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The unemployment rate is gliding higher as economic growth is neutral.
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Three Reasons Why the Fed Continues to Be Late

By: Justin McNichols, CFA

The Federal Reserve made the splashy announcement of a 50 basis
'point cut to the Federal Funds rate, lowering the target rate to
5.00% from a peak of 5.50%. We believe they continue to be late on
properly setting the correct interest rate policy.

Last month, the Federal Reserve Board of Governors made the splashy announcement of
a 0.50% cut to the Federal Funds rate, lowering the target rate to 5.00% from a peak of 5.50%.
Absent an impending recession or economic shock, the Fed has historically reduced interest
rates by 0.25% per cut. After foregoing its opportunities to begin the interest rate easing cycle
at both the June and July meetings, to many investors, the Fed’s outsized rate reduction in
September seemed like a dramatic way to catch up on the missed opportunities earlier in the
year.

It is no secret that our Investment Team felt the Fed should have started reducing
interest rates earlier in the year. The premise of our argument was first that the Fed Funds rate
was far above the average spread versus two inflation indicators: the core consumer price
index (CPI), and the core personal consumption expenditures (PCE). Second, the Fed Funds rate
currently sits substantially above the 2-year U.S. Treasury note rate, where on average it would
be slightly below.

We felt the Fed had a dual problem in that the Fed Funds spread was too high, while at
the same time inflation and intermediate-term interest rates were falling. The result - we
believe the Fed has been, and continues to be, dangerously behind the curve and that the risk of
arecession is increasing.

Although the 0.50% point reduction was a decent start, we believe the Fed continues to
be late in setting the correct interest rate policy even if you assume inflation and interest rates
do not fall any further. The same three reasons we cited throughout the year continue today.

First, using the past three decades of data, the average spread between the Fed Funds
rate and core-CPI is 0.20%. On average, the Fed Funds rate has been 2.60%, with a range of 0%
to a high of 6.50% in 2000 as the internet bubble burst. Meanwhile, on average, core-CPI has
been 2.40% with a 30-year range of 0.60% and 6.64%. Today, the Fed Funds is 5.00% and
core-CPI is 3.26% and trending towards 3%. As shown in the following chart, this spread of
1.74% is about 1.50% above the multi-decade average.

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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U.S. Federal Funds Target Rate
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Two important items to note. First, even if you assume inflation is sticky and stops
normalizing at 3.26%, the Fed Funds would have to be reduced another 1.50% to match
historic norms. Second, notice what happened in the past when the Fed was too late in cutting
the Fed Funds rate - the grey areas show periods of recession. As the Chief Investment Officer
of Osborne Partners, I have long noted, “when they’re late, the economy deflates.” Conclusion:
The Fed continues to be at least 1.50% behind in the rate cutting cycle.

Next, we see a similar situation in the multi-decade history of the spread between the
Fed Funds rate and core-PCE, another key inflation measure. Over the long-term, the Fed Funds
rate averages 0.50% above core-PCE. Today that spread is 2.43%, while core-PCE itself, is just
less than 0.50% above its long-term average of 2.10%. The result is we feel the Fed is about
1.75%-2% behind the curve if you assumed inflation was at a terminal rate.

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.



Quarterly Wealth Report

Three Reasons Why the Fed Continues to Be Late

US PCE Inflation and Policy Rate
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Finally, the analysis is the same if you switch the comparison from inflation measures to
intermediate-term interest rates. History indicates that the average spread between the 2-year
U.S. Treasury and Fed Funds is about 0.20% with the Treasury note typically sporting a higher
rate than Fed Funds. This comparison is important since the bond market is usually more
prescient in showing proper interest rate levels and the direction of the economy. So, if the
average spread of the 2-year U.S. Treasury is 0.20% above Fed Funds, where does the spread sit
today?

US Benchmark Bond - 2 Year Monthly
3.94-0.03 -0.68% 1:59:39 PM VWAP: High: 7.58 Low: 0.10 Chg: -45.91%

—— US Benchmark Bond - 2 Year - Price= US Federal Funds Target Rate - Price
7.5

7.0
6.5
6.0
5.5
vy
4.0

364
3.0
2.5
2.0
1.5
1.0
0.5
0.0

'95 '97 '99 '01 '03 '05 '07 '09 '11 '13 '15 '17 '19 21 '23
Source: FactSet
© 2024 Osborne Partners Capital Management, LLC. All rights reserved.



Three Reasons Why the Fed Continues to Be Late

Although the 2-year U.S. Treasury indicates the Fed Funds should be around 3.50%
(3.64% minus the average long-term spread of 0.20%), the actual Fed Funds rate is 5.00%.

Not only are all three of these spreads out of line with 30 years of history, all three point
to the Federal Reserve being 1%-2% behind in easing interest rates...if you assume inflation has
stopped normalizing lower. The divergence between the Fed Funds rate and these three
measures has rarely been this high and has always reverted to long-term averages. Unless
inflation and longer-term interest rates make a quick U-turn, the Fed will have outsized easing
measures in its future to properly set interest rate policy and avoid a recession. B

The 2024 Election: Taxes, the Economy, and the Market
By: Jason Rodnick, CFA

Headlines suggest major shifts in tax and economic policies, but the reality
of a narrowly divided government will likely result in more incremental
and moderate changes.

As we approach the November elections, uncertainty looms over the markets and the
economy. While elections always bring a degree of unpredictability, this year's contest between
Vice President Harris and former President Trump is especially close. Currently, prediction
markets and polling data suggest a Harris victory is more likely, but with a divided Congress.

Analysts expect Republicans to flip the Senate by a narrow margin and Democrats to gain
a slim House majority. Within the Senate, Democrats are defending 23 seats, including two seats
rated “toss up,” one “lean R,” and one “solidly R.” Comparatively, the Republicans are only
defending 11 seats with just one “lean R.” A divided government would likely continue
legislative gridlock, blunting the winning candidate's headline proposals and limiting significant
changes to tax and economic policies. As shown in the following chart, divided
governments (purple columns) have become increasingly less productive.
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Personal Taxes and Expiration of TCJA

Absent legislative action, most of the personal tax code changes from the 2017 Tax Cuts
and Jobs Act (TCJA) will expire at the end of 2025, leading to potentially higher taxes for most
taxpayers and the rollback of popular provisions like higher standard deductions and personal
exemptions. Areas of focus will be the State and Local Tax (SALT) deduction, changes to the tax
brackets, the estate tax exemption, and capital gains tax rates. Broadly speaking, Harris would
like to raise taxes on wealthier households and close various loopholes, while Trump would like
to make permanent many of the expiring provisions of TCJA.

The current $10,000 cap on itemized deductions for SALT is set to expire after 2025, and
its future is up in the air. Harris has indicated support for raising or removing the cap, while
Trump is expected to keep it at $10,000. However, he has recently come out in favor of
removing it too.

Tax rates and the estate tax exemption will likely change. With the expiration of the
TCJA, tax brackets will revert to their pre-TCJA levels. Harris has proposed only reverting the
top marginal tax rate to 39.6% from 37% and keeping the lower brackets at existing levels. The
expiration of the TCJA will see the estate tax exemption cut in half to ~$7 million (~$14 million
for couples) from ~$13.6 million (~$27.2 million for couples). Trump proposes to keep both
provisions as is by making the TCJA changes permanent.

Capital gains taxes are another area of focus. Harris proposes increasing the highest
long-term capital gains tax rate from 23.8% to 33% for those earning over $1 million annually.
She also suggests taxing unrealized gains at death above a $5 million estate exemption ($10
million for joint filers). Trump, on the other hand, has suggested he might push for further
reductions in capital gains taxes and would keep the estate tax exemption unchanged.

In a divided government, we expect broadly similar policies from either a Harris or
Trump administration (gray in the following table). In the case of a Democrat or Republican
sweep, the narrow margin of victory would likely limit representatives' and senators'
willingness to adopt hardline party policies.

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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Current R sweep R sweep Trump w/ Harris w/ D sweep D sweep
Policy proposed expected Divided Divided proposed expected
37% 37.0% 39.6% 39.6% 39.6% 39.6% 39.6%
Top marginal rate (39.6% after
2025)
Top rate cap gains/ 23.8% N/A 23.8% 23.8% 23.8% 33.0% 28.8%
dividends (incl. NII)
Minimum tax (incl. N/A N/A No No No Yes No
unrealized gains)
Net Investment 3.8% N/A 3.8% 3.8% 3.8% 5.0% 3.8%
Income Tax (NII)
Surtax on upper N/A N/A No No No N/A 5% on 10mm+,
income 8% on 25mm+
State and local tax $10,000 $10,000 $20,000 $20,000 $20,000 Unlimited $80,000
deduction limit (unlimited
(SALT) after 2025)
Passthrough 20% 20% 20% 20% 20% N/A 20% (<$400k)
deduction (0% after 2025)
$2,000 N/A $2,000 $3,000 $3,000 $3,000 $3,000
CTC & EITC (51,000 after
2025)
Homebuyer No No No No No $25,000 $10,000
assistance credit credit
Tip exclusion No Yes No No No Yes No
Social Security Partially Excluded Taxable Taxable Taxable Taxable Taxable
benefits Taxable

Source: Goldman Sachs

Corporate Tax Changes?

Both candidates have made bold claims about corporate taxes. Harris has proposed
increasing corporate taxes to fund higher levels of spending by raising the corporate rate from
21% to 28%, along with changes to taxes of foreign income, and implementing a minimum
corporate tax. Meanwhile, Trump has suggested further corporate cuts, potentially to 15%.
However, as with personal taxes, the reality of a divided government would likely temper these
ambitions.

Deficits, Trade, and Infrastructure

Trade and tariffs policies are another area where the candidates have widely divergent
goals. Trump would push to expand tariffs, including a 60% tariff on Chinese goods and a 10%
universal tariff. A Harris administration would likely maintain consistent trade and tariff
policies. The primary concern with widespread tariffs is their potential to increase inflation.
Goldman Sachs estimates that each percentage point increase in effective tariffs increases core
inflation by 0.10%. Trump’s proposed tariffs would increase core inflation by 0.30% to 0.40%
over the next few years and headline inflation by as much as 3% to 4%.

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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The Fiscal Impact

The fiscal impact from the numerous changes expected in taxes, tariffs, benefits, and
spending will likely be neutral to beneficial to the deficit. If Democrats sweep, personal and
corporate taxes and benefit spending will likely rise. If Republicans sweep, they will likely stay
mostly unchanged. Divided government scenarios would likely result in a modest net increase in
tax receipts, as Congress would likely allow the upper-income portion of the 2017 tax cuts to
expire, but little change to benefit programs. The analysis below from Goldman Sachs shows the
revenue and spending impacts from the various potential changes.
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Market Impact

While we expect the overall impact on the S&P 500 to be muted due to legislative
gridlock, we would expect any corporate tax rate changes to be quickly incorporated by the
market. As shown in the chart below, analysis done by Goldman Sachs suggests that each
percentage point change in the corporate tax rate would affect S&P 500 earnings by slightly
less than 1%. The tax changes proposed by Harris could potentially reduce index earnings by
8%, while a Trump cut to 15% may boost earnings by 4%.

6%
4% Potential impact of
4% » corporate tax changes
on S&P 500 EPS
2% 4% Statutory rate cut
(21% to 15%)
0%
2% Statutory rate
hike (21% to 28%) 5%
-4%
£% Foreign tax hike
2 {incl. GILTI to 21%)
o Minimum rate
% hike (15% to 21%)
8%
-10%

Potential tax cut scenario Potential tax hike scenario

Source: Goldman Sachs Global Investment Research

Looking back to 2017, the TCJA reduced the corporate rate from 35% to 21%, which
boosted S&P 500 earnings by 12% in 2018. In fact, following the passage of the TCJA, the S&P
500 immediately rallied by about the same magnitude as the earnings boost it ultimately
received.

As we navigate the uncertainty surrounding the upcoming election, it is crucial to
remember that headlines are often sensationalized, and the actual impact of political changes
on long-term investment performance is typically less dramatic than short-term market
reactions might suggest. Markets have historically performed well under both Democratic and
Republican administrations. The S&P 500 has averaged annual returns of about 10% over the
past 100 years, spanning numerous political landscapes, tax regimes, and Presidential
administrations.

The investment philosophy here at Osborne Partners is built on the foundation of
diversification, disciplined analysis, and a long-term perspective. We believe that adhering to a
style-agnostic, disciplined investment strategy is the best approach to achieving your financial
goals, regardless of political outcomes. As always, please reach out to your Wealth Counselor if
you have any questions or concerns. B

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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The FOMC Turns the Page on Inflation

By: Jack Fagan, CFA

The FOMC turned the page on inflation and started the next chapter with a
0.50% rate cut in September.

I would describe the third quarter of 2024 with an adjective that is rarely associated
with fixed income markets: exciting. Starting in early summer as inflation waned and labor
markets softened, the quarter crescendoed into the FOMC'’s interest rate decision on September
18th. Come September, futures markets whipsawed as traders jostled for positioning,
attempting to determine if the FOMC would cut by the “standard” 0.25% or if a larger 0.50% cut
was forthcoming. Up to the moment of the decision, the market was nearly evenly divided
between 0.25% and 0.50%. It was the most anticipated FOMC meeting in recent memory, and
potentially of all time, and it did not disappoint. Chairman Powell and Co. voted to cut the
Federal Funds rate by 50 basis points (0.50%) to once and for all turn the page on the
inflationary period of the past few years. Today, the Federal Funds rate range is 4.75%-5.00%.

The data said “cut”. Powell obliged.

Chairman Powell is notorious for emphasizing the Fed is “data dependent” and that the
FOMC was satisfied in waiting for more data before embarking on a rate cutting cycle.
Fortunately, economic data clarity arrived over the last few months.

1. Inflation moderated - Headline CPI continued its descent toward the 2% year-over-year
objective. Core CPI is a bit behind Headline CPI, but most indicators point to continued
cooling in the data. In the September meeting statement, the Committee noted it “gained
greater confidence that inflation is moving sustainably towards two percent.”

2. The labor market weakened - Monthly job gains slowed as we entered September,
expanding on average at a 116,000 pace over the prior three months. This was well below
the estimated level required to maintain a neutral unemployment rate (i.e. to not increase
nor decrease each month). The September FOMC statement noted that job gains “have
slowed,” a change from “moderated” in the prior statement. While just a minor change in
language, this confirms the FOMC acknowledges the softening labor market and that
they’re recalibrating accordingly. The FOMC'’s economic projections also confirm this, with
the unemployment rate forecast lifted to 4.4% from 4% as of June.

Overall, while the risks to the dual mandate of inflation and employment are “roughly in
balance,” the balance of risks has essentially flipped this year. The danger of reigniting inflation
is now much lower whereas the risk of higher unemployment has increased meaningfully. Given
such a set-up, the FOMC made the relatively easy decision to cut rates in September and to do it
convincingly to stem undesirable further cooling in the labor markets.

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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US Inflation Data — Last Two Years 9
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Year-to-Date Fixed Income Performance
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A Few Fixed Income Factoids

1. A footnote of the September FOMC meeting: There was a dissenting voice.

Interestingly, this last meeting recorded the first dissenting vote by a voting member
since 2005. The vote was 11-1, with the dissenter preferring to cut rates by just 0.25%.
The last dissenting vote prior to 2005 was in 2002, and the one before that was in 1995.

It's quite a rare occurrence. The FOMC is a consensus building institution that prefers to

present a unified front. Typically, it is successful in this pursuit. However, the feeling is

not always unanimous.

2. The Taylor Rule scores a point.

The Taylor Rule, discussed in our Q2 Wealth Report, is a formulaic measure of the

appropriate monetary policy. Three months ago, I highlighted that the Rule suggested

policy was finally “correct” at that point in time, but given the trajectory of the Rule’s

inputs a rate cut would soon be appropriate. As it turned out, the FOMC and Taylor Rule

agreed.

3. After two months of volatility, credit spreads are back to 17-year lows.

Credit spreads, a measure of additional yield over a risk-free security required for riskier

bond issuers, are back to a 17-year low. The unwind of the Japanese Yen “carry trade” led

to a brief spike in August. Then, weak labor market data contributed to a September

spike before reversing. This spread narrowing has supported returns for corporate

bonds versus Treasuries in 2024, B

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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Does Your 401 (K) Offer a Self-Directed Option?
By: Alexandra Sandberg, CFP®, ChFC®, ECA

401(K) plans should not be a “set it and forget it” investment strategy,
but rather, actively reviewed and evaluated as part of your entire
. portfolio.

A

401(k) plans can be challenging for the average investor to manage, especially plans
offered by smaller organizations. High administrative fees and limited investment options can
present substantial issues with these retirement plans as the costs tend to be
disproportionately higher when there are fewer participants. This can lead to reduced
investment growth and less flexibility in managing retirement savings effectively.

Benefits of Self-Directed Brokerage Accounts with 401 (k) plans (SDBA):

Some employer plans allow for having a Self-Directed Brokerage Account (SDBA). This
option offers a wider range of investments beyond what traditional plans provide, including
individual stocks, bonds, ETFs, and various mutual funds. This flexibility allows for greater
customization and possibly lower fees.

Role of your Wealth Counselor:

By working with your Osborne Partners Wealth Counselor, you can enhance your
retirement strategy. Your Wealth Counselor can assess your entire financial landscape,
including risk tolerance, current personal needs, and long-term personal and professional goals.

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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Many individuals view their 401(k) plan in isolation, not fully considering how it may fit into
their broader financial picture. Your Wealth Counselor helps bridge this gap by offering insights
on integrating your 401(k) with other retirement income sources and developing strategies for
maximizing Social Security benefits. By taking a comprehensive approach, your Wealth
Counselor can see to it that all aspects of your financial future are aligned and optimized.

Default Options in 401(k) Plans:

Many 401(k) plans have default options, which are frequently target-date funds. In fact,
there is around $4 trillion invested in these funds, which are a type of mutual fund designed to
simplify saving for retirement. Target-date funds typically hold a mix of asset classes (stocks,
bonds, etc.), providing built-in diversification. This hands-off approach to investing automatical-
ly adjusts its asset allocation over time based on a specified target date, which is usually set
around the year you plan to retire. The funds are designed to rebalance to your age and do not
take into consideration current market conditions. It benefits those who do not follow
investment markets and who do not want to proactively rebalance their accounts. In other
words, it is designed for those who do not want to take an active approach to investing. As a
result, investors in target date funds are unlikely to optimize their returns and invest according
to their personal risk tolerance and financial goals. In addition, some target date funds have
higher fees compared to other investment options, which can affect investment returns over
time.

At Osborne Partners, we fundamentally believe that every investor’s strategy should be
tailored to their unique situation. Sponsors of target date funds, on the other hand, believe
everyone invested in their funds are the same and that their strategy should be based on their
age instead of the range of investable opportunities at any given point in time. This often results
in unintended consequences.

For example, researchers at the University of Illinois Champaign-Urbana and MIT did a
recent study™ analyzing and quantifying the opportunity cost of investing in target date funds.
They found, on average, that investors in target date funds were losing 1.7%-2.8% in portfolio
performance per year versus investors focused on actively optimizing their investment strategy
based on factors other than their age. They also found that target date funds generally were too
conservatively allocated for most people around the age of 50.

In other words, investing is difficult and to be successful takes focused work, effort, and
proper education. Optimizing your investment strategy requires staying on top of constantly
changing market dynamics and then determining how these dynamics impact your personal
financial situation. The key to long-term success, in our view, is to have a seasoned team who
can help you navigate the various stages of your investment lifecycle and make changes as
market dynamics and opportunities change.

© 2024 Osborne Partners Capital Management, LLC. All rights reserved.
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Considerations After Leaving an Employer:

Whether changing employers or full retirement, managing your 401(k) post-
employment is crucial. Changes in investment options or default options can impact your
financial plan. It is important to stay informed and consider consolidating your accounts to
maintain a holistic retirement strategy aligned with your goals. For example, one of the risks of
leaving your employer and not managing your 401(k) is that the investment options may have
changed, you could miss the opportunity to change your investments before a certain deadline
and can be put into a “default” investment such as a Money Market Fund. This will not only
affect your overall financial plan but can result in a loss of potential returns. Even though it
takes a bit of time and effort to consolidate retirement accounts after you leave your employer,
it is worth considering doing so that you are taking a holistic approach to your retirement and
ensuring that your portfolio aligns with your goals.

At Osborne Partners, we can manage your portfolio within your employer’s retirement
plan even if a self-directed brokerage account is not an option. We, as your advisor, can help
you make selections from the menu of options in your retirement plan. If you are interested in
learning more about how we can help optimize your existing retirement plan(s), please contact
your Wealth Counselor.

In conclusion, adopting a comprehensive approach to retirement planning by exploring
Self-Directed Brokerage Account (SDBA) options and consulting with your Wealth Counselor
can greatly improve the effectiveness of your financial strategy. By staying proactive and well-
informed, you can maximize the growth potential of your retirement savings and better
position yourself to achieve your financial goals. B

*National Bureau of Economic Research, Working Paper 29559
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Contact Us:

info@osbornepartners.com

(800) 362-7734
www.osbornepartners.com

One Embarcadero Center, Suite 4100
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The opinions expressed herein are strictly those of Osborne Partners Capital Management, LLC as of the date of the material and is subject
to change without notice. None of the data presented herein constitutes a recommendation or solicitation to invest in any particular invest-
ment strategy and should not be relied upon in making an investment decision. There is no guarantee that the investment strategies pre-
sented herein will work under all market conditions and investors should evaluate their ability to invest for the long-term. Each investor
should select asset classes for investment based on his/her own goals, time horizon and risk tolerance. The information contained in this
report is for information purposes only and should not be deemed investment advice. Although information has been obtained from and is
based upon sources Osborne Partners Capital Management, LLC believes to be reliable, we do not guarantee its accuracy and the infor-
mation may be incomplete or condensed. Past performance is not indicative of future results. Inherent in any investment is the possibility of
loss. Osborne Partners Capital Management, LLC does not provide tax or legal advice. Please consult with your tax and legal advisors re-
garding your personal circumstances. Certified Financial Planner Board of Standards Inc. owns the certification marks CFP®, CERTIFIED
FINANCIAL PLANNER™ and federally registered CFP (with flame design) in the U.S., which it awards to individuals who successfully complete
CFP Board’s initial and ongoing certification requirements.
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