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Q3 Market Rundown:   

Performance was muted across equity and bond markets last 

quarter, but there was plenty of good news for investors. 

Corporate profits surged +10.5% and now reside well above pre-

pandemic levels. Perhaps more impressive than the jump in 

profits was the ability of companies to shrug off inflationary 

pressures and expand margins to record highs. U.S. consumers 

appear to be in fantastic shape. Household debt service as a 

percentage of disposable income has never been lower. 

Household net worth and real median household income have 

never been higher. The Covid pandemic remains a headwind for the economy. Still, it appears there 

has been good progress in the global vaccine rollout, and exciting new treatment options are 

becoming available. Inflation fears have subsided, but it’s too early to say we are in the clear. 

Federal Open Market Committee (FOMC) members expressed concern at their September meeting 

that inflationary forces may be less “transitory” than they once believed. As a result, monetary 

tightening is anticipated sooner than expected to prevent the economy from overheating. The 

FOMC indicated tapering would begin by reducing bond purchases this year, followed by up to six 

or seven rate hikes by the end of 2024. We would welcome a gradual uptick in rates into the 3-4% 

range as gauged by the 10-year U.S. treasury rate and feel client portfolios are well-positioned to 

benefit from that scenario.    

The Impact of Rising Rates: 

The impact of rising rates on equity and real estate investments depends on the speed of change 

and the level of rates. Regarding speed, a rapid change in rates, either up or down, has historically 

been a headwind for asset prices. The level of rates is an essential factor in how investors discern 

the present value of assets via “discounted cash flow” or “DCF” analysis. According to the time 

value of money principle, money in hand today is more valuable than the same amount in the 

future. To account for this, investors apply a “discount rate” comprised of the risk-free rate of 

interest and a risk premium to future cash flows to arrive at a present value estimate. In other 

words, what would one be willing to pay today for those future cash flows? The higher the discount 

rate becomes, the less an investor would pay today for each dollar of future cash flows (and vice 

versa). Our base case scenario is for interest rates to remain near historically low levels, and we 

expect the Federal Reserve to do its best to avoid a rapid change. As such, we expect interest rate 

conditions will remain favorable for stocks and real estate investments in the coming years.  
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Q3 2021: -1.01% +.58% -4.36% -.35% -7.97% +.09% -.74% 

YTD: +11.79% +15.92% +12.41% +8.79% -.99% -1.47% -7.45% 

https://tradingeconomics.com/united-states/corporate-profits#:~:text=Corporate%20Profits%20in%20the%20United%20States%20averaged%20540.25%20USD%20Billion,the%20first%20quarter%20of%201951.
https://www.axios.com/profit-margins-record-high-rising-inflation-e48151ba-139b-475a-a611-b81a0ead39ba.html
https://fred.stlouisfed.org/series/TDSP
https://www.federalreserve.gov/releases/z1/dataviz/z1/balance_sheet/chart/
https://fred.stlouisfed.org/series/MEHOINUSA672N
https://www.cnbc.com/2021/10/05/merck-covid-pill-who-says-antiviral-is-good-news-as-it-awaits-data.html
https://news.yahoo.com/fed-fomc-monetary-policy-decision-september-2021-141145429.html
https://www.investopedia.com/terms/d/dcf.asp
https://www.investopedia.com/terms/t/timevalueofmoney.asp
https://www.investopedia.com/terms/t/timevalueofmoney.asp
https://www.investopedia.com/terms/d/discountrate.asp
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For bonds, the short-term relationship with interest rates is relatively easy to understand; bond 

prices move inversely to interest rates. Thus, an increase would be a near-term headwind for bond 

prices. However, rising rates can be a long-term positive for bond investors, especially those using 

them for retirement income. Analysis done by PIMCO has shown a strong relationship between the 

starting yield of an investor’s bond portfolio and their subsequent ten-year returns.  The only time 

investors have earned higher returns vs. their starting yield has been in a gradually rising interest 

rate environment – a time we may be entering now.  

What in the World? 

Turmoil in Washington D.C. and various concerns involving China contributed to a pickup in 

volatility towards the end of the third quarter. We are fielding many questions on these subjects 

and want to share our thoughts.  

Washington D.C.:  

Before I begin, in these partisan times, please know we are not “taking sides” here but instead 

attempting to assess the implications of events for investors. This is not déjà vu; there was yet 

another debt ceiling debate at the U.S. government. Legislators reached a deal to extend the 

discussion until early December 2021, but this will continue making headlines. To raise the debt 

ceiling, Democrats will likely have to go it alone. Senate Republican leader Mitch McConnell 

recently expressed that since Democrats have the power, it’s their responsibility. Democrats could 

lift the debt ceiling without help from Republicans via a majority vote in the Senate as part of the 

budget reconciliation process. Still, they are divided on how to proceed. Policymakers are getting 

creative to try and resolve the issue. One zany idea I came across is the minting of a trillion-dollar 

coin. While the U.S. has never defaulted on its obligations, past turmoil hasn’t gone without impact. 

The 2011 debt ceiling debate resulted in a downgrade of U.S. debt by rating agency Standard & 

Poor’s. This game of chicken may further damage global faith in U.S. political stability, which could 

have far-reaching impacts. From a financial planning standpoint, it seems like we will have to wait 

even longer than expected to see what proposed tax code changes will look like, and there may be 

no changes for this year. We recommend preparing for various potential outcomes but exercising 

patience before making significant financial changes.  

China:  

Chinese equities are in a freefall. From February 17th – September 30th, the MSCI China ETF (MCHI) 
declined by -30.59%. Over the same time, the S&P 500 ETF (IVV) is up +11.04%. Chinese stocks look 
relatively cheap after the decline, and China is undoubtedly an exciting emerging market with many 
great businesses. However, we do not view this as a buying opportunity for two reasons. 

Firstly, the “endogenous” risks within the Chinese financial system are extraordinarily high even by 
emerging market standards. After taking a deep dive into these issues back in 2019, we determined 
it was simply too hard to quantify these risks, so we eliminated exposure to Chinese equities across 
client portfolios. We could not justify as fiduciaries investing client capital there. Our fears of 
serious endogenous risks were corroborated by multiple warnings from the Securities and Exchange 

https://www.bbc.com/news/world-us-canada-58835517
https://thehill.com/homenews/senate/575159-mcconnell-respectfully-tells-biden-its-time-for-democrats-to-raise-debt
https://www.wsj.com/articles/democrats-debate-path-forward-on-debt-ceiling-11633452263?mod=hp_lead_pos6
https://www.axios.com/trillion-dollar-platinum-coin-mint-janet-yellen-223e7722-d7ba-47c9-b5f6-49a841d181de.html
https://www.axios.com/trillion-dollar-platinum-coin-mint-janet-yellen-223e7722-d7ba-47c9-b5f6-49a841d181de.html
https://money.cnn.com/2011/08/05/news/economy/downgrade_rumors/index.htm
https://www.risk.net/definition/endogenous-risk#:~:text=Endogenous%20risk%20is%20the%20risk,from%20outside%20the%20financial%20system.


 

3 
By:  M. Euston MS, CFP© 

HWM OCTOBER 2021 NEWSLETTER 

Commission (SEC). Please refer to this disclosure from this SEC last year and the recent September 
20th SEC warning on the VIE structure if you want to learn more.  

Secondly, we feel “exogenous” risks from 
outside the Chinese financial system will 
intensify. The recent decline in Chinese equities 
appears closely tied to these developments. 
The initial decline coincided with an 
announcement by government officials that 
China would be moving away from a capitalist-
like economic model towards a more heavy-
handed interventionist approach. In a January 
speech, President Xi Jinping declared, “China 
has entered a new stage of development,” The 
goal, he said, is to build China into a “modern 
socialist power.” Subsequent events, like the collapse of Chinese real estate giant Evergrande added 
fuel to the fire sparking fears of a “Lehman Brothers” moment that could potentially lead to 
contagion. To provide some perspective on how impactful a collapse in Chinese real estate could 
be, consider that China is the world’s second-largest economy. Real estate activities account for 
almost 1/3 of their GDP and represent 76% of the total market value of Chinese financial assets. Our 
best guess as to the outcome here is that since real estate is essential to the Chinese economy, 
government officials will intervene to stop the risk of contagion. Maybe the most alarming 
exogenous risk factor is the deteriorating relationship between China and Taiwan. Military tensions 
are the worst in 40 years, and Taiwan’s Foreign Minister Joseph Wu said his country is preparing for 
a Chinese invasion. U.S. troops are in Taiwan to assist with military training exercises. 

At Heirloom, we take pride in not “overreacting” to news flows or market undulations. However, 
we feel this is a situation where most major market participants are underestimating risk. In 
conversations with investment giants BlackRock, Vanguard, and American Funds, none have taken 
significant action to reduce exposure to China. Moreover, prominent index providers like MSCI have 
increased their allocation weights to Chinese markets. We could be proven wrong, and eliminating 
exposure to Chinese equities was a mistake, but we do not feel compelled to change our views even 
after the sizable pullback. 

The information published herein is provided for informational purposes only, and does not constitute an offer, 

solicitation or recommendation to sell or an offer to buy securities, investment products or investment advisory 

services. All information, views, opinions and estimates are subject to change or correction without notice. Nothing 

contained herein constitutes financial, legal, tax, or other advice. The appropriateness of an investment or strategy 

will depend on an investor’s circumstances and objectives. These opinions may not fit to your financial status, risk 

and return preferences. Investment recommendations may change, and readers are urged to check with their 

investment advisors before making any investment decisions. Information provided is based on public information, 

by sources believed to be reliable but we cannot attest to its accuracy. Estimates of future performance are based on 

assumptions that may not be realized. Past performance is not necessarily indicative of future returns. 

Investment Advisory Services offered through Heirloom Wealth Management LLC, a Registered Investment Adviser. 

Housing is a huge percentage of China’s financial assets 

compared to the U.S. or Japan.  Source: GS  

https://www.sec.gov/corpfin/disclosure-considerations-china-based-issuers
https://www.investor.gov/introduction-investing/general-resources/news-alerts/alerts-bulletins/investor-bulletins-95
https://www.hvst.com/posts/exogenous-vs-endogenous-risk-it-is-an-endogenous-risk-year-XOMT8La4
https://www.wsj.com/articles/xi-jinping-term-tencent-alibaba-crackdown-communist-party-ideology-authoritarian-11632079586
https://www.wsj.com/articles/xi-jinping-term-tencent-alibaba-crackdown-communist-party-ideology-authoritarian-11632079586
https://www.wsj.com/articles/xi-jinping-aims-to-rein-in-chinese-capitalism-hew-to-maos-socialist-vision-11632150725
https://www.cnn.com/2021/09/24/investing/china-evergrande-group-debt-explainer-intl-hnk/index.html
https://www.bbc.com/news/world-asia-58812100
https://www.cbsnews.com/news/taiwan-china-war-us-warning-record-number-chinese-military-flights/
https://www.cbsnews.com/news/taiwan-china-war-us-warning-record-number-chinese-military-flights/
https://www.reuters.com/world/china/us-troops-rotating-into-taiwan-training-sources-2021-10-07/
https://www.cnbc.com/2019/11/07/index-provider-is-putting-more-weight-on-china-raising-controversy.html


 

4 
By:  M. Euston MS, CFP© 

HWM OCTOBER 2021 NEWSLETTER 

 

 


