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August was calmer overall, with modestly higher rates and equities, credit
spreads trading in a narrow range and positive investment-grade returns despite
rising Treasury yields.

The Treasury Department intervened at the long end of the Treasury market,
signaling concern that higher yields could become an economic headwind and
increase future interest expense.

Chair Kevin Warsh's Jackson Hole address reinforced the Fed's focus on returning
inflation to target, raising market expectations for a rate hike.

Solid earnings, healthy balance sheets and more upgrades than downgrades
supported investment-grade corporate fundamentals remaining strong.



Recap

August was less volatile, with rates rising modestly, equities
moving somewhat higher and credit spreads trading in a
narrow range. The Treasury Department intervened, reducing
rates at the long end of the Treasury market. In a hawkish
address at Jackson Hole, Federal Reserve (Fed) Chair Kevin
Warsh reiterated the Fed's commitment to bringing inflation
back to the 2% target. The economy and inflation both
slowed somewhat; however, corporate earnings remained
extremely strong. Debt and deficits became a focus as the
national debt exceeded $40 trillion. Despite rising Treasury
yields investment-grade (IG) returns were positive.

The Treasury Department bought and retired off-the-run,
long-term Treasuries in mid-August, intervening at the long
end of the Treasury market. The Treasury characterized it as
a liquidity operation, but the market viewed the intervention
as an attempt to arrest the increases in intermediate

and long-term yields. The Treasury is likely worried that
higher yields are becoming an economic headwind and,
given the ever-growing issuance needs, will increase future
interest expense.

The first intervention was small. It occurred when the 30-
year Treasury rose to 5.34%, the highest yield since 2007.
The Treasury found the rise in yields troubling since it
happened despite slower economic growth and softness in
the monthly inflation data. Senior officials later suggested
that the Treasury might draw on the Treasury General
Account (TGA) to fund expanded future buybacks. That
fund serves as the Treasury Department’s cash management
account. It funds the government's daily liquidity needs. The
fund balance has grown from roughly $600 billion in the
Biden administration to nearly $1 trillion under the Trump
administration. It would offer significant buyback power.

This was the Treasury's second recent intervention to
support rates. On July 31, it moved to support the Japanese
yen as the currency fell to a 40-year low against the U.S.
dollar. Japan is the largest foreign holder of U.S. Treasurys,
and the fear is that Japan would need to liquidate a portion
of those holdings to provide currency support. Whether
these actions are isolated or part of a larger strategy to cap
long-term rates remains to be seen.

We believe the increase in intermediate- and long-term
yields has three primary causes. First, the rapidly growing
deficit may result in greater Treasury issuance at the long
end of the curve. Second, the hyperscalers' flood of issuance
is adding significant supply in intermediate- and long-dated
bonds. Finally, sovereign yields across the G-7 nations are
rising, and U.S. yields need to increase to remain competitive.

The good news is that higher real rates largely drove the
yield increase, while inflation expectations have remained
relatively flat. For instance, 30-year Treasury Inflation-
Protected Securities (TIPS) breakeven inflation rates are
near the low end of their five-year range at 2.2%. However,
30-year TIPS real yields have risen and now offer a nearly
3% real, or after-inflation, rate of return. This represents

a significant yield above the inflation rate for what is
essentially an asset with little or no credit risk.

Chair Warsh delivered his inaugural address at the annual
Jackson Hole Economic Policy Symposium. He defended his
approach to forward guidance, assessed that the economy is
strong even though inflation is too high and reasserted the
Fed's commitment to bringing inflation back to target. In a key
passage, he said, ‘| would be hard-pressed to describe broad
financial conditions as restrictive.” This implies he has room to
tighten policy without moving it into restrictive territory.

He said that while this summer's Personal Consumption
Expenditures (PCE) and Consumer Price Index readings were
better than expected, they don't tell him “that underlying
trends have meaningfully improved.” He added, “We must
be confident that underlying inflation is moving to our
objective, clearly and at sufficient speed. Otherwise, we
have work to do. That's our job, our mandate and our charge
to keep." It's clear to us that his focus is on bringing inflation
back to target. After the address, short rates rose sharply
and the odds of a rate hike at the next meeting rose from
35% to 61%. However, a Fed committed to price stability is
good news for bond investors.

|G corporate spreads continued to trade in the narrow
range that has defined trading since April. Earnings at

IG firms are still strong, balance sheets are solid and
upgrades continue to exceed downgrades. Issuance in the
IG corporate market slowed somewhat relative to recent
months, but artificial intelligence (Al) hyperscalers again
dominated the strong activity.



Against this backdrop, the 10-year Treasury yield rose 16
basis points (bps) for the month, and 1-10-year IG credit
spreads narrowed two bps. The ICE BofA/Merrill Lynch
1-10 Year US Corporate Index returned 0.25% for the
month and 2.43% over the trailing one year. For the month,
changes in credit spreads across sectors were very narrowly
mixed. While no sectors stood out, the insurance sector
lagged somewhat, while media outperformed slightly after
underperforming the prior month.

Economic data was generally weaker. In the employment
economy, nonfarm payrolls fell 23,000. Reductions in
government employment accounted for most of the
weakness, while private payrolls again grew at a reasonable
pace. The unemployment rate fell to 4.1%, while the

labor force participation rate continued to weaken. Initial
unemployment claims remain well behaved. The labor
economy appears well balanced overall, while the low-hire,
low-fire environment stays intact.

Consumption softened somewhat. Retail sales fell -0.6%,
and the control group, the part of retail sales that flows
through to GDP, fell -0.4%. The Institute for Supply
Management (ISM) manufacturing and services purchasing
managers' surveys both remained in expansion with
forward-looking new orders in both surveys suggesting
coming growth.

Inflation softened, headline CPI of 0.1% translated to a
3.4% year over year (YOY) rate and YOY core was only
2.5%. Energy again played an outsized role in the headline
number, with costs up 14.7% YQOY. Core PCE, the Fed's
preferred gauge, remained the same as the prior month at
3.3% YQY. But, to Chair Warsh's point, the trends haven't
changed meaningfully, and inflation is still well above the
2% threshold. In the early stage of the inflation pipeline,
commodity prices, particularly foods, are inflating rapidly
as the diesel shortage becomes more acute.

Looking forward

Summer ended on a quiet note, but fall is often a more
volatile period. The midterm elections or an escalation of
the Iran-U.S. conflict may unsettle markets. After Chair
Warsh's Jackson Hole address, the Fed appears likely to
raise rates. But in general, we think a Fed intent on price
stability is good for IG corporates and longer-term bonds.
Starting all-in yields on one- to five-year BBB at 4.87% and
5.35% on five- to 10-year BBB corporate ladders provide
solid cushions against volatility. In the meantime, Treasury
intervention may serve to limit increases in intermediate-
and long-term rates.
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