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As we close the books on 2017, fixed income investors find 

themselves in a familiar situation: Hoping 2018 will be the year 

that the U.S. economy breaks its multi-year trend of modest 

growth, ultimately leading to higher interest rates. Entering 

year nine of the 

current economic 

expansion, many of 

the pre-conditions 

are currently in 

place to foster 

higher inflation, 

growth, and interest 

rates. For one, 

the job market by 

most measures is strong, with the unemployment rate of 4.1% 

approaching pre-recession levels. The U-6 unemployment 

rate, which includes part time and marginally attached workers 

is the lowest since early 2007. In addition, U.S. initial jobless 

claims are the lowest since 1973. These indicators point to 

tightness in the labor market, which may finally spur wage 

growth and inflation. To this point, the Cleveland Federal 

Reserve’s measure of labor market tightness, the ratio of 

unemployed workers to job openings, is the lowest it has been 

in at least 15 years. While 20 states increased minimum wage 

in 2017, broad-based wage growth for 

all income earners has been elusive, 

keeping inflation at bay. The enacted 

Tax Cuts and Jobs Act has its critics, 

but it should provide a solid boost to the 

economy in 2018, also helping interest 

rates move upward. Amidst any possible 

inflationary pressures, markets will be 

intently observing the Federal Reserve’s 

actions and communication under the 

direction of new Chairman Jerome 

Powell. The interplay between higher 

rates, rising inflation, and Federal Reserve action will be a key 

theme in the year ahead.

Corporate credit had another strong year in 2017, buoyed by 

stable rates and tightening spreads to Treasuries. In the year 

ahead, headwinds include rising rates, increased merger and 

acquisition (M&A) activity, and somewhat full valuations. M&A 

activity in 2017 was well below a normal pace, although this is 

expected to reverse in 2018 as companies’ repatriated cash is 

used to fund growth. While M&A can often be seen favorably in 

the equity markets, resulting increases in an issuer’s financial 

leverage are generally a negative for bondholders. Therefore, 

avoiding sectors with elevated M&A risk (Telecom, Technology, 

Pharma, Consumer Staples) is still a key part of our strategy 

in 2018. In regards to valuations, spreads are tight but not 

historically tight. Pockets of value still remain in both Triple B 

rated (BBB) and cross-over issuers, which are companies with 

both High Yield and Investment Grade ratings. Aside from some 

of the headwinds, investor appetite for U.S. corporate bonds 

remains strong from both domestic and foreign accounts. On 

the aggregate, earnings for corporate issuers are robust and 

leverage remains manageable. Ultimately, keeping accounts 

slightly shorter in duration and being especially careful with 

credit selection should help investors limit interest 

RETURNS BY FIXED  
INCOME SECTOR

Q4 
2017 YTD

Intermediate High Yield 0.42% 7.03%

Intermed. Corporate 0.17% 3.92%

Bloomberg Barclays 4-6 
Year Muni -0.70% 3.14%

Bloomberg Barclays MBS 
Fixed Rate 0.15% 2.48%

Intermediate Treasury -0.41% 1.14%

Intermediate Agency -0.28% 1.11%
Source: Bloomberg Barclays Indices

Source: Bloomberg
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rate, credit risk, and event risk. An overweight to corporate 
credit continues to be a main part of our taxable bond strategy, 
at least to start 2018.

In the municipal bond market, looming tax code changes 
contributed to most of the volatility in 2017.  Following the 
2016 presidential election, fears of drastic tax changes had the 
bond market starting 2017 from a position of weakness.  As 
those fears proved mostly unfounded, municipal bonds rallied 
sharply in the first quarter, helping the Bloomberg Barclays 
4-6 Year Municipal Index return upwards of 3% for the year.  As 
it pertains to the municipal bond market, the major outcome 
of tax reform was limiting state and local tax deductions and 
eliminating the ability of municipalities to “advance refund” 
bonds. Capping the state and local deduction essentially means 
fewer ways to shield income from taxes, making municipal 
bonds even more appealing, especially in high tax states. 
Eliminating “advance refundings”, which is essentially the ability 

for a municipality to refinance debt early, may reduce new issue 
supply in 2018 by around 15%. Demand from banks is one area 
that necessitates close monitoring. Banks have more than 
doubled their holdings of municipal bonds since 2009, but the 
lowering of the corporate tax rate may reduce the appeal of tax-
free bonds marginally. We expect bank demand to be steady, 
and the confluence of these technical factors should increase 
demand while reducing supply, supporting our positive view of 
the sector for the coming year.

A positive view on inflation and growth in 2018 informs our view 
that the 10-Year Treasury yield will approach or possibly exceed 
3% by year end, and client portfolios should be positioned 
shorter in duration than their respective benchmarks. To 
be clear, with bond prices inversely related to market rates, 
higher yields will negatively impact bond values in the near 
term. Therefore, it is important to have a well-constructed 
bond portfolio, which can quickly benefit from increased yields 
when interest payments and maturities are reinvested at 
higher rates. While 2018 could end up being an incrementally 
more challenging year for fixed income, corporate bonds and 
municipal bonds should provide solid risk adjusted-returns, 
while also reducing portfolio volatility.

Investment products such as stocks, bonds, and 
mutual funds may lose value and are not insured or 
guaranteed by Boston Private Wealth LLC, Boston 
Private Bank & Trust Company or any affiliates or by 
the Federal Deposit Insurance Corporation or any 
other government agency. Past performance is not 
indicative of future results, which may vary. 

This publication is intended for informational 
purposes and is not a solicitation or an offer to buy any 
security or instrument or to participate in any trading 
strategy. The opinions expressed and information 
contained in this publication are given in good faith, 
may be subject to change without notice, and are as 
of the date issued. All sourced information is believed 
to be reliable but has not been independently verified. 
This publication discusses general market activity, 
industry or sector trends, or other broadbased 
economic, market or political conditions and should 
not be construed as research or investment advice 
and does not represent a complete analysis of every 
material fact with respect to the economy, financial 
markets, interest rates, and any industry or sector 
mentioned in the publication. 

This publication is meant to offer general 
information about ideas and strategies and is solely 
for discussion purposes, as the readiness and 
efficacy of any strategy are dependent upon each 
investor’s facts and circumstances. Please consult 
with your independent attorney or tax advisor for 
final recommendations and before changing or 
implementing any financial strategy. Due diligence 
processes seek to diminish, but cannot eliminate 
risk, nor do they imply low risk. Asset allocation, 
diversification and rebalancing do not guarantee a 
profit or protect against a loss in declining markets. 

Investing in fixed-income securities may involve 
certain risks, including the credit quality of individual 
issuers, possible prepayments, market or economic 
developments and yields and share price fluctuations 
due to changes in interest rates. When interest 
rates go up, bond prices typically drop, and vice 
versa. There may be less information available 
on the financial condition of issuers of municipal 
securities than for public corporations. The market for 
municipal bonds may be less liquid than for taxable 
bonds. A portion of the income may be taxable. 
Some municipal security investors may be subject 

to Alternative Minimum Tax (AMT). Asset allocation, 
diversification and rebalancing do not ensure a profit 
or protect against loss in declining markets. 

International investing involves unique risks, including 
foreign taxation, foreign currency fluctuation risks, 
risks related with possible variances in financial 
standards and other risks associated with potential 
political, social and economic developments. 
Investing in emerging markets may involve greater 
risks than investing in more developed countries. In 
addition, concentration of investments in a single 
region may result in greater volatility.

Neither Boston Private Wealth LLC, nor its investment 
professionals or representatives provide tax, 
accounting or legal advice. Clients should review any 
planned financial transactions or arrangements that 
may have tax, accounting or legal implications with 
their advisors.

For additional information about our fees and services 
please visit our website www.bostonprivate.com or 
call us at 1-800-422-6172. Boston Private Wealth LLC 
is a registered investment adviser and wholly-owned 
subsidiary of Boston Private Bank & Trust Company.

IMPORTANT DISCLOSURES

Source: Bloomberg, CreditSights. Only includes deals over $1bn in value. Source: CreditSights, Federal Reserve System

RISKS: M&A IS KEY TO 2018 STORY 
ANNUAL DEAL VOLUME, COUNT

HOLDERS OF MUNICIPAL BONDS - SNAPSHOT AS OF 3Q17 
TOTAL OUTSTANDING $3,803 BN


