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Unanswered Questions
Market Review
Municipal bonds turned in a solid performance in the second quarter of 2021. Overall
supply fell in Q2 to $107 billion from $110 billion. However, issuance overall in the first
half of 2021 exceeded that of the first half year measures over the last five years. That
supply, as forecasted in past summaries, helped the market rally initially as price discovery increased and volatility decreased.
Overall, the muni curve flattened as record flows into the asset class continued despite rate and policy indecision: 12 weeks of uninterrupted incoming inflows helped
munis to keep up with a rallying Treasury market, with 4 of those weeks eclipsing $2
billion. Surprisingly, the Fed began to jawbone the idea of increasing rates due to a
solid bounce in economic metrics: the 10-year Treasury’s peak yield was 1.75% on
March 31st.

Neal DeBonte
Portfolio Manager

As expectations of a taper or a rate increase were tempered, the market spent the balance of the quarter rallying to lower yields in fits and starts, until a decidedly bullish
tone emerged in June. The 10-year Treasury finished the period at 1.44%. The quarter
did not answer many policy questions involving municipal bonds. The infrastructure
plan is pending approval and may offer $570 billion in aid to municipalities in the form
of a subsidy to fund revenue bond projects. The exact terms and amount are yet to be
seen, and the bulk could be in taxable muni issuance.

Jamie Mullen
Senior Portfolio Manager

That taxable issuance could cannibalize exempt issuance and create greater scarcity.
Further muddying future market behavior forecasts is the Budget Reconciliation Act,
which could re-introduce advance refundings on municipal bonds (a reintroduction
could materially increase supply and result in relative value underperformance). Tax
rate policy changes are also in play, and as a result, we believe the market has some
headwinds to overcome in the coming months.

Second Quarter Performance Highlights






We continued in earnest to exit the defensive short duration/maturity trade we
entered early in the first quarter of 2021/late fourth quarter of 2020 and redeployed in a weighted barbell strategy, favoring the longer leg. Favorable ratios
in the longer end and steepness at the quarter’s outset supported this trade.
Exposure to state level debt in NJ, NY, CT, and CA was maintained and opportunistically increased as credit spreads continued to compress. As per Bloomberg indices, NJ compressed over 50% in the 15-year tranche, which was a
favored maturity for the book this quarter. In the case of CT, 5-year spreads
remained static, but by buying longer bonds, we were able to capture nominal
spread tightening. Supply particular to each specialty state and changes to the
SALT Act will largely determine when/if these trades will be exited.
Though competition was fierce for new issue allotments, we were able to secure bonds that allowed us to modestly increase our exposure in the transpor-
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tation, water and sewer, power, airport and transportation sectors. These should all benefit from an open
economy as well as government stimulus.
Cash balances increased to approximately 8%; even
though ratios were nominally higher at the end of the
quarter, the impressive flattening of the 5-year/15year slope was aggressive. Competition for bonds
AND lower rates left us very cautious in our investment commitments.

ening that occurred January through March. It was on the
shoulders of this newly steepened scale that we decided to
extend our duration.

Positioning and Outlook

Legging into this extension proved fortuitous, as from midMay to June’s end, the curve turned and began to flatten. As
mentioned above, we did execute a weighted barbell trade,
so even though light, the short leg did impede performance
as 5-years got 6 basis points cheaper to the 15 to 20 years
curve getting 6 to 10 basis points richer. Overall, on the
quarter the 3s/30s curve was 24 flatter.

Q2 2021, like Q1, presented a dichotomy of action. From April
1st to mid-May, the market rallied. Rates and credit both
benefitted from multiple pillars of support: a Treasury curve
shrugging off a jawboning Fed and moving lower in rates,
the Washington D.C. chatter of higher taxes, an aid package
of perhaps another trillion (which has since shrunk), and four
straight weeks of inflows averaging nearly $2 billion a week.
Supply cooperated, as the rolling 30-day visible supply
stayed under $10 billion most days.

Bond selection, a bias to longer duration, and maintaining
an overweight in local GO and school debt added edge to
our performance. We increased our revenue bond holdings,
but outrageously tight credit spreads in the market preclude us from straying past AA- rated debt in airports, water
and sewer, transportation, and resource recovery bonds. We
will buy lower rated bonds when price is reflective of value.
We also have capacity to add Healthcare.

Mid-May introduced a far more robust supply line, and
some outright market fatigue. June is part of the June/July/
December/January reinvestment period: a time when many
municipal bonds mature, are called or pay interest. Conventional wisdom assumes that money is recycled back into the
market. We tend to rally into June and plateau. The 10-year
Muni/Treasury ratio on June 9th was 60%, and it traded off
from there as supply and market “hangover” precluded it
from staying rich. That ratio ended the quarter at 70%.
Low yields and low ratios in the front end of the muni curve
offered little upside at the quarter’s onset though we chose
to hide there in the first quarter to avoid the dramatic steep-

And now for the disclaimer: The market faces strong headwinds via uncertainty surrounding budget reconciliation
and the aide act. Higher taxes or not? Higher supply (with
the re-introduction of refundings), or not? SALT deduction
reinstatement, or not? Hawkish Fed, or not?
This may be the most difficult 6-to-12-month period I have
seen in terms of open questions. We believe that yield curve
management will be paramount, and exempts may underperform inside 20-years if refundings re-appear, only to
then grow scarcer as increased taxable issuance crowds out
traditional munis. The wildcards? Taxes and SALT. If taxes do
indeed get raised and SALT is not re-instated, the demand
component of performance will stand.
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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 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. 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). 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.
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.
Fixed income securities are subject to certain risks including, but not limited
to: interest rate (changes in interest rates may cause a decline in market value
or an investment), credit, prepayment, call (some bonds allow the issuer to call
a bond for redemption before it matures), and extension (principal repayments
may not occur as quickly as anticipated, causing the expected maturity of a
security to increase).
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Non-investment-grade debt securities (high-yield/junk bonds) may be subject
to greater market fluctuations, risk of default or loss of income and principal
than higher-rated securities.
Municipal securities can be affected by adverse tax, legislative or political
changes and the financial conditions of the issuers of the municipal securities.
Municipal bonds can be significantly affected by political and economic
changes, including inflation, as well as uncertainties in the municipal market
related to taxation, legislative changes, or the rights or municipal security
holders. Municipal bonds have varying levels of sensitivity to changes in interest rates. Interest rate risk is generally lower for shorter-term municipal bonds
and higher for long term municipal bonds.
The Bloomberg Barclays U.S. Municipal Index covers the USD-denominated
long-term tax exempt bond market. The index has four main sectors: state and
local general obligation bonds, revenue bonds, insured bonds and prerefunded bonds.
An S&P Global Ratings issue credit rating is a forward-looking opinion about
the creditworthiness of an obligor with respect to a specific financial obligation,
a specific class of financial obligations, or a specific financial program (including ratings on medium-term note programs and commercial paper programs).
An obligation rated ‘AA’ differs from the highest-rated obligations only to a
small degree. The obligor’s capacity to meet its financial commitments on the
obligation is very strong.
The 10 Year Treasury Rate is the yield received for investing in a US government issued treasury security that has a maturity of 10 year. The 10 year
treasury yield is included on the longer end of the yield curve. Many analysts
will use the 10 year yield as the “risk free” rate when valuing the markets or an
individual security.
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. CCM-508
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