
                                                                                                                                                                                      

            

   

The spread of the COVID-19 virus touched virtually every corner of the global 

marketplace during the first quarter. Equity markets plummeted from their peaks, 

reflecting the new reality of the rising fear and uncertainty associated with the ongoing 

spread of the virus.  A deepening economic contraction in the US and world economies 

weighed heavily on the minds of investors. Expectations for significantly lower corporate 

earnings caused risk asset values to crash as US jobless claims skyrocketed to the highest 

on record.  We, at Clinton Investment Management, have been expressing concern 

about slowing US economic growth for a number of quarters. While we did not 

anticipate that a global pandemic would become the primary catalyst for the severe 

economic contraction, we shared our concerns regarding extended risk asset valuations. 

We recommended de-risking asset allocations in the hope that investors could avoid, if 

not diminish, the extraordinary destruction of wealth we have witnessed.  

We believe it is now appropriate to begin looking beyond the immediate crisis, 

in order to consider the probability, timing, and potential strength of the US economic 

recovery that may lie ahead, once the national lockdown has been lifted. We sincerely 

believe a V-shaped recovery is an unlikely outcome. Rather, a sustained period of 

meaningfully reduced economic activity should be expected. The recently reported 

record increase of 22 million individuals, seeking unemployment benefits through 

jobless claims, over the last four weeks, clearly demonstrates the severity of the current 

slowdown and the limited prospects for rapid recovery. These job losses are equivalent 

to over 100% of the 21.5 million jobs gained since the 2008 financial crisis.   

Throughout history, municipalities, across the country, have successfully 

navigated prior economic recessions by cutting expenses consistent with the reduction 

in revenue and tax collections they have experienced. The main source of expense for 

most municipalities includes the ongoing payrolls and benefits of their public employees. 

Therefore, during times of recession and in the absence of additional revenue, 

municipalities are forced to make the difficult choice of terminating the employment of 

thousands of teachers, firewomen and men, policewomen men and, as well as numerous 

other civil servants. Congress and the President recognized this fact clearly, identifying 

the seriousness of what the country and municipalities are now facing.  In an effort to 

forestall an even deeper economic recession, or perhaps even a depression, the 

President and Congress worked together to quickly pass historic legislation, including the 

$2 trillion Cares Act.  The money will go further to supporting families, small businesses, 

and municipalities during this difficult period of dislocation. Roughly $250 billion will be 

given to municipalities and hospitals directly for recovery. In addition, the Cares Act 

provides authority to the Federal Reserve (Fed) to buy municipal bonds as part of its 

Quantitative Easing powers.  The Fed also created the Municipal Lending Facility which 

will provide $500 billion dollars in liquidity to municipalities as they seek to navigate the 

temporary period of delayed tax revenue.  Each of these steps was important and timely 

in order to ensure that municipalities didn’t add to the tens of millions citizens that are 

now out-of-work. 
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The municipal bond market was largely unchanged in value for the first quarter, further demonstrating the 

stabilizing role that municipal bonds play in each investor’s broader asset allocation.  As you can see in Figure 1 below, 

municipal bonds continue to deliver taxable equivalent returns, that are among the highest of any asset class, yet carry 

substantially lower risk, over the long-term.  The Bloomberg Barclays Municipal Bond Index returned -0.63% during the 

quarter as the S&P 500 fell by -23.53%.  The relative stability of returns for municipal bonds for the quarter understates the 

temporary volatility the muni market experienced, however.  Even the oft placid waters of the municipal bond market were 

disturbed during the month of March. Some of the largest municipal bond mutual fund and exchange trade fund complexes 

experienced record, retail investor outflows, as small shareholders, desperate to raise cash in light of the capital destruction 

they were witnessing in their equity portfolios, sold their municipal bond funds.  These forced liquidations created enormous 

pressure on the markets diminished liquidity, forcing municipal bond prices lower. While the muni market has recovered 

meaningfully from the dislocation created by retail investor outflows, the market has not yet fully normalized, providing 

extremely attractive investment opportunities for investors able to capitalize on them.    

 

  

Given the unprecedented nature of the global and nationwide shutdowns associated with the response to COVID-

19, we believe it is appropriate to dedicate significant attention to broader municipal credit quality. It is important to begin 

by stating that, over the course of history, during world wars, pandemics, financial crises, and deep recessions, municipal 

bond defaults are extremely rare.  There have been less than 700 rated municipal bond defaults over the 100 years of public 

finance existence.  Roughly 90% of the total notional value of all  municipal defaults, are tied to just four bankruptcies, which 

include Washington Public Power System (Whoops), Jefferson County, AL Water & Sewer, Detroit, MI, and Puerto Rico. Each 

of these defaults were not only predicted by our deep credit research but were also avoided successfully by our team. While 

infrequent, other incidences of default typically involve small, distressed communities and projects with lower levels of 

outstanding debt yet were not in a position to raise revenue through higher taxes or fees.  There are over 55,000 

municipalities across the country that issue municipal bonds. Yet, the default rate has been less than 1% across the entire 

investment grade universe, over the past 50 years, according to Moodys. Having said that, the current environment is unlike 

anything any of us have ever seen before.  Therefore, we must carefully consider what we know with certainty in order to 

avoid credits and sectors with elevated risk. We do know that municipal defaults, while rare, have been most frequent 

among bonds that have no rated at all, that is they are non-rated.  Notwithstanding the extremely limited liquidity associated 

with non-rated bonds, we do not invest in non-rated securities as rule. Given their elevated default risk we do not believe 

they are appropriate for our clients. We also know that the frequency of default is much higher in project finance issuers, 

land-backed deals, multi-family housing, prisons, student loans, and solid waste or resource recovery facilities.  We avoid 

each of these sectors as well, due to the elevated risks. We do invest, however, in large municipalities and not-for-profit  

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

health systems that not only deliver essential services to their constituents, but also have management teams with 

experience and financial flexibility to navigate difficult economic environments, like the one we are in now.  We fully expect 

the issuers we invest in, on behalf of our clients, to continue to deliver stable tax-free cash flow and principal at maturity. 

While the current environment is highly uncertain, we have confidence, not only in the municipal governments in 

which we invest, but we are also, comforted by the notion that the Federal government will continue to support state and 

local governments now and in the future, as evidenced by the recent Cares Act.  Given that we have begun to hear 

government officials projecting the timing lifting of the current lockdown measures, we believe those of us, trapped in our 

homes, can expect to return to some degree of normalcy in the weeks ahead. This should also provide reassurance that the 

worst of the virus outbreak may be behind us, providing the opportunity to focus on the current recession and how we 

might climb out of it over the next several quarters.      

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 newsletter 

(article), 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 or 

information contained in this newsletter (article) serves as the receipt of, or as a substitute for, personalized investment advice from Clinton Investment 

Management, LLC. To the extent that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation, 

he/she is encouraged to consult with the professional advisor of his/her choosing.  The PSN universes were created using the information collected through the 

PSN investment manager questionnaire and use only gross-of-fee returns.  The PSN/Informa content is intended for use by qualified investment 

professionals.  Please consult with an investment professional before making any investment using content or implied content from any investment manager.  

advice from Clinton Investment Management, LLC. A copy of our current written disclosure statement discussing our advisory services and fees is available for 

review upon request. 
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