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We are three-quarters of the way through 2021, and stocks are holding onto meaningful gains. As of September 30, the 
S&P 500® Index was up 15.9% year-to-date while the Russell 2000® Index had gained 12.4%. The third quarter itself was 
a bit more subdued, with the S&P up 0.6% and Russell down 4.4%. We were pleased to see solid relative performance 
from our portfolios as market conditions became more tumultuous. Stocks initially powered through headwinds associated 
with the Delta variant, but weakened late in the quarter alongside fears surrounding supply chain disruptions, waning 
economic stimulus and rising interest rates. In fact, the S&P was down 4.7% for the month of September. We think such 
a breather may be healthy given the torrid pace of gains through August, when the S&P seemed on pace for a record 
number of new highs in a year. 

COVID was a factor during the quarter. Early on, cyclical and 
so-called “reopening” plays lagged the broader market as the 
Delta variant evoked fears of renewed caution on the part of 
consumers and a setback to our economic recovery. More 
recently, however, this dynamic has reversed as vaccination 
rates have improved and case counts appear to be peaking. 
While there is always the threat of a new virus strain, we are 
hopeful the worst is behind us and continue to believe there is 
tremendous pent-up demand for various travel and leisure 
activities. Indeed, we have already witnessed very encouraging 
signs from various holdings in the hotel, concert, theme park 
and casino industries.

Inflation has remained a hot topic. Supply chain disruptions, shortages of various commodities, port congestion, and 
labor constraints have prompted meaningful price increases for many finished goods. Rising energy prices, partially 
driven by the transition to clean energy, are also a factor. These are issues not only for consumers, who are paying up for 
seemingly everything, but also many manufacturing companies that are seeing input costs rise dramatically or even a 
scarcity of raw materials. We’ve recently seen numerous well-known companies reduce near-term earnings expectations 
(sometimes twice in one quarter!) given supply constraints and pressure on profit margins. This phenomenon may prove 
to be transitory. Nonetheless, it reminds us of the importance of investing in companies with pricing power that can offset 
inflationary pressures.

This brings us to the Fed. Understandably, policymakers are under a microscope given the threat of inflation. Fed Chairman 
Powell and his colleagues recognize that price increases could be temporary and are in no rush to significantly tighten 
monetary policy via higher interest rates. It’s also worth noting that tighter policy would do little to address supply chain 
disruptions (the primary source of inflation at the moment), and could prematurely stifle our recovery. Still, the economy is 
recovering nicely from COVID and there is clearly less need for aggressive policy support. Hence, while we do not expect 
any sudden or unexpected policy change that is typically associated with major market disruptions, we do expect policy will 
gradually become less accommodative.

The bigger challenge may be waning support from Congress. We will soon lap the extraordinary fiscal stimulus offered 
during the course of the pandemic (checks to consumers, etc.) and a large infrastructure bill seems to face political 
headwinds. At a minimum, another large spending bill could be the last we see for a while. Then there is the issue of paying 
for all of this extraordinary stimulus. There’s already a movement afoot to raise individual and corporate tax rates. Tax 
increases look like they will be more moderate than initial proposals and should be manageable, but could still be a 
headwind for corporate profits and stock prices. In the meantime, we are also sure to get a healthy dose of partisan 
politics and chicanery that has become commonplace in Washington D.C. We are currently seeing this as leaders bicker 
over raising our country’s debt ceiling. 

Up until very recently, the market has largely brushed aside the aforementioned concerns as well as others, including 
winds of change in China. As we enter the home stretch, it will be interesting to see if markets take a pause or stocks 
continue to be supported by the “TINA” thesis (i.e. “there is no alternative” to stocks given paltry interest rates). We 
continue to argue that valuations are full with the S&P trading at roughly 20x 2022 earnings estimates, but not unreasonable 
in the context of low interest rates. While there may not be much room for continued valuation expansion, stocks may 
be able to appreciate at a rate commensurate with mid-to-high single digit earnings in coming years. This would be in 
keeping with our expectation for more moderate returns than what investors have enjoyed in recent years. Bear in mind, 
the S&P 500 is up over fivefold since the financial crisis, implying annual returns nicely above historical norms. So, while 
returns can still be attractive, in our opinion it seems logical to expect some reversion to the mean. 

Market Returns Q3 2021 YTD

U.S. Large Caps 0.6 15.9

U.S. Mid Caps -0.9 15.2

U.S. Small Caps -4.4 12.4

International Developed Markets -0.4 8.3

Emerging Markets -8.1 -1.2

Intermediate Term Bonds 0.0 -0.9

Source: Morningstar Direct. Please see last page for index definitions.



Fixed Income Market Update
The third quarter had no shortage of market moving headlines. Domestically, investor sentiment was challenged by 

inflation, continued supply chain disruptions, debt ceiling and stimulus debate gridlock, a hawkish Fed pivot, and the 
waning but still present COVID delta variant. Internationally, geopolitical tensions rose with the U.S.’s Afghanistan exit, and 
China growth concerns were highlighted when Evergrande (Chinese real estate developer) missed two debt payments 
in late September. With $300 billion in outstanding company debt, contagion fears surfaced with the Lehman Brothers 
bankruptcy cited as a reference point illustrating the potential far reaching financial and economic impact. 

Looking ahead, the question of reflation or stagflation has surfaced. The recent spike in energy prices and ongoing supply 
shortages begs the question of whether “transitory” headline and core inflation will prove stickier. Global growth and 
relations have shown pockets of weakness, domestic safety nets are expiring and central banks are pivoting from highly 
accommodative posturing.   

Relative Value
The relative value table and heat map illustrate two important insights. First, Treasury rates moved higher as inflation 

concerns persist. Second, high yield bonds and leveraged loans performance illustrated continued reach for yield into 
speculative market segments that trade at rich levels and don’t seem to price in a default rate uptick.
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Source: CreditSights, BofA/ML, S&P/LSTA, Bloomberg.
Treasury=G0Q0, HG=C0A0, HY=H0A0, LL=SPBDPL, Muni=U0A0, Convert=V0S0, Pref=P0P1, Mortgages=M0A0, S&P 500=SPX 

Source: CreditSights, BofA/ML, S&P/LSTA, Bloomberg.
EM Sov is USD EM Soverign BBB & lower index. YTD calculated as of Oct 01, 2021



Treasury Markets
The Treasury curve steepened in 

the third quarter. A tighter monetary 
policy tone pushed short rates 
up. Longer rates moved higher 
incorporating inflationary concerns. 
While the curve is still at historically 
low levels, a 30 year 2% rate coupled 
with duration of 22 years duration 
isn’t too enticing. If that 2% moved 
100 basis points higher to 3%, the 
Treasury bond’s market value would 
fall  approximately 22%. We see 
greater value in the 5 year Treasury 
bond which offers a rate slightly above 
1% and 1/5th the price sensitivity 
(duration) of the 30 year long bond.  

Credit Markets
Credit spreads remain tight, but 

we see pockets of value through 
careful credit selection. This is more 
the exception than the norm, thus 
we continue to also see value in high 
rated credits positioned to withstand 
eventual spread widening. The new 
issue market remains robust ($1.2 
trillion YTD) with new deals pricing 
at minimal concessions due to 
ample domestic fund manager cash 
and continued international buyer 
presence. Issuance continues to favor 
long paper to lock in low borrowing 
costs. This does create a supply 
challenge for investors looking to 
invest in shorter maturities to manage 
duration (interest rate) risk.

Corporate yields remain at 
compressed levels. The recent 
incremental move higher in yields 
was attributable to a US Treasury 
selloff as credit spreads generally held 
up but have begun to show signs of 
fatigue. While many companies have 
taken out high coupon debt over the 
past 18 months, the few outstanding 
high coupon bonds come with 
extremely high prices. This creates 
two challenges – buying high & selling 
low (as bonds naturally drop in price, 
falling to par at maturity) and less 
liquidity for premium priced bonds. 
We are compelled to look for bonds 
that trade at a discount, although it 
is slim pickings. Through fundamental 
and sector work, there is a chance 
to find a mispriced bond trading at 
a discount that will mature at par. 
The caveat to “dumpster diving” is to 
ensure the discount bond isn’t a value 
trap but rather has a legitimate “rising 
star” thesis.
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Source: CreditSights, Bloomberg, LP. Data as of 10/1/2021

Source: BofA/ML Indices (C0A0), CreditSights

Source: CreditSights, BofA 9/30/2021

Source: BofA/ML Indices (H0A0), CreditSights

Oct 1 Change (bp) Oct 1 Change (bp)
2021 Week MTD YTD 2021 Week MTD YTD

  High Grade 89 2 0 -14 Utilities 106 2 1 -13
Financials 77 1 0 -12 High Yield 320 15 5 -66
Industrials 92 1 0 -15
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Important Disclosures
Any opinions expressed here are statements of judgment on this date and are subject to future change without notice. This information may contain forward looking 
predictions that are subject to certain risks and uncertainties which could cause actual results to differ materially from those currently anticipated or projected. The 
information contained herein has been compiled from sources believed to be reliable; however, there is no guarantee of its accuracy or completeness. There is no 
guarantee that a company will continue to pay a dividend. The investment return and principal value of an investment will fluctuate. Small and mid cap company 
stocks may be more volatile than stocks of larger, more established companies. The portfolios may invest in foreign securities  which are subject to additional risks 
such as currency fluctuations, political instability, differing financial standards and the potential for illiquid markets. The information provided in this letter should not 
be considered a recommendation to purchase or sell any particular security. U.S. Government securities are guaranteed as to timely payment of principal and interest 
only. Bonds are subject to market and interest risk; values are expected to decline as interest rates rise. Bonds may not be suitable for all investors. 

Performance shown is historical and is no guarantee of future results. Investing in securities carries risk including the possible loss of principal. 

Data as of 09/30/2021 ©2021 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. 

The BLOOMBERG PROFESSIONAL service, BLOOMBERG Data, and BLOOMBERG Order Management Systems (the ‘Services’) are owned and distributed locally 
by Bloomberg Finance L.P. (‘BFLP’) and its subsidiaries in all jurisdictions other than Argentina, Bermuda, China, India, Japan, Korea (the “BLP Countries”). BFLP is 
a wholly-owned subsidiary of Bloomberg L.P. (“BLP”). BLP provides BFLP with global marketing and operational support and service for the Services and distributes 
the Services either directly or through a non-BFLP subsidiary in the BLP Countries. The Services include electronic trading and order-routing services, which are 
available only to sophisticated institutional investors and only where the necessary legal clearances have been obtained. BFLP, BLP and their affiliates do not provide 
investment advice or guarantee the accuracy of prices or information in the Services. Nothing on the Services shall constitute an offering of financial instruments 
by BFLP, BLP or their affiliates. BLOOMBERG, BLOOMBERG PROFESSIONAL, BLOOMBERG MARKET, BLOOMBERG NEWS, BLOOMBERG ANYWHERE, 
BLOOMBERG TRADEBOOK, BLOOMBERG BONDTRADER, BLOOMBERG TELEVISION, BLOOMBERG RADIO, BLOOMBERG PRESS AND BLOOMBERG.
COM are trademarks and service marks of BFLP, a Delaware limited partnership, or its subsidiares.

Index Definitions:  U.S. Large Caps represented by the S&P 500 Index. U.S. Mid Caps represented by the Russell Midcap® Index. U.S. Small Caps represented by 
the Russell 2000 Index. International Developed Markets represented by the MSCI EAFE Index. Emerging Markets represented by the MSCI EM Index. Intermediate 
Term Bonds represented by the Bloomberg Barclays Intermediate Government/Credit Index. 

The S&P 500 Index is comprised of 500 U.S. stocks and is an indicator of the performance of the overall U.S. stock market. Standard & Poor’s Financial Services LLC, 
a division of S&P Global, is the source and owner of the registered trademarks related to the S&P 500 Index. The Russell 2000® Index measures the performance 
of the 2000 smallest companies in the Russell 3000® Index, representing approximately 8% of the total market capitalization of the Russell 3000. The Russell 1000® 

Value Index measures the performance of the Russell 1000 companies with lower price-to-book ratios and lower forecasted growth values. The Russell 1000® 

Growth Index measures the performance of the Russell 1000 companies with higher price-to-book ratios and higher forecasted growth values. The Russell Midcap® 
Index measures the performance of the 800 smallest companies in the Russell 1000, which represent approximately 25% of the total market capitalization of the 
Russell 1000. London Stock Exchange Group PLC and its group undertakings (collectively, the “LSE Group”). © LSE Group 2021. FTSE Russell is a trading name 
of certain LSE Group companies. “Russell®” is a trade mark of the relevant LSE Group companies and is used by any other LSE Group company under license. 
All rights in the FTSE Russell indexes or data vest in relevant LSE Group company which owns the index or the data. Neither LSE Group nor its licensors accept 
any liability for any errors or omissions in the indexes or data and no party may rely on any indexes or data contained in this communication. No further distribution 
of data from LSE Group is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not promote/sponsor/endorse the 
content of this communication. The Morgan Stanley Capital International Europe, Australia and Far East (MSCI EAFE) Index is an unmanaged index composed 
of the stocks of approximately 1,000 companies traded on 20 stock exchanges from around the world, excluding the U.S., Canada, and Latin America. The Morgan 
Stanley Capital International Emerging Markets (MSCI EM) Index is a capitalization-weighted index of stocks from 26 emerging markets that only includes 
issues that may be traded by foreign investors. The reported returns reflect equities priced in US dollars and do not include the effects of reinvested dividends. 
The Bloomberg Barclays U.S. Corporate High Yield Index measures the U.S. dollar-denominated, high yield, fixed-rate 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 Intermediate Government/Credit Index 
is an unmanaged index composed of debt securities with maturities from one to ten years issued or guaranteed by the U.S. Treasury, U.S. Government agencies, 
quasi-federal corporations and fixed rate dollar denominated SEC-registered corporate debt that are rated investment grade or higher by Moody’s Investors Service 
and Standard and Poor’s Corporation or Fitch Investor’s Service, in that order. The Bloomberg Barclays Municipal Index covers the U.S. dollar-denominated long-
term tax exempt bond market. The Bloomberg Barclays U.S. Government/Credit Bond Index measures the non-securitized component of the U.S. Aggregate 
Index.  It includes investment grade, U.S. dollar-denominated, fixed-rate Treasuries, government-related and corporate securities. The Bloomberg Barclays U.S. 
1-3 Year Government/Credit Index includes all medium and larger issues of U.S. government, investment-grade corporate, and investment-grade international 
dollar-denominated bonds that have maturities of between 1 and 3 years and are publicly issued. The Bloomberg Barclays U.S. 1-5 Year Government/Credit 
Index measures the performance of U.S. dollar-denominated U.S. Treasury bonds, government related bonds (i.e., U.S. and non-U.S. agencies, sovereign, quasi-
sovereign, supranational and local authority debt) and investment grade U.S. corporate bonds that have a remaining maturity of greater than or equal to one year 
and less than five years. The Bloomberg Barclays Intermediate Corporate Index The Index measures the investment grade, fixed-rate, taxable corporate bond 
market. It includes USD denominated securities publicly issued by US and non-US industrial, utility and financial issuers. For a portfolio of bonds, average effective 
maturity is the weighted average of the maturities of the underlying bonds. The Bloomberg Barclays Intermediate US Govt/Credit Index is a broad-based flagship 
benchmark that measures the non-securitized component of the US Aggregate Index with less than 10 years to maturity. The index includes investment grade, US 
dollar-denominated, fixed-rate treasuries, government-related and corporate securities. 

The ICE BofA US High Grade Corporate Master Index tracks the performance of US dollar denominated investment grade corporate debt publicly issued in the 
US domestic market. The ICE BofA US High Yield Master Index tracks the performance of US dollar denominated below investment grade corporate debt publicly 
issued in the US domestic market. All information provided by ICE is owned by or licensed to ICE. ICE retains exclusive ownership of the ICE Indices, including the 
ICE BofAML Indexes, and the analytics used to create this analysis ICE may in its absolute discretion and without prior notice revise or terminate the ICE information, 
Indices and analytics at any time.

A security’s credit rating is the grade a rating agency assigns to indicate the risk of default and, in some cases, takes into consideration the potential loss to investors 
in the event of default. Further information and a more extensive discussion on credit ratings can be found on the SEC’s website. Users are cautioned that rating 
agencies may assign different meanings to similar terms.

www.sec.gov/ocr

An investor cannot invest in these indices and their returns are not indicative of the performance of any specific investment. 


