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Data Source: Bloomberg 

Highlights: 

• Developed markets were moderately down in October partly in response to rising rate anxieties prompted 
by perceived shifts in global central bank policy and rising inflation expectations.   

• Emerging markets continued to extend their leadership over developed as the region largely shook off 
rate anxieties and a stronger U.S. dollar.  

• Uncertainty around ongoing support for global quantitative easing has led to a pullback in interest-
sensitive assets such as precious metals, REITs, utilities/telecom, and fixed income debt.  Bucking the 
trend in the bond market sell-off is high yield as investor appetite for credit risk remains strong despite 
rising interest rates.   

• Following a rally at the end of the 3rd quarter, U.S. and European bonds renewed their sell-offs with the 
10-year U.S. Treasury yield rising to 1.83% and the German 10-Year Bund yield rising to 0.17%.  The 
Dollar Index Spot (DXY) rose to a YTD high of 98.45 with most of the gains realized in October.     
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• From a sector standpoint, there were few places to hide as only the financial sector (benefiting from the 
steeper yield curve) posted a meaningful positive return for the month.   

• Could improvements in emerging markets export a whiff of inflation as the developed markets continue to 
find sustainable growth traction? Some strategists are now bringing up the dreaded stagflation scenario 
where rising costs depress future business activity.   
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October 2016 Market Commentary: Who’s Afraid of a Little Inflation? 

This month saw a return to volatility of some sort, this time in the fixed income space due to questions over 
ongoing central bank support of quantitative easing combined with incipient signs of higher inflation.  Recall that 
at the end of our September 2016 market commentary, we wrote: 

“A new cycle of capital spending followed by global fiscal stimulus programs (in response to the global populism driving 
the 2016 election season) would not only extend this long-in-the-tooth business cycle but could also lay the seeds for 
future inflation.  Labor costs are already making their way through the production channel, and the fruits of renewed 
capital spending will take time to bear out.  Hence, we may be entering a period of long-term interest rates leaking higher 
as they track long-term inflation expectations.  We put this as a distinct possibility but not as our base case as we head 
into 2017.  So far, the market doesn’t see an inflation problem (Fed Funds futures are barely pricing in one rate hike in 
2017 assuming we see a rate hike in December), and we’re inclined to go with the market until there is a shift in 
expectations.”   

Well, this month we’ve started to see a ‘shift in expectations’ with rising inflation being priced into the Treasury 
Inflation Protection Securities (TIPS) as the break-even rate between nominal Treasuries and TIPs breaks higher 
(Exhibit 1). The break-even rate is approaching 2% which is the Federal Reserve’s long-term inflation target for 
rate normalization.  Notice, that the TIPs breakeven had been well above 2% in 2014 and early 2015, but weak 
economic data, plunging commodity prices, and global macro uncertainty have kept the Federal Reserve on 
pursuing a schedule of rate hikes towards rate normalization.  This time the bond market seems to be signaling 
that there is little deflationary risk should the Fed (or Europe and Japan) start to ‘ease off’ on quantitative easing 
and the push towards negative rates.   

https://3dadvisor.com/the-pundit-populist-disconnect-let-them-eat-data/
http://blogs.barrons.com/incomeinvesting/2016/09/20/goldman-expects-wage-growth-to-lead-to-higher-inflation/?mod=BOLBlog
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Exhibit 1 – Inflationary Signal Breaking Out Sooner Than Expected 

 

With respect to sector performance, the reason why financial stocks have taken the yellow jersey on sector 
leadership (Exhibit 2) is due to the steepening of the yield curve which makes long-term lending and financing 
more profitable (Exhibit 3).  Granted the steepening is off the Brexit lows back in July, but the speed of the 
steepening has led to a quick rotation into financials – a post-2008 sector underperformer up until now. In 
addition, the so-called butterfly spread which measures the spread between the belly of the curve (intermediate 
5-year range) versus the tails (short and long-term rates) is trading at negative levels which suggests fixed income 
investors are comfortable with Fed rate policy; negative levels indicate investors are willing to aggressively play 
the roll-down due to the inherent steepness between short- and intermediate rates despite the Fed embarking on 
a tightening schedule.   

Exhibit 2 – Financials Benefiting from Steeper Yield Curve but Rate-Sensitive Sectors Underperform 

 

 

Exhibit 3 – The Yield Curve Steepens but Investors Still Prefer the Intermediate (Belly) Part of the Curve 
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So, in a nutshell, rates are “leaking” higher just as we posited in the prior market commentary, but the bond 
market seems to be comfortable with the current “gradual” pace of rate hikes.  Indeed, equity and fixed income 
investors may be worried about the upcoming December rate hike as bond-proxy assets such as REITs, utilities, 
and telecom stocks underperform, but not overly concerned that would precipitate a ‘1994’ or ‘2013’ violent sell-
off in fixed income.   

Some Challenges Burrowing Underneath the Surface 

It was another good month for Japan and Emerging Markets as they continued their recent leadership among the 
major regions (Exhibit 4).  Among the three major blocs (U.S., Europe, Japan), Japan did not see a rise in long-term 
interest rates despite targeting 0% on the 10-Year Government Bond (JGB).  With the yen weakening against the 
U.S. dollar, Japan’s export-oriented sectors helped that country’s market lead all the major regions. In addition, 
Japan’s financial sector is benefiting from a rise in global rates.  Emerging markets are benefiting from the 
improving global macro picture and stable commodity prices.  Europe and the U.S. underperformed due to a 
combination of mixed earnings (Apple reported its first revenue decline in 15 years) and concerns over rising 
yields.  It remains to be seen how many global equity funds started the year with overweights to Japan and 
Emerging Markets.     

Exhibit 4 – Japan and Emerging Markets Lead Major Regions 

https://www.factset.com/websitefiles/PDFs/earningsinsight/earningsinsight_10.28.16
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Within the U.S., outside the bond-proxy sectors, health care came under renewed pressure due to prospects of a 
moderation in price increases in response to consumer backlashes and the threat of government scrutiny.  The 
strong U.S. dollar is also starting to hurt U.S. large caps although large caps outperformed small caps this month 
as did value over growth (Exhibit 5); again, this can be explained by the outperformance of financials versus all the 
other sectors.  Unless you ran a financial sector fund this month, you most likely struggled to keep up with the 
markets this month.  Indeed, the HFRX Global Hedge Fund Index was down 0.49% for the month, breaking a 
streak of seven consecutive months of positive performance.   

Exhibit 5 – Financials Can Explain Large Outperforming Small and Value Over Growth 

 

Finally, not much can be gleaned from factor performance this month (Exhibit 6).  Low Volatility held up well 
despite the underperformance of rate-sensitive sectors such as utilities.  Quality and Momentum performed the 
worst, likely dragged down by health care and consumer discretionary (Amazon also had a poor release).  
However, the breadth of underperforming strategies will serve as a headwind on traditional active manager 
performance (perhaps we were a little too soon on calling for a turn in the cycle).   

Exhibit 6 – Value Outperforms but Most Factors Performed Close to S&P 500 

http://www.wsj.com/articles/backlash-against-drug-prices-hit-manufacturers-and-middlemen-1477684366
http://www.wsj.com/articles/backlash-against-drug-prices-hit-manufacturers-and-middlemen-1477684366
https://3dadvisor.com/dont-call-it-a-comeback/


  

Market Commentary 

October 2016 
   

7 

100 Constitution Plaza, Suite 700, Hartford CT 860.291.1998 | www.3DAdvisor.com 
 

 

Aren’t You Ignoring Something? 

Yes, we are intentionally not commenting on what precipitated the late month sell-off (the so-called FBI October 
Surprise).  Back in August, we wrote about how investors should not be fixated on electoral outcomes when 
positioning for the long-term (You’re Asking the Wrong Question).  We will repeat what we wrote at the end of 
the article: 

“The right question investors should be asking is “Am I comfortable with my current risk positioning given the air of 
uncertainty surrounding the current political climate?” First, in making this assessment, check to make sure your political 
biases are not unduly affecting your investment decisions.  Second, revisit your time horizon for making risky investments 
such as equity investing.  If it is less than 10 years, then your investments may not be able to ride out the volatility that 
can come from risky investments.  If the markets do sell off, it will be more likely due to forces beyond which presidential 
candidate prevails in November.  Third, consider diversification.  The U.S. market is not the only stock market to invest in 
– there are plenty others, particularly in regions less susceptible to populist movements.” 

Clearly, the market has a bias towards a specific outcome, but we would argue this is more a short-term reaction 
as the markets cannot predict the future on what, if any, the impact will be from whichever party prevails in 
November. 

 

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 November 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. 

 

http://www.barrons.com/articles/fbis-october-surprise-rocks-stocks-1477715725
http://www.barrons.com/articles/fbis-october-surprise-rocks-stocks-1477715725
https://3dadvisor.com/how-should-investors-position-for-this-years-election-youre-asking-the-wrong-question/

