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MARKET REVIEW

Market Summary

Policymakers will likely continue to debate the appropriate timing of the next fed funds rate hike at the
upcoming September Federal Open Market Committee (FOMC) meeting. Ultimately, we believe the
somewhat disappointing August jobs report, along with a lack of inflationary pressure, will sway the Federal
Reserve (Fed) to remain on hold. The weak ISM Manufacturing report for August gives the Fed an additional
reason to keep policy rates unchanged this month. Meanwhile, the outlook for the global economy remains
tenuous. Other global central banks remain highly accommodative, and 10-year sovereign bond yields in
Germany and Japan remain negative. Furthermore, in anticipation of money market fund reform (which is
due to go into effect on October 14), the London Interbank Offered Rate, or Libor, has been rising, driving
up short-term funding rates. September is certainly a live meeting, and the tone of some FOMC members has
recently become more hawkish, but we believe the Fed has little near-term incentive to change policy. The
next FOMC meeting is scheduled for September 20-21.

The global economy continues to face headwinds, but domestic economic data points toward slow growth.
The U.S. labor market remains healthy. The unemployment rate was unchanged at a low level of 4.9% in
August, and payrolls have increased by an average of 232,000 on a trailing 3-month moving basis. Consumer
confidence remains strong. Housing trends temain favorable even though home price appreciation has
softened. The manufacturing sectot, on the other hand, continues to struggle. Second quatter 2016 GDP
grew 1.1%, following growth of 0.8% in the first quarter. The consensus forecast calls for a pick-up in GDP
growth in the second half of the year to 2.7% and 2.4% in the third and fourth quarters, respectively.

In August, the 2-year Treasury yield increased fifteen basis points and the 10-year Treasury yield increased
nearly thirteen basis points. During the month, the market-implied probability of a fed funds rate hike in
September (reflected in fed funds futures prices) rose to 36% from 18%. The minutes from the July FOMC
meeting indicated that a near-term rate hike was on the table, and several policymakers made publicly
hawkish comments in August. Meanwhile, negative interest rates in Europe and Japan, investors’ hunt for
yield, and a global flight to quality continued to fuel demand for longer-term Treasury securities.

THE TREASURY YIELD CURVE INCREASED IN AUGUST
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In August the Treasury yield curve shifted upward, but over the past three months the yield curve flattened.
The flattening is even more pronounced on a year-over-year basis with the 2-year Treasury yield up about
seven basis points and the 10-year Treasury yield down nearly 64 basis points. Over the past year, financial
market volatility has been elevated due to weak global economic growth, volatile commodity prices, and diver-

gent global central bank monetary policy.

TREASURY YIELDS 8/31/2016 7/31/2016 CHANGE
3 Month 0.33 0.26 0.07
2 Year 0.81 0.66 0.15
3 Year 0.92 0.75 0.17
5 Year 1.20 1.03 0.17
7 Year 1.46 1.29 0.17
10 Year 1.58 1.45 0.13
30 Year 2.23 2.18 0.05

Source: Bloomberg




Economic Roundup

Consumer Prices

The Consumer Price Index (CPI) was up just 0.8% year-ovet-yeat in July, versus up 1.0% year-over-year in June. Core CPI (CPI less food and
energy) was up 2.2% year-over-year in July, vs. 2.3% in June. The Personal Consumption Expenditures (PCE) index was up 0.8% year-over-year in
July, versus 0.9% in June. Core PCE (excluding food and energy) was unchanged in July, up 1.6% year-over-year. Although Core CPI is trending
above 2.0%, the Fed's primary inflation gauge is PCE which remains below the Fed's 2.0% target.

Retail Sales
On a year-over-year basis, total retail sales were up 2.3% in July, compared with a 3.0% increase in June. On a month-over-month basis, retail sales
were flat in July, missing expectations for a 0.4% increase. Excluding autos, retail sales fell 0.3% in the month.

Labor Market

Nonfarm payrolls were lower than expected in August, up 151,000 versus the consensus forecast of 180,000. June and July payrolls were
revised down by a net total of 1,000. On a trailing 3-month and 6-month basis, payrolls increased by an average of 232,000 and 175,000 per
month, respectively. The unemployment rate was unchanged in August at 4.9%, and the participation rate was unchanged at 62.8%.
Furthermore, a broader measure of unemployment called the U-6, which includes those who are marginally attached to the labor force and
employed part time for economic reasons, was also unchanged in August at 9.7%. Wages increased just 0.1% in August, following a 0.3%
increase in July. On a year-over-year basis, wages were up 2.4% in August, versus 2.7% in July.

Housing Starts
Total housing starts rose 2.1% in July, following growth of 5.6% in June. Single-family starts rose 0.5% in July while multi-family starts rose 5.0%.
Housing starts tend to be volatile on a month-to-month basis but the undetlying trend remains favorable.

Credit Spreads Tightened in August
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Source: Bloomberg Data as of 8/31/2016

Economic Data Points to Slow Growth

Trade Balance (39.5) $BIn JUL 16 (44.7) $BIn JUN 16 (39.9) $BIn JUL 15
GDP 1.1% JUN 16 0.8% MAR 16 2.6% JUN 15
Unemployment Rate 4.9% AUG 16 4.9% JUL 16 5.1% AUG 15
Prime Rate 3.5% AUG 16 3.5% JUL16 3.25% AUG 15
CRB Index 180.21 AUG 16 181.01 JUL 16 202.09 AUG 15
Oil (West Texas Int.) $44.70 AUG 16 $41.60 JUL 16 $49.20 AUG 15
Consumer Price Index (y/o/y) 0.8% JUL 16 1.0% JUN 16 0.2% JUL 15
Producer Price Index (y/o/y) (2.2%) JUL 16 (2.0%) JUN 16 (2.8%) JUL 15
Dollar/EURO 1.12 AUG 16 1.12 JUL 16 1.12 AUG 15

Source: Bloomberg
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