INTERMEDIATE MATURITY TAXABLE
COMMENTARY – SECOND QUARTER 2018
M ACRO OVERVIEW
Short rates continued to drift higher over the quarter as the FOMC hiked in June for the second time this
year. Record low unemployment and moderately stronger inflation readings in early May pushed yields on the
10YR UST to 3.12%, a seven year high, while the 30YR UST touched 3.24%, an approximate four year high.
However, a nationalist’s party election threat in Italy reminded investors of just how fragile the EU remains
and a modest flight to quality ensued. Economic data in June did little to push rates out of the new lower
range with intermediate yields finishing a bit more than 10 basis points higher on the quarter. Even with the
second rate hike this year and a seemingly more hawkish outlook on the economy and inflation from the Fed,
a flatter yield curve remains the norm for now.
• The spread between the 2YR UST and 30YR UST is currently 39bps, tightest since the summer of
2007. The front-end of the curve will continue to react to Fed policy while the long-end is currently
contained by trade tensions and subdued inflation.
• The likelihood of gradual and deliberate rate normalization is apparent with the probability of a
September Fed rate hike at approximately 70%, with an additional hike in December at nearly 50%.
• Increasing trade disputes could threaten global economic growth and could offset the economic
gains derived from tax cuts here in the U.S.
• Low unemployment (4.00%) has yet to lead to meaningful wage pressures.

M ARKET DYNAMICS
Modestly higher interest rates, choppy equity markets, and robust corporate supply led to further widening
of investment grade credit over the quarter. As mentioned in our last strategy update, the move in spreads
continues to be very orderly, with the Bloomberg Barclays US Aggregate Credit Index closing the period at
+116 basis points, still within 2017 ranges. From a technical standpoint corporates could still face modest
spread pressure from here as higher absolute rates have shifted some of the buying away from intermediate
and longer-dated risk products, and heightened corporate acquisition activity should continue to keep supply
elevated. With this said, corporate credit health remains sound and has actually strengthened of late, with
revenue, earnings, and gross leverage metrics all improving in 2018 (JP Morgan). We continue to view this
modest retracement in spreads as healthy for the taxable markets, and one that in the near-to-medium term
can offer some incremental yield and renewed value in corporate debt.
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P ERFORMANCE N OTES
Although corporate spreads were wider on the quarter, the return impact was modest as the sector’s
incremental yield versus US Treasury and GSE positions continued to help offset the softness. Overall
performance during the period was in-line to slightly ahead of benchmark as the strategy’s adjustment to a
shorter maturity and duration profile early in the year was advantageous as yields crept higher in April and
May. Looking forward, our outlook for interest rates continues to call for higher front-end yields with the
FOMC recently upgrading their forecasts to four 25 basis point rate increases in ’18 and three in ’19.
Intermediate and longer maturities are unlikely to move higher in lockstep as global trade tension and still
low inflation help buffer elevated supply from U.S. Treasury issuance and a shrinking Fed balance sheet.
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“We continue to view this modest
widening of corporate spreads as …

S OURCE : B LOOMBERG

3.2
3
2.8
2.6
2.4
2.2
2

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun

US CREDIT INDEX

healthy for the taxable
markets, and one that in
the near to medium term
can offer some
incremental yield
… and renewed value in corporate bonds.”
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Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no
assurance that the future performance of any specific investment, investment strategy, or product made reference to directly or indirectly in this piece, will be
profitable, equal any corresponding indicated historical performance level(s), or be suitable for your portfolio. Due to various factors, including changing market
conditions, the content may no longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion of information contained
in this piece serves as the receipt of, or as a substitute for, personalized advice from Caprin Asset Management. To the extent that a reader has any questions
regarding the applicability to their situation of any specific issue discussed above, they are encouraged to consult with the professional advisor of their choosing. A
copy of our current written disclosure statement discussing our advisory services and fees is available for review upon request.

