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THE RATES MARKET WAS
KUNG FU FIGHTING

If the shape of the yield curve is any indication, the Federal Reserve and investors are locked
in a battle of divergent expectations. In a normal market, the yield curve should be upwardly
sloping and reflect both inflation expectations and economic growth anticipation. However,
the flatness of the yield curve is currently reflective of a Fed committed to a path of quantita-
tive tightening combined with a continued demand for long-dated U.S. Treasuries, which has
helped keep longer end rates largely in check.

Fed fund futures appear to be anticipating the Fed will hit the brakes on rate hikes in 2019,
while the Fed dot plot is suggestive of continued hikes through 2020, providing further evi-
dence of divergent opinions from segments of the market.

Those rates were fast as lightning

US. Treasury rates are finally catching their breath after a roller coaster of a quarter. The 10-
year US. Treasury rates hit the highest levels since 2011 while the 2-year U.S. Treasury rate
topped 2.6%, the highest since 2008. Over the past three months, the 10-year U.S. Treasury
rate increased from 2.73 to 3.11%, prior to rallying back to 2.86% at the end of June. Unlike
their longer counterparts, short term rates have held onto the new higher levels as the Fed
continues on their path of tightening monetary policy. Higher rates, in general, are a bit of a
conundrum for the market, since on one hand, rising borrowing costs could threaten an eq-
uity bull market that has been largely fueled by lower rates, but on the other hand, rising rates
would certainly give support to the belief that the economy is firing on all cylinders. But is
everything as it seems?

While many market pundits were eagerly anticipating 10-year rates heading above the key 3%
level, the inability of rates to hold above this psychological mark is pretty telling. The confi-
dence of investors to bid bond yields up beyond 3% is paper thin, and the general flatness of
the yield curve seems to be telling a story contrary to that of the Federal Reserve. Typically
higher yields are demanded from the market when investors believe that inflation, a key metric
that the Fed aims to control, is increasing. Yet, the spread between two-year and ten-year notes
are at the lowest in over a decade and could very well be a better barometer of economic health
than unemployment figures or housing starts.

But really it was not that frightening...

Despite the vacillations in the rates market, there are several positives for investors to focus
on. One is an increase in short-term rates, an increasingly positive net benefit to savers. For ex-
ample, the US. Treasury 3-month bill money market yield has increased almost 51 basis points
this year to 1.95%. With almost a decade of rates in the single basis point range, the run up,
which started in earnest in late 2017, seems poised to continue.

Another positive in the market right now is that the mere threat of a yield curve inversion may
be enough to cool the jets of the Federal Reserve. Historically, yield curve inversions have
been precursors of a broader recession. It should be noted that several Federal Reserve offi-
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cials have been vocal on trying to avoid such an outcome. While other
financial pundits, such as former Fed Chairman Alan Greenspan, are
in the camp that believes the flattening shape of the yield curve and a
recession are not coterminous.

Municipal bonds have historically performed better in Fed tighten-
ing cycles. During past Fed hiking cycles, muni/Treasury ratios have
declined, meaning that muni bond prices increased by a larger amount
relative to Treasuries. This makes the current move higher of the ra-
tios over the past month all the more attractive. The yield cutve could
flatten even more as the short end rises with future rate moves by
the Federal Reserve, while long-term rates remain impacted by larger
macro issues.

Lastly, portfolio allocations using barbell strategies appear poised to
perform well in the current flattening yield curve environment. The
benefits of a barbell portfolio include the ability to reinvest the pro-
ceeds (liquidity) of shorter term bonds at higher rates, thus providing
the opportunity for higher yields than a traditional bulleted portfo-
lio approach. The strategy also provides the potential for higher yield
income from longer dated bonds. With long duration bonds more
sensitive to price fluctuations, diversification in both ends of the yield
curve could provide price protection.

Taxable Bond Portfolio

Yield curve flattening continued during the second quarter. The 2- to
10-year spread contracted another 15 basis points to 33 basis points
according to Bloomberg data. We continue to look at the front end of
the yield curve outside the money market range to invest in a barbell
strategy for the portfolio.

Tariffs have caused spreads to widen in the investment grade corpo-
rate bond market. Credit spreads can widen when investors demand
more return for the risk of uncertain economic outcomes due to pos-
sible trade wats.

We like the widening spreads and welcome the higher yields as an op-
portunity for investors to increase cash flow. We hold a widely diversi-
fied list of bonds across multiple sectors of the economy and believe
this can smooth out returns.

In regards to the tariffs, we hope that cooler heads will prevail and
trade negotiations will prove beneficial to all parties. The likely out-

come is a “saving face” on all accounts and every nation declaring
themselves the winner. They better all be winners, as there was a
mountain of debt created in the last 10 years, and it all will be re-
financed at higher interest rates in the coming months and years.

Tax-Free Portfolio

Can municipals continue to outperform? Municipal bonds have held
their own in a fixed income universe where most sectors produced
negative returns, and we anticipate this trend will continue. The
Bloomberg Barclays Municipal Bond Index returned 0.87% in the
second quarter, compared to -0.1587% for the Bloomberg Barclays
US Aggregate Bond Index and just 0.10% for the Bloomberg Bar-
clays US Treasury Index. The tax-exempt market has momentum and
seasonality on its side as it heads into the summer season, which has
become known for scarcity of bonds. The supply/demand dynamics
will firmly take hold during the next few months as over $130 bil-
lion of money will flow back to investors during the summer and we
believe they will be looking for bonds to reinvest in. Demand contin-
ues unabated as shown by both weekly ICI fund flows and municipal
bond ETF reporting figures. After some tax time outflows, ICI has
reported seven consecutive weeks of positive prints totaling $1.9 bil-
lion, and bringing the year-to-date tax-exempt inflow figure to $10.5
billion. Municipal ETFs have added almost $2.5 billion for the year,
outpacing the general ETT market by 5% on a flow basis. Our focus
in the Tax-Free Fixed Income strategy continues to center on current
income and decreasing duration and looks to slide down the credit
spectrum opportunistically. Scarcity of bonds has driven high grade
muni spreads to tighter levels, allowing for more opportunistic put-
chases in sub-AAA credit and revenue-generating bond sectors. Focus
on essential service issuers, as well as well capitalized healthcare and
higher education names, provides portfolio diversification away from
public pension and fixed cost ratio risk that are growing trends in the
tax-backed sector.

We continue to believe that municipal bond insurance is priced at-
tractively and have been adding these policies to our holdings in an
effort to effectively enhance asset protection and lower credit risk. We
have purchased insurance on several general obligation names held
throughout the strategy that we believe will be an additional measure
in preserving portfolio principal value.

Source: Bloomberg, Ned Davis Research
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Forward looking statements cannot be guaranteed.

The opinions expressed are those of the Clark Capital Management Group Investment Team. The opinions
referenced are as of the date of publication and are subject to change due to changes in the market or
economic conditions and may not necessarily come to pass. There is no guarantee of the future perfor-
mance of any Clark Capital investments portfolio. Material presented has been derived from sources
considered to be reliable, but the accuracy and completeness cannot be guaranteed. Nothing herein
should be construed as a solicitation, recommendation or an offer to buy, sell or hold any securities, other
investments or to adopt any investment strategy or strategies. For educational use only. This information
is not intended to serve as investment advice. This material is not intended to be relied upon as a forecast
or research. The investment or strategy discussed may not be suitable for all investors. Investors must
make their own decisions based on their specific investment objectives and financial circumstances. Past
performance does not guarantee future results.

This document may contain certain information that constitutes forward-looking statements which can be
identified by the use of forward-looking terminology such as “may,” “expect,” “will,” “hope,” “forecast,”
“intend,” “target,” “believe,” and/or comparable terminology (or the negative thereof). No assurance,
representation, or warranty is made by any person that any of Clark Capital’s assumptions, expectations,
objectives, and/or goals will be achieved. Nothing contained in this document may be relied upon as a
guarantee, promise, assurance, or representation as to the future.

The Dow Jones Industrial Average is a stock market index that shows how 30 large publicly owned com-
panies based in the U.S. have traded during a standard trading session in the stock market.

The MSCI EAFE Index is a free float-adjusted market capitalization index that is designed to measure the
equity market performers of developed markets outside the U.S. and Canada.

The MSCI Emerging Markets Index is a freefloat-adjusted market capitalization index that is designed to
measure equity market performance in the global emerging markets.

The Russell 3000 Index measures the performance of the 3,000 largest U.S. companies based on total
market capitalization, which represents approximately 98% of the investable U.S. equity market.

The S8P 500 Index measures the performance of 500 large companies in leading industries of the U.S.
economy, capturing 80% of U.S. equities.

The Bloomberg Barclays U.S. Government and Credit Bond Index measures the performance of U.S. dollar
denominated U.S. Treasuries, government-related, and investment grade U.S. corporate securities that
have a remaining maturity of greater than 1 year. In addition, the securities have $250 million or more of
outstanding face value, and must be fixed rate and non-convertible.

The Bloomberg Barclays U.S. Corporate High-Yield Index covers the U.S. dollar denominated non-invest-
ment grade, fixed-rate, taxable corporate bond market. Securities are classified as high-yield if the middle
rating of Moody’s, Fitch, and S&P is Ba1/BB+/BB+ or below.

The Bloomberg Barclays 30-Year U.S. Treasury Bellwethers Index is a universe of Treasury bonds, and
used as a benchmark against the market for long-term maturity fixed-income securities. The index as-
sumes reinvestment of all distributions and interest payments.

The Bloomberg Barclays 10-Year U.S. Treasury Bellwethers Index is a universe of Treasury bonds, and
used as a benchmark against the market for long-term maturity fixed-income securities. The index as-
sumes reinvestment of all distributions and interest payments.

The Bloomberg Barclays 5-Year Municipal Bond Index is the 5 Year (4-8) component of the Municipal Bond
index. It is a rules-based, market-value-weighted index engineered for the tax-exempt bond market. The
index tracks general obligation bonds, revenue bonds, insured bonds, and pre-refunded bonds rated Baa3/
BBB- or higher by at least two of the ratings agencies.

The CBOE Volatility Index (VIX) is a key measure of market expectations of near-term volatility conveyed
by S8&P 500 stock index option prices and which shows the market’s expectation of 30-day volatility. It is
constructed using the implied volatilities of a wide range of S8P 500 index options. This volatility is meant
to be forward looking and is calculated from both calls and puts. The VIX is a widely used measure of
market risk. The S&P 500 measures the performance of the 500 leading companies in leading industries
of the U.S. economy, capturing 75% of U.S. equities. The Bloomberg Barclays Capital U.S. Aggregate
Bond Index is a market capitalization-weighted index, meaning the securities in the index are weighted ac-
cording to the market size of each bond type. Most U.S. traded investment grade bonds are represented.
Municipal bonds, and Treasury inflation-protected securities are excluded, due to tax treatment issues.
The index includes Treasury securities, government agency bonds, mortgage-backed bonds, corporate
bonds, and a small amount of foreign bonds traded in U.S. The Bloomberg Barclays Capital Aggregate
Bond Index is an intermediate term index.

The volatility (beta) of a client’s portfolio may be greater or less than its respective benchmark. It is not
possible to invest in these indices.

Index returns include the reinvestment of income and dividends. The returns for these unmanaged indexes
do not include any transaction costs, management fees or other costs. It is not possible to make an
investment directly in any index.

Morningstar is the largest independent research organization serving more than 5.2 million individual
investars, 210,000 Financial Advisors, and 1,700 institutional clients around the world.

For each separate account with at least a three-year history, Morningstar calculates a Morningstar
Rating™ based on a Morningstar Risk-Adjusted Return measure that accounts for variation in a separate
account’s monthly performance, placing more emphasis on downward variations and rewarding consis-
tent performance. The top 10% of separate accounts in each category receive 5 stars, the next 22.5%
receive 4 stars, the next 35% receive 3 stars, the next 22.5% receive 2 stars and the bottom 10%
receive 1 star. The Overall Morningstar Rating for a separate account is derived from a weighted average
of the performance figures associated with its three-, five- and ten-year Morningstar Rating metrics.

© 2018 Morningstar, Inc. All Rights Reserved. The information contained herein: (1) is proprietary to
Morningstar and/or its content providers; (2) may not be copied or distributed; and (3) is not warranted
to be accurate, complete or timely. Neither Morningstar nor its content providers are responsible for any
damages or losses arising from any use of this information.

Past performance is not indicative of future results. This material is not financial advice or an offer to sell
any product. Not every client’s account will have these exact characteristics. The actual characteristics
with respect to any particular client account will vary based on a number of factors including but not
limited to: (i) the size of the account; (ii) investment restrictions applicable to the account, if any; and
(iii) market exigencies at the time of investment.

Clark Capital Management Group, Inc. reserves the right to modify its current investment strategies and
techniques based on changing market dynamics or client needs. The information provided in this report
should not be considered a recommendation to purchase or sell any particular security, sector or indus-
try. There is no assurance that any securities, sectors or industries discussed herein will be included in
an account’s portfolio. Asset allocation will vary and the samples shown may not represent an account’s
entire portfolio and in the aggregate may represent only a small percentage of an account’s portfolio
holdings. It should not be assumed that any of the securities transactions, holdings or sectors discussed
were or will prove to be profitable, or that the investment recommendations or decisions we make in
the future will be profitable or will equal the investment performance of the securities discussed herein.

Clark Capital Management Group, Inc. is an investment adviser registered with the U.S. Securities and
Exchange Commission. Registration does not imply a certain level of skill or training. More information
about Clark Capital’s advisory services and fees can be found in its Form ADV which is available upon
request.
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