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2018 Market Preview: Fixed Income 
FLATTER YIELD CURVE AND TIGHTER CREDIT SPREADS

The first half of 2017 featured the reversal of the “Trump trade” as the healthcare 
bill failed to pass through Congress. The markets viewed this as a broad lack of 
support for Trump’s presidential platform, which promised tax cuts, infrastructure 
spending, protectionist policies, and a repeal of Obamacare. The ten-year 
Treasury yield fell from 2.45% at the beginning of the year to its low of the year 
of 2.14% in June under safe-haven buying, and high yield bond spreads widened 
from 472bp to their widest at 493bp in March. These effects were exacerbated by 
North Korea’s threats, culminating in two missiles fired over Japan. Despite the 
risk-off trade, the Fed hiked in March and June, its third and fourth hikes since the 
2008 financial crisis.

The second half of 2017 featured a renewal of the “Trump trade” as the tax bill 
gained momentum through Congress and was ultimately signed into law in 
December. Meanwhile, Jerome Powell was nominated and later approved by 
Congress to be the next Fed Chair. Powell is expected to be just as dovish as 
current Fed Chair Janet Yellen, who will be stepping down from the Fed when 
Powell is sworn in on February 5th. The Fed hiked rates in December, its fifth hike 
since the 2008 financial crisis, as unemployment and inflation were in line with 
expectations. Asset prices across fixed income and equities reached new peaks, 
despite the Amazon effect roiling the retail industry and Hurricanes Harvey 
and Irma taking a toll on homeowners and insurers. Bitcoin surged twenty-fold, 
reaching a peak near $20,000. The ten-year Treasury yield rose to finish the year 
at 2.40% in the risk-on trade, and high yield bond spreads tightened to 394bp.
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KEY ISSUES AND EXPECTATIONS FOR FIXED INCOME IN 2018

Core Bonds

For core bonds, there are five issues most pertinent to institutional investors:

 ▪ The flat yield curve relative to historicals is a cautionary sign against taking on too much duration in  
 portfolios; 

 ▪ The Fed is expected to remain centrist-to-dovish and thus be on a shallower rate hike and balance sheet  
 normalization trajectory; 

 ▪ Investment grade spreads are now tighter than they were just before the 2008 crisis; however, 

 ▪ U.S. rates are still outyielding the rest of the developed markets; and 

 ▪ The Fed’s balance sheet normalization and the Tax Cut may put downward pressure on core bond 
prices.

The yield curve flattened dramatically throughout 2017 to its flattest since 2007, as shown in Exhibit 1. We 
expect the Fed to be cautious of curve inversion, but it is projecting three hikes in 2018. A flat yield curve runs 
the risk of medium-term steepening, which would hurt portfolio duration that is too long.
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Exhibit 1:  Flattest Yield Curve Since 2007
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Source: Federal Reserve, Thomson Reuters, Bloomberg
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Exhibit 2:  Dove-O-Meter

Exhibit 2 shows our “dove-o-meter,” where we assess the dovishness/hawkishness of the Fed based on 
its members’ recent speeches and papers. We expect a centrist-to-dovish Fed, with new dovish Fed Chair 
Jerome Powell and a potential dovish new member Marvin Goodfriend, a Carnegie Mellon professor who 
was just nominated by Trump. A centrist-to-dovish Fed is expected to refrain from too many hikes too fast 
versus a hawkish Fed. However, even if Goodfriend were to be confirmed, there are still three vacant seats.

Based on our assessment of the Tax Cut and the Senate’s projected $1.5 trillion tax reduction over ten years, 
our model projects nominal U.S. GDP growth of 3.4% to move towards 3.5%–4.0% temporarily in the next 
few years, before declining back towards 3.4%, holding all else equal. These projections are shown in Exhibit 
3 on the following page. Although this stimulus may be priced into record tight spread and high P/E levels, 
there is still uncertainty as to how the government will pay for the tax cuts.
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Note: Market-implied based on 10-year breakeven inflation rate minus 50bp, as Core PCE is typically 50bp lower than CPI, and the 10-year breakeven inflation 
is based on CPI 
Source: Federal Reserve, October 31, 2017, latest data as of December 31, 2017
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Exhibit 4:  Market-Implied vs. Actual Core PCE Inflation

Assumptions: Senate Budget Committee’s projected $1.5 trillion tax cut over ten years, range of multipliers based on 
academic studies—base case 0.8x multiplier effect, high case 1.5x multiplier effect, low case 0.5x multiplier effect. 
Source: U.S. Bureau of Economic Analysis, Senate Budget Committee
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Exhibit 3:  U.S. GDP
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Exhibit 4 shows that actual and implied inflation rose with the Tax Cut momentum in mid- to late-2017. As 
mentioned above, due to the uncertainty of how the government will pay for the tax cuts, they might not be 
fully priced into the market yet, which may mean continued capital appreciation for TIPS.
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We continue to monitor the effect of future rate hikes on key fixed income asset classes. Exhibit 5 shows the 
amount that interest rates must rise for common bond asset classes to break even. Focusing on the core 
bond column, which shows duration at 6.0 years and a starting yield of 2.7%, if rates in that duration range 
were to rise by 0.5% by the end of 2018 (for example, if the yield curve rises in a parallel manner by 0.5%), core 
bond total return would break even for the year. While the Fed is expected to make three hikes of 25bp each 
this year, if the curve continues to flatten, rates in the duration range of core bonds may not rise by the same 
amount. On the other hand, if the Tax Cut stimulus drives the long end of the yield curve up and the yield 
curve does rise by 75bp in a parallel fashion, there may be downward pressure on core bond prices.

1-3 Yr GC Int GC Core Long GC
Duration (at 12/31/2017) 1.9 4.0 6.0 15.4

Start YTW (at 12/31/2017) 2.0% 2.4% 2.7% 3.5%

1yr Yield Change to Result in 0% Total Return 1.4% 0.7% 0.5% 0.2%

End YTW (hypothetical 12/31/2018) 3.5% 3.1% 3.2% 3.7%

Income Return (average of Start & End YTW) 2.7% 2.7% 3.0% 3.6%

Price Return (duration-based) -2.7% -2.7% -3.0% -3.6%

Total Return (forced to be zero) 0.0% 0.0% 0.0% 0.0%

Source: Bloomberg Barclays as of December 31, 2017

Exhibit 5:  How Much Must Rates Rise for Key Bond Asset Classes to Break Even?

Investment grade corporate and securitized spreads, shown in Exhibit 6, are now tighter than 2008 levels; 
however, U.S. investment grade continues to outyield most of the developed markets. U.S. Treasuries, 
investment grade corporates and MBS are still attractive relative to the rest of the developed world, as 
the reach for yield persists from overseas, driving long bond prices up and keeping the long end of the 
yield curve down. Additional stimulus ahead in the form of Trump’s proposed infrastructure spending could 
tighten spreads further. However, investment grade corporate issuers are issuing (and retaining) more debt, 
so fundamentals are starting to deteriorate.

Note: Long-Term High/Low spans 20 years except for Non-US DMD and EMD, which span 10 years 
Source: Bloomberg Barclays, Credit Suisse, Deutsche, JPMorgan as of December 31, 2017
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Exhibit 6:  Spreads & Yields: Tight Across the Board
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We continue to recommend holding core bonds to help protect principal during equity downturns. Core bonds 
provide diversification from equity and credit risk, as well as yield and liquidity. 

Long-Term High/ Low Now Avg.
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Bank Loans

For bank loans, the key issues are:
 ▪ Repricings; 
 ▪ The overseas reach for yield; 
 ▪ The large ownership of bank loans by CLOs; 
 ▪ Growing risk in deals;
 ▪ Tight spreads; and 
 ▪ Moderate fundamentals.

Repricings shot up in the first quarter of 2017 but declined during the rest of the year. This decline benefitted 
the floating rate component of bank loans and, therefore, total returns. But we expect repricings to continue in 
2018. A bank loan repricing occurs when an issuer renegotiates a reduced spread such that despite the base 
rate LIBOR rising, the overall yield on the bank loan remains roughly the same, thereby negating its floating rate 
feature. The highest quality BB+ rated bank loan issuers can reprice most easily and continue to do so every 
six months once their non-call periods expire. However, CLO demand is expected to remain strong due to the 
overseas reach for yield, which is expected to prop up spread levels.

Today, approximately three-quarters of all bank loans in the market are priced above par, such that there is very 
little room for appreciation. The bank loan markets are becoming sloppier, and loan documents are becoming 
weaker. Uber’s recent $1 billion bank loan issuance is concerning because the company has virtually no assets 
to back the loan and would be at high risk of substantial losses in a major market correction. Despite these 
deteriorating fundamentals, Exhibit 7 shows that bank loan spreads are now tighter than 2013 levels, but not yet 
as tight as 2008 levels. 
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Exhibit 7:  Bank Loan Spread
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Use of Proceeds & Aggressive Issuance

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Nov. 
2017

Dec. 
2017

U.S. High Yield Bonds

Refies 32% 43% 68% 61% 52% 55% 53% 51% 48% 62% 64% 64%

Acquisitions/LBOs 52% 37% 6% 16% 18% 18% 19% 32% 35% 23% 20% 19%

CCC 33% 23% 8% 13% 15% 16% 19% 14% 10% 10% 15% 15%

U.S. Bank Loans

Refies 19% 11% 42% 32% 50% 45% 47% 27% 19% 36% 36% 37%

Acquisitions/LBOs 65% 75% 29% 40% 34% 33% 32% 53% 65% 48% 48% 48%

2nd Lien 8% 5% 6% 3% 3% 6% 7% 10% 4% 3% 6% 5%

Cov Lite 30% 4% 10% 5% 26% 38% 64% 71% 72% 74% 74% 74%

Exhibit 8:  The Credit Cycle Barometer

Source: Bank of America Merrill Lynch as of December 31, 2017

That said, we are still constructive on the bank loan markets. Although repricings can tighten spreads, there 
is another force at play that should keep spreads wide: CLO liabilities. The bank loan discount margin over 
LIBOR (the spread over LIBOR) is expected to remain wide, wider than high yield bonds' spread over Trea-
suries, because approximately 50% of the bank loan market is owned by CLOs. CLOs cannot bid bank loan 
spreads too narrow because each of their tranches carries a liability defined as LIBOR plus a spread amount. 
Thus, CLOs are naturally propping up bank loan spreads, while high yield bonds do not have this type of sup-
port. All of this means that bank loan spreads cannot tighten much further. As shown in Exhibit 6 previously, 
bank loans are yielding 6.3%, compared to high yield bonds at 5.7%.

Lastly, sub-investment grade credit fundamentals still point to low issuer risk-taking, as we see greater use  
of proceeds towards refinancings versus LBOs, and low levels of CCC and 2nd lien issuance, as shown in 
Exhibit 8.

High Yield Bonds

High yield bonds’ key issues are:
 ▪ Tight spreads; 
 ▪ Oil production cuts; 
 ▪ The retail sector; 
 ▪ Moderate fundamentals; and 
 ▪ An apparent lack of overcapacity but deals becoming less clean. 

Like bank loans, high yield spreads as shown on the following page in Exhibit 9 are also tighter than 2013 
levels, but not as tight as 2008. Spreads should not be analyzed in a vacuum, however, as further stimulus from 
the tax cuts and potential infrastructure spending as well as overseas demand for U.S. yield may continue 
to compress spreads. However, there is a noticeable deterioration in fundamentals, increasing the risk of a 
spread-widening event.
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Exhibit 9:  High Yield Spread

As shown previously in Exhibit 8, fundamentals still point to low issuer risk-taking, such as greater use of 
proceeds towards refinancings versus LBOs, and low levels of CCC issuance. Leverage (debt divided by cash 
flows) among high yield issuers is moderate, but coverage (cash flows divided by interest expenses) points to 
deterioration, as coverage is below average, shown in Exhibit 10 below. 
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Exhibit 10:  Moderate Fundamentals
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Energy issuers continue to represent a meaningful part of the high yield markets. The price of WTI crude oil 
rose from $54 to $61 a barrel in 2017 and continues to rise in 2018 despite OPEC’s talks of ending production 
cuts soon. The ability of U.S. shale producers to easily ramp up output is a major source of volatility for the 
high yield markets. Another key industry is retail—as the Amazon effect continues to play out, high yield 
strategies today are generally avoiding retail, but certain contrarian high yield strategies are beginning to 
buy battered retail names now as the higher yields outweigh the risks.

Going forward, we see more positive news about employment and wage growth, which may tighten spreads 
further. This past earnings season was very strong, generally meeting or exceeding market expectations. 
Economic growth has been very slow since 2009, but we believe it has legs and may even be picking up 
steam. However, we are becoming more cautious now that the high yield market is priced above par at 103. 
As mentioned earlier, deals in the sub-investment grade credit markets are getting sloppier, like Uber’s $1 
billion deal in the leveraged loan space, which raises some concern. The jury is still out regarding any signs of 
severe overcapacity ripe for a bubble burst—such as tech overcapacity in 2000, subprime mortgage in 2008 
and shale overcapacity in 2015. Asset prices are high, and the tax cuts and potential infrastructure spending 
may help earnings catch up to valuations, but it is debatable how much of this stimulus may already be priced 
into the markets and what the ultimate effect this stimulus might bring about.

Given that backdrop, high yield strategies continue to find pockets of opportunity and avoid sectors 
experiencing secular decline. Many high yield strategies are overweight technology driven by their view 
of continued corporate demand for semiconductor and technology hardware, as well as consumer level 
demand for new technology products and software. Most high yield strategies are underweight retail, and 
some remain strategically underweight to the materials industry, specifically metals and mining as companies 
within the sector are expected to be challenged due to weak demand relative to supply.

Emerging Markets Debt

The key issues for emerging markets debt are: 
 ▪ Rich valuations; 
 ▪ Stronger fundamentals versus developed markets, although less from a relative basis than before; and
 ▪ Latin America’s relative value versus Eastern Europe and Asia.

Spreads are now almost as tight as any point post-2008, approximately the range of where they were in 2010, 
as shown in Exhibit 11 on the following page. EMD valuations would be broadly defined as rich. However, 
fundamentals are still strong.  Emerging countries’ growth and leverage are still better than those of developed 
countries. But the average emerging country’s current account is now lower than that of developed countries 
due to higher imports vs. exports as China transitions to a consumer-driven economy. 



10

0 bp

100 bp

200 bp

300 bp

400 bp

500 bp

600 bp

700 bp

800 bp

900 bp

1,000 bp

1,100 bp

E
M

D
 S

p
re

ad
Exhibit 11:  The Credit Cycle Barometer

Source: JPMorgan as of December 31, 2017

Currently, most EMD strategies are defensive with a slight overweight to cash and a slight underweight in 
overall duration. Going forward, we see opportunities in the African market, especially South Africa and Sub-
Saharan Africa as well as the high yield areas of Eastern Europe as many EMD strategies take their LatAm 
overweight off given tighter LatAm spreads. Brazil’s overall spreads across sovereigns, corporates, hard and 
local currency are still wider than historicals, so there is further runway for spread compression. We believe 
Brazilian corporates are still the most attractive investments versus the rest of EMD. 

Certain EMD strategies remain overweight to Argentina but many are reducing those positions. Many view 
Argentina as a favorite of the market, but they see fair value coming closer and closer and the trade more 
crowded. Emerging countries are generally raising their U.S. Treasury reserves, as U.S. Treasuries provide 
some of the highest yield among safe-haven sovereigns. This also benefits the emerging markets countries 
by weakening their currencies relative to the dollar, which can boost their exports. Because volatility is so low, 
many EMD strategies are buying into cheap optionality — certain EMD strategies are buying CDS protection 
in countries such as South Korea and Japan given the fear of negative news from North Korea. Lastly, we see 
China’s fundamentals as the best they have been in the last few years and focused on stability, which has 
given comfort to the markets. We see strong emerging markets growth, which could make local currency-
denominated emerging markets bonds outpace hard currency-denominated emerging markets bonds.

Private Credit

For private credit, the key issue is focused on Dodd-Frank/Volcker reform, with the rest of the issues mirroring 
those of bank loans and high yield above.

JPMorgan EMBI Global Diversified (Hard Currency Savings)

JPMorgan GBI-EM Global Diversified Unhedged (Local Currency Sovereign)

JPMorgan CEMBI Broad Diversified (Hard Currency Corporate)

Average

Average

Average
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Multi-industry private credit as well as energy-focused private credit continue to provide excellent 
performance. Repeal of Dodd-Frank appears unlikely, keeping banks out of the market. The latest Senate 
Banking Committee proposed amendments to Dodd-Frank include a key provision that would relieve the 
threshold for systemically important financial institutions (“SIFI”) from $50 billion to $250 billion. In other 
words, under Dodd-Frank, banks with assets above $50 billion are subject to enhanced prudent standards. 
The amendment proposes that banks between $50 billion and $250 billion (roughly two-thirds of commercial 
banks in the U.S.) in assets be relieved of these enhanced prudent standards, meaning that they could provide 
higher-risk commercial loans to lower mid-market businesses, and thereby cut into direct lending/mezzanine 
debt funds’ market share. 

However, 90% of Dodd-Frank would remain unchanged, specifically the strict regulation on derivatives 
trading and risk retention requirements on securitizations. Political analysts see this amendment as realistic 
politically with favorable prospects for passage. Yet it is currently under heated debate on the Hill and much 
could still change. If passed, we may see medium-sized banks compete more in the direct lending/mezzanine 
debt space, driving coupons down; nevertheless, it would take several years for these banks to ramp up.

Municipal Bonds

The Tax Cut retains the tax exemption provision for municipal bonds, including private activity bonds, but 
eliminates the tax exemption provision for advance refunding bonds. Keeping the tax exemption for broader 
municipal bonds is obviously a boon for municipal bond investors, while keeping the tax exemption for 
private activity bonds is a boon for hospital and airport issuers. If the tax exemption for private activity 
bonds had been eliminated, we would have seen reduced municipal bond supply, which would have boosted 
municipal bond prices. Hospital and airport issuers would then have issued bank loans instead, increasing 
bank loan supply and thereby reducing bank loan prices. However, this was not the case, and municipal 
bonds will not have this tailwind. Likewise, bank loans will not have this headwind.

A key measure for municipal bonds is the municipal-Treasury ratio, which enables us to gauge the relative 
attractiveness of municipal bonds versus taxable bonds on a tax-equivalent basis. That ratio is currently at 
0.85, above the long-term average of 0.80, indicating that municipal bonds are attractive right now for the 
taxable investor.

CONCLUSION

In conclusion, we recommend remaining allocated to core bonds as the anchor of a fixed income portfolio 
to provide yield, liquidity and principal protection in equity downturns. We continue to monitor the tight 
spreads and moderate—but deteriorating—fundamentals of bank loans and high yield. Emerging markets 
debt provided strong spread compression over the last few years and valuations are rich, but given the strong 
fundamentals we recommend a moderate-to-conservative allocation to emerging markets debt. Private 
credit is still suitable for investors with the appropriate risk appetite. Finally, given the tax cut legislation, 
taxable investors should maintain their allocations to municipal bonds.
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