
As we cross the halfway point of 2018, the U.S. economy 

continues to exhibit unrelenting strength while also showing 

classic late cycle characteristics. In general, the housing 

market is strong, the consumer is confident, and companies 

are investing and hiring. Momentum has been evident in 

economic data, 

where indicators 

such as retail 

sales, small 

business optimism, 

consumer 

confidence, and job 

market data have 

all been flashing 

positive. Additionally, U.S. Real GDP is tracking at 3% for the 

last 12 months, yet inflation has been mostly contained. A 

seemingly perfect economic environment though has been 

beset by volatility as trade war and tariff fears have created 

geopolitical uncertainty. Furthermore, European politics 

and populism have intermittently threatened the status quo 

and shaken the market’s confidence. It is also important to 

remember how far the market has run. In particular, Treasury 

yields have essentially doubled across most maturities since 

the lows reached in summer 2016. Over that same two-year 

period, the S&P 500 Index has 

returned 34.82%. While the market 

may need a pause, there are also 

new dynamics to consider. The U.S. 

Federal Reserve is actively hiking 

rates and shrinking its balance 

sheet. A much flatter Treasury curve 

may restrain credit growth and the 

full effects of the Tax Cuts and Jobs 

Act remain uncertain. As we move 

forward in 2018 and later into the 

economic cycle, increased volatility 

will likely be the norm. The Federal Reserve seems on track 

to hike rates two more times, yet they will have to proceed 

with caution not to invert the yield curve.  With additional rate 

hikes, modestly increasing inflation, and a market that is able 

to climb another “wall of worry,” we could reach our year-end 

target of 3.25% on the U.S. 10-Year Treasury.

Corporate credit is certainly not immune to the concerns 

of the broader market. Increased volatility and a faltering 

equity market have led to widening credit spreads and 

underperformance year-to-date. As is usually the case, this 

has been more pronounced in lower rated credits in the High 

Yield market. Besides sentiment, not much has changed in 

corporate bond markets.  Earnings and corporate balance 

sheets remain strong, although leverage has been increasing 

as a result of share buy-backs and dividends funded with 

debt issuance. Additional M&A activity has helped push 

credit spreads wider, yet making valuations more attractive. 

An important element we are monitoring is foreign demand 

for U.S. corporate bonds. After immensely positive flows 

into the asset class from 2014-2016, foreign demand has 

slowly waned. Currently, non-U.S. buyers comprise almost 

40% of the corporate bond market, so demand from those 

entities is critical to keeping domestic corporate borrowing 

RETURNS BY FIXED  
INCOME SECTOR

Q2 
2018 YTD

Intermed. High Yield 1.10% 0.33%

Intermed. Corporate -0.10% -1.60%

Intermed. MBS 0.24% -0.95%

Intermed. Municipal 0.87% 0.30%

Intermed. Agency -0.16% -0.88%

Intermed. Tsy 0.06% -0.69%

Source:  Bloomberg Barclays Indices
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costs low. Ultimately, while we think corporate credit will have a 

modestly positive year, we are being even more prudent in regard 

to credit selection and duration management of accounts. In an 

environment with elevated volatility, we like the bonds of financial 

companies and those sectors leveraged to an improving economy 

such as transportation, building materials, and select metals and 

mining issuers.

In the first half of 2018, activity and changes in the municipal 

market have been driven by the Tax Cuts and Jobs Act (TCJA) 

as well as sector fundamentals. While many of the effects from 

tax reform remain to be seen, some are already apparent. One 

of the proven consequences has been a large drop in municipal 

supply. Anticipating tax reform, municipalities shifted issuance 

to late 2017 leaving an issuance gap through the early part of 

the year. In addition, the elimination of the ability to pre-refund 

bonds has also contributed to a reduction in issuance. 

The supply/demand imbalance will be exacerbated this 

summer as an elevated amount of cash from maturities 

chases a scarcity of bonds. The lowering of corporate 

tax rates has led to waning bank demand but has also 

steepened the curve and created value in maturities 

beyond 10 years. We expect better entry points into the 

market after the summer issuance lull. Credit quality, for 

its part, remains bifurcated between less credit worthy 

issuers (Connecticut, New Jersey, Illinois, etc) and the rest 

of the market, which is exceedingly strong. In a year of elevated 

volatility, the mostly quiet municipal market should provide a haven 

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.
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MUNICIPAL HOLDINGS CHANGES
FIGURE 1: Banks were the largest purchaser of municipals over the prior 
five years yet reduced sharply in q1 2018...


