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A TALE OF TWO DEBTS

Dickens opens A Tale of Two
Cities in 1775, the year the
American war began. That war
was financed fwice over, once
in London and once at
Versailles, and eventually settled
at Paris in 1783 at ruinous
expense fo Great Britain and

France.

Six years later one of those states
summoned an assembly it had
not convened since 1614 fo
resolve a fiscal problem and did
not survive the atfttempt. The
other had accumulated a far
larger burden relative to ifs
economy and paid every cent
of it. Dickens does not claim the
English were better. His England
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is complacent, disorderly and
violent. The distinction between
the two was not virtue, and it
was not the size of the debt
either, which is where intuition
fails first.

On the eve of the Revolution,
French debt stood at roughly
65% of natfional income and
British debt at roughly 135%.
France collapsed carrying half
of what Britain carried safely,
and Britain went on to carry far
more: by 1820 it stood near
175%.
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The Debt-to-GDP ratio, the most
common debt sustainability
measure, can be reduced in
only two ways. Britain worked
mostly on the denominator,
growing the economy faster
than the debt, while repaying
about a fifth of the nominal
amount, until the ratio fell below
30%. France focused on the
numerator and got rid of the
debt itself: it printed paper
money until the paper was
worthless, sold off the land it had
seized from the Church, and in
1797 simply cancelled two thirds
of what it owed. That is how
France reached 9% by 1802.

The deeper difference was
maturity. By 1815 two-thirds of
British debt consisted of 3%
coupon perpetual bonds and
therefore with no rollover
obligation. Consequently, the
state owed a coupon forever
and never a principal
repayment. Conversely, France
funded itself increasingly with
floating debt, short paper
refinanced continually, until it
could no longer be refinanced
and was converted by decree
info long-term obligations. This
occurred in 1759, 1770 and
again in 1788. The crisis of 1789
was not a crisis of how much
France owed. It was a crisis of

when.

The Price, Not the Quantity

Let's fast forward to tfoday and
have a look at the winner of the
Independence War: the US
Congressional Budget Office
projects Federal debt held by
the public increase from 101% of
GDP this year to 120% by 2036,
passing the wartime peak of
106% set in 1946. Over the same
period the primary deficit falls,
from 2.6 to 2.1% of GDP, while
net interest rises from 3.3 fo 4.6
per cent. Washington is not
proposing to borrow more
recklessly. However, it will be
forced to pay considerably
more for what it has already
borrowed.

That price has been set publicly
over the past fortnight. On 12
August the Treasury sold 10-year
notes at the highest cost since
2007; on 13 August it sold USD 25
billion of 30-year bonds at 5.22%,
the highest yield at any thirty-
year auction since 2001. Five
weeks earlier the thirty-year had
cleared at 5.06% with strong
demand. The long bond has
since reached 5.31%, the highest
since 2007. No coupon was
missed. The market is certainly
not pricing default.
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If not default, then what? A long
yield decomposes into the
average short rate expected
over the life of the bond, plus
the compensation demanded
for locking the money up. That
second component, the term
premium, is model-dependent.
The FED's measure stood in
August 2020 at -0.66%, at a time
when investors paid for the
privlege of holding duratfion.
With the July level being at
+0.87%, this is no longer the

case.

There is little consensus on the
causes: some point to a less
predictable Federal Reserve
communication framework
under Chair Kevin Warsh; others
to rising national expenditure on
themes such as healthcare and
defence; and a growing
number of analysts to a secular
deanchoring from the dollar
and from US debt. The debate
will not be seftled soon. What
matters is the Treasury's reaction.

The Shortening

The government must raise
whatever it needs. It sells notes
and bonds on a published
schedule, and anything those
sales do not cover has to be
raised in Treasury bills, which

mature within a year.

Bills reached 21.7% of the debt
outstanding at the end of April,
close to where they have saft for
two years. The Treasury
Borrowing Advisory Committee,
whose members are drawn from
the banks, dealers and asset
managers on both sides of the
market, has named as its longer-
ferm farget between 15 and
20%. The Committee first judged
an elevated share appropriate
in 2020, when borrowing needs
were extraordinary, and said
then that it should come down
over time to leave Treasury room
in a future crisis. Six years later it
has not come down. Reducing it
would mean selling more long-
dated debt and pushing long
yields higher sfill, and there is a
congressional election in
November.

Bills mature within a year and
must then be replaced by new
bills at whatever rate prevails.
With a fifth of the debt in that
form, a rise in short-ferm rates
reaches the interest bill within
twelve months, and the budget
with it. The same weakness had
been breaking Versailles for
thirty years, through three forced
conversions, and the American
war finished it.
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« WHAT MATTERS IS
THAT A
GOVERNMENT
WHICH WILL NOT
RAISE TAXES AND
CANNOT CUT HAS TO
FIND THE MONEY
SOMEWHERE, AND
THERE ARE ONLY
TWO PARTIES WHO
CAN PROVIDE IT: THE
TAXPAYER AND THE
BONDHOLDER (...)
CHOOSING BETWEEN
THEM IS A POLITICAL
ACT, AND THIS IS AN
ELECTION YEAR.»

On 19 August
doubled the
buybacks of long-dated debft
from USD 2 billion to at least USD
4 billion, with the acknowledged

the Treasury
ceiling on

purpose of holding long yields
down. The advisory committee
had
appropriate for liquidity but not

said buybacks were
for altering the maturity profile.
The thirty-year yield fell 9.2 basis
points on the announcement,
then returned fo 5.27% within
two days.

Reaching for the maturity profile
rather than the deficit is not
new. In 1951, released from a
decade of pegged vyields, the
Treasury persuaded holders of
medium-dated bonds to swap
them for non-marketable paper
running nearly thirty years, so
that the supply would not have
to be tested in the market. Then
it lengthened, since 2020 it has
shortened. Either way, what the
Treasury adjusts is the maturity of
the debt, never the size of it.

The move at the long end is a
price for duratfion, not a bet on
policy rates, and a divergence
shows it. Soft inflation, weaker
employment and falling retail
sales should have pulled the
whole curve lower. The front end
obeyed, with the two-year af
418 %. The long end did the
opposite.

A second, separate signal points
at the currency rather than at
the maturity. The dollar index fell
0.87% last week while gold rose
more than 5% to a 3-month high
near USD 4 636. Investors are not
only demanding more vyield;
they are also questioning the
strength of the dollar in which
that yield will be paid.

Both readings could be wrong,
because rising long vyields are
not always a warning. They also
rise when growth accelerates. If
arfificial infelligence delivers
measurable productivity gains
than

sooner expected and

capital expenditure stays
elevated, higher real yields may
simply price a faster economy.

That is the British path in modern

form: in the Debf-to-GDP
equation the denominator
grows and the ratio

consequently improves.
The case is not dismissed. It
requires a productivity outcome
not yet visible in the data, and
the fiscal projections do not

depend onit.
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Who Pays?

Suppose it does not occur. A
state with a debt it cannot grow
out of and will not tax its way out
of has one remaining course,
and the United States has taken

it before, within living memory.

The Federal Reserve went down
this road from April 1942 until
March 1951, wilingly at first. To
fund the war cheaply, the
Treasury issued bills at 0.375%
and bonds at 2.5%, and the Fed
made those rates possible by
standing ready fo buy the paper
in the market at prices
consistent with them. The war
ended and the long-bond
ceiling did not. The Fed raised
the bill peg in July 1947, but the
2.5% cap on long-term bonds
held and enforcing it obliged
the FED to absorb bonds
instead. So, the buying
confinued while inflation ran at
17.6% in the year to June 1947
and 9.5% in the year fo June
1948; a holder of the 2.5 per
cent long bond lost more than a
fifth of his purchasing power
across the two years.

The result was a debt neither
repaid nor defaulted upon. It
stood at 106% of GDP in 1946
and near 23% of GDP by 1974.
Primary surpluses did part of the
work; the rest came from

inflation and from interest rates

held below it. Every coupon was
honoured. The bondholder was
paid.

Diluting a debt on that scale
required two things: a debt too
large to refinance comfortably
at  market rates, and a
government facing a bill it was
unwiling to fund by faxing. In
1942 the bill was a war. Both
conditions are in place. The third
element, the bil, arived in
February.

The Strait of Hormuz crisis
prompted the White House to
ask Congress for USD 87.6 billion
on top of arecord USD 1.5 frillion
defence request. The amount is
not the point, and it never was in
1942 either. What matters is that
a government which will not
raise faxes and cannot cut has
to find the money somewhere,
and there are only two parties
who can provide it: the taxpayer
and the bondholder. Taking it
from the first requires a vote.
Taking it from the second does
not. Choosing between them is
a political act, and this is an
election year. France did not falll
because its debt was
unpayable. It fell because it
could not agree who would
pay.
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This letter began with two ways
to reduce debt. It ends with two
ways to hold one. As investors,
we hold short maturities, and we
avoid the long end. Yields atf the
front end are high enough to
absorb a good deal of further
rise before income turns into loss,
and no such cushion exists at
thirty years. Where the next
decade takes the American
debt is not something we can
know, and 1789 is a reminder
that those closest to the
question rarely do. Being paid to
wait, and being free fo change
our minds each time the paper
matures, is the position that does
not require us fo.

Performance of the main financial indices since 2022:

Aug. Aug. $ 2026 2026 § 2025 2025 $ 2024 2024 § 2023 2023 $ 2022 2022 $

S&P 500 272 13.12 17.86 25.00 26.26 -18.13

Stoxx 50 1.04 1.92 13.52 12.37 2214 38.51 11.90 4.67 23.22 27.28 -8.55 -13.97
MSCI EM 3.39 24.33 34.33 8.00 10.12 -19.87

SMI -0.41 -0.33 10.84 8.51 18.04 35.03 7.54 -0.29 7.06 17.61 -14.29 -14.99
Euro - USD 0.79 -1.09 13.44 -6.21 312 -5.85

US Dollar Index -0.49 1.12 9.37 7.06 -2.11 8.21

Gold Spot - USD 9.67 273 64.58 27.22 13.10 -0.28

CHF - USD -0.11 -1.94 14.47 -7.27 9.87 -1.32

Brent 0.41 48.71 -18.48 -3.12 -10.32 10.45

Bitcoin 25.37 -10.03 -6.47 120.46 157.01 -64.30

Global Agg. 0.45 -0.30 8.17 -1.69 572 -16.25

US Agg. 0.39 -0.31 7.30 1.25 5.53 -13.01

US Treasury 0.31 -0.53 6.32 0.58 405 -12.46

US T Bills 0.30 2.42 4.30 5.29 5.12 1.30

Global HY 1.04 291 12.06 9.19 14.04 -1271

Euro Agg. -0.47 0.32 -0.66 1.25 2.63 -2.71 719 10.99 -17.18 -22.02
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“WE DON'T HAVE INFLATION BECAUSE THE PEOPLE ARE
LIVING TOO WELL, WE HAVE INFLATION BECAUSE THE
GOVERNMENT IS LIVING TOO WELL.”

(RONALD REAGAN)

Two months ago, in this same
space, we addressed the
paradigm shift in US fiscal policy,
which  moved from being
contractionary (2010 - 2017) to
becoming decidedly
expansionary (2018 —¢2).

In  that June letter, we
demonstrated how the
dramatic change in US fiscal
policy, intensified following the
Covid-21 pandemic, is altering
consumer inflation behavior in
the United States, with obvious
impacts on the level and
frajectory of the country's basic
interest rate.

This August 2026, with the US
Treasury intervening in the
sovereign debt market,
announcing a long-term bond
buyback program to curb rising
market interest rates, we can
say that the bill for this looser
fiscal policy has begun to come
due.

Now, in this month's letter, we
ask for our valued readers' time
and patience to demonstrate

that, however powerful and
imposing it may be, no
government intervention  will
achieve lasting success in
controlling debt market prices if
economic fundamentals
continue fo point in the opposite
direction.

And, in this case, the economic
phenomenon pointing in the
opposite direction is inflation.

The following table lists the major
countries (by GDP size), their
nominal inflation targets, their
year-on-year inflation rates
recorded in January 2020 (pre-
pandemic) and July 2026 (most
recent observation), as well as
their respective deviations from
the targets on those same
dates.
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Consumer Price Index (InflagGo ao Consumidor)

Target YoY Jan/2020

Target YoY Jan/2020

Target YoY Jan/2020

Source: Bloomberg

The table shows that, with the
notable exception of just two
countries (China and India), all
other nations have experienced
an increase in the deviation of
their inflation rates from their
respective targets compared to
pre-pandemic levels.

Furthermore, absolutely all G7
counfries show current inflafion
deviations from their targets that
are larger than before the
pandemic, most notably the US,
Germany, and Japan, where
these deviations have increased
by an average of one
percentage point.

YoY Jul/2026 Deviationin 2020 Devidation in 2026

YoY Jul/2026 Deviationin 2020  Deviation in 2024

YoY Jul/2026 Deviationin 2020  Deviation in 2024

While there are multiple causes
for this phenomenon, such as
the fragmentation of global
supply chains ('nearshoring”),
the new ftariff policy imposed by
the Trump administration, the
war in Ukraine, the war in Iran,
and rising oil prices, we cannot
overlook the role that widening
fiscal deficits and rising debt
levels play in driving inflation.
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« ... UNTIL INFLATION
RETURNS TO ITS
NATURAL LEVEL,
UPWARD PRESSURE ON
INTEREST RATES WILL
PERSIST, REGARDLESS
OF U.S. TREASURY
INTERVENTIONS. »

us.
Ronald Reagan, a

As llustrated by former
President
historic proponent of liberalism,
in the opening quote of this text,
one of the most direct effects of
increased public spending is
precisely arise in inflation.

This
channels: the real channel, that

occurs through two
is, the rise in the economy's
aggregate demand in response
to the pressure that increased
government spending exerts on
factors of production; and the
financial channel, involving a
rise in market inferest rates
driven by the pressure of rolling
debt,

increases companies' financial

over public which
costs and creatfes pressure to
pass those costs on to final

prices.

The Law of Diminishing Returns

The law of diminishing returns is a
natural principle demonstrating
that, with each action or policy
implemented, the same action
yields progressively smaller
marginal effects (i.e. the impact
of an additional unit).

In other words, for a given
incremental unit of a specific
the desired

diminishes;

action, response
consequently,
achieving a response equivalent
fo the

increasingly larger incremental

initial effect requires

actions.

The reality is that any process of
increasing public spending will

inevitably hit a clear limit
imposed by one of three
potential constraints:  society's

capacity to absorb the tax hikes
needed fo rebalance the public
budget; the market's capacity
to absorb the ever-increasing

volume of debt issuance
required to fund public
spending; or, ultimately, the

economy's overall capacity to
absorb the inflafion generated
by loose fiscal policy.

Furthermore, just as fiscal policy
yields diminishing returns over
fime, so too does government
intervention in the debt market;

until inflation returns to its natural

level, upward pressure on
interest  rates will persisft,
regardless of U.S. Treasury

interventions.
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PERFORMANCE OF THE MAIN FINANCIAL INDICES:

Renda Fixa 31/08/26 MTD 3M YTD

CDI 107,43 1,09% 3,36% 9,33%
IMA-B - 11.676,24 1,58% 1,95% 6,75%
IMA-B 5 - 11.616,57 1,28% 2,84% 9,18%
IMA-B 5+ - 12.695,97 1,81% 1,22% 4,84%
IRF-M - 23.130,53 1,04% 2,87% 7,06%
IMA-S B 8.903,53 1,11% 3,39% 9,47%
Ibovespa BRL 177.418,78 (0,33%) 1,85% 10,11%
Dow Jones usD 53.185,90 1,34% 3,66% 10,66%
S&P 500 usD 7.686,14 2,62% 1,00% 12,28%
NASDAQ usD 29.456,97 4,18% (3,93%) 16,66%
Euro Stoxx 50 EUR 6.420,16 0,98% 5,11% 10,86%
FTSE 100 GBP 10.824,26 (0,40%) 4,35% 8,99%
MSCI Emerging EM 67,02 4,57% (4,85%) 23,14%
MSCI World World 4.967,92 2,48% 1,83% 12,13%
Real/Délar USD 519  (2,22%) (3,60%) 5,29%
Euro EUR 1,16  0,79% (0,11%) (1,09%)
Franco Suigo CHF 0,81 (0,10%) (2,61%) (1,94%)
Libra Esterlina GBP 1,35 0,49% 0,62% 0,55%
Bitcoin BTC 78.853,76 25,37% 16,84% (10,03%)
Hedge Funds Pais 31/08/26 MTD 3M YTD
Ind. de Hedge Funds BRL 6.412,35 1,61% 1,98% 4,73%

10
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This publication is infended for information purposes only and does
not constitute a confractual offer or an investment advice. All the
information set out in this document have been obtained by
Mirabaud & Cie Ltd from sources deemed reliable and frustworthy
but no declaration or guarantee is provided as to their accuracy or
completeness. This publication is not the result of independent
financial research. Therefore the legal requirements as per the
Directives on the Independence of Financial Research of the Swiss
Bankers Association do not apply. The investments mentioned in this
publication may not be suitable for all recipients and may not be
available for the residents of all countries. This publication has been
prepared without taking intfo consideration the objectives, financial
sifuation or needs of any particular investor. Any investment decision
should only be made by the investor after making a detailed and
appropriate analysis, faking info account the sales restrictions and
any other risk factor, as well as the legal, regulatory, tax and/or
accountfing consequences of the specific investment. The recipient
of this publication shall in particular be advised by a professional
advisor fo consider the suitability of a particular investment taking
info consideration his personal and financial situation. Mirabaud &
Cie Ltd does not accept liability for any loss arising from the use of
the information available in this publication. The analysis and
conclusions in this document are subject to change and may be
revised at any fime by Mirabaud & Cie Ltd. The performance
indications referred to in this document are not a forecast or
guarantee of future results. This publication may only be distributed
in countries where its distribution is legally permitted. It is not
infended to be distributed to any person in any jurisdiction where
the access to such publication is not authorized, by reason of that

person’s nationality, residence or otherwise.
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