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Review & Outlook

What is the bond market telling us? We sometimes talk about financial markets

as though they are some kind of oracle, giving us cryptic messages about our

economic fate. Market pros are just as guilty of personifying markets as anyone

else. We have definitely claimed that the market “wants” to do this or is “saying”
that, ascribing to it a level of agency that it does not have.

In reality, the market’s “opinion” is really just a reflection of the collective
opinions of its participants. It is “telling” us things in the same way that the
bathroom mirror “tells” us that our hair is graying. It is passively, uncaringly
reflecting back something that was already there.

Right now, trying to divine what the market is telling us is tricky because it
seems to be contradicting itself. Look in some corners of the bond market,
and there are ominous signs of an impending economic slowdown. Other
corners seem to be brimming with optimism. We do not think there is a lot of
udlity in trying to figure out which view is right and which is wrong, but, this

dichotomy is definitely presenting some value opportunities.

The flattening yield curve is probably the bond market signal getting the most

attention. We say the yield curve is “flat” when the difference between short-
term rates and long-term rates becomes small. For example, at the beginning of
2017, the 10-year Treasury yielded 1.26% more than the 2-year Treasury. That

gap was down to just 0.33% by the end of the second quarter. If short-term

yields actually become higher than long-term yields, we call that an “inverted”
yield curve.

Curve inversions often presage a recession, so people are certainly worried
about what a flattening curve could lead to. We suggest taking the yield curve
seriously, but for the right reasons. The curve almost always flattens as the Fed
hikes. The more the Fed hikes, the flatter the curve becomes. In this sense, the

market is telling us something we already know.

The curve tends to become completely flat when the Fed is at the end of its
hiking cycle. The reason is pretty simple: If the Fed is done hiking, the
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next step might be a cut, and if so, investors want to lock in long-term rates.
Demand from these buyers is enough to keep a lid on longer rates. This is the
key to thinking about the shape of the yield curve. The flatter the curve gets,
the closer we are to the end of rate hikes. We are getting closer to the end of
the hikes because we are closer to the end of the expansion.

Despite how flat the yield curve has become, the market does not seem to be
pricing in a period of Fed rate cuts. If we look at futures contracts, the market
is expecting short-term rates to rise to 3% and then hold there for the next 10
years, with inflation steady at 2% that whole time. That suggests the market
thinks the Fed will hike just enough to keep inflation under control, but not
so much that it will cut off the recovery.

In addition, different markets seem to have different expectations. The
municipal yield curve is not flattening at all; rather, it is steepening. During
the quarter, the gap from two-year to 10-year munis rose from 0.76% to
0.82%. To us, this is a value opportunity. In municipals, we have invested
substantially in floating rate munis, which have a coupon rate that rises along
with other short-term rates. These bonds typically benefit when short-term
rates keep rising. We pair those with bonds in the 8-12 year maturity range,
which will benefit if the shape of the municipal yield curve catches up with
the Treasury curve. This pairing worked very well this quarter, where the
floating rate component added substantial value and was a major driver of
outperformance in our tax-free strategies.

Another market indicator worth watching is corporate bond spreads. Credit
spreads are the difference in yield between a corporate bond and a Treasury
bond with a similar maturity. As such, they are basically a measure of how
much of a yield premium investors are demanding in order to take on credit
risk. For Baa-rated bonds, this premium increased by 0.19% in the quarter. It
has been rising steadily since the beginning of February, when that premium
was 1.08%; it ended the quarter at 1.57%.
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Typically this would happen during a period where investors are worried about an economic slowdown. Rising credit spreads imply rising default risk, which
generally happens during periods of economic stress. We find the lack of rising risk premium among the riskiest corporate bonds to be odd. High-yield bond
spreads were about unchanged during the quarter, rising only 0.09%, and the spread for the lowest-rated category, Caa, actually narrowed by 0.45%.

What does all this tell us? It may be that the investment-grade market was more influenced by foreign demand and/or U.S. companies repatriating cash from
overseas. Both of these sources of demand have declined lately; the former because of increasing currency hedging costs and the latter due to U.S. tax reform.

We do not necessarily see this as an immediate opportunity to increase exposure to investment-grade corporate bonds. Even at 1.57%, Baa spreads are still
below their five-year average. We prefer to pick corporate bonds individually based on company-specific factors and let the mix of credit ratings evolve
naturally from this bottom-up process. We found some new opportunities in the second quarter, but we actually wound up with a slightly lower portfolio
weighting in corporate bonds in most strategies compared to the end of the first quarter.

We have focused on adding companies with less cyclical risk—if we can lower our exposure to the business cycle without decreasing the portfolio yield, we do
not have to guess when the cycle turns. If the economic expansion continues, we will keep earning the same yield. If the economy weakens, the less cyclical
names may outperform.

During this quarter, we sold companies with more cyclical names like chemical company Celanese, window treatment producer Springs Industries and auto
part supplier Lear. At the same time, we bought names like defense contractor Harris and Alexandria Real Estate, which specializes in life sciences facilities.
While every company has risks, we see these buys as having less exposure to the macro economy, which, coupled with a strong fundamental story on their
own, makes them attractive new investments.

It is always hard to know when a cycle will turn. If the U.S. economy is turning weaker a year from now, we will look back at the flattening yield curve and
widening credit spreads as warning signs. However, both of these indicators have produced false signals many times in the past. We believe that we should be
able to perform well whatever the macro economy does by buying bonds with attractive yields and focusing our analysis on downside risks.
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