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S&P 500 Index 0.58 30.00 S & P 400 Index -1.76 43.68 Russell 2000 -4.36 47.68
Large Cap Blnd Avg -0.02 29.57 Mid Cap Blnd Avg -0.77 37.41 Small Cap Blnd Avg -2.00 49.29
S&P 500 Growth 1.87 28.86 S&P MC 400 Growth -1.95 33.26 Russell 2000 Growth -5.65 33.27
Large Cap Gr Avg 0.15 26.17 Mid Cap Gr Avg -0.22 31.75 Small Cap Gr Avg -2.33 36.54
S&P 500 Value -0.85 32.02 S&P MC 400 Value -1.60 55.72 Russell 2000 Value -2.98 63.92
Large Cap Val Avg -0.81 34.79 Mid Cap Val Avg -1.46 45.88 Small Cap Val Avg -1.97 62.57

* Category average calculated using Morningstar Direct . Fund universe screened to include 

funds that meet the following criteria:
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Category Average*

3rd Q 
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Mos.
   A.       M-Star Category consistent with designated asset class and management style.

MSCI EAFE -1.03 22.96    B.       M-Star Style Box consistent with designated management style.

Intl Equity Avg -1.27 24.45    C.       Fund’s Objective consistent with asset class.

   D.      Excludes Index Funds.

Selected Benchmark and Category Average Total Returns

We have not independently verified Morningstar  data.

Large Cap Equity Mid Cap Equity Small Cap Equity

International Equity

economy (where real estate makes up 
~20% of GDP and is a major store of 
household wealth). Stock indexes 
retreated across the board only 
beginning to wabble back up when 
the Peoples Bank of China injected 
liquidity enabling its behemoth 
borrower to make a payment.  
 
It is distressing to witness the power 
China wields with internal policy 
decisions, like limiting children’s 
gaming time and regulating 
technology and education companies 
out of business.  Forcing companies 
financed by foreigners to abandon 
profits in favor of the Party’s 
“common prosperity” initiatives 
should tarnish investors’ appetites. 
Then again, China’s iron fist may 
successfully reform troubled sectors 
without triggering systemic collapse 
and foster a slower but steadier 

expansion that could make a 
positive contribution to global 
economies. 
 
The S&P 500 dropped almost -5% 
in stormy September ending the 
quarter up just 0.6% - still 15.9% 
higher year-to-date. Growth and 
Value stocks traded places almost 
daily but the S&P Growth Index 
ultimately pulled ahead 4.9% over 
the Value variety, down -0.9%.  
 
The S&P 400 Mid Cap Index 
sloughed off -1.8% and the Russell 
2000 Index retreated -4.4%. Mid 
and Small Cap Value stocks held 
their leads despite a reversal in 
Q3’s preferences.  Year-to-date 
they are up 18.2% and 22.3%, 
respectively, versus 9.6% and 2.8% 
for Growth counterparts.  
 

Financial markets breezed 
through the first two months of 
Q3 on a sea of tranquility. The 
S&P 500 hit a record breaking 54th 
new annual high in late August.  
Coming into September, the index 
hadn’t dipped -5% or more since 
October of 2020. Not hurricane 
Ida, Covid resurgence, inflation or 
the UN’s  “code red for 
humanity” report darkened 
investors’ horizons until clouds 
gathered in September. 
 
China’s second largest real estate 
development firm, Evergrande, 
set off alarms when it threatened 
to stiff foreign bond holders of 
$84 million in interest payments. 
Rumors of the company’s demise 
disquieted global markets with 
fears about the deleterious trickle-
down effects of a stalled Chinese 
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The term Fixed Income inspires visions of a steady 
stream of interest and ultimately repayment of principal. 
Supposed to be easy and boring, but we all know labels 
can be deceptive.  This age-old moniker is actually 
attached to things as simple as bank CDs and as complex 
as CMO derivatives. For many years we favored an 
approach to meeting a Conservative Fixed Income 
(“CFI”) portfolio component using short-term (less than 5 
years to maturity), extremely high quality (rated A or 
better, FDIC insured or pre-refunded) securities with no 
plausible default risk. By laddering out individual issues 
maturing periodically, we managed the risk of rising 
interest rates. We constructed portfolios to meet liquidity 
needs without selling and a continuous flow of coupon 
interest and redemption proceeds became available for 
reinvestment at higher rates.  If rates fell, a significant 
portion would still be invested in higher yielding notes. 
Sweet, simple and inexpensive, this program provided 
clients with reliable, accessible capital at a reasonable 
return, responsive to inflation. 
 
In marches the late 2008 Credit Crisis.  Rates on securities 
meeting our selection criteria plummeted as the Fed 
scrambled to get the economy back on its feet and 
investors chased safe havens.  Returns have stayed 
stubbornly low since then, except for a brief period 
beginning in 2018, and more recently have scarcely 
edged over money markets. We, therefore, began to use a 
handful of Fixed Income mutual funds to juice results – 
ideally without undue exposure to market risk. As 
scrupulous as we have been in selecting managers, there 
are two key differences between our CFI ladders and 
these funds – investors must sell shares in a fund to 
spend the money and they necessarily assume a greater 
degree of risk – hence the higher return potential. Since 
we are using open-ended mutual funds, the share or unit 
prices will change with fluctuations in the value of 
underlying positions – just like a stock fund. For this 
reason, we have avoided investing capital with a very 
short-term time horizon in funds. Stingy yields are the 
price one pays for absolute security. 
 
It is almost a foregone conclusion that market interest 
rates will go up – although precisely when and at what 
pace is unpredictable.  While still ridiculously low by 
long-term historical standards, the 10-year Treasury 
spiked in Q1 2021 by almost 53% (a move from .9% to 
1.75% in a matter of weeks).  The US Aggregate Bond 
Index dropped -3.8%, its worst quarterly showing since 
1994.  The 30-year Treasury suffered its worst quarterly 
loss since 1976 at -15.6%.  Not what an investor holding 
the purported safest asset on the planet expects – unless 
you understand maturity risk. As our readers know, the 
price of a bond goes down if market interest rates go up.  

In For the Duration 
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The longer the maturity the greater the probability 
there will be a change in market conditions that has a 
negative impact on the value of what you own – 
unless you were lucky/smart enough to buy 30-year 
Treasuries in 1982.  
 
Investor sentiments can also show up in price 
volatility.  Concerns about inflation and Fed induced 
rate increases can dampen demand for Fixed Income – 
whether or not those conditions materialize.  
Similarly, assets that command a higher yield because 
of poorer credit quality often lose value when the 
economy stalls because they are shunned by investors 
fearing default. We have reason to believe the folks 
calling the shots for the mutual funds we suggest are 
skillful and have a variety of tools at their disposal to 
navigate choppy Fixed Income markets – but they 
achieve return premiums by taking both maturity and 
credit risk.  
 
Duration is an important statistic to consider when 
evaluating Fixed Income strategies.  It is different than 
maturity.  For example, a bond with a higher coupon 
rate purchased at a premium will have a lower 
duration than a bond purchased at par with the same 
maturity.  The holder of the former receives a return of 
principal with each above market interest payment.  
Theoretically, duration measures the sensitivity of 
debt securities to changes in interest rates.  The higher 
the duration the more dramatic the reaction to a shift.  
For every year of duration, a 1% fluctuation in 
external rates should move the price by about 1%.  For 
example, with a duration of 7, if market rates go up or 
down by 1% the price should change by 7%. 
 
Mutual funds publish average duration as well as 
credit quality, maturity and many other fun facts.  We 
know what the prospectus’ say about managers’ 
mandates and acceptable exposure to various levels of 
credit and maturity risk.  In view of the chance that 
rates will resume an upward trajectory, we thought it 
prudent to examine how funds we use have behaved 
when facing this challenge in the past (remember past 
performance does not predict or guarantee the future).  We 
identified four fairly recent intervals to study.  
 

1. May 1, 2013 to September 10, 2013 (Taper 
Tantrum) 

2. July 5, 2016 to December 15, 2016 (Brexit & 
U.S. Election) 

3. September 7, 2017 to November 11, 2018 
(Quantitative Tightening) 

4. August 4, 2020 to March 31, 2021 (COVID 
Recovery) 
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On each beginning date the 10-year Treasury yield 
clocked in at a low for the period and the end date marks 
its peak prior to a decline. The rate uptick for each episode 
was inspired by a catalyst – as noted above.  The 
following chart presents the returns of selected funds 
during those terms.   
 
Clearly, the funds did not respond uniformly to the same 
market conditions. The degree to which values declined 
was also not directly correlated to the percentage change 
in Treasury rates.  For instance, negative reactions to the 
2013 Taper Tantrum were the most drastic even though 
rates changed to a greater degree during two other 
periods. One explanation is that the Fed surprised 
investors with talk of tapering asset purchases. Fearing 
both a run up in rates and diminished liquidity, they 
defensively dumped bonds – an overreaction with 
hindsight.   
 
Why did some funds prosper when theory says they 
shouldn’t? Can we predict how a Fixed Income portfolio 
will respond to evolving circumstances? Duration is 
generally thought to explain ~75% of the impact rate 
changes have on price - when there is a “parallel” move 
e.g. the yield curve moves up or down but doesn’t flatten 
or steepen. More complicated gauges measure sensitivity 
to variation in curvature and steepness as well. Dynamics 
within a portfolio influence its response to alterations in 
the marketplace such as “positive convexity” – a term that 
characterized portfolios dominated by higher coupon 
securities whose prices go up faster when rates decline 
than they fall when rates go up.  As previously noted, 
many fund managers deploy derivatives, swaps and other 
tools to control volatility and to capitalize on anomalies.  

These strategies incur additional cost and there is 
always a risk that they are used ineffectively. 
 
During the Taper Tantrum, when funds experienced 
the largest declines, those with lower duration 
generally held up better.  PIMCO Low Duration and 
Vanguard ST Inv Grade sported average durations of 
2.67 and 2.31, respectively.  Vanguard held steady 
whereas PIMCO’s duration fluctuated ending the 
period at just over 2.  PIMCO’s loss was consistent 
with the effective duration formula but the Vanguard 
fund dropped less than it should have. Vanguard 
High Yield went into the Tantrum with a duration of 
6.23.  Goldman Sachs Dynamic averaged 6.44.  They 
both dropped -7.65%, less than predicted by the 
simple formula. PIMCO Total Return’s duration at 
the beginning of the period was 4.73 but climbed to 
5.82 in June and averaged 4.42 in September. PGIM 
Total Return went into the storm with one of the 
higher durations at 5.34 and ended at 6.11, yet its loss 
was on a par with PIMCO’s. 
 
Funds across the board lost less than the duration 
formula predicted in the Brexit/Election rate spike.  
PIMCO Low Duration at ~2 lost just -4 basis points. 
Vanguard High Yield Tx Ex had the longest duration 
at over 6 but was down -5.58% during that interval.  
How did PIMCO Income with a duration of 2.46 
manage to advance 3.3% when its peers were all in 
the red?  There is a notable divergence in results 
during Quantitative Tightening and Post Covid 
terms from expectations based on the simple effective 
duration formula. Vanguard High Yield once again 
boasted the longest duration but kept its head above 

 

Total Returns During Rising Rate Episodes 

  Ticker 

Taper 
Tantrum 

5/1/2013 to 
9/10/2013 

Brexit and 
US Election 
7/5/2016 to 
12/15/2016 

Quantitative 
Tightening 
9/7/2017 to 
11/8/2018 

COVID 
8/4/2020 to 
3/31/2021 

Beginning Yield 10 Yr Treasury   1.66% 1.37% 2.05% 0.52% 

Ending Yield 10 Yr Treasury  2.96% 2.60% 3.24% 1.73% 

Nominal Change 10-YR Treasury Yield   1.3% 1.23% 1.19% 1.21% 

Pct Chg in Yield 10 Yr Treas   78.3% 89.8% 58.1% 232.7% 

Number of Days   133 164 428 240 
            

Vanguard Short-Term Investment-Grade Adm VFSUX (1.21) (0.84) (0.23) 0.68  

Dodge & Cox Income DODIX (3.12) (0.63) (0.77) (0.74) 

PIMCO Low Duration Instl PTLDX (2.60) (0.04) (0.08) 0.76  

PIMCO Total Return Instl PTTRX (5.77) (3.17) (2.32) (2.08) 

PGIM Total Return Bond Z PDBZX (5.74) (3.07) (1.86) (2.86) 

PIMCO Income Instl PIMIX (3.57) 3.34  0.89  5.80  

Vanguard GNMA Adm VFIJX (4.56) (2.57) (1.86) (0.40) 

Thornburg Intermediate Municipal Inst THMIX (4.28) (4.36) (0.80) 0.66  

BBH Intermediate Municipal Bond I BBIIX n/a (2.77) 0.25  0.32  

Vanguard Ltd-Term Tx-Ex Adm VMLUX (1.27) (1.82) (0.30) 0.84 

Vanguard Interm-Term Tx-Ex Adm VWIUX (5.28) (4.36) (1.10) 0.68  

Vanguard High-Yield Tax-Exempt Adm VWALX (7.65) (5.58) 0.24  2.70  

Goldman Sachs Dynamic Municipal Inc Inst GSMTX (7.65) (3.82) 2.07  2.90  



 
water as rates rose.  PGIM and PIMCO Total Return were both down -2%+/- in both periods but considerably less 
than their durations would suggest.  These examples convince us that we do not need to fear active Fixed Income 
mutual funds facing the possibility of rising market rates solely on the basis of their duration statistics. 
 
Managers try to balance the tradeoffs between yield and risk.  Too conservative and they have a tough time beating 
money market.  Too aggressive and they risk losses that take time to recover. The chart below shows the number of 
days it took several more volatile funds to recover from peak draw down. Vanguard High-Yield Tx Ex had the highest 
duration and yield and took the biggest nosedive in the Taper Tantrum.  It recovered more quickly than others that 
time, but not in the next period. This fund barely skipped a beat Post Covid. There are obviously things happening 
behind the basics that influence outcomes under stressful market conditions. PIMCO Low Duration, Total Return and 
Income consistently made use of derivatives during each of the phases we examined. They also varied exposure to US 
Government securities. 
 

Number of Days to Recovery From Peak Draw Down 

Fund Ticker Taper 
Tantrum 
5/1/2013 to 
9/10/2013 

Brexit and 
US 
Election 
7/5/2016 to 
12/15/2016 

Quantitative 
Tightening 
9/7/2017 to 
11/8/2018 

Post 
COVID 
8/4/2020 to 
3/31/2021 

Dodge & Cox Income DODIX 202 18 290 152 

PIMCO Total Return Instl PTTRX 337 116 232 106 

PGIM Total Return Bond Z PDBZX 294 112 230 115 

Vanguard GNMA Adm VFIJX 237 154 338 163 

Vanguard High-Yield Tax-Exempt Adm VWALX 217 229 133 29 

 
Vanguard ST Inv Grade, PIMCO Low Duration and Vanguard LTD-Term Tx-Ex have kept duration under wraps and 
weathered rising rates well, but their total returns over time have been less enticing.  Still, better than a money market 
and at an acceptable level of volatility. The best performer over the past decade has been PIMCO Income at over 7%, 

annualized, and its duration is currently on the short end of the spectrum while its yield is on the high end.  Coming in 
second is Vanguard High Yield Tx-Ex.  Its label is somewhat misleading – overall credit quality is good and its 
duration is currently reasonable at 5.   
 

Current Yield and Duration 10/1/2011 - 
9/30/2021 

Name Ticker SEC Yield Average Eff 
Duration 

Total Return - 10 
Year 

Vanguard Short-Term Investment-Grade Adm VFSUX 0.96 2.80 2.64 

Dodge & Cox Income DODIX 1.52 5.20 4.25 

PIMCO Low Duration Instl PTLDX 0.32 1.47 2.09 

PIMCO Total Return Instl PTTRX 1.44 5.54 3.91 

PGIM Total Return Bond Z PDBZX 1.71 7.57 4.48 

PIMCO Income Instl PIMIX 2.59 1.87 7.08 

Vanguard GNMA Adm VFIJX 1.22 2.29 2.35 

Thornburg Intermediate Municipal Inst THMIX 0.38 4.47 3.20 

BBH Intermediate Municipal Bond I BBIIX 0.53 4.38 N/A 

Vanguard Ltd-Term Tx-Ex Adm VMLUX 0.37 2.32 1.79 

Vanguard Interm-Term Tx-Ex Adm VWIUX 0.81 4.27 3.53 

Vanguard High-Yield Tax-Exempt Adm VWALX 1.60 5.04 5.14 

Goldman Sachs Dynamic Municipal Inc Inst GSMTX 1.12 4.95 4.48 

 
While we can’t predict precisely how rising market interest rates will be manifested in the funds we studied, historical 
experience suggests that setbacks won’t be catastrophic and they will ultimately recover.  The key is to make sure we 
use funds with more conservative attributes for capital with short-term time horizons and save the higher risk type for 
capital that can afford to simmer for as long as a year.   
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remained unfilled at the end of Q3.  Yet there are still 
8.4 million unemployed Americans. The expiration 
of extended unemployment benefits has so far failed 
to rouse the workforce. There may be systemic 
changes in play that will take time to resolve. Not 
surprisingly, the immediate response has been an 
increase in wages - ~9% for hospitality/restaurant 
and 6% for warehouse workers, for example. Labor 
shortages are not confined to the US but plague 
global efforts to loosen bottlenecks and feed 
recoveries. 
 
Prospects for higher paychecks did little to prop-up 
the sharply decaying University of Michigan 
Consumer Confidence metric.  This gauge of 
willingness to spend and optimism about long-term 
economic prospects fell to its lowest point in a 
decade, accompanied by heightened near-term 
inflationary expectations. Depressed sentiments are 
not always leading indicators of impending 
recession. They can be emotionally driven by events 
such as devastating natural disasters or a stubbornly 
persistent virus and are not always self-fulfilling. 
 
Inflationary expectations baked into the bond market 
are modest – possibly because participants recognize 
that the CPI component stimulating ascending 
statistics is very sensitive to supply trends.  US 
factory capacity is up but still historically low.  
Changes in prices for the types of things that end up 
imbedded in an inflation trend have barely budged.  
 
Response to the Fed’s reiterated intent to taper asset 
purchases and possibly raise rates next year has been 
relatively tranquil.  Bloomberg-Barclays U.S. Agg 
Bond Index gained 0.05% in Q3 but remains -1.6% 
lower YTD. The 10-year Treasury yield ramped up 
20 bps during September but at 1.5% hardly suggests 
rampant inflation is around the corner.  
 
There is a technical reason rates on US Treasuries are 
stuck in the mud.  They remain the most liquid, 
high-quality securities available with a positive 
yield.  Another factor keeping a lid on US rates is 
rebalancing activity within pension funds that need 
to scrape the cream off profitable equities.  Still, the 
disconnect between inflation and yields isn’t 
sustainable.  Either inflation dissipates or yields on 
Fixed Income securities rise.  In any event, demand 
should absorb the bonds rolling off the Fed’s balance 
sheet without disruption. 
 

  
 

 

 
 
 
 
 
 
 
 
 
 

  

Developed International equities represented by the 
MSCI EAFE Index also backpedaled -1% in Q3 and 
have returned 6.2% for the year. Despite our many 
challenges, the U.S. dollar regained strength shaving 
off more than half of the Index’s 14.2% return in terms 
of local currencies. The MSCI Emerging Markets Index 
fell -8.1% during the quarter. Evergrande combined 
with resumed pandemic shutdowns and surging 
energy prices intimidated investors.  
 
Energy inflation in the Eurozone is over 15%, 
annualized.  As of this writing WTI crossed over $80 
and Brent is at $85 – more than double this time last 
year. Natural gas spiked with a pickup in demand and 
low storage levels. In the U.K. stagnant weather 
knocked wind turbines offline heightening the need 
for alternatives to plug the power gap. Electricity 
prices peaked in September at 7x higher year over 
year. Similar narratives resound across Europe fueling 
concerns that skyrocketing prices could slam the 
breaks on a nascent economic recovery while driving 
up inflation – a foul mixture known as stagflation.  
 
China placed limits on energy consumption to combat 
higher prices and meet emissions targets. Factories 
temporarily halted production including companies 
that make components for Apple, Intel, Qualcomm 
and others further stressing choked up supply chains. 
 
The pace of rising US inflation rates paused in August, 
but a variety of factors are likely to reignite – at least 
for a while.  Spenders donned their masks spurring a 
.7% jump in August retail sales – despite sluggish 
movement of cars off lots. Manufacturing activity in 
September continued a 16 month growth trend. The 
PMI report, however, laments slower supply 
deliveries, extending backlogs, shrinking customer and 
bloated manufacturer inventories.  
 
The supply chain freeze that started with Covid 
closures intensified as ships jam ports and containers 
pile up waiting for scarce truckers and warehouse 
capacity.  Erratic revival of air travel hasn’t helped - 
passenger planes carry about half of all air freight. 
 
Shipping costs have exploded and are showing up in 
the price of everything. These conditions are clearly 
related to disconnects in rebounding demand versus 
accessible supply.  Another disconcerting disconnect is 
apparent in the US labor market.  While Biden fights to 
fund an immense “stimulus” package, 10 million jobs 
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Blue Skies…Gone Gray (Continued 
from page 1) 
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Congress could eliminate the rate suppressing 
exuberance for US dollars and Treasuries if it 
doesn’t address the debt ceiling issue when it arises 
again in December. Just because it hasn’t ever 
happened doesn’t mean our bickering legislators 
couldn’t trigger a default.  Hopefully some common 
sense will prevail on Capitol Hill and a more 
permanent approach to averting potential financial 
disaster will be adopted. 
 
We can’t blame Covid fighting stimulus packages 
for the recent bout of inflation because they haven’t 
fired up the money supply multiplier or velocity.  
Savings rates are historically high (maybe because 
Congress’s rushed, sloppy work put cash in the 
accounts of many who didn’t really need it!).  They 
are considering another round of spending with an 
enormous price tag. Continued debt-financed 
spending on unproductive programs could be a 
recipe for stagflation. 
 
The prospect for corporate tax rate hikes seems to be 
priced into financial markets.  There are a myriad of 
unpleasant measures affecting individual taxpayers 
under consideration. Anyone with an IRA 
(including Roth) approaching $10 million might 
want to raise a ruckus over provisions in the House 
proposal to accelerate withdrawals. If they raise the 
top marginal rate to 39.6% without restoring state 
income tax deductions some people will be sending 
more than 50% of their hard-earned income to 
governments.  Gross income above $5 million may 
get hit with another 3%.   
 
It comes as no surprise that they propose to lower 
the estate tax threshold to the pre-2018 level and 
close down a technique or two used to leverage 
lifetime gifts.  The only way to circumvent some of 
this is to make really large gifts prior to enactment.  
Not an attractive option for many people but we are 

happy to discuss this in the context of your 
situation.  
 
Interestingly, speculative appetites diverged 
markedly over the past year.  Demand for riskier 
credit remained strong sending yields on bonds 
rated CCC or below to record lows.  Private equity 
firms staged a leveraged buyout (“LBO”) bonanza 
competing for targets eager to sell before capital 
gains rates go up. Using investor and bank 
financing, companies issued nearly $120B in 
connection with LBOs year-to-date. Enterprises 
with poorer credit seeking to refinance and defer 
principal contributed to the flow of junk issues. 
These loans are often repackaged as Collateralized 
Loan Obligations (CLOs) and sold to retail 
investors hungry for yield. Unfazed by their 
inherently high-risk nature, buyers scooped up 
over $18 billion in August. 
  
Speculators rescued Bitcoin from its -42% Q2 
collapse sending it 26% higher, although 
competition from other crypto flavors kept it from 
reclaiming its previous record. El Salvador became 
the first country to officially adopt Bitcoin as legal 
tender. Its Bitcoin bond issue dropped 6% in value 
after day one and is down 17%. Described as a 
virtual casino, it is a curious step for a country 
where half the population has no internet access. 
 
On the other side of the spectrum, enthusiasm for 
“blank check” or special purpose acquisition 
companies (“SPACs”) fizzled. Only a handful 
debuted in Q3 compared to February’s peak 
release of 141.  Dow Jones Market Data reports losses 
of $75 billion in start-ups that closed deals early 
this year. ~75% of companies that haven’t 
announced a deal are trading below initial listing 
prices.  Just another gentle warning to think twice 
before jumping on the latest band wagon.   
 
 


