economic and geopolitical
storm is fundamentally different from the last three
economic recessions. We believe this slow down marks
a change in the way the world’s economies and our
investment’s function and inner-relate. The main point
of this paper is to highlight some of these changes
and the “street signs” to watch, to help us adapt as the
facts change.

For additional graphs and more in-depth discussion, please watch our Economic

Webinar: https://attendee.gotowebinar.com/recording/8547096947902278231


https://attendee.gotowebinar.com/recording/8547096947902278231 

What are
street signs
and how
do we use
them?
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FourThought investment principal #1. We are not Gods. Therefore, we cannot predict the future.

Note how the path of lan changed in a week; likewise, this economy will change directions as

well. The process of predicting holds the door and lets many investing bias’ in. Once you predict

you will find yourself subjected to confirmation bias, over confidence bias, recency bias and

many others. A better process is to forecast, based on your best thinking and change as the facts

reveal themselves. It is like we are on a massive road trip, and we don’t know the destination.

But we diligently watch for street signs to give us clues and steer accordingly.
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WATCH THE STREET SIGNS AND ADJUST YOUR ASSET
ALLOCATION AS ROAD CONDITIONS CHANGE.
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Thinking Like a Reptile

Consumer sentiment hit a 40 year
low late last year. Americans are more
pessimistic about the economy than
in the middle of the Global Financial
Crisis (when many global banks went
bankrupt) and during Covid, when the
world economy shut down and we
didn’t yet have a vaccine. This seems
strange in a country with virtually no

unemployment, low levels of personal
debt and near record high consumer
balance sheets.
Why is that and what does it mean?
The answer is not empirical but
rather sociological. In our opinion it
is a soup of ingredients including the
psychological impact of covid, divisive
politics, the influence of social media,

and other factors that is making things
spicy. The bottom line for us is to
recognize that these influences impact
the investors both professionals

and individuals.

We know that we have two broad
ways of thinking: an emotional
“reptilian” way, and a slow thinking
analytical way. We are seeing an
increase in volatility as investors let

Consumer Sentiment Index and subsequent 12-month S&P 500 returns their emotions get the best of them
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Source: FactSet, Standard & Poor’s, University of Michigan, J.P. Morgan Asset Management. .. .
Peak is defined as the highest index value before a series of lower lows, while a trough is defined as the lowest index value before a series of higher highs. Subsequent 12- repositioning.
month S&P 500 returns are price returns only, which excludes dividends. Past performance is not a reliable indicator of current and future results.
Guide to the Markets — U.S. Data are as of December 31, 2022.

Fed to the Rescue? Not this time

We have lived through a bunch of hurricanes and
a bunch of economic storms. What did the 2001-02
tech bubble/911,the 2007 & 8 global financial crisis
and the COVID recessions have in common? The
Federal Reserve came to the rescue by lowering
interest rates, quantitative easing and massively
stimulating the economy.

These were all shocks to our world; consumer
demand and money supply dried up. The result were
relatively quick rebounds in asset prices and fairly short
recessions (although they were deep). This is not going
to happen this time. In fact, in many ways, the Federal
Reserve is the villain of this weakness not the hero.
The problem we have is too much money chasing too
few goods. We need to increase supply. This is going
to take longer to accomplish, and the world’s central
banks don’t have all the tools to do it. We will also
need immigration reform (labor supply), fiscal restraint
(stop digging the stimulative hole), and incentives for
businesses and people to invest in production. Many of
these are happening but it will take a while.

Federal funds rate expectations
FOMC and market expectations for the federal funds rate
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Source: Bloomberg, FactSet, Federal Reserve, J.P. Morgan Asset Management.
Market expectations are based off of the respective Federal Funds Futures contracts for December expiry. *Long-run projections are the rates of growth, unemployment and inflation to
which a policymaker expects the economy to converge over the next five to six years in absence of further shocks and under appropriate monetary policy. Forecasts are not a reliable
indicator of future performance. Forecasts, projections and other forward-looking statements are based upon current beliefs and expectations. They are for ilustrative purposes only and
serve as an indication of what may occur. Given the inherent uncertainties and risks associated with forecasts, projections or other forward-looking statements, actual events, results or
performance may differ materially from those reflected or contemplated.
Guide to the Markets — U.S. Data are as of December 31, 2022.

ACTIONABLE ITEMS:
Investors need to lower their return expectations, invest for
current income and preserve.
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Inflation Drivers: Has inflation peaked?

Many of the items that spiked in

the fall are returning to normal as the
supply chain bottlenecks have been
fixed. Did anyone really think that a
car would go up in value after you
drove it off the lot? However, housing
costs and labor costs are actually
rising. We fear that we may have to
live with an elevated rate of inflation
for the next 3-5 years.

ACTIONABLE ITEMS:

Focus on companies and
investments that have pricing
power (if Microsoft bumps their
annual cost, you will pay it) and
have a history of income that grows
faster than inflation. For example,
apartment REITs that have been
marked down but have guaranteed
rent escalations in their leases.

Inflation
Heat-map

In this exhibit green is good-low
inflation; red is bad - high inflation.
Note how green the far right is
becoming. Inflation is mitigating.
Also note the red area, housing.
With mortgage rates increasing
and the cost of construction and
land still high, we don’t have a
flood of new supply. However,
things might be better than they
look. The main component of
housing costs is OER or Owners’
Equivalent Rent. This statistic
attempts to measure what a
homeowner would have to pay to
rent the house that they lived in.
It is reporting big, but somewhat
phony, price increases. Energy,
labor and housing costs are going
to take time to bring down.

Contributors to headline inflation

Contribution to y/y % change in CPI, not seasonally adjusted
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Inflation expectations, next 5 years

% change vs. prior year, non-seasonally adjusted

10yr Avg.  Latest*
Consumer expectations 2.7% 2.9%
Professional forecasters 2.3% 29%
5yr inflation breakevens 1.8% 2.3%

Source: Bureau of Labor Statistics, FactSet, Federal Reserve Bank of Philadelphia, University of Michigan, J.P. Morgan Asset Managem ent. Contributions mirror the BLS methodology on Table
7 of the CPI report. Values may not sum to headline CPI figures due to rounding and underlying calculations. “Shelter” includes owner’s equivalent rent and rent of primary residence.
“Other” primarily reflects household furnishings, apparel, education and communication services, medical care services and other personal services. *Reflects the latest daily Syr/Syr
breakevens, preliminary or final Consumer Sentiment survey, and the quarterly Survey of Professional Forecasters interpolated to a monthly series. The Survey of Professional Forecasters
reflects the median estimate by professional forecasters of average CPI inflation over the next 5 years. The series has been adjusted by J.P. Morgan Asset Management to exclude realized

inflation readings within the forecast window.
Guide to the Markets — U.S. Data are as of December 31, 2022.

Consumer Price Index, components
m/m % change, seasonally adjusted

2021 2022
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Source: BLS, FactSet, J.P. Morgan Asset Management. Heatmap shading is relative to the two-year period shown. Component weights may not add to 100. OER refers to owner’s

equivalent rent.
Guide to the Markets — U.S. Data are as of December 31, 2022.

ACTIONABLE ITEMS:

Inflation has probably peaked and soon the Fed will stop raising rates.
Now is a great time to fill up those bond ladders.
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Labor Demand:
Double-edged Sword

Low unemployment is good right? Well, for people who are retired, your self-
interest might be to have “more slack” (isn't that a nice way to say people lose their
jobs) in the labor market because rising wages are a big component of inflation.

On the other hand, it is hard to imagine a deep recession when everyone who
wants to work is working. This may be impossible to fix. The youngest baby
boomers (the largest generation in history) just turned 60. They are exiting the
workforce at a great rate than people entering the workforce. We may see a higher,
persistent long term inflation rate. The era of 0% interest rates is over.
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Source: U.S. Department of Labor, J.P. Morgan Asset Management. *JOLTS job openings from February 1974 to November 2000 are J.P. Morgan Asset Management estimates.
Guide to the Markets - U.S. Data are as of December 31, 2022.

ACTIONABLE ITEMS:

Watch for potential positive surprises including immigration reform,
productivity enhancements and workforce participation. These could
signal positive surprises.

EVACUATION
ROUTE

SURVIVING
THE STORM

55+ YEAR OLD’S

* Prepare for the
flood.

* The goose that lays
the golden eggs.

* Don’t go outside
during the storm.

YOUNG PEOPLE:
» Keep buying.

THRIVING:

* Bonds are
attractive

e Multi Family
Real Estate
demand is robust

* Quality is not at
a premium.
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Recessions
and the
Stock Market

When the average investor hears
that many are predicting a recession,
the reptile part of their brain kicks in
and they want to flee. The problem is
that inflation indicators are backward
looking and are used to confirm that
our economy has contracted for
two simultaneous quarters. See the
problem? We don’t know we are in
a recession until we have been in
a recession for six months. Often,
we are out of the recession before
we know we are in it. More relevant
for investors, eight of the last nine
recessions the market bottomed
before the economy did. This means
that the market bottoms while the
economic news worsens. Don't try to
time the market — you will get burned.
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Source: BLS, Ibbotson, J.P. Morgan Asset Management. Time zero represents the numeric low of the S&P 500 Total Return Index associated with the
recessionary period defined by the shaded grey area; data shown in months. S&P 500 Index is rebased to 100 at time zero.
Guide to the Markets — U.5. Data are as of December 31, 2022.

ACTIONABLE ITEMS:

Don’t pay too much attention to the labels of when we are in or out of a
recession. The economy will slow down; long-term solid companies will
survive and thrive. Use weakness to add to positions.

Earnings: Our Primary Concern

On the right is the NFIB small business
survey. Small businesses expect to do
three things next year: raise prices, raise
employee compensation and experience
lower sales. Will the projected price
increases offset higher compensation
and lower sales? We doubt it. We think
corporate margins will be squeezed
and earnings will not meet analyst
expectations. This makes many stocks
falsely appear to be cheap.

ACTIONABLE ITEMS:

Security selection is key.
Analyst need to dig deeper
than historic PE ratios.

S&P 500 earnings per share gt yst | of annual earnings
Index annual operating eamings S&P 500, pro-forma EPS, 1996 - 2021
$275 9%
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Source: Compustat, FactSet, Standard & Poor’s, J.P. Morgan Asset Management.
Historical EPS levels are based on annual operating earnings per share. Earnings estimates are based on estimates from Standard & Poor’s and FactSet Market Aggregates. *Earnings and
multiple growth are both year-to-date percent changes of next 12-month estimates. Past performance is not indicative of future returns.

Guide to the Markets — U.S. Data are as of December 31, 2022.
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Valuations
Matter

This graph shows the current valuation
of various markets compared to last year.
Things are much more attractive this
year than last. Not surprising after the
negative returns in 2022. Quality bonds,
international and small cap stocks are all

Asset class valuations
Z-scores based on 20-year average valuation measures
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Donrt fO rget to diVerSify. Certain Treasuries U.SB.oﬁre Dg(_EJf;i‘ty Munis* EM Equity U.S(.:Spmall U.S. Value U.?{ieT;gh U.Sc.:la.z:rge U.S. Growth

asset classes have performed so
Source: Bloomberg, BLS, CME, FactSet, MSCI, Russell, Standard & Poor’s, J.P. Morgan Asset Management.
High Yield: J.P. Morgan Domestic High Yield Index, U.S. Core Bond: Bloomberg US Aggregate, Treasuries: Bloomberg U.S. Aggregate Government — Treasury, Munis: Bloomberg Municipal Bond. *Munis

U.S. Large Cap: S&P 500, U.S. Small Cap: Russell 2000, U.S. Mid Cap: Russell Midcap; EM Equity: MSCI EME, DM Equity: MSCI EAFE, U.S. Value: Russell 1000 Value, U.S. Growth: Russell 1000 Growth, U.S.

poorly, for so long, the investing
risk/rewa rd ana |ySiS iS Com pel I i ng i ’(SAII;ig s Itiisa.:::t‘esd—ol;‘,;,"ebata ar::, ivale De’cemberal, zuazs;umlnga p-i tax bracket rare of 37% plus a Medicare tax rate of 3.8%.

CONCLUSION

| went down into my safe room when lan hit. It

that the worst is yet to come and that things will go

was around 2 pm. | came up around 4 pm thinking
that it must have passed but she was still blowing
hard. | repeated this drill hourly. It wasn’t until
about 2 am that it finally passed. When will

this economic storm pass. No one knows. Let

me repeat, no one knows. The most dangerous
thing to do in the middle of the storm is to try

to put up shutters. In my 35 years of investment
management experience, | have noticed a single,
omnipresent paradox: when everyone is convinced

lower, people feel comfortable getting out. When
everyone gets out, there is no one left to sell. If
there is no one selling the markets can’t go down.
In short, when everyone is pessimistic markets
rally. Don’t worry about what will happen in 2023.
2023 will be very much like 2008, the recovery
begins, market bottoms and the opportunity to buy
world class companies presents a once in a decade
opportunity. The question is which companies will
emerge as dominating forces for the next decade?
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Advisory services provided by FourThought Financial, LLC.

FourThought Private Wealth is owned by FourThought Financial, LLC (FFLLC) is an SEC-registered investment
advisor. Forinformation pertaining to FFLLC please contact FourThought Private \Wealth or refer to the SEC's website,
www.adviserinfo.sec.gov. This presentation is provided for informational purposes, not as personal investment
advice. This presentation may contain certain forward-looking statements which indicate future possibilities. Any
hypothetical example is intended for illustrative purposes only and does not represent an actual client or an actual
client’s experience, but rather is meant to provide an example of the process and the methodology. Any reference
to a market index is included for illustrative purposes. It should not be assumed that your account performance
will correspond directly to any benchmark index. There is no guarantee views and opinions expressed herein will
come to pass. Past performance is no guarantee of future results.

310 W. Venice Avenue | Ste 210 | Venice, FL 34285 | 941.408.8557 | 866.209.8557 | fourthought.com



