
The first quarter of 2018 brought increased volatility, negative 
returns in most asset classes, and trade war fears that have 
threatened to derail the upward momentum in stocks and 
interest rates. The 10-year Treasury yield, the market’s 
most watched proxy for interest rate levels, stabilized at 
around 2.8%, after increasing by over 90 basis points from 

September 2017 to 
February 2018. As 
interest rates settle 
into new ranges, 
investors are left 
to wonder whether 
rates reached 
near-term highs in 
February, or if this 
is merely a pause in 
a continuing trend 
of higher rates. 

Inflation indicators suggest that any upward movement 
in yields will be contained. Core Personal Consumption 
Expenditures (PCE), the Federal Reserve’s preferred inflation 
measure, has not breached its 2% target since 2012. Wage 
growth remains stagnant, and CPI and PPI remain around 
2.5% and 3% respectively (measured year-over-year). If 
low inflation portends stable interest rates, an increasing 
government deficit could lead to the opposite result. With 
the Tax Cuts and Jobs Act adding an estimated $1.5 trillion 
to the deficit over the next 10 years, effects are already 
noticeable in the U.S. Treasury market. In the first quarter of 
2018, the U.S. Treasury increased auction sizes as it begins 
to cover a projected $563 billion budget shortfall in fiscal 
2018 (Congressional Budget Office). Increased Treasury 
supply also comes at a time when protectionist 
trade rhetoric has taken center stage. Increased 
borrowing needs and protectionism do not mix 
well, given the U.S. is dependent on its global 
trading partners to buy U.S. Treasuries and fund 
trade deficits. As we move forward in 2018, the 
interplay between economic data, increased 
Treasury supply, and trade policy will have key 
implications for interest rates. Although we still 
believe rates will trend modestly higher, the 
odds of higher or lower rates are much more 
balanced. Therefore we are keeping portfolio 
duration neutral to the benchmark at this time. 

We expect 2018 to be a solid year for corporate bonds, 
despite a confluence of factors that could increase volatility 
in the asset class and lead to varied total return outcomes. 
Potential negatives for corporate bonds include a steady 
reduction in quantitative easing from central banks globally. 
After years of supporting markets and dampening volatility 
by buying bonds, Bank of England, Bank of Japan, European 
Central Bank, and U.S. Federal Reserve are all poised to 
reduce stimulus. This is adding incremental volatility to 
interest rates and corporate bond markets. Foreign buyers, 
major buyers of corporate bonds over the last three years, 
also appear to be reducing purchases as hedging costs 
increase and interest rates rise. On the other hand, the Tax 
Cuts and Jobs Act, which limits the deductibility of interest 
expense, makes it marginally less attractive to finance 
operations with debt. A reduction in debt supply coupled 
with steady demand would help returns in the year ahead. 
In addition, tax reform continues to boost profitability 
for corporate issuers, strengthening financial leverage 
and interest coverage. While fundamentals are crucially 
important to corporate bond performance, in the near 
term, spread movement has been well correlated to overall 
financial conditions. Given these varied and often uncertain 
dynamics, we are focusing on sectors where M&A and 
earnings risk is lessened, along with corresponding volatility.  
We remain overweight financials and select consumer 
discretionary sectors, and underweight consumer staples, 
biotech, pharmaceuticals, and telecom. As we move later 
into the economic cycle, reducing corporate bond exposure 
in favor of government bonds will be a priority in the 
remainder of 2018 as well as 2019.

RETURNS BY FIXED  
INCOME SECTOR

Q1 
2018 1 YEAR

Intermediate Treasury -0.75% -0.16%

Intermediate Muni ** -0.57% 0.65%

Intermediate Corporate -1.5% 1.19%

US Corporate High Yield -0.86% 3.76%

Government Agency -0.72% 1.09%

Mortgage Backed*** -1.19% 0.64%

***Bloomberg Barclays US MBS Fixed Rate
**  Bloomberg Barclays 5 Year Muni
Source:  Bloomberg Barclays Indices

FIXED INCOME COMMENTARY
SECOND QUARTER 2018

CORPORATE BONDS SPREADS WELL-CORRELATED 
TO FINANCIAL CONDITIONS

Source:  Bloomberg
Financial Conditions:  Chicago Financial Conditions Index
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In a quarter where many fixed income returns  were negative, 

municipal bonds held their own, outperforming most fixed 

income sectors. Technical factors were one of the main causes. 

Specifically, rising market yields and a key tax reform 

provision have severely limited the ability of 

municipalities to refinance or “pre-refund” 

debt. These “pre-refunded” municipal 

bonds made up 29% of new issuance in 

2016 according to Bloomberg. The effects 

of eliminating advanced refundings have 

already appeared with new issue supply in 

January and February down 38% compared 

to 2017 (Bloomberg). With stable demand 

and reduced supply, the net result has been 

a positive for municipal bonds.  Overall, other 

effects of tax reform are starting to materialize. Demand from 

banks, a major concern of the market, has waned slightly but 

mostly for intermediate maturities. On other hand, foreign 

demand has been a major source of strength, especially from 

insurance companies. As a result of tax reform, states have also 

been reporting higher levels of tax collections, mainly due to the 

limiting of deductions, which broadens the overall tax base. In 

state specific news, Illinois and New Jersey are still struggling 

with escalating retirement debts, Louisiana is the latest state 

dealing with a billion dollar budget shortfall, and Connecticut 

has been downgraded by S&P for the third time in as many 

years. Despite pockets of instability, municipal credit quality 

as a whole remains strong. Especially in maturities beyond 10 

years, municipals remain attractive on a tax adjusted basis for 

high tax bracket individuals.

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
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FOREIGN BUYERS FLOCK TO MUNIS

THE GREAT UNWIND

Source: The Wall Street Journal


