O

OSBORNE PARTNERS

Capital Management, LLC

The Rates They Are A-Changin’
By: Jack Fagan, CFA
January 2025
The bond market adjusts to a new policy era.

Rising yields in the fourth quarter of 2024 have become a defining feature of the market landscape
entering 2025. The 10-Year Treasury yield rose nearly 1.00% to end the year, rising from approximately
3.60% and ending the year around 4.60%. The rapid backup in yields began in mid-September as the final
stages of the Presidential election took shape and escalated all the way through election day in early
November. The bond market reaction was driven by a confluence of political and economic forces. As the
odds of a Trump victory increased, markets focused on potential policy outcomes. Most notably: the impact
of potential tariff policies, if current tax policy would be updated or extended, and the ability (or lack thereof)
of reigning in already excessive fiscal deficits. Concurrently, the U.S. economy continued to display
remarkable resilience with GDP growth above expectations in Q4 and rounding out a very strong year of
growth driven by productivity gains. Meanwhile, just down the road in Washington, DC, Jerome Powell and
the Federal Reserve contemplated their own path forward. As described in more detail below, the December
FOMC meeting resulted in a 0.25% rate cut but more importantly set the stage for a more moderate policy
stance in 2025. While short term rates fell significantly in 2024, as Powell & Co reduced the Federal Funds
rate by 1.00%, the prospect of President Trump’s second term helped lift medium- and long-term yields even
more significantly, resulting in the steepest yield curve since May of 2022 (chart below). So, what does this
mean for 20257 While not much is certain, we do know one thing for sure: starting yields are effectively the
highest they’ve been in 15+ years and present a reasonably attractive opportunity especially for income-
oriented investors.

Yield Curve Recut: The Trump x Powell Collab
United States Treasury Yield Curve

5.0
— 09/30/2024 - Yield — 12/31/2024 - Yield

48
4.4
42
4.0
38
36

34
IM 2M 3M 4M eM 1Y 2v 3y sy v 0¥ 20Y 30V cource: Factset  Page lof6




O

OSBORNE PARTNERS

Capital Management, LLC

The Rates They Are A-Changin’

2024 Fixed Income Performance

Fixed Income Performance — High Yield, US Agg, & Long-term Treasuries.
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U.S. Investment Grade Credit Highlights (on a total return basis):
e Best
+ Sectors: Financials, Utilities, Energy
* Industry Groups: Airlines, Home Construction, Gaming, Finance Companies
e Worst
* Sectors: Capital Goods, Consumer Staples, Technology
* Industry Groups: Restaurants, Railroads, Integrated Energy, Pharma

Source: Bloomberg, Goldman Sachs Global Investment Research

December FOMC: The “Hawkish Cut” Meeting
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The December FOMC meeting resulted in a 0.25% cut to the Federal Funds rate, in line with expecta-

tions, and was tied to an overarching message that the Committee would slow the pace of rate cuts in 2025.

The degree to which the committee shifted their views, however, was rather surprising. The new “Dot Plot”,

which represents where each member of the FOMC projects the Federal Funds rate at the end of each year,

shows the median dot implying just 0.50% of cuts in 2025, down from the 1.00% projected in September.

This was a steeper decline than the market expected heading into the meeting. Furthermore, their economic

projections shifted notably. Inflation is projected to be higher in 2025 while unemployment goes lower.
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One could look at these updates and conclude one of a few things: 1) there is a hawkish shift within the
committee, in part due to the return of President Trump and his anticipated policies (some members
alluded to this), 2) the Federal Reserve is implicitly accepting a higher rate of inflation than their 2%
target (still cutting even with higher forecasted inflation), and/or 3) the committee is building in space to
adjust policy in 2025 due to elevated uncertainty (call this the “Trump effect”). Powell noted numerous
times that he believes the labor market is not a source of inflation currently, and further that he is
“confident” that inflation is “still broadly on track” to return to the 2% target. One thing is certain: 2025

will be a fascinating year.
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Fixed Income Footnotes

1. Mortgage rates & the housing market.

Entering 2025, the typical 30-year mortgage rate is back to nearly 7%. Any optimism around a

rebound in the housing market is likely suppressed at these levels. According to the National Association of

Home Builders, housing’s contribution to U.S. GDP is between 15-18%, which suggests that a downtrodden

housing market will be a significant drag on 2025 GDP growth. An interesting feature of the current environ-

ment is that the average mortgage rate is still below 4%, a function of low activity since the pandemic driven

boom at rock bottom rates.
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FRED Q,fj == 30-Year Fixed Rate Mortgage Average in the United States
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Shaded areas indicate U.S. recessions. Source: Freddie Mac fred.stlouisfed.org

Exhibit 7: The interest rate gap between new and outstanding mortgages remains historically wide
New interest rate on 30-year conforming mortgages (using the Freddie Mac Primary Mortgage Market Survey Rate) vs.
effective mortgage rate on outstanding loans
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2. U.S. Money Market assets near $7T; potential to see yield chase higher rates by rotating into longer duration
assets in 2025.

Money market assets have seen significant inflows over the last five years, and especially in the last
two. Exiting 2024, total assets hover around $7 trillion. Now that short term rates are falling, with further
declines expected in 2025, there is the potential for these funds to rotate out of money markets and into
longer duration fixed income to seek higher yields. All else equal, this would pressure rates lower across the
short-to-medium term portion of the yield curve.
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3. Corporate credit spreads decline again in 2024; now at the lowest level since 2007.

Credit spreads, a measure of additional yield over a risk-free security required for riskier bond issu-
ers, declined for the second straight year in 2024 and are presently at their lowest level since 2007 (and near
an all-time low). Notably, this decline in spread has supported returns for corporate bonds versus Treasuries
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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 no-
tice. None of the data presented herein constitutes a recommendation or solicitation to invest in any particular investment strategy and should not be relied upon
in making an investment decision. There is no guarantee that the investment strategies presented 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 information
may be incomplete or condensed. Past performance is not indicative of future results. Inherent in any investment is the possibility of loss. Osborne Partners Capi-
tal Management, LLC does not provide tax or legal advice. Please consult with your tax and legal advisors regarding 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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