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Market Recap 
Treasury yields rose in the second quarter and fixed income assets 
generated slightly negative returns, with the U.S. Aggregate Bond Index and 
the Global Aggregate Bond Index returning 0.8% and 1.5%, respectively, for 
the quarter. In May, the heated debt ceiling debate led to dislocation in 
short-term U.S. Treasury bills and contributed to higher yields and 
weakness in credit markets. While the debt ceiling agreement averted a 
potential financial crisis at the end of May, investors’ attention promptly 
shifted back to inflation and Fed policy. The yield curve rose again after the 
Fed delivered a hawkish hold at its June policy meeting. The U.S. nominal 
10-year yields ended the quarter higher at 3.84%, compared with 3.47% at 
the end of the first quarter. The real yield contributed primarily to the move 
(up by 43bps), while inflation expectations (measured by the 10-year 
inflation breakeven rate) were slightly down to 2.22% from 2.32% at the end 
of last quarter. (See Exhibit 1). 

Exhibit 1: Treasury Yields rose in the second quarter of 2023 

 
Source: Bloomberg. 

Rates across the U.S. Treasury yield curve increased for the quarter, led by 
the front end, leading to a deeper inversion of the yield curve for the quarter. 
The 2-year yield, which is highly sensitive to the expectation of the Fed 
funds rate, rose from 4.03% to 4.90%, a level 1.1% higher than the 10-year 
yields (see Exhibit 2). The 30-year bond yield, which is more sensitive to 
changes in long-term economic prospects, increased slightly from 3.65% to 
3.86%.  

Exhibit 2: U.S. Treasury Yields Curve 

 
Source: Bloomberg. 

Amid the uncertainties surrounding this year's market narratives, such as 
debates between a hard or soft landing, resilient growth versus recession 
risks, moderating overall inflation versus stubborn core inflation, and the 
Fed's pause or dovish pivot, one theme has emerged and stayed consistent: 
bonds are back. At current yield levels, we believe that fixed income can 
provide an appealing balance between generating attractive income and 
hedging against economic downturns (refer to Exhibit 3 for current yields 
across multi-asset classes). In this newsletter, we will address three primary 
uncertainties that concern most fixed income investors: growth prospects, 
inflation, and Fed policy.  -1.5
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Exhibit 3: Yields and YTD Returns of Key Fixed Income Markets  
6/30/2023 12/31/2022 12/31/2021 2023 YTD Return 

Treasuries         
2-Year 4.9% 4.4% 0.7% 0.6% 
5-Year 4.1% 4.0% 1.3% 0.7% 
TIPS 1.6% 1.5% -1.0% 1.8% 
10-Year 3.8% 3.9% 1.5% 2.2% 
30-Year 3.9% 4.0% 1.9% 3.5%      
     
Sectors         
U.S. Aggregate 4.8% 4.7% 1.8% 2.1% 
IG Corps 5.5% 5.4% 2.3% 3.2% 
Convertibles 7.9% 7.1% 3.7% 8.4% 
U.S. HY 8.5% 9.0% 4.2% 5.4% 
Municipals 3.5% 3.6% 1.1% 2.7% 
MBS 4.8% 4.7% 2.0% 1.9% 
ABS 6.2% 5.9% 2.0% 2.4% 
Leveraged Loans 11.2% 11.4% 4.6% 6.5% 

Source: Bloomberg. 

Growth – Resilience with Concerning Signs  
Recent economic indicators have generally shown strong economic 
momentum in early 2023. The US GDP rose a healthy 2% in the first 
quarter, bolstered by sizable increases in consumer spending. The labor 
market has remained resilient, with nonfarm payrolls growing by an average 
of 314,000 monthly and a 6.0% wage growth in May according to the Atlanta 
Fed. Despite mortgage rates reaching as high as 7%, the housing sector in 
the US has shown positive signs, as homebuilder confidence surpassed the 
50-point threshold and construction spending has witnessed consistent 
growth for three consecutive months.  

However, beneath the surface there are concerning signs emerging. So far 
this year, employment growth has been a notable highlight in this year’s 
economic data, but we are starting to see some cracks develop with initial 
jobless claims reaching their highest level since late 2021. At the same time, 
the PMI index indicates that manufacturing activity in the US has contracted 
for the seventh month in a row, and the leading economic index has entered 
a recessionary phase.  

Looking forward, we anticipate a deceleration in growth during the latter half 
of the year, reflecting lagged effects of the Federal Reserve's tightening 
policy and bank credit restrictions. The duration of the lag effect resulting 
from monetary policy can vary, but it is typically longer than two years. 
Meanwhile, we expect a potential recession (which many economists have 
predicted to occur in the US in 2024) will likely be mild, given continued 
resilience in the labor market, tailwinds from lower energy prices, and China 
reopening. 

Inflation – Not Moderating Fast Enough 
While overall inflation is on a downward trend in the U.S., core inflation, 
which excludes food and energy, has remained stubbornly persistent and is 
unlikely to decrease fast enough to allow for much room for policy easing in 
the next few months. Exhibit 4 shows that monthly core inflation has been 
consistent at 0.4% despite some decline in housing inflation. 

Exhibit 4: Core CPI was persistently high around 0.4% in 2023 

 
Source: Bloomberg. 

Investors have been very focused on Owners' Equivalent Rent (OER)* given 
its weight of more than 40% in core CPI. Encouragingly, the CPI for OER 
rent rose by 0.5% for the third consecutive month, a notable slowdown from 
the 0.7% increase in February. However, it's worth noting that the impact of 
future disinflation from OER on core PCE inflation (the Fed's preferred 
measure) would be less significant due to its lower weight of 17%. 

Another contributor to elevated core inflation is wage growth, which is driven 
by a shortage of labor. Despite a slowdown in demand and weakening 
growth, companies are hesitant to lay off workers due to labor shortages, 
resulting in upward pressure on core inflation. Our wage index indicates that 
wage inflation was still running at 5.0% YOY in May, only a slight 
moderation from 5.7% at the end of last year.  

Fed Policy – A Fresh Uncertainty 
The resilient economy and sticky inflation are leading the Federal Reserve 
to keep policy tight. After ten consecutive rate hikes, the Fed chose not to 
raise the target range of the federal funds rate, keeping it steady at 5% to 
5.25%. However, there were upward revisions in the projections for the peak 
of the Fed funds rate, which increased from 5.1% in March to 5.6%, implying 
two more rate hikes down the road. Market perceptions on the possible 
paths of monetary policy in the US have also seen significant shifts during 
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the last quarter (See Exhibit 5). Market-implied Fed terminal rate dropped to 
a low of 4.8% due to credit crunch concerns in March but reached 5.4% 
after the Fed’s hawkish surprise in its June meeting. 

Exhibit 5: Implied Rates shifted significantly higher in the second 
quarter of 2023 

 
Source: Bloomberg. 

We expect the rates to be higher for longer. While markets have priced out 
cuts from 2023, they are still factoring in too many cuts in 2024 (about 
120bps), which we think is hard to justify for several reasons. First, the US 
economy has demonstrated considerable resilience in the face of previous 
hikes. Our baseline suggests a very mild contraction that cannot justify 
aggressive rate hikes. Second, there is an upward risk to the anticipated 
core PCE inflation, with the possibility that it may not fall to 2.6% next year 
as forecasted by the Fed. The policy rate path could rise further if inflation 
does not fall fast enough. We believe that the stubbornness of inflation, the 
strength of the economy despite significant tightening, and the Fed’s 
cautious approach to further tightening all point towards a higher policy rate 
trajectory.  

There is fresh uncertainty about whether the Fed will keep pausing or 
quickly pivot toward rate cuts. However, irrespective of the chosen course of 
action, historical evidence suggests that fixed income investments can 
provide appealing return potential, particularly when compared to equities. 
Empirical research indicates that if the Fed pauses after reaching its peak 
rate and the U.S. economy enters a recession, holding the 10-year U.S. 
Treasuries (as a proxy for fixed income investments) would result in flat 
returns over the following 12 months, while the S&P 500 could experience a 
significant decline. In the other case, if recession materializes and the Fed 
promptly pivots by cutting rates, history data indicates that bonds would still 
outperform equities. 

Investment Implications 
Given our base case of the Fed nearing the end of its hiking cycle and a 
mild recession in the U.S., we continue to see a compelling case for 
investing in fixed income for its diversification, yield advantages, and 
potential for upside returns. For YTD ending June 30, 2023, our Tactical 
Income strategy returned 1.9% net of fees, outperforming the Global 
Aggregated Bond Index by 0.4% and slightly underperforming the U.S. 
Aggregate Bond Index by 0.2%.  

We slightly underweight duration in our tactical portfolios and maintain our 
neutral stance on duration in less dynamic portfolios. We favor treasuries 
and higher-credit-quality corporate and securitized bonds that offer income 
and total return potential.  

For treasuries, we believe that buying high quality duration in the front end 
of yield curves creates attractive yields, and we added short-term (SHY) and 
intermediate-term government bonds (IEF). For credit, we believe this is an 
environment where we make active decisions to balance near-term caution 
and a long-term focus on high-quality assets. This quarter, we reduced our 
overweight position in corporate bonds by selling 5% IGIB as we see 
tightening credit and financial conditions. Additionally, we sold our position 
in HYGH (iShares Interest Rate Hedged High Yield bond ETF) as this asset 
class is more vulnerable to economic downturns. With the Fed closer to the 
end of the hiking cycle, we believe the benefit of interest hedging is 
diminishing.  

We maintain our position in MBB (iShares MBS ETF) as we find U.S. 
agency mortgage-backed securities remain appealing with cheap valuation, 
strong liquidity and government or agency guarantees. We believe investing 
in a wide variety of assets can further help investors meet their income 
needs in this environment and have additionally kept our exposure to 
alternative asset markets.  
* Owners' equivalent rent (OER) is the amount of rent that would have to be paid in order to substitute a 
currently owned house as a rental property. 
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Important Disclosure Information 

The information contained herein has been prepared by NorthCoast Asset Management 
(“NorthCoast”) on the basis of publicly available information, internally developed data and 
other third-party sources believed to be reliable. NorthCoast has not sought to independently 
verify information obtained from public and third-party sources and makes no representations or 
warranties as to accuracy, completeness or reliability of such information. All opinions and 
views constitute judgments as of the date of writing without regard to the date on which the 
reader may receive or access the information and are subject to change at any time without 
notice and with no obligation to update. This material is for informational and illustrative 
purposes only and is intended solely for the information of those to whom it is distributed by 
NorthCoast. No part of this material may be reproduced or retransmitted in any manner without 
the prior written permission of NorthCoast. NorthCoast does not represent, warrant or 
guarantee that this information is suitable for any investment purpose, and it should not be 
used as a basis for investment decisions. ©2023 NorthCoast Asset Management. 

NorthCoast Asset Management is a d/b/a of, and investment advisory services are offered 
through, Connectus Wealth, LLC, an investment adviser registered with the United States 
Securities and Exchange Commission (SEC). Registration with the SEC or any state securities 
authority does not imply a certain level of skill or training. More information about Connectus 
can be found at www.connectuswealth.com. 

PAST PERFORMANCE DOES NOT GUARANTEE OR INDICATE FUTURE RESULTS.  

This material should not be viewed as a current or past recommendation or a solicitation of an 
offer to buy or sell any securities or investment products or to adopt any investment strategy. 
The reader should not assume that any investments in companies, securities, sectors, 
strategies and/or markets identified or described herein were or will be profitable and no 
representation is made that any investor will or is likely to achieve results comparable to those 
shown or will make any profit or will be able to avoid incurring substantial losses. Performance 
differences for certain investors may occur due to various factors, including timing of 
investment. Investment return will fluctuate and may be volatile, especially over short time 
horizons.  

INVESTING ENTAILS RISKS, INCLUDING POSSIBLE LOSS OF SOME OR ALL OF AN 
INVESTMENT.  

The investment views and market opinions/analyses expressed herein may not reflect those of 
NorthCoast as a whole and different views may be expressed based on different investment 
styles, objectives, views or philosophies. To the extent that these materials contain statements 
about the future, such statements are forward looking and subject to a number of risks and 
uncertainties. 
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