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Despite Cracks, the Economy Remains Resilient

Key takeaways 

»	 The	initial	October	estimate	of	third-quarter	GDP	at	2.6%	was	the	first	positive	GDP	
print of the year and, when combined with the strength in employment, suggests 
the	economy	continues	to	avoid	recession.	

» The combination of higher rates and wider spreads resulted in the ICE BofA/Merrill 
Lynch 1–10 Year US Corporate Index (C5A0) returning -0.52% for the month and 
brought the year-to-date decline to -12.3%.

» The	6.6%	year-over-year	consumer	price	index	(CPI)	core	reading	was	the	highest	
since 1982, and the headline rate was the highest in three months. 

» We	continue	to	believe	the	sharp	increase	in	Treasury	rates	has	created	compelling	
value	in	shorter-maturity	(one-	to	five-year)	corporate	bond	ladders.
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Recap
October brought continued mixed economic data but also a 
growing	conviction	that	the	Federal	Reserve	may	slow	the	pace	
of its rate increases. The initial estimate of third-quarter GDP at 
2.6%	was	the	first	positive	GDP	print	of	the	year	and,	when	
combined with the strength in employment, suggests the 
economy	continues	to	avoid	recession.	Despite	the	weakness	in	
commodities,	inflation	again	exceeded	consensus	expectations,	
reaching multi-decade highs. Encouragingly, crude oil, a major 
contributor	to	goods	inflation,	is	now	roughly	unchanged	on	a	
year-over-year	basis.	The	sharp	move	higher	in	Treasury	rates	
has translated to the highest mortgage rates since 2001 and 
downward	pressure	on	home	prices.	Finally,	the	global	
economy	weakened	as	central	banks	and	governments	continue	
to	deal	with	a	variety	of	problems	created	by	inflation,	debt,	the	
war in Ukraine, and trade tensions. 

Against this backdrop, the 10-year Treasury rate rose 22 bps, 
while	investment-grade	(IG)	credit	spreads	widened	five	bps	for	
the month. The combination of higher rates and wider spreads 
resulted in the ICE BofA/Merrill Lynch 1–10 Year US Corporate 
Index (C5A0) returning -0.52% for the month and brought the 
year-to-date decline to -12.3%. Because of the rise in interest 
rates,	IG	corporate	bonds	remain	on	course	to	suffer	their	worst	
yearly return since the inception of the ICE BofA/Merrill Lynch 
1–10	Year	US	Corporate	Index.	As	has	been	the	case	over	the	
balance	of	the	year,	negative	returns	are	mostly	attributable	to	
the rise in Treasury rates rather than a deterioration in credit 
spreads or fundamentals. 

While	weak,	the	US	economy	continues	to	avoid	recession.	
The initial estimate of Q3 GDP of +2.6% is encouraging, but 
the details are troubling. Much of the strength resulted from 
the	increase	in	government	spending	and	a	large	increase	in	
petroleum exports as US producers shipped liquid natural 
gas	to	energy-starved	Europe.	The	good	news	was	
somewhat	offset	by	the	-26.4%	contraction	in	residential	
investment,	a	primary	gauge	of	housing	market	activity.	We	
also see this weakness in the sharp contraction in existing 
home	sales	and	month-over-month	declines	in	home	prices.	
While	housing	price	declines	have	the	immediate	impact	of	
reducing	economic	activity	through	consumption,	housing	
contributes roughly one-third of the CPI. The weakness will 
ultimately	pressure	CPI	lower	and	help	the	Fed	return	
inflation	to	its	target.	

The	CPI	again	surprised	on	the	upside.	The	6.6%	year-over-year	
core reading was the highest since 1982, and the headline rate 
was the highest in three months. Shelter, food, and medical care 
indexes were the largest contributors, while prices for gasoline 
and	used	cars	declined.	Services	inflation,	particularly	rents,	
continue to rise strongly, but the growing weakness in housing, 
which	represents	about	a	third	of	the	overall	index,	will	
eventually	feed	through	and	provide	relief.	Goods	inflation	is	
now	mitigating	the	overall	CPI	rise,	but	the	more	persistent	
services	inflation	continues	to	rise.	

There	was	no	Fed	meeting	in	October,	but	it’s	widely	expected	that	
it will again raise the benchmark rate by 75 bps at the early 
November	meeting.	That	will	be	the	fourth	consecutive	75-bps	
increase	and	bring	the	funds	rate	into	the	3.75%	to	4%	range.	While	
the	Fed	remains	resolute	in	its	commitment	to	combating	inflation,	
recent	comments	by	officials	and	actions	of	other	central	banks	
suggest	the	Fed	is	becoming	concerned	with	developments	around	
global	financial	stress.	Interestingly,	domestic	measures	of	financial	
stress,	including	credit	spreads,	continue	to	be	very	well	behaved,	
while global stress appears to be rising rapidly.

Looking ahead

We	expect	the	Fed	to	continue	raising	rates,	perhaps	pausing	
early	next	year	as	the	federal	funds	rate	reaches	terminal	level	
to	assess	the	lagged	effects	of	the	rapid	increases	of	the	last	
year.	The	next	challenge	for	markets	will	be	Q4	earnings.	Q3	
results	have	been	reasonably	good,	particularly	for	banks,	as	
rising rates increase their net interest margins and most 
business	lines	remain	solid.	It’s	interesting	that	earnings	seem	
to	be	differentiated,	with	old	economy	companies	(staples	and	
health care, for instance) doing better than new economy 
companies.	As	margins	continue	to	deteriorate,	however,	the	
forward outlook is less sanguine. 

We	continue	to	view	corporate	balance	sheets	as	solid,	but	the	
upgrade-downgrade	cycle	is	turning	in	favor	of	downgrades.	
The downgrade of so many BBB issues to high yield during 
the	pandemic	leaves	IG	in	much	better	position	to	weather	a	
downgrade cycle than in the past. 

We	continue	to	believe	the	sharp	increase	in	Treasury	rates	has	
created	compelling	value	in	shorter-maturity	(one-	to	five-year)	
corporate	bond	ladders.	This	part	of	the	curve	is	flat,	allowing	
investors	to	pick	a	significant	amount	of	the	yield	available	on	
longer indexes with far less duration risk. 
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