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White Paper Report
Decoding the Chaos in the Banking Industry

Last year, investors were forced to quickly absorb the
Federal Reserve’s unwinding of a decade of easy
monetary policy through a rapid repricing in risk assets
and the worst annual performance for bonds on record
(as measured by the Bloomberg Aggregate Index). Now
as the Federal Reserve is in the middle of its most
aggressive tightening cycle since the 1980s, their actions
are filtering into other areas of the economy. The most
prominent recent sector to feel the negative effect of
interest rates at the highest level since 2007 has been
the banking sector. Regularly, news outlets have been
covering details of banks “on the brink,” capital
infusions and government intervention.
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Explaining the Why Regarding the Recent Banking Downfall

The lifeline of a bank is deposits. Banks pay depositors a
small rate of return for them to keep their money at the
bank. In turn, banks lend that money at a higher interest
rate. Over the past year the Fed has been aggressively
raising short term rates. As a result, depositors haved
looked elsewhere for safe short-term investments that
offered more vyield than what they were offered as a
deposit rate at a bank (e.g., Treasury bills, money market
mutual funds). As a result, small, mid and even large cap
banks have lost deposits. This weakens a bank’s stability.

Additional cracks started to surface with the implosion of
the cryptocurrency market in 2H22. This exposed what we
have long feared in this unregulated market: fraud, the
lack of transparency, careless accounting practices and
ultimately many crypto currency exchanges failing, the
most widely known was FTX.

In addition to cryptocurrency and other speculative
investments, many investments that relied on low interest
rates for funding began to deteriorate (e.g., tech start ups
and Venture Capital). The small banks that catered to
these businesses saw the value of these assets on their
balance sheets deteriorate.

What happens when the assets on a bank’s balance sheet
get notably weaker? In many cases, customers panic and
want to withdraw their deposits. To satisfy the
withdrawals, banks may be forced to sell even good
assets. In the case of Silicon Valley Bank, they were forced
to sell the safest of safe investments, U.S. Treasuries.
However, because interest rates had risen so much in
2022 and the long duration characteristics (yields go up

and prices fall) of their bond holdings, the value of these
bonds had also fallen sharply. This created a viscous cycle
and ultimately a run on the bank. Quickly the FDIC took
them over in the largest bank failure since Washington
Mutual in 2008.

This has spiraled into a collapse of confidence in many
banks that not only hold or cater to these speculative
investments/companies but also those that have a large
amount of uninsured deposits and those that have not
managed the interest rate risk in their long maturity
Treasury portfolios appropriately. Typically, the FDIC
insures up to $250K per depositor at a bank. Customers
grew weary of balances in banks above that level and
investors started filtering through all the regional and
niche banks’ balance sheets to find the weakest links.
Unfortunately, the negative news loop can be detrimental
for the banking sector. Especially with the age of financial
technology where money can move in an instant. Many
banks simply could not keep up with customer
withdrawals. We have seen capital infusions from the
biggest banks (e.g., JPMorgan Chase, Bank of America,
Wells Fargo) to some regionals (e.g., First Republic) and
government intervention to calm the markets.

The largest has been the collapse and ultimate takeover of
Credit Suisse, a Swiss bank founded in 1856. Their demise
differed from some of the U.S. regionals but the response
by investors was the same, pull money quickly. Credit
Suisse became a target because of scandals, management
turnover, billions of dollars in losses, a lack of long-term
strategic planning and ultimately the deterioration in
confidence.

When the Federal Reserve started raising interest rates to
combat inflation it came at the expense of many assets that

relied on easy money to fuel their momentum.
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This is NOT 2008 - 2009

We believe the current banking turmoil is different than
the crisis in 2008-2009 that nearly brought down the
banking system. However, we also acknowledge that the
fear investors feel is real. First, the major banks in the U.S.
and the world have faced increased regulatory standards
in the aftermath of the financial crisis in 2008-2009 to
avoid another “too big to fail” scenario. The tier 1 capital
ratios, which measure assets to their risk-weighted
assets, of the biggest U.S. banks are significantly higher
than levels leading up to 2008-2009

Big Banks Much Stronger Now than in 2008 — 2009
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In addition, banks with assets of $50 billion or more face
some level of regular stress testing of their balance
sheets by the Federal Reserve to guarantee their stability.
Second, 2008-2009 was the result of excess leverage,
assets with no valuation, and a collapse of counterparty
confidence. While some of these regional banks became
too concentrated on speculative investments (e.g.,
Signature Bank, Silicon Valley Bank) they also held safe
investments in their portfolios. This has been a

mismanagement of duration risk, not credit risk.

Data is as of 4Q22. Tier 1 Capital Ratio is the ratio of equity capital and reserves to its risk weighted assets. Source: Bloomberg Finance LP, Verdence

Capital Advisors.
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Impact on the Economic Outlook

Unfortunately, the add-on effect of a banking crisis means
tighter financial conditions and/or less bank lending,
regardless of the stability of the bank. No bank wants to
be the next victim in a negative news loop that causes a
run on their bank. Many small businesses and Americans
rely on small and mid-size banks for loans, so this is going
to weigh on economic growth and likely hiring. Currently,
we do not know what that magnitude may be. In addition,
the lagged effects of the most aggressive tightening cycle
since the early 1980s are starting to show up in economic
data. Manufacturing is in contraction territory. The
consumer is getting squeezed by rising prices. Credit card
debt is growing at a double-digit pace on an annual basis
and the average credit card rate is at a record high (more
than 20%). Delinquencies are rising on things like credit
This, combined with the
recent banking turmoil, leads us to believe that the ability

cards and auto loans.

of the Federal Reserve to orchestrate a soft landing
without a recession over the next 12 months is slim.

Consumers Getting Squeezed by Higher Rates
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In addition, the Fed is caught between taming inflation,
which remains stubbornly high, and maintaining the
stability of the banking system. While a pullback in lending
and likely recession in economic growth can be
disinflationary, the Fed has limitations on how much they
can ease up on their tightening cycle without further
stoking inflation. Contrary to the current market pricing,
we do not think rate cuts are on the table for this year.
Instead, we think the Fed will raise once more (May 3) and

maintain a wait and see approach thereafter.

Data is as of January 2023. Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Do Recent Events Impact Portfolio Positioning?

In 4Q22, we witnessed a strong rally in many areas of the
global equity market (e.g., growth, tech) as investors
priced in the end of the Fed tightening cycle and soft
landing for the economy. As a result, we reduced risk by
cutting our overweight to global equities due to our
expectation that the optimism was getting overdone,
believing that volatility would likely emerge and our
outlook for 2023 economic growth was weaker than
consensus. We entered 2023 with all our portfolios,
regardless of risk tolerance, overweight cash compared to
their strategic benchmarks.

While we remain optimistic long term about global
equities, we believe it is prudent to further reduce our
global equity exposure given recent developments. We
think valuations do not reflect the unknown banking risks,
refinancing risks (e.g., commercial real estate), the risk of
policy error and likely earnings downgrades in the face of
lower economic growth. In addition, while we believe the
regional banking crisis will be an isolated incident there

are other areas of the economy that can be challenged by
the pullback in lending. Specifically, small businesses,
commercial real estate and credit markets that rely on low
rates and credit availability to refinance debt. This may
negatively impact some of our largest over-weights in our
global equity exposure (e.g., small, and midcap stocks).

With an extra layer of dry powder, we can look at
additional pullbacks in the equity market as long-term
opportunities, especially as the economy weakens and
earnings get more realisticc. We do not believe in a
significant underweight in equities because, history tells
us that in the long run, equities offer better price
appreciation than bonds and some areas of the global
equity market are not expensively priced (e.g., developed
international). We also believe that an active approach to
investing at this point is the most beneficial as opposed to
indexing. Given the wide dispersion in valuations there is
ample opportunity for active managers to capitalize on

the current weakness across select sectors and issuers.

With an extra layer of dry powder, we can look at
additional pullbacks in the equity market as long-term

opportunities, especially as the economy weakens and
earnings get more realistic.
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Opportunities That Should Arise from Recent Turmoil

The area that we think may present the biggest
opportunity this year is within fixed income. We have
been underweight both investment grade and high yield
credit for some time because we do not think the extra
yield investors are earning over the safety of Treasuries
(aka spreads) is enough to warrant the risk. However, with
overall yields now higher, fixed income in general looks
more attractive than it has in years. While we do not
expect the same type of long-term price appreciation that
stocks can offer, we do think there may be a good
opportunity to add safe investment grade or even high
yield corporate bonds at the right price. Currently, we are
patiently awaiting attractive prices for credit, which
currently do not reflect the economic weakness or chance
of a pick-up in defaults.

Credit Not Reflecting Risks Yet

Lastly, the expected economic weakness has caused a
further sell-off in commodities. In fact, crude oil is down
~40% from its June 2022 peak and when the economy
recovers, we do not see a fundamental change to the
supply/demand imbalance that should keep oil prices
higher than current levels. We are actively looking for
opportunities within commodities but with a well-
diversified approach.

Data is as of March 22, 2023. OAS stands for option adjusted spread. Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Our View

As with most of the historical market disrupting events, we
think that additional regulation and oversight will roll out
in response. In addition, we expect further consolidation
in the regional banking system and investors will likely
absorb additional negative headlines in the near term. A
run on a bank can happen rapidly and with little to no
warning. Unfortunately, clearing out excesses in the
economy is part of every long-term economic cycle, and
indirectly the goal of Federal Reserve tightening cycles.
This is to assure long-term stability in the economy. We
have witnessed froth, greed, delusion, and a fear of
missing out overtake disciplined due diligence from
investors and prudent risk management at the corporate
level over the past decade of easy monetary policy (e.g.,
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bitcoin, NFTs, select venture capital). The rapid unwind of
this extraordinarily easy money policy was not expected
to come without pain.

Fortunately, we think recent events may help do some of
the work for the Fed to reduce inflationary pressures, but
they are not done yet. As a result, growth will continue to
be challenged and additional disruptions are likely (e.g.,
defaults). We believe having an extra cushion of cash in
portfolios will prove beneficial as history also tells us in
times like this, opportunities often present themselves, at
the right prices. We will continue to assess the economic
environment and look for opportunities as they present
themselves.
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Disclaimer:

This material was prepared by Verdence Capital Advisors, LLC (“VCA” or “we”, “our”, “us”). 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. Sector Watch Use of this website is intended for U.S. residents
only. Any recommendation, opinion or advice regarding securities or markets contained in such material does not reflect the views of Verdence Capital, and Verdence Capital does
not verify any information included in such material. Verdence Capital assumes no responsibility for any fact, recommendation, opinion, or advice contained in any such research
material and expressly disclaims any responsibility for any decisions or for the suitability of any security or transaction based on it. Any decisions you may make to buy, sell, or hold
a security based on this research will be entirely your own and not in any way deemed to be endorsed or influenced by or attributed to Verdence Capital. It is understood that,
without exception, any order based on such research that is placed for execution is and will be treated as an UNRECOMMENDED AND UNSOLICITED ORDER. Further, Verdence
Capital assumes no responsibility for the accuracy, completeness, or timeliness of any such research or for updating such research, which is subject to change without notice at any
time. Verdence Capital does not provide tax, or legal advice. Under no circumstance is the information contained within this research to be used or considered as an offer to sell or
a solicitation of an offer to buy any particular investment/security. Fixed income securities are subject to increased loss of principal during periods of rising interest rates. Fixed
income investments are subject to various other risks including changes in credit quality, market valuations, liquidity, prepayments, early redemption, corporate events, tax
ramifications and other factors. Lower rated securities are subject to greater credit risk, default risk, and liquidity risk. Commodity-related products, including futures, carry a high
level of risk and are not suitable for all investors. Commodity-related products may be extremely volatile, illiquid and can be significantly affected by underlying commaodity prices,
world events, import controls, worldwide competition, government regulations, and economic conditions, regardless of the length of time shares are held. Data is provided for
information purposes only and is not intended for trading purposes. Verdence Capital shall not be liable for any errors or delay in the content, or for any action taken in reliance on
any content. Weekly Insights/Qtrly & Annual Outlook The indexes presented are unmanaged portfolios of specified securities and do not reflect any initial or ongoing expenses nor
can it be invested in directly. An investment’s portfolio may differ significantly from the securities in the index. Semi-Annual Chart Pack Where shown, performance information
presented is that which has been calculated and presented by an unaffiliated third-party manager. We have no insight into the performance of the advisor/product/account or
fund shown and do not attempt to determine whether the performance presented is accurate. Therefore, the performance could be incorrect, overstated or not reflective of
actual trading of client funds. There is the potential that the performance shown is a back test and not the result of real investment advice and trading. As such, it could not be
relied upon as indicative of future returns of a particular strategy. Where performance shown is that of a pooled account, limited partnership, or private equity fund, you should
be aware that there is a significant lack of transparency into the operations and investment process and investment vehicles invested in. As a result, pricing and valuation of the
underlying holdings which produced the stated performance could be incorrect, stale, or overstated and therefore the performance figures presented cannot be relied upon.
Before investing, we encourage you to request additional information, particularly performance information, of any product that you are considering for your client. You should
read, as applicable, the Prospectus, SAI, Composite Disclosure and/or performance disclosure associated with any product that you are considering for investment for your or your
client’s. Products shown may have minimum account sizes or minimum investments which may preclude retail and non-high net worth investors from being able to invest in these
products. You should be aware that certain LPs may be closed to new investors and therefore your clients may be prevented from investing in these products. Portfolio
Implementation and Rationales The SMA Asset Allocation Models do not represent a personalized recommendation of a particular investment strategy to you or your clients. You
should not buy or sell an investment without first considering whether it is appropriate for your client’s portfolio. Additionally, you should review and consider any recent market
news. All expressions of opinion are subject to change without notice in reaction to shifting market conditions. Data contained herein from third-party providers is obtained from
what are considered reliable sources. However, its accuracy, completeness or reliability cannot be guaranteed. Supporting documentation for any claims or statistical information
is available upon request. Examples provided are for illustrative purposes only and not intended to be reflective of results you can expect to achieve. Diversification and asset
allocation do not ensure a profit and do not protect against losses in declining markets. Any forecasts contained herein are for illustrative purposes only, may be based upon
proprietary research and are developed through analysis of historical public data. Investments in growth stocks may experience price volatility due to their sensitivity to market
fluctuations and dependence on future earnings expectations. Sector allocation references to market capitalization (“smid cap” or “micro caps” etc.) may be subject to special risks
given their characteristic narrow markets, limited financial resources, and less liquid stocks, all of which may cause price volatility. International/global investing can involve special
risks, such as political changes and currency fluctuations. These risks are heightened in emerging markets. A significant percentage of the underlying investments in aggressive
asset allocation portfolio investments have a higher-than-average risk exposure. You should consider your risk tolerance of each of your clients carefully before choosing such a
strategy. An investment with multiple underlying investments (which may include asset-allocation or custom blended investments) may be subject to the expenses of those
underlying investments in addition to those of the investment itself. Investments may reside in the specialty category due to 1) allowable investment flexibility that precludes
classification in standard asset categories and/or 2) investment concentration in a limited group of securities or industry sectors. Investments in this category may be more volatile
than less flexible and/or less concentrated investments and may be appropriate as only a minor component in an investor's overall portfolio. Investment Managers You and your
clients should carefully consider investment objectives, risks, charges, and expenses of Funds discussed. This and other important information are contained in the respective Fund
prospectuses and summary prospectuses, which should be read carefully before investing. Investment portfolio statistics change over time. Current performance may be lower or
higher than return data quoted herein. The investment return and the principal value of an investment will fluctuate; so, an investor's shares/units, when redeemed, may be worth
more or less than their original cost. Verdence relies heavily on unaudited third-party data. Data sources include public data, such as mutual fund data, and non-public data, such
as information provided by other investment advisors and managers of limited partnership pooled accounts. Data and/or statistics included on this Portal, including references to
performance, opinions, ratings, rankings, manager statistics and demographic information, product, or strategy descriptions, either quantitative or qualitative, are based upon
information reasonably available to us as of the applicable date(s) then-published. Information has been obtained from sources that we believe to be reliable, but these sources
cannot be guaranteed as to their accuracy or completeness. All data and information produced by a third party has the potential to be incorrect, incomplete, or otherwise
misleading. No implication shall be created that the information contained on the Site is correct, including as of any time subsequent to the publish date, and Verdence does not
undertake an obligation to update such information at any time after such date. Verdence makes not warranty or representation of the veracity of the data and information and its
use of the information should not be implied as an endorsement of any material or statements made. Data, particularly non-public data, is subject to error and where the
information is not audited, the potential for error is greater. Where shown, performance information presented is that which has been calculated and presented by an unaffiliated
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third-party manager. We have no insight into the performance of the advisor/product/account or fund shown and do not attempt to determine whether the performance
presented is accurate. Therefore, the performance could be incorrect, overstated or not reflective of actual trading of client funds. There is the potential that the performance
shown is a back test and not the result of real investment advice and trading. As such, it could not be relied upon as indicative of future returns of a particular strategy. Where
performance shown is that of a pooled account, limited partnership, or private equity fund, you should be aware that there is a significant lack of transparency into the operations
and investment process and investment vehicles invested in. As a result, pricing and valuation of the underlying holdings which produced the stated performance could be
incorrect, stale, or overstated and therefore the performance figures presented cannot be relied upon. Before investing, we encourage you to request additional information,
particularly performance information, of any product that you are considering for your client. You should read, as applicable, the Prospectus, SAl, Composite Disclosure and/or
performance disclosure associated with any product that you are considering for investment for your or your client’s. Certain products shown may have account minimums or
minimum investment sizes that are unattainable for your clients and therefore they may not be eligible to invest in these products. Reference to registration with the Securities
and Exchange Commission (“SEC”) does not imply that the SEC has endorsed or approved the qualifications of Verdence or its respective representatives to provide any advisory
services described on the Site.

© 2022 Authored by Megan Horneman, Chief Investment Officer, Verdence Capital Advisors, LLC. Reproduction without permission is not
permitted.
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