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November 2017 Market Commentary – Laggards Catch Up on Tax Bill Prospects 

 

 
Data Source: Bloomberg 

Highlights: 

• Global equities continued their YTD run of strong performance coming from the U.S. and Japanese 
markets.  

• However, this month saw a disparity in regional performance as European and Emerging Markets posted 
only slightly positive returns.  Many attributed this underperformance to political uncertainty in Germany 
and a regulatory crackdown on financial leverage in China. 

• Fixed income experienced another flat month of performance as the U.S. Treasury Yield oscillated 
between 2.30 to 2.40%.  The flattening of the yield curve (2- vs 10-year yields) has some market 
observers worrying about a possible slowdown on the heels of Federal Reserve rate hikes. 

• Despite the flat QTD performance, dividend and high quality-based strategies performed well in 
November.  Small Cap and Value-focused strategies, which had lagged for the better part of the year, also 
recovered late in the month on improved prospects of Republican-led tax legislation being passed this 
year.  However, prospects for Senate passage remain unclear as of the time of this writing.   
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• Perhaps the Republican tax plan along with momentum in global economic growth will help unleash 
corporate appetite for capital spending that can help extend the cycle.  And productivity gains from 
increased spending could help alleviate inflationary pressures from the added fiscal stimulus coming from 
tax relief and, maybe, infrastructure spending initiatives as part of the 2018 legislative calendar.    

• A flattening yield curve and widening credit spreads could amount to additional headwinds for value 
strategies to outperform the broader market.  

• Emerging markets had been leading all other major regions for the better part of the year but then gave 
up that leadership as financial regulators continued their efforts to curb back shadow banking lending that 
has produced high amounts of corporate and personal leverage. 

• As of the time of this writing, U.S. markets are experiencing some volatility due to news that Special 
Counsel Robert Mueller has reached a plea agreement with former Trump national security advisor, Mike 
Flynn.  The prospect of Mueller’s probe reaching further into the Trump inner circle could give investors 
pause in pricing in lower volatility.    
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Laggards Catch Up on Tax Bill Prospects 

 
Source: istockphoto.com 

At the time of this writing, Republicans in the U.S. Senate had opened debate on their version of tax reform 
legislation with the goal of lowering U.S. corporate tax rates to become more competitive with the rest of the 
world.  Factions within the Republican party have been debating over the tax treatment of pass-through entities, 
tax hike triggers in the event of economic growth shortfalls, and whether to remove the individual health care 
insurance mandate.  However, prospects for Senate passage remains unclear.   

The markets seem sanguine by the prospects of tax reform legislation making its way to President Trump by year-
end.  As has been the pattern for the last several months, U.S. small caps and value have largely lagged large cap 
growth for better part of the month only to see a sharp rally at the end of the month (Figures 1a and 1b).  It 
would seem that even with investors’ insatiable appetite for all things tech and cryptocurrency, reports of small 
cap value’s death have been greatly exaggerated.  Yet, developments out of Washington D.C. will continue to 
drive day-to-day market sentiment.    

Figures 1a and 1b – Late Stage Comeback for U.S. Small Cap and Value 

https://www.wsj.com/articles/senate-heads-toward-initial-vote-on-tax-overhaul-1511976620
https://www.bloomberg.com/news/articles/2017-06-08/goldman-sachs-mulls-death-of-value-investing-after-losing-decade
https://www.bloomberg.com/news/articles/2017-06-08/goldman-sachs-mulls-death-of-value-investing-after-losing-decade
http://www.thisdayinquotes.com/2010/06/reports-of-my-death-are-greatly.html
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Nevertheless, global ex-U.S. value has quite a bit of catching up to do versus U.S. growth (Figure 2).  It’s been a 
long drought for investors who espouse global diversification (as opposed to being invested in just one market) 
and invest for value rather than on the hopes of future growth. And with several market observers pointing 
towards the end of the current cycle, one wonders whether ‘value’ will be able to catch up to ‘growth’ 
considering that ‘value’ tends to hold more cyclical and financially-sensitive stocks versus growth.   

Perhaps the Republican tax plan along with momentum in global economic growth will help unleash corporate 
appetite for capital spending that can help extend the cycle.  And productivity gains from increased investment 
spending could help alleviate inflationary pressures from the added fiscal stimulus coming from tax relief and, 
maybe, infrastructure spending initiatives as part of the 2018 legislative calendar.    

Figure 2 – Value Drought: Rolling 5- and 10-Year Returns of U.S. Growth versus Global Ex-U.S. Value 

 

Also, potentially dragging down ‘value’ is the continued flattening of the U.S. yield curve (or the difference 
between 2- and 10-year yields – Figure 3).  A flattening term structure makes financial lending less profitable, and 

https://seekingalpha.com/article/4124013-late-cycle-dilemmas
https://www.whitehouse.gov/sites/whitehouse.gov/files/omb/budget/fy2018/fact_sheets/2018%20Budget%20Fact%20Sheet_Infrastructure%20Initiative.pdf
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should the curve invert (i.e. long rates lower than short rates), it could represent a serious sign of an impending 
slowdown or recession.   

Figure 3 – Term Structure Flattening Signaling End of Cycle? 

 

Finally, ‘value’ could also be vulnerable to a rise in credit spreads (Figure 4), as higher credit spreads may reflect 
broader financial stress and less willingness for ‘lenders’ to take on credit risk.   

Figure 4 – Have Credit Spreads Hit a Bottom? Higher Spreads Could Pose a Headwind for Value 

 

International Markets Underperform the U.S. in November 

Outside the U.S., Japan led all major regions (Figure 5) in November although about half of the return came from 
currency strength against the U.S. dollar. Japan continues to enjoy positive momentum following the re-election 
of Prime Minister Shinzo Abe.   

Figure 5 –Japan and the U.S. Lead All Major Regions in November 
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Japanese company fundamentals have also improved with rising earnings and return on equity (Figure 6).    

Figure 6 – Higher Earnings Estimates Have Helped Push Japan Market Higher 

 
Source: Bloomberg as of 11/30/2017 

Europe lagged all other major regions primarily due to the collapse of coalition talks attempting to form a new 
governing majority in Germany; however, the region rallied as there was some hope that a grand coalition could 
be formed between CDU/CSU and the SPD parties.  In addition, business sentiment remains robust across 
Germany and Europe (Figure 7), so investors were not too concerned about electoral uncertainty.   

http://www.dw.com/en/another-angela-merkel-led-grand-coalition-in-germany-what-you-need-to-know/a-41591652
http://www.dw.com/en/another-angela-merkel-led-grand-coalition-in-germany-what-you-need-to-know/a-41591652
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Figure 7: Eurozone Enjoying a Surge in Business Sentiment 

 

Thanks to China, emerging markets had been leading all other major regions for the better part of the year but 
then gave up that leadership as financial regulators continued their efforts to curb back shadow banking lending 
that has produced high amounts of corporate and personal leverage.  Following the 19th Community Part 
Congress, it appears that China’s President Xi Jinping is following through on efforts to ‘improve the quality of 
growth’ rather than growth for its own sake.  Such efforts include a regulatory crackdown on excess financial 
leverage as well as improving environmental conditions.  We wrote about the challenge China faces in unwinding 
its excess leverage back in our 2nd quarter commentary when we compared China’s attempts to reduce financial 
leverage with the attempts made by Japan back in the late 80s.   

This latest attempt by China will probably not be the last and it may take several more attempts before the knock-
on effects are felt more broadly.  The best-case scenario is that China can soft-land its deleveraging while not 
disrupting global growth, but as we wrote back in July, “with narrow risk premiums, there is little room for error 
should China decide to tighten its credit markets.”  Now the risk is whether China overshoots on its tightening as 
it attempts to produce more ‘quality of growth’.  China deleveraging could represent one of the understated risks 
as we head into 2018.   

MSCI China finished slightly positive in US dollar terms (up 1.56% for the month) but other major markets such as 
Brazil (-3.11%) and Turkey (-7.95%) helped drag down the Emerging Markets Index. The latter has suffered over 
reports that key figures within Turkey’s banking system may have been instrumental in helping Iran evade U.S. 
sanctions (and possibly approved by Turkish president Erdogen).  Unlike the developed region, the emerging 
markets region has experienced a pause in overall business sentiment (Figure 8). 

Figure 8: Emerging Market Manufacturing Sentiment Still Expansionary but Has Stalled 

https://www.ft.com/content/04fda7e6-d038-11e7-9dbb-291a884dd8c6
https://www.reuters.com/article/us-china-congress-economy/chinas-focus-on-quality-of-growth-to-be-positive-for-its-ratings-moodys-idUSKBN1CW09G
https://www.reuters.com/article/us-china-congress-economy/chinas-focus-on-quality-of-growth-to-be-positive-for-its-ratings-moodys-idUSKBN1CW09G
https://3dadvisor.com/2nd-quarter-2017-market-commentary-reaching-the-macro-inflection-point/
http://www.zerohedge.com/news/2017-11-30/lira-tumbles-after-zarrab-confirms-erdogan-approved-secret-iran-gold-trade
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The U.S. Dollar Resumes Its Downward Trend 

After seeing some strength in September through mid-November, the U.S. dollar resumed its downward trend 
versus other major currencies, particularly against the yen and euro (Figure 9).  One interpretation of the relative 
strength in foreign currencies versus the dollar is an expectation that the rest of the world is catching up to the 
U.S. with respect to growth prospects and monetary policies, although it appears Japan and Europe are in no rush 
to unwind quantitative easing.   

Figure 9 – The U.S. Dollar Resumes Its Downward Trend 

 

Shorting Volatility Seems to Be About as Popular as Trading Bitcoin 

As of the time of this writing, U.S. markets are experiencing some volatility due to news that Special Counsel Robert 
Mueller has reached a plea agreement with former Trump national security advisor, Mike Flynn. The prospect of 
Mueller’s probe reaching further into the Trump inner circle could give investors pause in pricing in lower volatility.  

http://www.atimes.com/article/dont-fear-bank-japan-taper-just-yet/
https://www.bloomberg.com/news/articles/2017-11-20/ecb-is-said-likely-to-take-small-steps-in-guidance-on-qe-exit-ja8jwyf5
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Through 11/30/2017, the Proshares Short Volatility ETN (SVXY) was up an astounding 148% as implied S&P 
volatility (VIX) hit a new low of 9.16 in early November (Figure 10).   

Figure 10 – Implied S&P Volatility Hit a New Low in Early November 

 

In an upcoming piece, 3D will be discussing some of the main risks we see heading into 2018, one of which is the 
prospect of Mueller indictments affecting the Trump presidency, but we believe the primary risk is how the Federal 
Reserve manages interest rate policy in a period where it appears growth activity is heating up. 

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 December 
1, 2017 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. 

 

 


