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Third Quarter Highlights

	� The U.S. economic recovery remains on track but 
appears to be moderating as a number of recent 
indicators and surveys have softened from the 
robust levels seen earlier in the year. 

	� A rapid uptick in COVID-19 cases challenged 
demand in reopening sensitive sectors during much 
of the quarter, while persistent labor and goods 
shortages have challenged supply side dynamics.

	� Financial markets continue to wrestle with elevated 
inflation readings, challenging expectations that the 
increase in inflation would be transitory, as laid out 
by Federal Reserve (Fed) chair Jerome Powell.

	� The Federal Open Market Committee (FOMC) 
indicated at its September meeting that a formal 
announcement on the tapering of asset purchases 
“may soon be warranted.” During the accompanying 
press conference, chair Powell suggested tapering 
could begin as soon as the committee’s next 
scheduled meeting in November.

	� Following the September FOMC meeting, the 
U.S. Treasury (UST) yield curve steepened along 
with many other developed markets as global 
central banks are looking to transition to less 
accommodative monetary policy in the coming 
months.

Duration Positioning
Neutral

Maintaining a benchmark-like duration stance across 
strategies.

Credit Sector
Overweight

Overweight financials and select industrial sectors, 
primarily within Energy, Information Technology and 
Telecom. Maintaining underweight allocations in Health 
Care and non-corporate credit.

Structured Products
Underweight in Aggregate strategies, Overweight in 
Government/Credit strategies

Maintained overweights in Asset-Backed securities 
(ABS) and modestly reduced weights in Agency 
Mortgage-Backed (MBS) security allocations.

	� Investment grade credit spreads exhibited 
minimal volatility during the quarter, supported 
by strong technicals and stable fundamentals.



Sector Review

Despite plenty of attention-grabbing headlines and 
conflicting economic data, fixed income markets were 
generally calm during the third quarter as interest 
rates and risk premiums closed the quarter about 
where they started. The Fed continued to be front 
and center as it prepared to adjust its balance sheet 
strategy, while uncertainty regarding the direction 
of fiscal policy initiatives intensified due to partisan 
divides. Similar to the fourth quarter of last year, 
markets looked past a surge in COVID-19 cases 
and focused on the continued but slowing economic 
recovery. Consequently, the Bloomberg Aggregate 
Index realized a total return of just 0.05% for the 
quarter. Investment grade excess returns were 
mixed among sectors during the quarter, generating 
a negative 0.17% of excess returns (Figure 1). Year to 
date, Agency MBS continues to lag other sectors with 
cumulative negative excess returns.

Central Bank Ornithology

The FOMC took another step towards less 
accommodative monetary policy during its September 
meeting as the committee’s statement indicated “a 
moderation in the pace of asset purchases may soon 
be warranted” if progress continues toward the Fed’s 
labor and inflation objectives. Chair Powell elaborated 
during his press conference that the tapering of asset 
purchases could commence in line with the Fed’s next 
meeting in November and conclude by mid-2022. This 
timing is modestly more hawkish than expected but 
consistent with statements by several Fed members 
leading up to the meeting. Updated federal funds rate 
projections also garnered attention as the median 
year-end forecast for 2022 and 2023 rose to 0.25% 
and 1.0%, respectively, up from 0.125% and 0.625% 
in June. These adjustments correspond to the Fed’s 
new economic projections, specifically around 
inflation expectations, which once again were revised 
significantly higher (Figure 2). 

Central bank policy was not the only issue that 
garnered headlines for the Fed during the quarter. The 
presidents of the Federal Reserve Bank of Dallas and 
Boston attracted criticism for personal trading activity 
in 2020, revealed through required annual disclosures. 
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Figure 1. Sector Comparison
Macroeconomic headwinds led to negative excess  
returns in key sectors.

Option Adjusted 
Spread (bps)

Excess  
Returns %

Sector Duration Current

Change 
from Last 
Quarter

3 
Months YTD

U.S. Agency 3.77 3.00 - (0.02) 0.24

U.S. Credit 8.33 80.00 3.00 (0.17) 1.74

 � Industrial 9.39 88.00 5.00 (0.26) 2.14

 � Utility 10.68 96.00 3.00 (0.05) 1.80

 � Financial 
Institutions 6.47 75.00 4.00 0.02 1.41

 � Non-Corporate 
Investment 
Grade

6.67 52.00 (4.00) (0.28) 0.84

U.S. Mortgage 
Backed 
Securities

4.45 27.00 - 0.03 (0.42)

Asset-Backed 
Securities 2.12 29.00 7.00 0.03 0.42

CMBS: Erisa 
Eligible 5.06 61.00 2.00 (0.03) 1.23

U.S. Corporate 
High Yield 3.85 289.00 21.00 0.86 5.54

As of 9/30/21. Source: Bloomberg L.P.

Senator Elizabeth Warren had a “trading tantrum” in 
a series of speeches and indicated she was “Fed Up” 
with Chair Powell’s leadership and would not support 
his reappointment. Both presidents, Robert Kaplan 
and Eric Rosengren, bowed to pressure and resigned 
in late September. Other potential vacancies may arise 
through retirements and term expirations which could 
shift the balance between perceived hawks and doves 
heading into a pivotal period for policy and the economy. 
Chair Powell’s own term expires in February, and while 
still favored for renomination, President Biden has not 
offered a clear endorsement as he weighs concerns 
from more progressive factions of the Democratic 
party. At a minimum, developments related to the Fed 
and its policy decisions will remain a primary driver of 
financial markets in the coming months.
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Figure 2. Summary of FOMC Economic Projections
Inflation estimates were revised higher once again.

Median Projections

2021 2022 2023 2024 Longer Run

Change in Real GDP

Current 5.9 3.8 2.5 2.0 1.8

June 2021 7.0 3.3 2.4 - 1.8

March 2021 6.5 3.3 2.2 - 1.8

Unemployment Rate

Current 4.8 3.8 3.5 3.5 4.0

June 2021 4.5 3.8 3.5 - 4.0

March 2021 4.5 3.9 3.5 - 4.0

PCE Inflation

Current 4.2 2.2 2.2 2.1 2.0

June 2021 3.4 2.1 2.2 - 2.0

March 2021 2.4 2.0 2.1 - 2.0

Core PCE Inflation

Current 3.7 2.3 2.2 2.1 -

June 2021 3.0 2.1 2.1 - -

March 2021 2.2 2.0 2.1 - -

Fed Funds Rate

Current 0.1 0.3 1.0 1.8 2.5

June 2021 0.1 0.1 0.6 - 2.5

March 2021 0.1 0.1 0.1 - 2.5

As of 9/30/21. Source: U.S. Federal Reserve

Fiscal Policy Initiatives Face a Cliff 

High levels of uncertainty regarding tax and spending 
policies persist despite the legislative majorities held 
by Democrats. While the probability of a large-scale 
partisan reconciliation bill fades, seemingly so do 
the prospects for the bipartisan infrastructure bill 
as well, further deepening divides in D.C. This looms 
ominously for round two of the debt ceiling battle, 
which has now been pushed into early December 
from mid-October. The impact on markets was 
generally muted heading into the original deadline of 
Oct. 18, with only modest increases in similarly dated 
UST bill yields. Given recent dynamics in Congress, 
it seems likely for these negotiations to again come 
down to the wire, potentially becoming a source of 
market volatility.

Tran•si•to•ry (adjective): Not Permanent

Recent reports indicate the inflation rate has risen to 
a 13-year high of 5.4%. It continues to run well above 
the Fed’s 2.0% target as raw material shortages, 
supply chain disruptions and an extensive lack 
of labor continue to pressure prices higher given 
solid consumer demand (Figure 3). In conjunction 
with the Fed’s September update to the Summary 
of Economic Projections, the central tendency was 
revised higher by nearly 100 basis points (bps) for 
2021. Rising commodity and energy prices over recent 
weeks could add additional pressure heading into 
the winter heating season. While these forces could 
still prove transitory, they have persisted beyond 
most expectations and have contributed to a general 
uneasiness, particularly in businesses with weaker 
pricing power. Near-term growth expectations have 
cooled as these disruptions have pushed some 
consumption into the future, with auto sales being 
one of the most identifiable examples. Should these 
issues persist it’s possible some degree of demand 
destruction takes place, further weighing on growth 
prospects.  

Wage growth continues to be elevated but to date has 
done little to close the gap in job openings as the labor 
participation rate remains well below pre-pandemic 
levels (Figure 4). The September payroll report 

demonstrated this dynamic as the headline number 
missed expectations by a wide margin for the second 
straight month, yet the unemployment rate plunged 
0.4% to 4.8%. Similar perplexing economic data seem 
likely to continue as the global economy attempts to 
find a new normal. This will continue to challenge policy 
makers and keep the risk of a potential policy error 
elevated.



Outlook: Markets Barely Shaken, Not Deterred, but 
Headwinds Beginning to Blow

During the quarter, credit markets were generally 
tranquil, while equities softened from all-time 
highs. Corporate bond spreads continued to exhibit 
minimal volatility and remain expensive in a historical 
context. As we discussed in a recent commentary, 
this environment requires a thoughtful approach 
toward incorporating credit into portfolios. Over the 
course of 2021, we modestly reduced overweights in 
intermediate and core styles given the asymmetry 
of returns in longer-duration credit. Conversely, in 
shorter-duration strategies, we have added exposure 
by capitalizing on relatively steep credit curves in 
the front end fostered by strong investor demand for 
alternatives to low-yielding cash alternatives.

Outside credit, we have maintained underweights to 
Agency MBS in aggregate strategies; we await more 
attractive opportunities to present themselves as the 
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Figure 3. Personal Consumption Expenditure (PCE) Indices
A number of factors continue to pressure prices higher.
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As of 9/30/21. Source: FactSet® . FactSet® is a registered trademark of FactSet Research Systems, Inc. and its affiliates.

Fed begins to taper its purchases or a renewed bout of 
interest rate volatility takes hold. Our use of Treasury 
Inflation-Protected Securities continues to be tactical 
in nature as we look to opportunistically use the sector 
when it displays favorable carry profiles. 

U.S. financial markets have shown tremendous 
resiliency in the face of significant challenges, from 
the evolution of domestic monetary and fiscal policy 
throughout the pandemic to international geopolitical 
risks, such as concerns currently emanating from an 
arguably overextended property market in China. For 
much of the last six months, headlines from China 
have turned negative and increasingly authoritarian as 
the government wrestles with rising socioeconomic 
inequalities. The downside risks posed by a shock to the 
Chinese economy creates yet another potential growth 
headwind entering the fourth quarter.
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Indices

The Consumer Price Index (CPI) is a measure of the average change over time in the prices paid by urban consumers for a market basket of consumer goods 
and services.

The Personal Consumption Expenditures Price (PCE) Index reflects changes in the prices of goods and services purchased by consumers in the United States. 
Quarterly and annual data are included in the Gross Domestic Product (GDP) release.

The Bloomberg Barclays US Aggregate Bond Index is a broad-based benchmark that measures the investment grade, U.S. dollar-denominated, fixed-rate 
taxable bond market. The index includes Treasuries, government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), 
ABS and CMBS (agency and nonagency). 

Important Disclosures

“Bloomberg®” and the Bloomberg indices are service marks of Bloomberg Finance L.P. and its affiliates, including Bloomberg Index Services Limited (“BISL”), 
the administrator of the index (collectively, “Bloomberg”) and have been licensed for use for certain purposes by PNC Capital Advisors LLC. (PCA). Bloomberg 
is not affiliated with PCA, and Bloomberg does not approve, endorse, review, or recommend this material. Bloomberg does not guarantee the timeliness, 
accurateness, or completeness of any data or information relating to the information herein.

This publication is for informational purposes only. Information contained herein is believed to be accurate, but has not been verified and cannot be guaranteed. 
Opinions represented are not intended as an offer or solicitation with respect to the purchase or sale of any security and are subject to change without notice. 
Statements in this material should not be considered investment advice or a forecast or guarantee of future results. To the extent specific securities are referenced 
herein, they have been selected on an objective basis to illustrate the views expressed in the commentary. Such references do not include all material information 
about such securities, including risks, and are not intended to be recommendations to take any action with respect to such securities. The securities identified 
do not represent all of the securities purchased, sold or recommended and it should not be assumed that any listed securities were or will prove to be profitable. 
Past performance is no guarantee of future results.

PNC Capital Advisors, LLC claims compliance with the Global Investment Performance Standards (GIPS®). A list of composite descriptions for PNC Capital 
Advisors, LLC and/or a presentation that complies with the GIPS® standards are available upon request.

PNC Capital Advisors, LLC is a wholly-owned subsidiary of PNC Bank N.A. and an indirect subsidiary of The PNC Financial Services Group, Inc. serving 
institutional clients. PNC Capital Advisors’ strategies and the investment risks and advisory fees associated with each strategy can be found within Part 2A of 
the firm’s Form ADV, which is available at https://pnccapitaladvisors.com.

©2021 The PNC Financial Services Group, Inc. All rights reserved.

FOR INSTITUTIONAL USE ONLY

INVESTMENTS: NOT FDIC INSURED-NO BANK GUARANTEE - MAY LOSE VALUE
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We believe there is a degree of 
complacency in markets given fully priced 
valuations in riskier assets in the face of 
some unique challenges that seem likely 
to persist. We see potential downside risks 
across the four primary factors we evaluate 
to frame our market outlook — monetary 
policy, fiscal policy, inflation and volatility 
— which supports more defensive portfolio 
positioning. Seeking to ensure our clients 
are adequately compensated for risks 
arising from our sector allocation decisions 
is a core element of our investment 
process. Being patient in the face of 
conflicting data and rising headwinds 
seems most prudent at this juncture.

Figure 4. U.S. Labor Force Participation Rate
Labor participation remains well below pre-pandemic levels.
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