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Dear friends of Arcus Capital Partners,

We hope this letter finds you well and that you are
having a great start to the year. After two years of
stellar performance, equities finally stumbled
during the first quarter. Investors were laser-
focused on the Federal Reserve (Fed) as the group
vocalized its plan to normalize policy quicker than
most experts anticipated. Additionally, the conflict
in Ukraine weighed on investor risk appetite and
helped send commodities to multi-year highs. It
was a lackluster quarter for global equities as
volatility spiked and most indexes finished in the
red. Interest rates continued their march higher
across the yield curve, and the Fed raised short-
term rates for the first time since 2018. Finally,
commodities regained their footing, and many sub-
sectors made fresh highs, even as the US dollar
strengthened. Our outlook remains positive for
equities and commodities and negative for rate-
sensitive fixed income. We continue to anticipate
above-average levels of equity market volatility but
believe that investors should selectively add on
material weakness.

|. Market & Economic Overview

The year started with the S&P 500 index sitting at
all-time highs and many equity indexes poised to
rally. Improving global data supported this view as
supply-chain bottlenecks appeared to be easing,
consumer demand temained firm, and omicron
cases were peaking (Chart 1). Fears over the latest
variant's high transmission rate quickly subsided
once health care professionals discovered it was
less deadly and had milder symptoms than past
variants. This outcome showed up in high-
frequency spending and travel data which quickly
recovered after experiencing a shallow dip in late-
2021 (Charts 2 & 3). These positive trends remain
in place today and suggest that the consumer
remains well-positioned and pent-up demand has
yet to be exhausted.
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Unfortunately, persistently high inflation data
interrupted the market's positive momentum from
2021 (Chart 4). Supply chain disruptions, labor
shortages, and rising input costs failed to stabilize
as soon as many pundits expected. Supply-
constrained areas such as automobiles (new &
used), food and energy, and shelter remained
stubbornly high (Chart 5)." US consumers are
disproportionately affected by elevated prices
within these groups, forcing officials to take
decisive action. During the quarter, the Federal
Reserve outlined its intention to remove its
accommodative policy at a much faster pace than
previously expected. Their framework included
additional rate hikes and the start of quantitative
tichtening. At the end of 2021, the market
forecasted that the Fed would raise rates three
times this year — this number has since increased to
nearly ten hikes in 2022.

The Fed's current plan is a drastic shift from where
the group stood six months ago, and the market is
listening. The US 2-year Treasury rate increased
from ~0.20% last summer to the recent high of
~2.78% — the highest level since early-2019.
Furthermore, several long-duration equity sectors
(e.g. biotech) have experienced significant losses
since the Fed made its hawkish pivot. These
companies are viewed as dependent on low and
stable interest rates to fund their growth. Finally,
the US 2-yr/10-yr yield curve inverted for the first
time since 2019 (i.e. the 2-year rate was higher than
the 10-year rate). None of these factors are fatal for
the US economy, but some early recessionary
warning signals are starting to flash yellow.

Chart 4
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As previously noted, global supply chains have
experienced severe disruptions over the last
twenty-four months, which has led to goods
shortages, longer delivery wait times, and increased
shipping rates (Charts 6-7). Recently, 41 container
ships were waiting to dock on the West Coast,
while 63 were waiting on the East Coast — these
figures are well above the pre-covid norms.*
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We expect inflation to gradually decline this year
but remain above the average levels seen during the
past decade. The odds of a recession occurring in
2022 are low but increase when looking out over
the next twenty-four months. For now, the macro
backdrop remains positive and should support risk
assets. Nevertheless, the global fiscal and monetary
impulse experienced over the last few years has
turned negative and financial conditions are
tightening. Additionally, China is experiencing a
spike in Covid cases, leading to more lockdowns,
putting further stress on logistical networks, and
hurting global demand. Domestically, a few late-
cycle warning signals are starting to flash, but none
are severe enough to warrant risk reduction. Over
the coming months, we think volatility will
remain elevated as the Fed raises rates and the
mid-term elections approach, but we believe
any weakness will create a buying opportunity.

II. US Equities

After a year of impressive gains and limited
volatility, domestic equities ended the first quarter
in the red. Investors grappled with rising interest
rates and the Fed's increasingly hawkish outlook.
The S&P 500 index finished well off its intra-
quarter lows and ended down by -4.60%, while the
smaller capitalization Russell 2000 index declined
by -7.53%. Internally, sector dispersion remained
high as value sectors (e.g. energy) outperformed
while growth sectors (e.g. technology) lagged
(Chart 8). This outcome highlights the continued
reversal of the longstanding leadership role by
mega-cap growth stocks (Chart 9). It also illustrates
the risks associated with an overly concentrated
market. Over the last decade, investors have
poured money into growth-oriented equity index
funds (e.g. S&P 500) that favor the largest stocks
in the index. For example, Apple (AAPL), which
makes up ~6.9% of the index, is now bigger than
the combined weight of the 49 companies in the
energy and materials sectors (Chart 10). Although
not a direct comparison, the current market
concentration is reminiscent of the late-90s tech
bubble. Furthermore, growth companies tend to
be inversely correlated with interest rates and could
underperform if rates continue to rise. These
factors are not a reason to sell equities but are
worth watching.

Chart 8
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Earnings have been another hot topic as investors
attempt to weigh the impact of rising input costs
and higher interest rates. So far, many companies
have maintained high operating margins by passing
through cost increases to consumers. However,
this solution cannot last forever and will eventually
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lead to demand destruction or product
substitution. While still positive, corporate
earnings may have finally hit an inflection point as
analyst revisions are starting to decline. For now,
the market is likely to continue rewarding higher-
quality companies with lower leverage, especially
those that offer an attractive dividend yield.

Finally, much has been said about the recent
inversion of the yield curve and what it means for
equities. Historically, the median time between an
inversion and recession is 20 months.’ During that
period, the S&P 500 has performed well — trading
positively two-thirds of the time over the following
12-24 months post inversion.” Nevertheless,
equities are forward-looking and tend to peak
before most recessions start and bottom before
they end, so timing the top can be difficult but
rewarding if you sell in time. Since 1950, the
average recession has lasted ~11 months, with the
S&P 500 declining by -30% peak-to-trough.® The
odds of a recession over the next 12-24 remain low,
but the historical data suggest we could have one
by the end of 2023.

Equities will likely remain volatile and rangebound
over the next few quarters as the Fed raises short-
term rates and the mid-term elections loom. Mid-
term election years have experienced an average
drawdown of ~19% that bottoms just ahead of the
election.” However, these occurrences have
provided attractive buying opportunities — the S&P
500 has gone up by ~32% over the next twelve
months."” For now, the market appears to be
trading in a sideways consolidation as investors
wait for more clarity. Oversold areas within the
growth-oriented sectors such as innovative
technology or biotech may rally from current levels
but are unlikely to reemerge as market leaders. In
our view, investors must remain patient and
selective when buying stocks. We maintain a
favorable outlook for US equities and prefer
higher-quality companies that pay dividends.

[ll. International Equities

Foreign stock performance was negative for the
quarter after an equally frustrating 2021.
International developed equities (MSCI EAFE)
declined by -5.77%, and the emerging markets

(MSCI EM) fell by -6.99%." On a relative basis,
non-US equities started the year on a solid footing
and seemed poised to outperform in 2022.
Unfortunately, that ended in February when Russia
invaded Ukraine and soured investor sentiment
toward the group. At the same time, it appears as
if the global economy may be decelerating right as
central banks are removing stimulus measures to
help fight inflation (Chart 11). Furthermore, after a
brief pause, global prices continued to rise near
multi-decade highs and are likely to erode
corporate earnings (Chart 12). These factors and
others have led us to take a cautious near-term view

of developed non-US markets (e.g. Europe).
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Nevertheless, some areas performed well during
the quarter, specifically those tied to natural
resources. For example, commodity-heavy
Brazilian equities have performed much better
than tech-heavy Chinese stocks (Chart 13). Similar
decoupling has occurred globally as commodity
prices and interest rates have risen in tandem,
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providing a tailwind for some markets and a
headwind for others. That said, the worst may have
passed for EM stocks, specifically Chinese equities.
China recently started easing its lending standards
to spur economic growth (Chart 14). Unlike the
rest of the world, China is attempting to loosen
financial conditions rather than tightening them. It
is also worth noting that Chinese markets have
already declined by ~50%, and their valuations are
attractive relative to their long-term averages."
Risks remain and include the ever-increasing
prospect of a global recession, rising Covid cases
in Asia, and deteriorating investor sentiment. All in
all, emerging market equities have been a
challenging asset class to own for several years, and
volatility is likely to remain elevated; however, the
worst-case scenario is likely priced in near current
levels. We remain bullish on EM equities but
have downgraded our outlook for non-US
developed markets to neutral.

Chart 13
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IV. Fixed Income

Interest rates marched higher during the quarter as
persistently high inflation, and hawkish rhetoric
from the Federal Reserve caused investors to shun
bonds. At the start of the year, analysts anticipated
the Fed would raise short-term rates no more than
three times in 2022. Today, that number sits closer
to ten hikes, with the expectation of multiple 50bp
increases.” The 2-year yield started the quarter at
0.73% and recently got as high as 2.78% (Chart
15)."* This parabolic move confirms that the bond
market is not calling the Fed's bluff. The 10-year
US Treasury yield started the quarter at 1.51% and
currently sits just below 3.0% (Chart 16)."

Chart 15
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Rising yields can be seen in other areas, including
mortgage rates (Chart 17). This sharp increase
should help slow the white-hot housing market as
borrowing costs hit multi-year highs. Finally, the
dollar amount of negatively yielding debt has
dropped substantially over the last year (Chart 18).
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Chart 17
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Rising yields weighed on rate-sensitive bonds and
pushed them deep into the red during the quarter.
The Barclays Aggregate Bond Index finished down
by -5.93%, while the tax-free Barclays Municipal
Bond Index dropped -6.23%.'° Credit markets
were not immune, and the Bloomberg High Yield
Index finished the quarter down by -4.84%."
Bank loans were one of the few places to hide
within the fixed income markets, and the
S&P/LSTA Leveraged Loan Index only declined
by -0.10%." Overall, credit markets remain healthy
and are not showing any cracks, but this is an area
we are watching closely for signs of stress.

We now expect the Fed to raise short-term
interest rates 7-9 times during 2022 and
continue hiking in early 2023. We continue to
think higher-quality bonds are unattractive
due to their inverse relationship with rates.
Within credit, we prefer floating rate sectors
and private credits that have a lower
correlation to interest rates.

V. Commodities

Fears over the omicron variant's economic impact
quickly dissipated in early-2022, and commodities
continued their multi-quarter rally. The Bloomberg
Commodity TR Index finished the quarter up
25.55%." Much of the strength came from the
energy complex, which continues to see a supply-
demand imbalance after years of underinvestment.
Energy markets also benefited from the conflict in
Ukraine. Crude oil climbed to ten-year highs and
sent gasoline prices to neatly $5/gallon (Charts 19
& 20). Although producers have responded by
increasing supply, rig counts are well below peak
levels, and it is unclear how much impact it will
have on containing prices in the near term (Chart
21). The longer-term outlook remains uncertain as
central banks remove accommodative policy to
tame inflation, potentially slowing the global
economy and hurting oil demand. Another
wildcard is the war between Russia and Ukraine —
an eventual ceasefire will likely erase the war
premium embedded in current prices.

Chart 19
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Chart 21
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Elevated equity volatility and increased macro
uncertainty sent gold prices higher, even as the US
dollar (USD) strengthened and interest rates rose
(Chart 22). Over the last decade, investors have
consistently hedged equity risk with high-quality
bonds (e.g. Treasuries) due to their inverse nature.
However, this relationship broke down in 2022 as
stock and bond prices declined simultaneously and
forced investors to seek out uncorrelated hedges.
Other asset classes, such as cryptocurrencies (e.g.
Bitcoin), also failed to offer downside protection
during the recent bout of equity weakness. For
now, the setup for gold remains positive and
should provide an attractive hedge against
continued equity volatility and geopolitical risks.
Additionally, the dollar has historically weakened
once the Federal Reserve embarks on its hiking
cycle, which should act as a tailwind.” All of these
factors suggest that investors looking for portfolio
insurance should consider the yellow metal.

Chart 22
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We remain bullish on economically sensitive
commodities but recognize that near-term
headwinds are forming. We also think
precious metals may provide a good hedge in
the current market environment.

VI. Looking Ahead

Over the next few quarters, we expect equity
volatility to stay elevated and believe the market
will remain rangebound. Tighter monetary policy,
the looming mid-term elections, and softer
economic data are some of the hurdles the market
faces. Nevertheless, any potential weakness could
set up a great buying opportunity as equities have
historically performed well the year after a mid-
term election. For now, investors should focus on
higher-quality companies that can withstand rising
costs and return capital to shareholders.

Above-average inflation, fading monetary policy
support, and reduced investor demand have the
potential to push interest rates higher across the
yield curve, albeit at a slower pace. In turn, rate-
sensitive bonds such as Treasuries and high-quality
corporate bonds stand to underperform. The one
caveat is short-term rates which could start looking
interesting if the Fed raises rates as expected.
Credit spreads remain very tight and do not offer
attractive risk-adjusted returns. We prefer floating
rate loans and private credit (e.g. middle-market
lending), where yields are higher and less correlated
to interest rates and the public markets.

Finally, cyclical commodities remain structurally
bullish and act as a natural inflation hedge but
could face near-term headwinds. Additionally, gold
has the potential to continue hedging against
market volatility and macro risks.

As always, we are available to discuss these items
and address any other questions you may have.
Thank you for the trust you place in our firm.

Sincerely,

Arcus Capital Partners
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* The NYSE FANG+ Index is an equal-dollar weighted index designed to represent a segment of the technology and
consumer discretionary sectors consisting of highly-traded growth stocks of technology and tech-enabled companies such
as Facebook, Apple, Amazon, Netflix, and Alphabet's Google.

Important Risk and Disclosure Information

This commentary is furnished for informational purposes only and is not investment advice, a solicitation, an
offer to buy or sell, or a recommendation of any security to any person. Managers' opinions, beliefs and/or
thoughts are as of the date given and are subject to change without notice. The information presented in this
commentary was obtained from sources and data considered to be reliable, but its accuracy and completeness
is not guaranteed. It should not be used as a primary basis for making investment decisions. Consider your own
financial circumstances and goals carefully before investing. Certain sections of this commentary contain
forward-looking statements that are based on our reasonable expectations, estimates, projections, and
assumptions. Forward looking statements are not indicators or guarantees of future performance and involve
certain risks and uncertainties, which are difficult to predict. Past performance is not indicative of future results.
Diversification strategies do not ensure a profit and cannot protect against losses in a declining market. All
indices are unmanaged, and investors cannot invest directly into an index. You should not assume that an
investment in the securities or investment strategies identified was or will be profitable.
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