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Data Source: Bloomberg 

Highlights: 

• Equity markets were flat in August during a relatively subdued environment in contrast to the volatility 
experienced last August (August 24 marked the 1-year anniversary of the ETF market meltdown).   

• Emerging markets outperformed developed markets led by Brazil over improved investor sentiment 
concerning the political developments leading to positive economic changes.  Europe and Japan slightly 
outperformed the U.S. while small caps outperformed large caps.   

• High dividend yielding / low volatility stocks continued their third quarter underperformance. Bond proxy 
sectors (utilities, telecom, and REITs) dropped 3-6% partly in response to a backup in interest rates which 
saw the 10-year Treasury yield rise to 1.58% from 1.46% at the beginning of the month.   

• However, the MSCI factor indices fared better than the bond-proxy sectors with MSCI High Dividend 
only down 0.9% for the month while MSCI Low Volatility was only down 0.1% and MSCI USA Momentum 
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down 1.6%.  MSCI USA Value led all factor indices with a 1% gain helped by the rally in financials which 
were up 3.8% for the month. 

• Despite the back up in Treasury yields, the broad fixed income market indices were largely unchanged for 
the month.  Barclays Aggregate dropped 0.1% but U.S. corporate credit continues to perform led by U.S. 
high yield (up 2.1%).   Despite the rise in yields, the U.S. yield curve continues to flatten with the 2-10 
year spread now at 0.78% suggesting that the markets expect the Fed to move very slowly and gradually 
in this rate hike cycle.   

• This month also saw the return of U.S. dollar strength following Fed official comments at the annual 
Jackson Hole retreat suggesting that economic conditions could support another rate hike, as early as the 
upcoming September meeting.  The U.S. dollar (DXY) rose 0.52% in August, but rose almost 2% from the 
intra-month lows following the Jackson Hole comments. Precious metals sold off in sympathy (down 4%) 
with dollar strength even though commodities were up nearly 2% for the month.   
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August 2016 Market Commentary: Hitting a Wall 

“…there comes a point in every race, it could be the fifth mile, it could be the 25th, but, eventually you’re gonna hit what 
runners like to call ‘the wall.’  And when you do, you won’t be able to breathe or think or even move.  All you’re gonna 
wanna do is give up.” – Hank Azaria, playing Whit in “Run, Fatboy, Run (2007)” 

Before beginning this commentary, we wanted to point out that this month marks the one-year anniversary of 
the ETF flash crash.  Here is a good retrospective article discussing what happened that day and some of the 
initiatives proposed by the exchanges and asset managers to possibly mitigate these type of disruptions going 
forward during volatile periods.  However, a good rule of thumb is to not place market orders at the open when 
trading ETFs.   

The market action this August was notable because it stands in such stark contrast to the volatility we 
experienced last August.  Global equity markets were largely flat although emerging markets and U.S. small cap 
outperformed all other major regions.  Signs are starting to emerge that we may be hitting a wall on equity and 
bond valuation, but there are still opportunities to take on risk (more on that below).   

Investors experienced a sleepy August characterized by emerging signs of normalization.   The implied volatility of 
U.S. stocks (VIX) settled down to year-to-date lows (Exhibit 1) following the Brexit outcome back in early July. Oil 
prices continue to bounce around in the $40-$50/barrel range as traders react to inventory data and the latest 
rumblings out of OPEC.  Industrial metals are also trading in a tight range suggesting that supply/demand is 
showing signs of balancing out (Exhibit 2). Precious metals and long-duration assets sold off, reversing some of 
the strong year-to-date performance of these safe-haven assets.   

Exhibit 1 – S&P Implied Volatility (VIX): Little Signs of Market Angst Following Brexit 

http://www.investors.com/etfs-and-funds/etfs/one-year-later-have-lessons-from-aug-24-stock-market-flash-crash-been-learned/
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Exhibit 2 – Commodities Settling on Equilibrium Pricing Levels 

 

Financials took on the yellow jersey this month (Exhibit 3) having led all other sectors over expectations that the 
Fed will raise rates sometime this year based on an improved economic outlook.  The markets are, once again, 
sending mixed signals as bank profitability would be helped by higher rates, yet higher rates are being offset by 
the continued flattening in the yield curve which would pressure bank profitability. On the other side, interest-
sensitive sectors such as telecom and utilities were the worst performers partly in reaction to a backup in interest 
rates.  Health care came under pressure over Mylan Pharmaceutical’s EpiPen price hike with politicians renewing 
calls to investigate pharmaceutical pricing practices (we saw similar outrage emerge around this time last year – at 
least there are some similarities between this August and last August).   

Exhibit 3 – Financials Emerge as the New Sector Leaders 

http://well.blogs.nytimes.com/2016/08/22/epipen-price-rise-sparks-concern-for-allergy-sufferers/?_r=0
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According to GDPNow, 3Q real GDP is expected to grow at an annualized 3.2% (Exhibit 4) which is better than 
the 1.1% generated for 2Q; however, this 3Q estimate has steadily dropped from 3.7% back in early August.  
Recent weakness can be attributed to manufacturing, construction, and existing home sales. This is still well 
above the consensus forecast of 2.7%, and it has helped provide the rationale for the Fed to raise rates at least 
one time this year.  Both Janet Yellen and Stanley Fischer signaled one rate hike this year as a strong possibility as 
they felt increasingly comfortable that the economy is nearing Fed goals.   

Exhibit 4 – GDPNow Forecasting 3.2% for 3Q GDP 

 

Source: https://www.frbatlanta.org/ 

https://www.frbatlanta.org/cqer/research/gdpnow.aspx?panel=1
http://www.bloomberg.com/news/articles/2016-08-25/asian-stock-futures-mixed-before-jackson-hole-with-oil-above-47
https://www.frbatlanta.org/
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At this point, we confess to the readers that we are publishing this market commentary on September 2nd right 
after the U.S. payroll release. Several Fed commentators believe that the August payroll release will determine 
whether the Fed moves forward or not with a rate hike by the end of the year; hence, any forward-looking 
statements published prior to the release could be quickly invalidated. A payroll release of 225,000 or more 
would likely prompt the Fed to move as early as September.  Prior to the payroll release, Fed fund futures were 
pricing in a 32% probability rate hike for September and 55.5% for December, back to levels before the Jackson 
Hole meeting.  Following the meeting, Fed officials put a September rate hike on the table.  

Another reason for waiting to publish this commentary after the payroll release is because we’ve seen this script 
play out over the past year – the Fed tries to communicate a path towards rate normalization only to be thwarted 
by a poor economic release or some adverse market movement overseas (i.e. China devaluation) causing 
investors to flee out of risk assets and into safe-haven precious metals and long duration assets.  How adverse 
the market reaction becomes will influence the Fed’s pace and timing of further rate hikes (as much as the Fed 
would deny this; prior statements such as the ones made last September and October clearly demonstrate that 
the Fed is influenced by market behavior).  This August, we saw ‘calm’, but September and October may bring the 
‘storm’. 

So, at the time of this writing, August payrolls came in at 151,000 – far less than what Fed observers believe the 
Fed needs to provide cover for a September or December rate hike.  Average hourly workweek also dropped 0.1 
hours to 34.3 hours although the unemployment rate remained unchanged at 4.9% and there were minor net 
downward revisions to the prior two months of payroll releases.  The initial reaction to the release was positive 
for both S&P futures and the bond market.  The probability of a September rate hike dropped to 20% but a 
December rate hike still remains a real possibility (just over 50%).    

Back to that ‘Wall’ Mentioned Earlier 

The U.S. market’s march higher with each new advance is being led by a different sector (a narrow advance with 
plenty of sector churning underneath is one reason why active managers are struggling so much this year).  The 
market’s forward price/earnings valuation is also creeping higher causing some consternation over whether 
market pricing is disconnected from fundamentals.  Based on Bloomberg consensus estimates for next year’s 
earnings, the S&P trades at ~18.5 multiple amidst a continued decline in the 10-Year Treasury (Exhibit 5).  The 
multiple continues to expand partly due to a decline in earnings (the denominator in the P/E ratio). According to 
Factset, S&P 2Q earnings declined 3.2% – the fifth consecutive quarterly decline in earnings.  Analysts are 
banking on a strong 4Q recovery to stem the slide in earnings as U.S. investors continue to look beyond near-
term earnings weakness in anticipation of outer period recoveries.     

Exhibit 5 – S&P Forward P/E Valuation Marches Higher While the 10-Year Treasury Marches Lower 

http://www.cnbc.com/2016/08/31/mohamed-el-erian-is-right-the-fed-hikes-in-september-say-economists.html
https://www.factset.com/insight/2016/08/earningsinsight_8.26.16
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Yet, it feels like U.S. equities are struggling to advance further without clearer signs of an earnings recovery. 
Certainly a low interest rate environment remains supportive of high valuations (an 18.5x multiple translates into 
a 5.4% earnings yield).  But the market is starting to run out of tailwinds to support further advances in valuation 
(such as the recent back up in Treasury yields in reaction to Fed comments on the near-term rate outlook).  If the 
economy does start to normalize and inflationary pressures begin to emerge, this would put pressure on both 
equity and bond yields regardless of how such an environment would be positive for nominal revenue growth.  As 
mentioned earlier, each new market advance feels like a struggle as the advance is being pushed by a churning of 
sector leadership rather than a more sustained and consistent broad market advance.  However, it should be 
noted that small caps continue to perform well this year which can be used as a counterargument to questions 
concerning the valuation of the S&P 500.  And the valuation question is not just limited to the U.S. market, but 
worldwide as well, particularly in Emerging Markets which have experienced a cycle high in forward valuation 
(Exhibit 6). 

Exhibit 6: Valuations Are Rising Across Global Markets 
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Fixed income valuations also feel like they’re hitting a wall (Exhibit 7).  ‘Spreads’ of all sorts have been narrowing 
across the board leaving fewer opportunities for investors to generate fixed income carry.  The flattening of the 
2-10 year Treasury term structure shows no signs of abating, reflecting expectations of a slow and gradual rate 
hike cycle.  Credit spreads also continue to narrow as riskier credits such as high yield and BBB-rated corporate 
securities have been outperforming even equities.  One can argue that spreads have room to narrow further, but 
the reach for yield is leaving investors increasingly exposed to losses that can result from higher rate and spread 
volatility.   

Exhibit 7: Fixed Income Spreads Continue to Narrow 

 

So when will we hit the wall on valuations (the fifth mile or the 25th mile during the marathon)? Valuations are 
notoriously difficult to time but with each step higher, investors must assess whether the incremental return is 
worth the ever-increasing risks leaving little room for error should volatility start to pick up or spike due to some 
exogenous event.   

As we approach the ‘shoulder’ season between the ‘all good’ summer and the fireworks that await us this 
November, 3D will be reviewing its model positions to determine where the valuation walls are not as firm, but 
we’re certainly not giving up despite the walls we see in the marketplace.     

 

Disclosure: 

The above is the opinion of the author and should not be relied upon as investment advice or a forecast of the future.  It is not a 
recommendation, offer or solicitation to buy or sell any securities or implement any investment strategy.  It is for informational purposes 
only.  The above statistics, data, anecdotes and opinions of others are assumed to be true and accurate however 3D Asset Management 
does not warrant the accuracy of any of these.  There is also no assurance that any of the above are all inclusive or complete. 

Past performance is no guarantee of future results.  None of the services offered by 3D Asset Management are insured by the FDIC and 
the reader is reminded that all investments contain risk.  The opinions offered above are as September 2, 2016 and are subject to change 
as influencing factors change. 

More detail regarding 3D Asset Management, its products, services, personnel, fees and investment methodologies are available in the 
firm’s Form ADV Part 2 which is available upon request by calling (860) 291-1998, option 2 or emailing sales@3dadvisor.com or visiting 
3D’s website at www.3dadvisor.com. 

 

 

https://3dadvisor.com/july-2016-market-commentary-its-all-good/
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