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Much Ado About Interest Rates
October 9, 2023
Dear O’Brien Client —

After a solid start to the year, investors have taken a step back from asset markets since August, resulting
in the first down quarter for both stocks and bonds since 3Q 2022. The main culprit behind this market
pullback appears to be a relatively staid corner of the investment universe: U.S. treasuries.

In 1Q, the Federal Reserve (Fed) raised interest rates above the pace of inflation — a threshold at which
many investors consider monetary policy to be restrictive to future economic growth. Since that time,
the Fed has enacted two additional rate hikes while inflation has continued to slow, further pushing
monetary policy into restrictive territory.

Investors had until recently been willing to look past this, as they expected that the Fed would shift to
rate cuts once inflation had cooled to a pace in-line with their 2% core inflation (i.e., excluding volatile
food and energy prices) mandate. Over the past three months, core inflation has indeed been running at
the equivalent of that 2% pace.

But despite that development, the Fed has not shown willingness to back away from their tightening
bias. Indeed, in their most recent meeting they indicated that they expect to hike rates one more time
this year and keep rates elevated once they conclude tightening for an extended period.

Some of that stance is likely posturing. Continuing to talk tough on inflation helps the Fed’s credibility
and potentially reduces the need to raise rates further. But that stance also means that monetary policy
will become increasingly restrictive if inflation continues to slow over time — raising the risk the Fed
overtightens and pushes the economy into recession.

At the same time, the federal government continues to use deficit spending to fill the gap in the federal
budget. The 2023 budget is poised to be the fourth consecutive budget with a deficit exceeding $1
trillion. The cumulative deficit of the past four years is on track to exceed the cumulative deficit from
2009-2019, despite economic activity post-Covid being generally stronger than during that prior period.

This surge in treasuries being issued to finance those deficits creates further upward pressure on interest
rates. The continued grind higher in rates, in turn, is once again adversely impacting growth stocks, the
primary driver of equity markets this year. Because growth stocks are expected to experience the bulk of
their profits in the future, they are more sensitive to movements in interest rates. Higher rates reduce
the discounted value of those future earnings, fueling the downturn in the equity market over the past
two months.

Against this backdrop the debate about whether the U.S. economy will achieve a “soft landing” (i.e.,
avoid a recession) continues in earnest. Yet this dialogue misses a simple truth: business cycles always
ultimately end in recession.
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While the idea that a recession is always on the horizon — whether near or longer term — can be
uncomfortable, it is important to remember that recessions serve an important role in that they tend to
rapidly reset economic and financial market imbalances before they become more acute crises.

Although there will always ultimately be another recession, predicting when it will occur is the challenge.
Past performance is no guarantee of the future, but when looking at the periods preceding recessions in
prior U.S. business cycles, there are certain economic dynamics that have consistently appeared. They
include:

e A moderating pace of economic activity and hiring.

e Banks becoming less willing to lend money to businesses and consumers.

e Corporate profits and profit margins falling under pressure.

e Monetary policy becoming outright restrictive.

e Rising inventories as companies struggle to sell the goods the produce.
U.S. Business Cycle Framework

Cycle Phases Maturation Recession
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Economic activity has been resilient so far in 2023, but it is not hard to see some of these trends
unfolding as we enter 4Q. Interest rates are now higher than the pace of inflation and corporate profits
have weakened. Labor markets remain strong but are showing signs of growing slack.

As shown in the blue box above, these types of dynamics are typical of what we call the Maturation
phase of the business cycle. Every business cycle is unique, so there is not necessarily a specific amount
of time that the U.S. economy remains in this (or any other) phase. But historically, the U.S. economy
has flowed through each of these four phases in succession as the economy moves in and out of
recessions.

We believe the U.S. economy is currently in that Maturation phase. This backdrop has historically
correlated with positive, but relatively subdued returns from markets (see the orange bars in the chart
below) and therefore generally has not been an environment where taking excessive risks in markets has
been rewarded. It has also meant that before experiencing the next sustainable economic upswing, a
recession has occurred.
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While Maturation phases coincide with positive, albeit subdued, returns, recessions tend to coincide
with negative returns (purple bars below) from risk markets such as equities. But recessions also tend to
coincide with above average performance from higher quality markets, such as those treasuries that
have been under such extreme pressure the past few years.

U.S. Annualized Asset Class Performance Across Business Cycle Phases (1953-2019)

Recovery  mExpansion Maturation  mRecession

Large Cap Stocks Long-term Treasuries Cash

Importantly, recessions are usually brief (under a year in length, on average), particularly when
compared to the long-term investment horizons we are focused on reaching. Markets are also forward
looking. In other words, markets tend to bottom before economic activity does in anticipation of
entering that Recovery phase (green bars above) where stocks tend to experience their strongest
performance. On average, global equities have rallied 68% in the first year after bottoming out during
the last three recessions'.

All of this highlights both the importance of the economic backdrop for return expectations, as well as
how challenging it is to time movements both out of and back into those markets successfully. As such,
we see the following implications for investing going into 4Q:

e We are not predicting an imminent recession, but we also do not believe it is time to take on
new risks.
e During market volatility do not lose sight of long-term goals by staying invested.
e Within asset classes, seek allocations that historically hold up better as growth softens, such as
treasuries in bonds and U.S. large cap stocks in equities.
e |dentify investments that tend to benefit from economic rebounds that follow recessions, such
as non-investment grade credit and small-cap stocks.
e Maintain asset class allocations and rebalance portfolios if deviations between asset classes
weights and Investment Policy Statement targets become too large.
We hope you are all taking care and staying healthy. If you have questions, or would like to talk, please
reach out to your Advisor or any member of our investment team.

Your O’Brien Team
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Disclosures:

Registration with the SEC should not be construed as an endorsement or an indicator of investment skill, acumen or
experience.

Investments in securities are not insured, protected or guaranteed and may result in loss of income and/or

principal. Diversification does not eliminate the risk of market loss and, long-term investment approach cannot
guarantee a profit.

This communication may include opinions and forward-looking statements. All statements other than statements of
historical fact are opinions and/or forward-looking statements (including words such as “believe,” “estimate,”
“anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that the beliefs and expectations reflected in
such forward-looking statements are reasonable, we can give no assurance that such beliefs and expectations will
prove to be correct. Various factors could cause actual results or performance to differ materially from those
discussed in such forward-looking statements. All expressions of opinion are subject to change. You are cautioned
not to place undue reliance on these forward-looking statements. Any dated information is published as of its date
only. Dated and forward-looking statements speak only as of the date on which they are made.

Investment process, strategies, philosophies, portfolio composition and allocations, security selection criteria and
other parameters are current as of the date indicated and are subject to change without prior notice.

In general, investment in foreign issuer securities entails additional risks such as limited transparency and accounting
overview, varying frequency, availability and quality of financial information, limited enforcement opportunities by US
regulators, and limited shareholder rights and/or remedies.

Unless stated otherwise, any mention of specific securities or investments is for illustrative purposes only. Adviser’s
clients may or may not hold the securities discussed in their portfolios. Adviser makes no representations that any of
the securities discussed have been or will be profitable.

Market or market segment performance is stated for illustrative purposes only and does not reflect performance of
actual client accounts. Client performance is affected by advisory fees and transaction costs.

Historical performance is not indicative of any specific investment or future results. Views regarding the economy,
securities markets or other specialized areas, like all predictors of future events, cannot be guaranteed to be accurate
and may result in economic loss of income and/or principal to the investor.

Indices are not available for direct investment. Their performance does not reflect the expenses associated with the
Advisor’s management of an actual portfolio. The Advisor has selected the stated indices for illustrative purposes.
Clients cannot invest directly into an index. Clients should be aware that the referenced indices may have a different
security composition, volatility, risk, investment objective and philosophy, diversification, and/or other investment-
related factors that may affect the index’s ultimate performance results. Additionally, referenced indices may not
include fees, transaction costs or reinvestment of income. Therefore, the Advisor’s composite and investor’s individual
results may vary significantly from the index’s performance.

P Stocks: MSCI All-Country World Index (ACWI). Source: Bloomberg Finance, LP, O’Brien Wealth Partners, as of

3/24/23.
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