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The last three months saw many ups, downs and news headlines including the
untimely passing of rock and roll legend Ric Ocasik of the Cars (see if you can spot
the Cars references in this quarter's commentary). We are ending the third quarter
of 2019 with another news story that continues to persist—that of negative yields. In
Europe, all 2-year bonds have negative rates except for in the UK. Extend it to 5-year
bonds, and you'll find Italy at 0.21% and Greece at 0.69% in positive yields versus the
USS. 5-year rate at 1.54%.

There is talk if Italy even has a sustainable government, let alone people lending
them money at 0.25% for 5 years! That is clearly “irrazionale esuberanza” as an Italian
speaking Alan Greenspan might describe it. Don't even talk about Japan, which has
been at negative yields for what seems like forever.

Jamie Mullen )
Senior Portfolio Manager Since You're Gone...

During the drop in U.S. rates in August, it was estimated at one point that $17 billion of
global bond market securities had negative yields. A Danish bank was offering mort-
gages with negative rates. This translates into the debtor being paid to borrow money
for the term of the loan. | would think that once a debtor obtained a negative interest
rate loan, would there be a need to refinance in the future?

Magic...

The flip side of negative short-term rates is the long duration 100-year bond issued
two years ago by Austria (2.1% coupon due 9/20/2117). The bonds were issued at par
and traded as high as $197 during the quarter or a 130 basis point rally from the issu-
ance.

Unlike a stock that can trade at several valuations, price to sales, price to earnings,
etc., these bonds are either reflecting the current view on inflation or an accommo-
dative European Central Bank (ECB) that will continue to buy bonds. This bond is a
lesson in duration and its effect on bond prices. It is not a lesson on inflation or an
accommodative ECB because that will clearly be a changing scenario over the next
98 years until maturity.

Just What | Needed...

July started out with somewhat low volatility on the 10-year U.S. Treasury bond. The
July range on the 10-year was between 2.00% and 2.13% only to close the month
virtually unchanged at 2.01% according to Bloomberg price data. In August, recession
fears and a global slowdown in growth was reflected in the flattening yield curve.

The 10-year bond was lower by 52 basis points on the month—the biggest monthly
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decline since January 2015 according to Bloomberg data.
For bond managers, this meant you needed to be fully in-
vested and long your duration benchmarks to drive perfor-
mance.

Shake It Up...

The August drop in rates raised the question as to whether
or not the Fed was behind the curve in lowering rates. The
beginning of September saw 10-year rates increase over an
8-day period and alleviate August's overbought conditions.

A debate is beginning as to whether or not the economy

is slowing or stalling. Jobs data continues to be firm as the
unemployment rate remained at 3.7%. August's manufactur-
ing ISM number slipped from 51.3 to 49.1. Recall that three
consecutive readings below 50 are considered recession-
ary. (Spoiler alert since | write the commentary after 9/30):
Manufacturing for September, which was released on
October 1st came in at 47.8.

As ongoing trade tensions with China continue to ebb and
flow, a new grenade was lobbed into the political arena. The
Ukraine is now dragged into the political sphere of possibly
being influenced to investigate a democratic political op-
ponent in for the 2020 election and Democrats have called
for an impeachment inquiry.

With a Republican controlled Senate, a move by the House
for impeachment seems to have little chance of being ac-
complished. Market pundits were immediately looking for a

“Clinton impeachment bounce”, which was an equity market

rally after a similar situation during that past administration.

All of this is noise for sure—a wall of worry no doubt. How-

ever, the stock market does not appear ready to move lower.

As the bond market continues to close at lower yields, the
market is starting to price in the possibility of another 25
basis point rate cut at the Fed's October meeting. October
data will be the deciding factor to, as Ric Ocasik of the Cars
sang, ‘shake it up.'
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The continued decline in Treasury rates added to a third
quarter of positive returns for municipal bonds. The Bloom-
berg Barclays Aggregate Municipal Bond Index posted

a return of 6.75% through the end of Q3. The Bloomberg
5-year Municipal Bond Index returned 4.37% during the
same period.

As anticipated in our Q2 commentary, heavy re-investment
of interest payments along with matured and called bonds
were the theme throughout July and August. Ratios contin-
ued to be compressed in the traditional SMA space of 1-5
years, offering little to no value in our view. The overall men-
tality of buy, buy, buy is what causes overbought conditions
in these periods of re-investment cash outstripping supply.

The quarter began with the Bloomberg Municipal AAA
curve at 1.60% and ending at 1.46%, 14 basis points lower.
5% coupon bonds with a 10-year maturity priced at 1.46%
yield equates to dollar price of over $132. A 4% coupon with
a 10-year maturity is over $123. If rates were to move higher,
it would be an awful lot of premium that could be lost. Re-
member that bonds are ultimately worth par at maturity.

In order to navigate this low interest rate environment, we
have been proponents of utilizing a barbell strategy for the
last couple of years. The front end of the curve provides
liquidity in bullet maturities we own. We also use longer
dated maturities and buy bonds with 2 to 3-year calls that
provide short duration and have a high probability of being
called.

The callability of municipal bonds is a key feature that we
use in our portfolio to manage duration for the barbell strat-
egy. Longer dated bonds can trade at 130-150 basis points
spread to Treasury bonds on a yield top call basis. If the
bonds were to extend to maturity, the ratios are even higher
(maybe by 160 basis points for example).

This cheapness in the ratios in relation to Treasuries is what
provides a defensive nature to the bonds. As the saying
goes, “do not try this at home." Make sure you have an active
manager that can navigate the nuances of the complex
municipal bond market with experience and an established
track record.
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The views expressed are those of the author(s) and do not necessarily reflect
the views of Clark Capital Management Group. 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 performance 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 invest-
ment 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

Bloomberg Barclays U.S. Aggregate Bond Index: The index is unmanaged and
measures the performance of the investment grade, U.S. dollar denominated,
fixed-rate taxable bond market, including Treasuries and government-related
and corporate securities that have a remaining maturity of at least one year.

The Bloomberg Barclays 5-Year Municipal Bond Index is the 5 Year (4-6)
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,
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This document may contain certain information that constitutes forward-look-
ing statements which can be identified by the use of forward-looking terminol-
ogy such as ‘may," "expect,” "will," “hope," "forecast,” "intend," ‘target,” "believe
and/or comparable terminology (or the negative thereof). Forward looking
statements cannot be guaranteed. 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.

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. 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 perfor-
mance of the securities discussed herein

Clark Capital Management Group, Inc. is an investment adviser registered with
the US. 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. CCM-1130

800.766.2264 = ccmg.com



