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Introduction

This year has proven horrible for both equity and fixed income returns. The S&P 500 is down 23%
and the major bond indices have all posted double-digit declines. The 'classic' 60/40 stock/bond
portfolio, which is supposed to provide protection, is down a whopping 20+%, nearly identical to the

carnage back in 2008's Great Financial Crisis. What's an investor to do when there's nowhere to hide?

The good news is that the root cause of this pain - inflation leading to rapidly rising rates - has set the

stage for an attractive opportunity, with many more likely to emerge in the future.

How We Got Here

After additional jumbo-sized Fed rate hikes and persistently 'hot' inflation readings, interest rates

across the curve spiked to decade-plus highs. The speed of the repricing has been staggering:

e One year ago, the 2- and 10- Year Treasuries yielded just 27 and 150 basis points (bp),

respectively

e Now, they fetch 4.25% and 3.75%, respectively
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Higher yields result in falling bond prices, and the massive scale of the resulting losses are record-setting:

e Through the end of Q3, YTD total returns on the major fixed income indices are worse than any full-year
recorded dating back to the 1970s.

e Investors who bought the then-current 10-Year Treasury one year ago at a 1.50% yield (we certainly

didn’t) are now saddled with a -17.5% price loss.!

e On the municipal bond side, a representative long-dated 3% coupon muni first issued a year ago at a
price/yield of $111.4/1.67%, today trades at $82.7/4.50% - a staggering 25% decline!

"Source: Bloomberg (CUSIP 91282CCS8)
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Price of Example 3% Coupon Muni (2039 Final Maturity/2031 First Call Date)
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Why Didn’t Bonds Provide Protection?

Periodic rising rate cycles are natural and inevitable, and declining bond prices always come with the
territory. But this cycle is particularly vicious, triggering the worst fixed income losses since the Volcker era
(when I started plying my trade) and destroying an inordinate proportion of investor capital. Why did fixed

income perform so poorly?

Recall that a bond's maturity, or duration (as we think about it), is a measure of its price sensitivity to
changes in interest rates. For example, if rates rise 1% (100 basis points), a bond with a 7-year duration
will decline by approximately 7%. Offsetting this price decline are the coupon payments received from the
issuer - if the same bond also pays out 3.50% per year, the net total return pencils out to a more palatable
-3.50%.

+100 Basis
Point Increase
Ex: Bond with Duration in Bond’s
of 7 Market Yield

Bond Price
Declines by
Appr. 7%

As we've been writing about for years, a decade of 'financial repression’ dramatically skewed interest rates
lower, which tilted the risk-reward proposition against bondholders. Continuing the example, there's a
world of difference between owning a 7-year duration bond with a 3.50% yield compared to a 1.00% yield.
For the former, a 100 bp (1%) rise (and corresponding 7% price decline) wipes out the equivalent of 2 years'

worth of income return; for the latter, it's enough to negate 7 years' worth of income. Not a good deal.
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"Tommy Can You Hear Me?"?

Basically, the Fed's long-running experiment in keeping rates nailed to zero meant that fixed income markets
entered 2022 chock-full of risk due to their high-duration, low-yield characteristics. Inject unrelenting

inflation readings and an aggressive Fed and it leads to massive declines in bond prices.

Longtime readers and clients will know that we pounded the table over and over again about precisely this

risk that has now come home to roost.

2 Source: The Who
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What To Do Now?

Most Treasury Partners client asset allocations are structured using a 'three-dimensional' approach:
investments in stocks (to capture market-correlated returns), hedged strategies (seeking less market-
correlated returns), and bonds (generally geared to provide income or principal safety - 'ballast’ - to an

overall portfolio).

Fixed income's ability to provide income or ballast is directly related to the absolute level of rates. If
investors seek safety and 'ballast’ in a low-yielding environment, they must greatly lower the durations of
their bond portfolios (i.e., hold shorter-maturity debt). This was the central problem confronting us in
the 'financial repression’ years and informed our multi year strategy of avoiding extending durations in

client bond portfolios. We simply couldn't have been any clearer in our client advice and outlook.

But things are different now. Given where we are today, the risk-reward is much more attractive, and
extending durations actually results in much-improved yields that better compensate for the price

sensitivity.

Naturally, inflation plays a big role in future Fed policy, and predicting where inflation is ultimately
headed (and on what timeframe) is fraught with uncertainty. But at some point, the economy will
inevitably slow, which typically leads to rates marching lower (and bond prices moving higher). At
current levels, unlike the last decade of financial repression, bonds provide the benefit of ballast by
effectively hedging what we think is the most serious threat to investors in the coming years - the

possibility of an economic slowdown or recession.

The best defense against this scenario is a strong offense - locking in today's attractive yields for the long-
term. Today's municipal bond market presents the most visible opportunity to do just that. Munis are
now posting absolute levels we've only seen during the very depths of illiquidity-driven crises, such as the

March/April 2020 COVID-related panic, the last time we aggressively extended client durations.
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AAA Muni Yields Since 2011
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In fact, the benchmark levels in the charts above don't tell the full story. Long-dated, high-grade
municipals are now offering 3.50-4.50% tax-exempt yields, levels we've rarely seen in the last 15 years.
As an example, the below highly-rated NY muni with a 2044 final maturity callable in 2032 now trades
at approximately $105.7/4.25% yield (exempt from both federal and NY state/local taxes).?
context, this bond was first issued in February 2022 at $126.5/2.05%. As a result, it's down 16% in price

in just 8 months. Similar pricing and yield examples exist in many states around the country.

3 Market offering levels observed by Treasury Partners on 10/17/22
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NEW YORK CITY NY TRANSITIONAL FIN AUTH REVENUE 94 < No Notes
FUTURE TAX SECURED SUBORDINATE BONDS-SER C-1 CUSIP 64971XL55 9 PICK ©
9 5 Ticker NYCGEN Cpn 5.000 :Maturity 02/01/2044 Dated 02/01/2022 :State NY.
PEIEOM 20 Series  27) Issuer Description 2§ Insights

Municipal Bond Information Trading Information

Issue Type REVENUE BONDS 1st Settle Dt  02/01/2022

Ult Borrower ~ New York City Transitional.. Next Settle Dt 10/19/2022

Maturity Type CALL Int Accrual Dt 02/01/2022

Ext Redemption NONE 1st Coupon Dt 08/01/2022

FIXED 5.000 Next Par Call 02/01/20
@Iss _ 126.550/2.050 Week of Sale 01/17/2022

Coupon Freq ~ SEMI-ANNUAL Piece/Inc/Par 5,000/5,000/5,000

Tax Provision FED & ST TAX-EXEMPT BVAL AAA Spd.. 45

Credit Enhancement

Bond Ratings
Moody's(Undl) Aal
S&P(Stnd) BArA
Fitch(Stnd) AAA
Underlying __AAA

Source: Bloomberg (CUSIP 64971XL55)

First and foremost, these eye-catching yields are primarily a consequence of higher Treasury yields; as
Treasuries go, ultimately so will municipals. This past summer munis traded at particularly expensive
relative valuations compared to similar-maturity Treasuries. Over the past couple of months, the

overvaluation has retraced and the value in munis is far more apparent.

AAA Muni ni AAA Muni
. Muni/ ) My Muni/ u Muni/
. Yields Yields Yields
Maturity Treasury Treasury Treasury
fasof Ratio Aeof Ratio S Ratio
9/30/22 8/19/22 8/12/22
1 Year 3.02 75% 2.18 66% 1.67 51%
2 Year 3.05 72% 2.18 65% 1.75 54%
3 Year 3.07 72% 2.17 64% 1.77 56%
4 Year 3.08 74% 2.16 - 1.81 -
5 Year 3.10 77% 2.16 68% 1.84 62%
7 Year 3.13 80% 2.28 73% 2.06 71%
10 Year 3.24 85% 2.45 81% 2.25 79%
15 Year 3.55 - 2.77 - 2.58 -
20 Year 3.70 - 2.95 - 2.75 -
25 Year 3.82 - 3.07 - 2.89 -
30 Year 3.89 104% 3.13 97% 2.95 95%

The other main factor driving muni valuations is a unique dynamic within the muni market itself -
forced selling by municipal bond mutual funds. For technical reasons, they play an unusually large role
in dictating price swings in the muni market and in 2022 they've endured large and consistent net

outflows which created forced selling to meet redemption requests.

Less demand paired with increased supply usually leads to bargains, and longtime readers and clients

know that I'm a passionate fisherman and won't hesitate to enjoy 'bottom-fishing' the muni market.
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Municipal Bond Mutual Fund Flows
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It's important to note that this market repricing happened despite a still-strong muni credit backdrop,
rather than because of deteriorating issuer fundamentals. Moreover, credit defaults in high-grade munis

(what we buy) have historically been vanishingly rare.

Treasury Partners View

I've had a front row seat to many rate cycles dating back to 1982, and one of our core takeaways is that
bond investing is ultimately an 'opt-in" decision. When absolute yields were ridiculously low, we ‘opted-
out' from broadly extending maturities and maintained below-average portfolio durations. Our hard-
earned lessons from past bear markets are at the forefront of our thinking, especially when it comes to the

capital that's meant to serve as the 'safe’ money within client asset allocations.

We're starting to take advantage of this higher rate environment by 'opting-in' and purchasing longer-
dated, high-grade municipal bonds within client portfolios. A key consequence is that account durations

will rise. But at these levels we're comfortable with the duration-yield tradeoff. To summarize our decision:

e Ifinflation rages and rates continue to rise, bond prices will decline but any unrealized price losses

can be meaningfully offset by locked-in 4% income returns.

e Conversely - if the economy slows meaningfully, inflation will likely cool, leading to falling interest

rates and higher bond prices.

Alert: What to Do Now 8



e Long-term nominal returns on the S&P 500 have historically averaged 10%. Today, long-dated
municipal bonds can generate tax-exempt income that's the equivalent of an 8%+ fully-taxable
return (for max taxpayers in high-tax states). As investors realize how much this risk/reward
relationship has shifted, we expect to see assets reallocated from stocks to bonds. We want to be

‘early’ and front-runn this dynamic.

e Finally, some clients have suggested delaying our timing - that it's better to wait because inflation
and rates are still rising, and a better entry point is still to come. We disagree, history shows that

long-term bond yields often reach their peak before the last Fed rate hike of a cycle.

How Many Months Between
Date of Last Hike Last Hike and Peak in
in Fed Hiking Cycle 10-Year Treasury Yield?

March 1980

May 1981
May 1989
February 1995

may2000 | 4 |
ne2006 | o
Dec20t8 | 2

Average | 13 |

Source: Bloomberg

Our playbook is clear: 1) start gradually legging into municipal bond positions now while inflation
remains elevated, 2) get more aggressive when inflation starts to moderate, and 3) maintain elevated

credit quality today to guard against tomorrow's recession risk.

I must say that after 40 years of managing money, I still feel thrilled identifying turning points which
lead to investment opportunities that we can capture for the benefit of our clients. My team and I greatly
appreciate the confidence you place in our decision making and for the great honor of managing your

wealth.
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About Treasury Partners

For over 37 years, corporations, high-net-worth individuals, family offices, trusts, foundations and
endowments have sought our help to construct diversified portfolios positioned to perform throughout
market cycles. Among other industry recognitions, Barron's has ranked us in the top tier on its annual
listing of “America’s Top 100 Financial Advisors” every year since the survey was introduced in 2004.
Speak with Our Barron’'s Top-Ranked Team Today.

Richard Saperstein
Chief Investment Officer
Email: rsaperstein@treasurypartners.com

Daniel Beniak
Director
Email: dbeniak@treasurypartners.com

Phone: (917) 286-2777 Phone: (917) 286-2783
Treasury Partners info@t t
/A\ 505 5th Ave, 14th Floor & (917) 286 2770 Q :Ar/]wow.trr:aassuuerg?trnzg.sc'g?nm

New York, NY 10017

Disclosure

Treasury Partners is a group comprised of investment professionals registered with Hightower Advisors, LLC, an SEC registered
investment adviser. Some investment professionals may also be registered with Hightower Securities, LLC, member FINRA and SIPC.
Advisory services are offered through Hightower Advisors, LLC. Securities are offered through Hightower Securities, LLC. This is not an

offer to buy or sell securities. No investment process is free of risk, and there is no guarantee that the investment process or the
investment opportunities referenced herein will be profitable. Past performance is neither indicative nor a guarantee of future results. The
investment opportuni-ties referenced herein may not be suitable for all investors. All data or other information referenced herein is from
sources believed to bereliable. Any opinions, news, research, analyses, prices, or other data or information contained in this presentation
is provided as general market commentary and does not constitute investment advice. Treasury Partners and Hightower Advisors, LLC or
any of its affiliates make no representations or warranties express or implied as to the accuracy or completeness of the information or for
statements or errors or omissions, or results obtained from the use of this information. Treasury Partners and Hightower Advisors, LLC

assume no liability for any action made or taken in reliance on or relating in any way to this information. The information is provided as of
the date referenced in the document. Such data and other information are subject to change without notice. This document was created for
informational purposes only; the opinions expressed herein are solely those of the author(s) and do not represent those of Hightower
Advisors, LLC, or any of its affiliates.






