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2Q23 Market Commentary
A Bull-Bear Tango

We acknowledge that the economy has been resilient in
the face of many headwinds this year and it is easy to
assume that growth can continue uninterrupted since
the labor market is so strong. Unfortunately, we are less
optimistic about the economic outlook over the next 12
months. In this quarterly outlook we highlight our
concerns over the continuation of this economic
expansion and offer our view on the central bank’s path.
We will also discuss why we are hesitant to chase this
momentum driven equity rally and outline where we see
value in fixed income and alternatives.
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Soft Landing — An Unlikely Outcome

A strong labor market, robust service sector and resilient
consumer are just some of the driving forces behind
economists pushing the odds and timing of a recession out
into 2H23. At the start of 2023, economists had
forecast U.S. GDP to decline in 2Q and 3Q23 before a
modest recovery in 4Q23. However, there has been
growing optimism that because of the strong labor
market, the Fed can orchestrate a soft landing for the
economy after the most aggressive tightening cycle since
the 1980s. We find this too optimistic for the following

reasons:

Timeline and Odds for Recession Pushed Out
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e Yield curve is rarely wrong: Going back to the early
1970s when the yield curve inverts (10YR Treasury yield
minus the Fed funds rate), it has been a leading
indicator for a recession in every occurrence except one
(when Long Term Capital Management failed in 1998).
Currently, the Fed funds rate is ~130 bps above the
10YR Treasury yield, the most inverted yield curve since
the early 1980s.
when this curve inverts a recession occurs, on average,

Historically,

11 months later. Since this curve inverted in November
2022, history would suggest a recession in 4Q23.

Data is as of July 21, 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Inverted Yield Curve Historically Predicts Recession
Data is weekly and as of July 14, 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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e Consumer makes up most of GDP: Data on the e Tighter lending conditions: As a result of the small

consumer has been mixed year to date. Real personal and midsize banking crisis earlier this year, banks (both

spending has been flat for three of the first five months big and small) are tightening lending conditions. Tight

of the year. However, retail sales have been relatively lending conditions have not only always coincided with

resilient (which are not inflation adjusted). We are a recession, but they have also resulted in higher

increasingly concerned about the consumers’ ability to unemployment. In addition,

continue to spend. Consumers have been relying tighter lending conditions put pressure on small

heavily on credit card debt to support their spending businesses who rely on bank funding and commercial

habits, even with credit card rates at a record high. Now real estate that has a significant amount of debt coming

we are seeing credit card and auto loan delinquencies due to refinance in the coming years.
rise. Lastly, the repayment of student loan debt adds
another burden on more than 40 million Americans

with an average monthly payment of almost $400.
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e International growth at a standstill: While the U.S.
has been able to absorb the aggressive Fed tightening
relatively well, it has not been as easy for international
economies to absorb their central banks’ policy. The
European Central Bank has raised their benchmark rate
to the highest level since 2008. As a result, Germany is
in a technical recession (i.e., two consecutive quarters
of negative GDP) and Eurozone industrial production
has been rapidly declining. In addition, China’s
reopening has been disappointing, and the government
is being forced to consider stimulus measures to save
the ailing property market and boost demand. The U.S.
is not immune to a slowdown impacting their
international trading partners.

Tighter Lending Conditions a Headwind
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e Employment is a lagging indicator: There are some

structural challenges in the labor market that are
keeping the unemployment rate low despite weaker
economic  fundamentals  (e.g.,,  demographics,
immigration). However, history tells us that the labor
market is a lagging indicator. Going back to all the
recessions since 1953, the unemployment rate
bottoms, on average, two months before the recession
starts. It peaks, on average, three months after the
recession ends. Employers wait
until the economy is significantly slowing before they
cut workers. In fact, one thing they will do is start
cutting the workweek and reducing temporary workers,
both we have seen materializing in recent months.

Bank conditions are as of April 2023, unemployment rate is as of June 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Unemployment Rate is a Lagging Indicator

Market Commentary | 2Q2023 Market Commentary

Data is as of June 2023. Data Source: Bloomberg Finance LP. Verdence Capital Advisors.
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Unfortunately, the optimism around the outlook for the
economy may be premature. While history doesn’t always
repeat itself, it often rhymes. There are too many
headwinds stacking up against the economy and we have
not even fully touched areas in distress like commercial
real estate. We are not calling for a calamitous recession
but do see one as unavoidable. The labor market, while
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expected to weaken, may be what helps the U.S. avoid a
long and prolonged recession. The unemployment rate
has risen in every recession in history but there are some
structural issues that may temper the rise relative to past

recessions.
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Monetary policy — Inflation Matters More than Growth

We agree with the market expectations that the Fed is
likely near or at the end of the current tightening cycle.
However, we are not as optimistic that they can cut rates
and rescue the economy when the downturn begins. The
Fed and other central banks have made it clear that they
will sacrifice economic growth to keep inflation under
control. They cannot back down from that hawkish
rhetoric. We have witnessed what has happened because
of the Fed pausing their tightening cycle in June. We are
seeing asset prices rise and confidence return.
Unfortunately, that can have ripple effects on inflation.
For the Fed, they are focused on a trifecta of factors,
housing inflation, wage inflation and services inflation.

Wage Pressures Remain an Inflation Risk

Until these indicators see considerable improvement, we
do not see a path where the Fed can cut rates. In addition,
with the moderation in inflation we are seeing real wages
enter positive territory This is particularly
concerning for the Fed because wage inflation is “sticky”
and can have a multiplier effect. As employees earn more,
they spend more and demand more, causing companies
to raise prices to keep pace. It becomes a dicey inflation
circle. In addition, the Fed does not want a repeat of the
1970s and 1980s when stop and go monetary policy
resulted in  several recessions and heightened
unemployment. Therefore, we believe they will keep rates
higher for longer at the expense of economic growth.

Data is as of June 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Global Equities — Do Not Chase Momentum

We have witnessed a “melt up” in equities this year as and communication services sectors. These are the two
investors have looked beyond the current earnings sectors that would benefit from a less aggressive
recession, uncertain economic outlook, and hawkish Federal Reserve and the Al craze. The S&P 500 is a
central bank rhetoric, instead focusing on a brighter future market cap weighted index which means the largest
of lower interest rates and perfect soft-landing scenario companies have an outsized impact on performance.
for the economy. In addition, within the U.S. the frenzy The S&P 500 Market Cap Weighted Index has been
around anything “Al” (artificial intelligence) is leading to outperforming the S&P 500 Equal Weighted Index on a
outsized valuations that we do not believe are justified rolling 12-month basis for the past three consecutive
with our economic outlook. We admit that equity markets months. (Chart 6). This is in stark contrast to what was
are forward looking but we think the rally we have seen witnessed in 2022 when the equal weighted index
this year may be borrowing from future returns. We outperformed in the face of higher interest rates and
remain cautious on global equities for the following slowing economic growth. In addition, since the bear
reasons: market bottom in October 2022, the top 10 companies

in the S&P 500 by market cap have made up 40% of the

e [s it really a bull market? The bulk of the return for
total return.

the S&P 500 has been concentrated in the technology

Chart 6

Market Cap Weighted Rally in 2023
Data is as of June 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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e Economy does not warrant an overweight. While e Valuations pricing in perfection. Higher interest rates

equity investors are typically forward looking, we think are a headwind for price to earnings multiples,

especially real rates (taking into consideration inflation).
While the Fed is likely close to the end of their

the recent rally may be overstating the probability that

the Fed can orchestrate a soft landing. Economic

leading indicators are deeply in negative territory and tightening cycle, we are seeing real rates rise as inflation

historically have been correlated with weak equity moderates. Given our expectation that the real Fed

returns (Chart 7). In addition, going back to all the Funds rate can rise to 2.5% or more over the next 12

recessions since 1929, the S&P 500 has never bottomed months, the current price to earnings multiple of the

before a recession begins. If we believe a recession is S&P 500 (21x) is above the historical fair value multiple

likely over the next 12 months that leaves additional when the real Fed Funds rate is 2.5% or more.

downside for equities.

Weaker Growth a Challenge for Equities

Data is as of June 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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While we are cautious in the near term on global equities,
we would look at pullbacks as potential buying
opportunities. We still believe equities are the best long-
term play for investors. However, with so much
uncertainty in the economy and so much optimism
already being priced in, we do not think investors are
being rewarded for the risk at current valuations. One of
our biggest concerns is the complacency around interest

Valutations Stretched Given Interest Rate Environment

Market Commentary | 2Q2023 Market Commentary

rate policy and what the Fed can and cannot do when the
economy begins to turn. The recent run up we have seen
in equities seems to indicate that investors believe the Fed
can come in and cut rates at any sign of economic
weakness. With the precarious inflation situation, this is
unlikely, and investors need to adjust to a new interest
rate regime.

Data is as of July 18, 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Fixed Income — Opportunities Beginning to Arise

After decades of historically low interest rates, fixed we still see some interest rate risk in long term bonds,
income investors are finally able to earn yield on bonds. we think it is a good time to start moving from ultra
While the yield curve remains deeply inverted (i.e., short short maturing bonds to some intermediate bonds. We
term rates are higher than long term rates), there is value are not advocating for long bonds (10 — 30-year bonds)
in short term yields and cash. In fact, the two-year but think some intermediate exposure can offer price
Treasury note is at the highest level since 2007. appreciation as  economic  growth  weakens.

We still favor equities over bonds for the long run but with
equity valuations stretched, we think keeping a healthy
position of your overall asset allocation in cash and
earning an attractive yield is prudent. Within fixed income
we recommend the following positioning:

e Start to move duration...a little — Long term bond
yields (10YR Treasury) have risen in recent months with
optimism that the U.S. economy will avert a recession.
We have long been recommending that bond investors
focus on short term bonds over long term bonds given
the elevated interest rate risk in long term bonds. While

Short Term Bonds Offering Attractive Yield
Data is as of July 20, 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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e Credit still not attractive — Despite the absolute yield
on high yield and investment grade bonds looking

attractive (e.g., 5.4% and 8.3%, respectively)! the extra

yield investors are earning to take on the credit risk over

the safety of Treasuries (i.e., spreads) is still too tight.

Historically, in every economic slowdown

and/or recession, spreads widen and that is when a

good opportunity to buy corporate debt often emerges.

In addition, we think corporate debt is expensive given

the expected economic downturn, higher interest rates

and likely pick up in corporate defaults over the next 12

months. In fact, according to Moody’s, the global
default rate is expected to rise to 5.0% by April 2024,

compared to ~1.0% in May 2023.

No Reward for Risk in Corporate Debt

Market Commentary | 2Q2023 Market Commentary

With vyields rising, bonds are offering some attractive

opportunities. Bonds have historically offered an
attractive return when the economic outlook deteriorates
(yields fall, prices rise). We will continue to monitor the
economic outlook and adjust duration if necessary. We
are also anxiously awaiting an opportunity to invest in
corporate bonds. Historically, corporate bonds offer good
returns when investors are compensated for the extra risk

(e.g., spreads widen).

Data is weekly and as of July 14, 2023. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Alternatives: Diversify in an Economic Downturn

Alternative investments can perform well in periods of
economic uncertainty and even periods of tighter lending
conditions. On the private side, managers have more
flexibility and time to be able to find and make good long-
term investments. For clients that invest in private
investments they are spared the daily volatility seen in
public markets and offered an uncorrelated asset with
robust risk adjusted return. Sectors in the private
alternative space that we favor for qualified investors
include:

e Low volatility hedge funds can offer another layer of
diversification, add return potential, and serve as a
hedge for investors’ public market equity exposure.

e Real assets offer a low correlation to other asset
classes, diversification and in some cases an inflation
hedge. We would focus on real asset investments like
infrastructure, land and select opportunities in the real
estate space (e.g., flex industrial).
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e Private credit: We believe the publicly traded
corporate bond market is unrealistic about the
upcoming economic downturn. In addition, with small
and mid-sized banks having less ability to lend, sources
in the private market may benefit (e.g., private credit
managers). Due diligence is crucial in this space,
especially as defaults are likely to rise and demand for
credit in the private space has been strong.

One area of the alternative market that we are looking for
as an opportunity this year is the commodity space.
Typically, commodities fall after the economy has already
turned. Past recessions have offered good opportunities
to enter this space. In addition, we have not solved the
energy shortage and/or food shortage around the world
so commodities have the potential to represent a good
long-term investment.
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Bottom Line:

This year has offered relief to investors who had little
chance to avoid double digit losses in 2022. While some of
the factors driving markets lower in 2022 have faded (e.g.,
Fed nearing end of tightening cycle instead of aggressively
raising rates), this is not the time to get complacent.
Equity markets are rallying thanks to a handful of stocks
(e.g., technology) and despite some signs of rotation, the
difference between the best performing sector in the S&P
500 (i.e., technology) and the worst performing sector
(i.e., utilities) is still more than 50%!2 We believe this is
unsustainable and investors have been too quick to get
optimistic about the economic outlook and interest rate
regime. At this point with valuations in the equity market
fully reflecting a soft-landing scenario, we would be
patient and hold a healthy cash position. We anticipate
when valuations get more realistic given the expected
downturn and the Fed’s unlikeliness to save the economy,
there will be better buying opportunities. Cash is not the
enemy anymore and is offering an attractive yield to
investors. We will continue to assess pullbacks and
potential buying opportunities but will consider valuations
and the outlook before putting our cash to work.

1Yijelds are referring to Bloomberg Investment Grade and Bloomberg
High Yield Index as of July 20, 2023.
2 As of July 19, 2023.
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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 commodity
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
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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 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
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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.
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