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The Year of Fragile Optimism

At the start of 2024, many economists had forecasted that
the aggressive tightening cycle by the Fed would result in a
recession. Not only did the recession not materialize but
GDP is on pace to have grown nearly 3% in 2024. The
resiliency of the U.S. consumer helped the economy avoid
a downturn. With inflation peaking and slowly moving
towards the Fed’s target rate, the Fed was able to cut
interest rates by 100 bps in 2H24, which also supported risk
appetite. The MSCI AC World Index posted a double-digit
return for the second consecutive year led by a strong rally
in U.S. equities. However, the U.S. equity rally was
concentrated in the “Magnificent 7” stocks as the euphoria
around artificial intelligence sent stocks higher. Bonds were
able to produce a modest gain, but it was concentrated on
credit as investors reached for yield, disregarding the risk
associated with corporate bonds. Lastly, the broad
Bloomberg Commodity Index was higher due to gold prices
making more than 40 record highs along with rising prices
of cocoa and coffee.
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As we move into 2025, we expect the economy to
grow but at a more modest pace. While the Fed
cutting interest rates boosted economic growth at
the end of 2024, it is unlikely the Fed can offer the
same support in 2025. Inflation has been stubborn
and will likely limit the Fed’s flexibility this year. As a
result, we are struggling to find a catalyst that can
support valuations moving much higher from here. In
fact, we are seeing select areas of the U.S. equity
market exhibiting “bubble like” characteristics that
have us cautious in the near term. Instead, we think
volatility will remain heightened and returns across
many asset classes will be more muted in 2025. We
continue to focus on valuations and earnings over
the misguided emotional mistake of investing with a
“fear of missing out.” In addition, we will balance the
associated risks and adjust asset allocation when the
price factors in the downside risks. Below you will
find our key themes for 2025.
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Theme #1 — Expansion to continue but at a Slower Rate

The continuation of the U.S. economic expansion has
become a very consensus view. However, at the start of
last year we also saw a consensus view that the economy
would contract. In fact, of all the economists that
Bloomberg surveys (58), there is not one that expects any
quarter in 2025 to post negative economic growth. The
median consensus is for steady ~2.0% growth in each
quarter this year.

We think the first half of 2025 will be the most vulnerable
to a slowdown in economic activity. With economic
growth moving towards a more historically normal pace,

it leaves the economy open to fiscal and monetary policy

High and Low U.S. GDP Estimates

shocks as well as geopolitical shocks. In addition, the
consumer spending that we have seen since the pandemic
has surpassed expectations and personal finances are
worsening. Credit card balances are at record highs, credit
card delinquencies are at the highest level since the
pandemic and almost 40% of credit card holders have
maxed out at least one credit card.?

Additionally, inflation on necessity items like
services, housing and food remains burdensome to
consumers. Combine that with the Federal Reserve, who
has less flexibility with cutting rates, and a labor market
that has likely seen its cyclical low in unemployment, and
this presents headwinds to the consumer spending spree.

Estimates are using Bloomberg surveyed Economists (58) as of January 13, 2025. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Credit Card Delinquencies at Pre-Pandemic Highs
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Data is as of November 2024. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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While we may be cautious about growth in the near term,
we remain positive long term on the U.S. economy.
Technological advancements from the investment in
artificial intelligence and its infrastructure and an increase
in capital expenditures due to the new Administration’s
favorable view on corporate tax rates should support

economic activity in future years. In fact,

Small Businesses Expected to Increase Capex Spending

e J.S. Credit Card Delinquencies 90+ Days Past Due (RHS)

according to Gartner (a global company that provides
insights and solutions across areas of information
technology), worldwide spending on technology will
increase by over 9% in 2025 to $5.75 trillion and will be
driven by technological advancements and replacements
outside of Al spending.? To put that in perspective that is
~5% of global GDP. 3

Data is as of November 2024. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Globally, we have witnessed economic stagnation in
Europe due to the aggressive interest rate hikes imposed
to cool inflation. In addition, slower economic activity in
important trading partners (e.g., China) and ongoing
energy challenges have hampered economic growth. In
2025, we expect growth to remain positive but muted in
Europe as it has become heavily reliant on exports to the
U.S., and we expect U.S. growth to cool.

China has tried many different stimulus measures to boost
growth in 2024 and none have yielded meaningful change.
We expect to see more stimulus out of China in 2025 but
must weigh the economic benefit with the threat of

Market Commentary | 2025 Themes & Outlook

ongoing trade tensions with the U.S., the structural
challenges in its property sector and a weak Chinese
consumer. Therefore, we expect 2025 to be another
challenging year for China.

Bottom Line: The U.S. economy has been resilient in its
fight to get inflation to the Fed’s target. In addition, the
U.S. has held up much better than its global counterparts
due to a strong labor market and robust consumer
spending. We expect growth to slow in 2025 led by a
slowdown in consumer spending, ongoing structural
challenges in the housing market, less supportive
monetary policy and uncertainty around tariffs.

While we may be cautious about growth in the
near term, we remain positive long term on the

U.S. economy.
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Theme #2 — Inflation Battle is not Over

Combating an inflation cycle has never been an easy feat
for central banks. In fact, most of the time, inflation moves
in waves as opposed to spiking and retreating and staying
at the Fed’s target. We think history is repeating itself and
2025 will be a whipsaw between good and bad inflation
data. We know the easy work is behind the Fed and that
getting from that 3.0% year over year level to the Fed’s
target rate of 2.0% would take an economic slowdown or
extraordinarily tight monetary conditions. While the Fed
did embark on its most aggressive tightening cycle since
the 1970s/1980s, it is hard to say that policy has been
significantly restrictive. In fact, the real Fed funds rate (the
Fed funds rate minus PCE core year over year) sits under
2.0%. The median average real Fed funds rate before the
pandemic was relatively close to where it sits now (from
1972-2019 it was 1.8% vs. 1.9% now). In addition, in prior
Fed tightening cycles, the median average peak in the real
Fed funds rate has been 5.0%.*

In the most recent tightening cycle that spanned from
2022-2023, the real Fed funds rate peaked at 2.9%. This
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data suggests the Fed is not necessarily restrictive and is
walking a fine line with continuing to ease policy at the
same time as the economy is still expanding at a solid
pace, inflation remains stubborn, and the unemployment
rate has risen but remains relatively low. Therefore, we do
not believe that the Fed will cut interest rates two to three
times in 2025 like the futures market was suggesting at
year end 2023. Instead, we see a higher likelihood they
may need to remain on hold in 2025. In addition, if
inflation continues to remain persistent, investors should

be aware of the odds of a rate hike increasing.

Bottom Line: The progress on inflation has stalled as
aggressive Fed rate cuts in 2H24 have refueled economic
growth and sticky inflation continues to be problematic
(e.g., services, housing). While slower economic growth
can help, sticky inflation is hard for the Fed to control
without massive Fed rate hikes and/or a contraction in
economic growth. Therefore, we think the Fed will be tied
to keeping rates on hold in 2025 with a chance of a rate
hike if inflation continues to remain problematic.
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Theme #3 — Global Equities — Expect More Muted Returns with Bar Set High

The U.S. has been the leader in the global rally that started
in October 2022 (as measured by the S&P 500 vs. MSCI AC
World Index excluding the U.S.). The U.S. has
benefitted from better economic and earnings growth,
healthier margins and a heavy weighting in technology
companies which have been boosted by the evolution of
artificial intelligence. The S&P 500 notched 57 fresh
record highs, while the NASDAQ posted 51 record highs
during 2024. However, using the S&P 500 as a
representation of the entire U.S. market is not a fair

U.S. Has Dominated Bull Market

assessment. Especially since the top five companies by
market cap make up 28% of the S&P 500 Market Cap
Weighted Index. In addition, the top 10 companies in the
Index made up 95% of the total return in 2024. This can
also be seen by the performance difference between the
S&P 500 Market Cap Weighted Index and the S&P 500
Equal Cap Weighted Index. The
market cap weighted index outperformed the equal cap
weighted index by over 12%.

Data is from October 12, 2022, to January 10, 2025. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Still a Concentrated Rally in the U.S.
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Data is indexed from January 1, 2024, to December 31, 2024. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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With double digit multiple expansion and earnings growth
in the prior two years, the bar is set high for the U.S. equity
rally to be as robust as seen in prior years. In fact, the S&P
500 Index has been showing bubble-like characteristics
when comparing the yield on equities to a variety of safe
bond maturities. The earnings yield on the S&P 500 Index
dipped below the yield on Treasury bills, intermediate
Treasury notes and long-term Treasury yields.

This phenomenon has not occurred since the
lead up to the dotcom bubble. In addition, with the
forward price to earnings multiple on the S&P 500 well
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above its historical average , we
believe the bar is set high for multiple expansion in 2025.
Especially since multiple expansion has been driven by the
anticipation of lower interest rates. Instead, we expect
interest rates will remain higher for longer. This is a
headwind for valuations, especially those areas of the
market that have been driven by price to earnings multiple
expansion (e.g., large cap growth and technology).
Instead, equity returns will be more dependent on
earnings growth than multiple expansion and we expect
more muted returns in 2025.
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Chart 6

Stocks Showing Bubble Like Characteristics
Data is weekly and as of January 10, 2025. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Chart 7

Bar Set High for Further Multiple Expansion
Data is as of January 13, 2025. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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While we favor equities for the long run, it is important to
be realistic about the price you are willing to pay for the
added risk. With some broadening of the rally beyond U.S.
large cap growth and technology in 2H24, valuations
across all market cap and styles remain stretched.
Therefore, we are patiently awaiting a better entry point
to U.S. equities. Within our global equity allocation, we
recommend the following:

e Do not overpay for technology: The forward P/E of
the NASDAQ 100 is hovering near the highest level seen
since the dotcom bubble. While we believe in the Al
evolution, the multiples may be reflecting the long-term
upside to earnings and not factoring the risk of higher
interest rates for longer. We would wait for better entry
points where we believe the risks are factored in prices.

e Small and midcap and value cheaper but not cheap:
Small and midcap stocks are attractive compared to the
large cap space but are not trading at significant
discounts that would warrant adding exposure at this
time. In addition, small and mid-cap stocks
are sensitive to domestic economic growth as well as

interest rates. Both present a headwind. Value across all

Waiting for More Compelling Entry Point in U.S.
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market caps is cheaper than growth but the discount for
select market caps (small and midcap value) is not
enough to warrant the risk. In addition, we think the
benefit of less regulation, a steeper yield curve and
slowing economy are already reflected in the premium
paid for large cap value stocks.

Diversify outside of the expensive U.S. markets:
The international markets continue to lag the U.S. rally,
but we believe this can change in the coming year.
While economic fundamentals and earnings remain
challenged in both developed and emerging markets, it
is likely reflected in the depressed multiples, especially
compared to the U.S. Currently, we prefer the
developed international markets over the emerging
markets, but active management is crucial in this highly
uncertain economic and political environment. Select
emerging market companies can benefit from the
artificial intelligence boom. However, China’s ongoing
structural issues and geopolitical tensions with the U.S.
present ongoing headwinds. In addition, Japan is finally
escaping the deflation environment that has plagued
their economy for decades but risks to the stability of
the Yen remain a concern.

Data is as of January 13, 2025. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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Bottom Line: We favor equities over bonds for the long
run but are disciplined about the price we are willing to
pay for exposure to equities. U.S. market valuations look
stretched and even bubble like in select areas (e.g.,
growth and technology) and we expect heightened

Market Commentary | 2025 Themes & Outlook

volatility will present better entry points. International
equities are a good way to diversify outside of the
expensive U.S. markets, but due diligence and active
management are crucial due to the varying dynamics
across economic growth and political tensions.

While we favor equities over bonds in the long run,
it is important to be realistic about the price you

are willing to pay for the added risk.
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Theme #4 — Fixed Income — Higher for Longer

The broad fixed income market was able to post a modest
gain in 2024, but it did not come without its waves of
volatility. In fact, the MOVE Index which measures
volatility across U.S. Treasuries has moved higher since
2021 andis in a period that is the most volatile since 2008-
2009 Investors have been fortunate to
experience a multi-decade bull market in bonds, pre-
pandemic, which kept volatility in control. However, we
think investors need to understand that ongoing vyield
volatility is the new normal. Interest rates, specifically
long-term interest rates, should remain volatile as
investors get whipsawed by inflation and economic
growth fundamentals. In addition, Treasuries will be
challenged by the massive supply glut as the deficit is
funded. While bonds should be used as a portfolio

diversifier, we recommend the following allocation:

e Duration matters: When interest rates are rising due
to better economic fundamentals, that can support risk
assets from equities to corporate bonds. However,
what we are seeing is that Treasury yields are moving

The Most Volatile Period for Bonds Since 2008
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because of higher inflation expectations. With the yield
curve in positive territory after being inverted for years,
it makes sense for investors to move away from ultra
short duration bonds and cash and invest in an
intermediate term maturity range (5-6 years). This
range of maturities should benefit as growth slows and
helps to mitigate interest sensitivity if inflation becomes
a problem longer than anticipated. We would avoid
bonds beyond that maturity range as structural issues
remain with supply and the deficit.

Credit expensive: Credit has been extraordinarily
resilient in recent vyears despite bankruptcies
accelerating as investors’ demand has been strong with
the highest absolute yields that investors have seen in
over a decade. However, like equities, valuations as
measured by the extra yield investors demand to own
corporate bonds, remain historically tight. We will be
patient and look for opportunities when spreads (extra
yield over Treasuries you earn for the added risk) offer
an attractive risk/reward dynamic.

Data is as of January 13, 2025. Data Source: Bloomberg Finance LP, Verdence Capital Advisors.
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e Municipals attractive: Municipals had a difficult year Bottom Line: Fixed income should be used as a portfolio
in 2024 but yields, especially after-tax yields, may be diversifier, but investors should get accustomed to a more
reflecting the downside risk that has risen due to volatile environment for bonds and higher for longer
uncertain inflation and volatility in Treasuries. In yields. Inflation continues to be one of the major risks to
addition, most state and local governments have fixed income. In addition, spreads (the extra vyield
healthy balance sheets, so credit risk is muted. Lastly, investors earn over Treasuries to own corporate bonds)
with the rise in municipal yields, investors in a variety of remain historically tight and leave little room for shocks
different tax brackets (not only the top tax bracket) can (e.g. more bankruptcies, higher for longer rates).
see yields superior to Treasuries and even select Extending from cash with a positive yield curve should
investment grade corporate bonds. prove to be beneficial but keep duration exposure in the

intermediate part of the curve.

Fixed income should be used as a portfolio
diversifier, but investors should get accustomed to

a more volatile environment for bonds.
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Theme #5 — Alternatives — A Shelter from Expensive Public Market

For qualified investors, alternative investments can
perform well in periods of stretched public market
valuations, slowing economic growth and an uncertain
interest rate path. 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 historically have been offered an
uncorrelated asset with robust risk adjusted return
opportunities. Not only are alternatives good for an
added layer of asset class diversification but from a
vintage year perspective, it is important to have some
diversification. Historically, periods of economic
weakness have offered private equity managers the
opportunity to find attractive long-term investments. We
like private credit but admit the space is getting crowded
and due diligence is crucial.

We believe that one of the most attractive areas of
alternatives is in the real asset space. Real assets can not
only perform well in periods of heightened inflation but
also in periods of infrastructure investment. The
infrastructure investment that is occurring due to
artificial intelligence (e.g. electricity), aging infrastructure
being highlighted with natural disasters and the potential
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for price appreciation and income should benefit
investments in the real asset space. Commodities also fall
within the real asset space, but diversification and active
management is crucial in a period of slowing economic
growth and ongoing geopolitical tensions.

We realize that many investors are questioning
investments in cryptocurrencies due to the regulatory
environment changing and the new administration
favoring the investment. However, we have not changed
our view that cryptocurrencies do not belong in a long-
term diversified portfolio. There is still no cash flow or
earnings to create a valuation for cryptocurrencies, they
are not regulated to protect investors and are still used
by thieves and criminals. The volatility and lack of a
pricing mechanism make it difficult for cryptocurrencies
to warrant a spot as a separate asset class or real asset
within alternatives. Instead, we view these as highly
speculative investments and warn investors of the high
volatility and risk of loss.

Bottom Line: We continue to recommend alternatives for
qualified investors as a portfolio diversifier, an
uncorrelated asset and the potential for income and
price appreciation. Real assets and low volatility hedge
funds offer a good opportunity.
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If we had to combine all our themes into one theme for
2025, it would be, what is the appropriate price to pay for
an investment? We have witnessed bubble like
characteristics in select areas of the U.S. equity market as
investors cling to the newest technological advancement
in Al. While we agree that Al is a technological game
changer, we think the momentum driven rally is inflating
multiples and not pricing in any downside risk. We warn
investors that making investment decisions based on a
fear of missing out is not a recipe for long term investment
success. Instead, we remain disciplined with our approach
to asset allocation. We will evaluate investments whose
price reflects the risks that we see from an economic and
interest rate perspective in 2025. Given the highly
uncertain  economic, political and  geopolitical
environment we expect volatility in both equities and
bonds will remain heightened and present opportunities
to take on more risk. Currently, we are entering 2025 with
a defensive and cautious approach across our asset
allocation buckets with extra cash to put to work as
opportunities present themselves.

1. https://www.bankrate.com/credit-cards/news/credit-utilization-

survey/#:~:text=Almost%202%20in%205%20cardholders,Bankrate's

%20new%20Credit%20Utilization%20Survey

2: https://www.cio.com/article/3587053/gartner-projects-major-it-
spending-increases-for-2025.html

3: Using World Bank estimate for Global GDP in 2025.

4: We looked at all tightening cycles from 1972-2019. Our definition
of a tightening cycle is three consecutive rate hikes without a cut in
between. We do not count the period on hold in the median average

real Fed funds rate. We stop in the month of the last rate increase.

CAPITAL ADVISORS

I |\ H Chief | Offi
hememanardencecom )".' VERDENCE

Past performance is not indicative of future returns


https://www.bankrate.com/credit-cards/news/credit-utilization-survey/#:~:text=Almost%202%20in%205%20cardholders,Bankrate's%20new%20Credit%20Utilization%20Survey
https://www.bankrate.com/credit-cards/news/credit-utilization-survey/#:~:text=Almost%202%20in%205%20cardholders,Bankrate's%20new%20Credit%20Utilization%20Survey
https://www.bankrate.com/credit-cards/news/credit-utilization-survey/#:~:text=Almost%202%20in%205%20cardholders,Bankrate's%20new%20Credit%20Utilization%20Survey
https://www.cio.com/article/3587053/gartner-projects-major-it-spending-increases-for-2025.html
https://www.cio.com/article/3587053/gartner-projects-major-it-spending-increases-for-2025.html

_ 15 Market Commentary | 2025 Themes & Outlook

”nou

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.

© 2025 Verdence Capital Advisors, LLC. 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. Where
returns and characteristics are presented of a Limited Partnership, the information presented is sources from the offering documents of the specific Limited Partnership
referenced. 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.

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
portfolio may differ significantly from the securities in the index. Clarification and further explanation of the source data for graphs shown where the source appears to
be research of Verdence Capital Advisors.
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Past performance is not indicative of future returns



