
In a quarter where a “risk-on” mentality generally prevailed, 
the third quarter saw U.S. stocks gain, Treasury yields rise, 
and credit spreads tighten. For their part, U.S. Treasury 
investors looked past threats of tariffs and trade wars to an 
economy that is still strong by all accounts. Real GDP growth 
for 2018 is tracking above 3%, the U.S. unemployment rate 
is at an exceptionally low at 3.83%, and both the Institute 

for Supply 
Management  (ISM) 
Manufacturing and 
Non-Manufacturing 
surveys are firmly 
at expansionary 
levels. In the midst 
of this environment, 
inflation has 
remained contained 
giving the Federal 
Open Market 

Committee (FOMC) and its Chairman, Jerome Powell, 
considerable latitude on monetary policy decisions. At the 
latest meeting in September, the committee gave a robust 
assessment of the U.S. economy and raised the short term 
rate by 0.25% to 2%, its third rate increase for the year. With 
the backdrop of a strong economy and a third rate hike, the 
10-Year Treasury Yield increased by 0.24% to 3.06% in the 
third quarter and has continued its climb into the month of 
October. The 2-Year Treasury Yield has reached 2.88%. It 
is important to note that there are other factors leading to 
higher yields. Mainly, the expected future strength of the 
Euro has led to higher hedging costs for foreign investors, 
mostly eliminating the yield advantage U.S Treasuries have 
over many other government bonds globally. Declining global 
demand has also been met with increasing Treasury supply, 
as more issuance has been needed to 
fund the Tax Cuts and Jobs Act. The 
path of least resistance for Treasury 
yields is clearly higher, although 
we think the scope for the 10-Year 
Treasury Yield to rise much above 
3.5% is limited. We are sticking with 
our 3.25% year end forecast for the 
10-Year Treasury.

The relatively flat structure of the yield 
curve has been a prominent topic 
as market strategists and investors 
attempt to determine how long this 
bull market cycle will last. While an 

inversion of the yield curve typically precedes a recession, 
the timing of this recession is unclear. Also, in past cycles, the 
Treasury curve has shown it can stay flat for a while. Thus, a 
flat curve does not mean an inversion is imminent, and even 
an inversion would not imply a recession was forthcoming. 
In addition, economic cycles tend to end as the Federal 
Reserve is forced to cool down growth and / or inflation by 
hiking the short term rate aggressively. We are encouraged 
by a current market environment where neither growth nor 
inflation appear to be breaking out, and a FOMC committee 
that appears to be proceeding cautiously and thoughtfully on 
their path to higher interest rates.  

After two quarters of underperformance, the corporate 
bond sector rebounded in the third quarter as risk appetite 
returned. As we have mentioned in previous commentaries, 
a combination of high valuation, technical headwinds, 
and modestly weakening fundamentals were expected 
to make 2018 a challenging year for investors. In terms of 
valuation, the spread on the Bloomberg Barclays Corporate 
Index stands at around +150 basis points (1.5% spread to 
Treasuries). For comparison, the five year low in spread was 
+123 basis points (1.23%) reached on January 29 of this 
year. With lower spreads meaning richer valuations, the 
scope for corporate bond outperformance will be limited 
to the additional yield they provide rather than tightening 
spreads. Technical headwinds are also prevalent. Namely, 
foreign demand is waning at the same time when the amount 
of corporate issuance has set new records in three out of 
the last 4 years. In addition, the aforementioned increase in 
Treasury borrowing threatens to crowd out investors, who 
have a finite amount of demand for U.S. dollar denominated 
assets. Corporate balance sheets remain strong, although 
they have deteriorated somewhat after years of debt-

RETURNS BY FIXED  
INCOME SECTOR

Q3 
2018 YTD

US Corporate High Yield 2.40% 2.57%

Intermediate Muni ** -0.20% 0.10%

Government Agency 0.28% -0.61%

Intermediate Treasury -0.12% -0.81%

Intermediate Corporate 0.80% -0.81%

Mortgage Backed*** -0.12% -1.07%

***Bloomberg Barclays US MBS Fixed Rate
**  Bloomberg Barclays 5 Year Muni
Source:  Bloomberg Barclays Indices
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funded buybacks and dividends. Overall lessening corporate bond 
exposure in favor of Treasuries, Agencies, and Mortgage-Backed 
Securities will be a focus as we move later into the cycle. 

As other asset classes have experienced heightened volatility, 
the municipal bond market has been a quiet pocket of 
strength. Municipal bonds across most maturities have 
handily outperformed their taxable counterparts, buoyed 
by benign credit conditions and any uncertainty from tax 
reform in the rear-view mirror. Credit strength is evident as 
there have been only three Chapter 9 bankruptcies year to 
date versus the average of 8.2 since 19801. The municipal 
bond market is also dominated by technical factors and 
these have been firmly in its favor year to date. Mainly, 
overall demand has remained stable in an environment 
where new issue supply is 14% lower year to date than 
at this time in 2017. Looming mid-term elections may 
determine the direction of the municipal bond market for 
the remainder of the year. Following elections, investors will 

be assessing the odds of a $200 
Billion infrastructure bill being 
enacted, one of President Trump’s 
campaign pledges that has yet to 
be addressed. Municipal Market 
Analytics has estimated that there 
is more than a 50% chance of an 
infrastructure bill passing in the 
House of Representatives if the 
Democrats take control, although 
a Republican controlled Senate 
may be unwilling to advance 
it. In addition to a flood of new 
supply, an infrastructure bill would 

increase the federal deficit, potentially threatening the amount 
of aid that states receive from the federal government. Despite 
uncertainty on a few fronts, we are finding value in longer term 
municipal bonds, emphasizing higher credit quality and issuers 
that can handle a full market cycle. 

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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