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Weekly Economic Recap -

The S&P Case-Shiller Home Price Index showed
home prices jumped 21% YoY, a new record
high. The gains in March were led by Dallas,
Tampa, and Seattle. Chicago and Boston saw
the lowest gains.

Consumer confidence as measured by the
Conference Board showed confidence fell in
May. Confidence was weak in both categories
(i.e., confidence of current situation and
expectations for the future).

The ISM Manufacturing Index rose in May led
by growth in customer inventories and a rise in
delivery times (takes longer for deliveries).
While employment and prices paid led the
weakness, the backlog of orders also fell.

The U.S. economy added 390k jobs in May
(328k estimated) and the unemployment rate
remained steady at 3.6%. The labor force
participation rate rose after its surprising
decline last month. There were solid gains in
leisure/hospitality, business services, goods
producing and the education sector. Wages
rose less than expected for the month but the
year over year growth rate remains elevated.

The ISM Services Index declined in May but
remains solidly in expansion territory. A
significant drop in the backlog of orders and
supplier delivery times led the weakness. In
addition, prices paid fell to an eight-month
low. New orders and employment were the
main components to rise.
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Key Takeaways:

Home prices rise at fastest pace on record.
Consumer confidence falls narrowly.

The U.S. economy added 390k jobs in May.

U.S. equities falter; Asian equities rally.

Global yields higher on inflation concerns.

Crude oil shrugs off OPEC+ increased production.

Weekly Market Recap —

Equities: The MSCI AC World Index fell for the eighth time in the past nine
weeks on fears of an aggressive Fed in the U.S. and mixed economic data.
All the major equity regions declined except the emerging markets. The
emerging markets were boosted by strength in Asian equities as China
loosed COVID restrictions. The U.S. and the UK were the weakest
developed markets. Within the U.S. all the major indices declined but
growth modestly outperformed value (at the large cap level) for the second
consecutive week. In addition, small cap stocks fell less than large cap
stocks on fears that a strong dollar will weigh more on large cap earnings.

Fixed Income: The Bloomberg Barclays Aggregate Index fell for the first
time in four weeks as bond yields climbed on inflation concerns. The only
major fixed income sector to rally was municipal bonds. Treasuries took the
largest hit of the fixed income sectors.

Commodities/FX: The Bloomberg Commodity Index fell slightly for the
week led by weakness in agricultural commodities and gold. Crude oil
rallied despite OPEC+ announcing plans to significantly increase output.
Agricultural commodities, specifically wheat, has been under pressure as
supply has been better than anticipated from Ukraine.

Service Inflation a Concern; Is it Peaking?
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Balance sheet runoff set to begin.

Runoff and rising interest rates has only been seen once in history.

What will the balance sheet look like at the end of the year?

It may be time to gear up for more volatility.

Interest rate sensitive investments should see further downside.

Let the Runoff Begin

The Federal Reserve is beginning their
planned balance sheet runoff this week
to combat inflation running at multi-
decade highs. The Fed is also
undertaking one of the most aggressive
rate hiking cycles in decades. In October
2017, the Federal Reserve was in a
similar situation in which they began
letting the balance sheet runoff and
were raising the Fed Funds rate. That
was the only other time in history that
such a tightening cycle was completed.
Balance sheet runoff is another
monetary tightening tool available to
the Federal Reserve. Essentially, they
will not reinvest proceeds from
securities on their balance sheet as they
mature, thus reducing liquidity in the
financial system. In this weekly, we look
at the last time they reduced their
balance sheet and raised rates to get a
gauge of what may be in store for the
economy and the markets.

e Schedule of Balance Sheet Reduction:

First three-months: $30 billion cap on
Treasury runoff/$17.5 billion cap on
Agency debt

Thereafter: $60 billion cap on
Treasury runoff/S$35 billion cap on
Agency debt
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The Federal Reserve’s balance sheet as
of June 1 had ~$8.9 trillion worth of
assets on it (not just securities are on
the balance sheet), roughly double the
size in 2017 ($4.5 trillion). Treasuries
account for ~70% of the securities held.
Agency and mortgage-backed securities
account for ~30%.

The first month of runoff, will look
slightly different as there are four
Treasury securities set to runoff totaling
$48.25 billion, forcing the Fed to
reinvest $18.25 billion so they do not
exceed the monthly cap.!

e Impact on Balance Sheet: If the Fed
stays true to their plan, they will
remove ~S$552 billion by year-end,
and another ~1.1 trillion by 2023
year-end.! If economic conditions
warrant the runoff to continue down
this path, the securities on their
balance sheet would shrink below $7
trillion by year end 2023. According
to Wells Fargo, that is equivalent to
raising the benchmark rate by ~1%.*

e How did the Market React in 2017:
The S&P 500 rallied in the months
after the runoff began in 2017.
However, concerns over tighter
monetary policy and the economy led
to a correction to start 2018 (-10%)
and a near bear market to end 2018
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(-19.6%). Valuations also contracted
due to the tighter policy. The trailing
PE of the S&P 500 fell more than 20%
from October 2017 to the end of
2018 (from 22x to 17x).

e Did it Help Inflation? In 2017, it took
nine months from when the Fed
started their balance sheet run off for
inflation to peak (albeit the peak was
2.9% compared to CPl at 8.3% now).
However, tighter policy and higher
bond yields (10-year Treasury yield
rose 90 bps from Oct. to Dec. 2018)
slowed economic growth
substantially (from 3.8% QoQ in 4Q17
to 0.9% in 4Q18).

The Bottom Line:

While we can look at 2017 to get some
idea of what is ahead, we also must
acknowledge that the balance sheet
and inflation are demonstrably larger
than in 2017. As a result, the Fed will
need to be more aggressive to achieve
their goals. This is likely going to keep
equities volatile throughout this year
and bond yields should continue to rise,
especially once the runoff gains speed.
This puts interest rate sensitive equities
(e.g., tech) at risk of further downside.
Remain defensive in fixed income (short
duration bonds).
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Global Equities Fall on Fed Fears
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1. https://www.bankrate.com/banking/federal-reserve/how-shrinking-fed-balance-sheet-impacts-your-finances/

This material was prepared by Verdence Capital Advisors, LLC (“VCA”). VCA believes the information and data in this document were obtained from
sources considered reliable and correct and cannot guarantee either their accuracy or completeness. VCA has not independently verified third-party
sourced information and data. Any projections, outlooks or assumptions should not be construed to be indicative of the actual events which will occur.
These projections, market outlooks or estimates are subject to change without notice. This material is being provided for informational purposes only and
is not intended to provide, and should not be relied upon for, investment, accounting, legal, or tax advice. Past performance is not a guarantee of future
results. Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance of any specific
investment, investment strategy, or product or any non-investment related content, made reference to directly or indirectly in these materials will be
profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio or individual situation, or prove successful. You
should not assume that any discussion or information contained in this report serves as the receipt of, or as a substitute for, personalized investment
advice from VCA. Alternative investments are designed only for sophisticated investors who are able to bear the risk of the loss of their entire investment.
Investing in alternative investments should be viewed as illiquid and generally not readily marketable or transferable. Investors should be prepared to bear
the financial risks of investing in an alternative investment for an indefinite period of time. Due to various factors, including changing market conditions
and/or applicable laws, the content may no longer be reflective of current opinions or positions. All indexes are unmanaged, and you cannot invest
directly in an index. Index returns do not include fees or expenses.
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