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May 2018 Market Commentary: Is the Late Cycle Tiring Already? 

 

 

Highlights: 

• Global equity markets turned in mixed performance.  U.S. equities outperformed all other major regions 
while Europe and Emerging Markets came under pressure due to country/region-specific issues as well 
as ongoing trade war rhetoric and pressures from higher U.S. interest rates. 

• Emerging markets have come under pressure due to a combination of country-specific turbulence in 
local markets (Argentina, Brazil, South Africa, Turkey) as well as concerns over the servicing of $400 
billion in U.S. dollar denominated debt issued by emerging markets in the face of higher interest rates 
and a strong U.S. dollar.   

• European markets came under pressure, particularly the banking sector, driven by renewed concerns 
over the Eurozone periphery countries (Italy, Spain) as well as ongoing troubles surrounding Deutsche 
Bank.   
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• The 10-Year Treasury Yield went on a wild ride in May having risen to 3.11% at mid-month before 
dropping as low as 2.78% following the rejection of the proposed Italian cabinet by the country’s 
president.  It ended the month at 2.89%. 

• The Bloomberg/Barclays Aggregate Bond Index outperformed many risky fixed income sectors as credit 
risk failed to keep up with the safe haven bid for Treasuries.  The Bloomberg/Barclays High Yield Index 
was flat for the month while the Emerging Market Debt Index dropped ~5% in sympathy with the sell-
off in emerging market equities.   

• Commodities maintained their YTD leadership among major asset classes with oil prices rallying to 
$72/barrel before falling back to $67/barrel following comments by Saudi and Russian oil officials 
suggesting that they would increase production.   

• Some key questions we’re sure are circling through your mind: Is the late cycle narrative starting to 
show its age already?  Have we reached the upper end of real interest rates that the global economy 
can sustain?  Will we soon see one final melt-up of speculative sentiment before the final meltdown? 
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Is the Late Cycle Tiring Already?  

 

Is the late cycle narrative starting to show its age already?  Have we reached the upper end of real interest rates 
that the global economy can sustain?  Are investors starting to pay attention to a world where real rates are rising 
rather than being artificially suppressed by world central banks (something the market has been conditioned to 
since the 2008 financial crisis)?  Will we soon see one final melt-up of speculative sentiment before the final 
meltdown?  

For the past several months, market pundits have noted a downturn in overseas macroeconomic conditions.  3D 
maintains its own proprietary macro barometer (Figure 1) that captures business sentiment and economic activity, 
which helps confirm the slowdown observed by other strategists.   

Figure 1 – The Overseas Macro Outlook Has Dropped the Past Two Months 

https://3dadvisor.com/news-insight/new-neutral/
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The overseas macro landscape has clearly decelerated, although it has not deteriorated to a point of contraction.  
Yet, concerns of a slowdown are manifesting themselves through weaker performance across equities, fixed 
income, and currencies versus the U.S. markets and dollar.  Since the initial sell-off in late January/early February, 
volatility has started to pick up, especially in local emerging markets where investors are now starting to fret 
about the impact from Federal Reserve rate hikes (3-4 rate hikes expected in 2018).   

Isn’t emerging market weakness mainly tied to local issues and not a sign of impending global economic 
weakness? It is not certain that the proximate cause of overseas market volatility experienced the past two 
months can be traced to U.S. Federal Reserve rate hikes, but local market ‘issues’ have a habit of surfacing as a 
result of higher U.S. interest rates.  Local market and currency sell-offs across Turkey, Argentina and South Africa 
were initially dismissed as self-inflicted wounds (problematic politics, high deficits, high inflation) and not 
foreshadowing broader contagion of the kind experienced in 1994 (Mexican Peso Crisis) or 1997-1998 
(Asian/Russian Debt Crisis).  But investor sentiment has begun to sour on the emerging markets region that saw 
$3.7 billion net outflows from emerging market equity and fixed income vehicles for the week ending 5/11/2018.    

Higher commodity prices are probably not helping, despite a common perception that the fortunes of emerging 
market and commodity performance are linked together.  The local populace of emerging market countries tend 
to be more sensitive to the cost-of-living impact from higher energy prices versus developed markets, and that 
angst is manifesting itself through local unrest (witness the disruptive truckers strike in Brazil although ongoing 
scandals surrounding the Temar administration have probably not helped).  The ghosts of U.S. dollar-denominated 
borrowing ($3.7 trillion, $530 issued by Chinese firms) are also haunting emerging markets as borrowers are 
squeezed from a combination of higher interest rates and a strengthening U.S. dollar.   

We warned about shrinking market risk premiums within the emerging markets region in our 2017 year-end 
commentary where we wrote: 

https://www.reuters.com/article/us-emerging-markets-reserves-analysis/why-turkey-and-argentina-are-the-main-emerging-market-weak-links-idUSKCN1IJ1TX
https://en.wikipedia.org/wiki/Mexican_peso_crisis
https://en.wikipedia.org/wiki/1997_Asian_financial_crisis
https://www.reuters.com/article/markets-flows-baml/weekly-fund-flows-data-exposes-emerging-market-cracks-baml-idUSL8N1SI260
https://www.wsj.com/articles/brazils-temer-vows-to-end-strike-and-continue-economic-overhauls-1527620768
https://3dadvisor.com/news-insight/year-end-2017-market-commentary/
https://3dadvisor.com/news-insight/year-end-2017-market-commentary/
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“Heading into 2018, investors need to question if they are being properly compensated for taking on emerging market 
risk; whether highly leveraged equity, sovereign debt, or local currency. The long-run growth story for emerging markets 
remains intact, but we may see some hiccups come 2018, especially with a tightening U.S. Federal Reserve serving as 
the backdrop.” 

Where we erred (so far) in that outlook was in sourcing that risk to Chinese debt imbalances (we still believe that 
this will remain a longer-term issue) rather than the catalyst for the YTD sell-off in emerging markets to come 
from smaller locales like Argentina and Turkey.   

One can justifiably point to heightened trade war rhetoric (rhetoric that is turning into actual tariffs imposed on 
both China and U.S. allied imports) as another primary catalyst for the sell-off in overseas assets (equity, fixed 
income, currencies) that began in the first quarter.  But trade war rhetoric was initially treated as such…just 
rhetoric as a means for negotiating better trade deals.  Emerging markets would likely be more sensitive to an 
adverse global trading environment than developed markets.  Trade negotiations and tit-for-tat tariffs will likely 
continue to dominate market headlines for the remainder of the year.   

Investors are expressing concerns that the cycle is turning over in many overseas markets due to these macro, 
fiscal, and monetary pressures.  It would seem that much of the world is struggling with the new normalized 
environment of higher interest rates and commodity prices.  Perhaps global investors underestimated the 
sensitivity to higher borrowing costs and production input expenses and that the ‘New Normal’ disinflationary 
forces of high debt levels, aging demographics, and excess capacity has lowered the capacity for cyclical forces to 
boost growth.   

Yet, as we’ve witnessed multiple times following the 2008 Great Recession, world central banks are not oblivious 
to the heightened sensitivity to borrowing costs and the deflationary mindset that can quickly spiral downward in 
reaction to attempts by central banks to tighten monetary policy – a sort of reflexivity loop where central bank 
policies react to or act in anticipation of the ability of global economies to withstand the monetary tightening.  A 
similar dynamic may be taking place among OPEC members as they are mindful of the negative impact on 
demand from higher oil prices.  So far, the Federal Reserve has held fast to its commitment to normalize 
monetary policy (the so-called removal of the Fed Put as we wrote about in our February 2018 Market 
Commentary). 

Europe Periphery Risk Back on Investor Radars 

The month-end negative market reaction to the political events unfolding in Italy highlights this point concerning 
central bank reflexivity where the probability of three more U.S. rate hikes (based on Fed Funds futures pricing) 
plunged from the mid 40% range to the mid-teens (they have since recovered to the mid-40%).   

Chasing higher yields across short-term debt can be a recipe for disaster as higher yields may indicate near-term 
liquidity stress, especially among high risk sovereign borrowers.   One may think of investing in high yield debt as 
equivalent to selling an at-the-money put option (whose expiration date corresponds to the next refinancing 
window) on a marginally credit-worthy entity.  For borrowers rolling over short-term debt, this creates more 
opportunities for the option to be ‘triggered’ in the event the borrower experiences financial stress.  Given that 
the risks are asymmetric, does the option 'premium' or credit spread truly compensate you for the tail risk 
involved in such an investment? 

Investors in short-term Italian sovereign debt were painfully reminded of this asymmetric payoff following the 
rejection of the proposed populist coalition government by Italian President Sergio Mattarella over the coalition’s 

https://www.wsj.com/articles/u-s-slaps-steel-aluminum-tariffs-on-canada-mexico-european-union-1527774283
https://en.wikipedia.org/wiki/New_Normal_(business)
https://en.wikipedia.org/wiki/Reflexivity_(social_theory)
https://www.bloomberg.com/news/articles/2018-05-28/oil-extends-decline-after-saudi-russia-proposal-to-revive-output
https://3dadvisor.com/news-insight/february-2018-market-commentary/
https://3dadvisor.com/news-insight/february-2018-market-commentary/
https://www.wsj.com/articles/why-italian-markets-were-primed-for-a-blowup-1527764753
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choice of Paolo Savona, a Euro skeptic, as finance minister.  2-year Italian government debt (BTP) had been priced 
with a negative 0.29% yield prior to the 5/29/18 sell-off which saw the yield skyrocket to a positive 2.75% 
before settling at 0.85% (Figure 2).  The extreme sell-off spilled over into the equity markets, especially European 
and U.S. banks which suggests investors were not properly compensated for taking that risk.   

Figure 2 – Short-Term Italian Debt Yields Spike Following Rejection of Coalition Government 

 
Source: Bloomberg 

Despite a successful auction of 5- and 10-year debt the following day, Italy is not out of the woods as they are 
facing the prospect of refinancing 600 billion of euro debt by 2020 as well as facing higher costs of servicing 2 
trillion euros of outstanding debt.  Will Italy face a final reckoning from so-called bond vigilantes?  

On the last day of the month, Italy’s two populist parties, the Five Star Movement and Northern League, struck a 
deal on an alternative coalition government; however, Spanish Prime Minister Rajoy suffered a no-confidence 
vote ushering a new coalition government headed by the Socialist Party.  Although the market partially recovered 
from the month-end volatility, populism in Europe keeps emerging as a geopolitical risk that threatens the stability 
of the European Union.  In addition, Deutsche Bank’s U.S. regulatory troubles and a downgrade by S&P has also 
weighed on investor sentiment across European banks.  

Happy Days for U.S. Investors 

Meanwhile, the U.S. markets are swimming in a sea of tranquility compared to what’s happening in the rest of the 
world.  Combined with a tightening Fed in response to inflationary pressures (viewed as a sign of a strengthening 
economy) and a deceleration in the overseas macro landscape, the U.S. has reasserted its leadership as the haven 
for equity and fixed income capital (Figure 3).   

Figure 3 – There’s U.S. and There’s the Rest 

https://en.wikipedia.org/wiki/Bond_vigilante
http://money.cnn.com/2018/06/01/investing/deutsche-bank-downgrade-bad-news/index.html
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And within that sea, small caps are performing swimmingly (Figure 4a).  Investor sentiment has shifted towards 
small caps, perceived beneficiaries of a strong U.S. dollar and protectionist trade policies.   

Figure 4a and 4b – U.S. Small Caps Outperform Large Caps While Growth Outperforms Value 

 

May was not a good month for value (Figure 4b) which seemed to be turning the tide of long-term 
underperformance that began earlier in the quarter.  The European bank sell-off and the drop in the 10-year 
Treasury yield pressured U.S. financials and energy stocks, which pulled back following the drop in oil prices (from 
$72/barrel to $66 at month-end) over concerns that higher prices would see a return of overproduction.   

Investors are flocking to certainty in the form of earnings growth and quality (Figure 5) as the technology sector 
has regained its favored sector status among investors (Figure 6).    

Figure 5 – There’s Quality/Momentum and There’s the Rest 
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Figure 6 – There’s Technology and There’s the Rest 

 

Near-term U.S. business sentiment may have peaked, but the outlook remains robust for capital spending and 
manufacturing (Figure 7).  In addition, employment conditions remain strong as employers are struggling to fill 
positions (Figure 8).   

Figure 7 – U.S. Business Conditions Remain Strong… 
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Figure 8 – …As Is U.S. Employment 

 

Investors should be mindful of the widening U.S. credit spreads over Treasuries (Figure 9), which may be 
indicating that financial conditions for borrowing are tightening in the face of higher interest rates.  Corporate 
credit is turning into a headwind versus a tailwind for fixed income managers who have ridden the corporate 
credit curve to outperform their peers and benchmarks.   

Figure 9 – Widening Corporate Credit Spreads Indicative of Tighter Financial Conditions 
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Happy Days for Traditional Asset Allocators 

The sudden drop in the 10-Year Treasury Yield following the political events in Italy served as a helpful reminder 
that stock/bond diversification remains alive and well and calls for the end of the 60% Stocks / 40% Bonds 
traditional asset allocation may still be premature.  Recall that the negative correlation between equity market risk 
(beta) and fixed income risk (duration) reversed earlier this year when investors started to price in a higher 
inflation scenario that would compel the Federal Reserve to aggressively tighten policy.    

One can reasonably argue that traditional asset allocators are not used to investing in a rising inflationary 
environment, in which equity beta no longer plays ‘yin’ to duration’s ‘yang’.  Indeed, the flight-to-safety bid in U.S. 
Treasuries that saw the 10-Year yield drop to 2.78% from a mid-month high of 3.11% could be viewed as an 
overreaction to the rejection of the proposed Italian cabinet.   

However, under the New Normal of secular disinflationary forces, high commodity prices beget lower commodity 
prices (as supply/demand dynamics reflexively react to high/low prices) and high interest rates beget lower 
interest rates (high debt levels not easily positioned to absorb higher servicing costs).  If New Normal conditions 
do prevail over the longer-term, then fixed income ‘duration’ remains the ‘cheapest’ hedge against equity market 
volatility.   

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 June 4, 
2018 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. 
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