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3rd Quarter 2019 Market Commentary: Embrace the Mid-Cycle and Don’t Fear the Repo 

 

 

 
 

Data Source: Bloomberg 

September 2019 Highlights: 

 Global stocks posted positive returns (MSCI All-Country World Index or ACWI up 2.1%) for the 
month.  Japan and Europe led major regions (MSCI Japan and Europe up 4.0% and 2.7%, 
respectively) while Emerging Markets, Pan-Asia, and the U.S. lagged (up 1.8-1.9%).  

 This month saw a reversal of fortune as what didn’t work in July/August outperformed in 
September and vice versa. However, a good chunk of this reversal ‘reversed’ itself during the 
second half of the month, likely due to concerns over the state of the repo market, lack of trade talk 
progress, and Japan following through on an increase to its consumption tax.   
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 Throughout the quarter, broader Asia continues to bear the brunt of a breakdown in global trade as 
well as rising escalations between the Chinese government/Hong Kong Governing Authority and 
pro-democracy protesters. 

 September also witnessed a significant reversal with U.S. small caps outperforming large and 
value outperforming growth.  S&P Small Cap returned 3.0% vs. 1.9% for the S&P 500 while S&P 
Pure Value returned 6.0% vs. 0.3% for Pure Growth.   

 There was some reversal effect observed in relative sector performance with cyclical sectors and 
utilities outperforming growth and other defensive sectors 

 High Dividend and Value factors participated in the September reversal with Momentum lagging. 
 Fixed income experienced a modest loss in September as the 10-Year Treasury Yield shot up to 

1.9% from 1.50% at the beginning of September before settling at 1.67% at the end of the month.  
The U.S. Bloomberg/Barclays Aggregate Index returned -0.5% in September although it was down 
as much as 2% earlier in the month.   

 High yield posted a positive month as corporate credit spreads rallied from the sell-off in August, 
although the continued sell-off in high yield energy is somewhat concerning. 

 Precious metals gave back their July/August gains losing 3.9% while commodities initially spiked 
over the drone attack on a major Saudi Arabian oil installation, but then gave back those gains as 
the worst fears over oil supply disruption did not materialize. 

 Consensus analyst estimates are expecting a recovery in S&P company earnings in CY2020, 
forecasting 10.5% earnings growth on top of 5.7% revenue growth.  Economists may be expecting 
a recession soon, but not Wall Street. 

3rd Quarter 2019 Highlights: 

 The 3rd quarter saw U.S. stocks and bonds (once again) outperform the rest of the world as 
investors fled to the high ground of U.S. safe-haven assets amidst a backdrop of global economic 
uncertainty.    

 During the quarter, investors grew increasingly anxious over a lack of progress in U.S./China trade 
negotiations and the imposition/threat of additional tariffs (not to mention the escalating protests in 
Hong Kong) as well as the drawn-out Brexit drama that is now in its fourth year since British voters 
passed a referendum to exit the European Union. 

 Global markets recovered in September from the August swoon characterized by the strong 
outperformance of 'low volatility' interest-sensitive equities, such as utilities, real estate, and 
consumer staples.   

 The MSCI All-Country World Index (ACWI) returned -0.03% for the quarter.  Japan and the U.S. 
generated positive 3rd quarter returns while Europe and Emerging Markets posted negative 
returns.  Much of the world is feeling the effects from the U.S. China trade-war as well as lower 
import demand from China, a strong signal that the Chinese economy is experiencing a slowdown.   

 For the quarter, U.S. large caps outperformed small caps while value marginally outperformed 
growth.    

 Sectors that benefited from lower interest rates such as utilities, real estate, and consumer staples 
outperformed growth and cyclical sectors (health care and energy sectors were down for the 
quarter).  
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 Precious metals benefited from the flight-to-quality while commodities were hurt over concerns of 
slowing global economic activity.  Over the past year, oil prices have dropped from $73/barrel to 
$54/barrel at the end of the quarter. 

 Despite the risk-on behavior in global equities, fixed income also performed well, largely in 
response to more dovish policy stances taken by the ECB and the Fed following their respective 
June meetings.  Foreign currency bonds also benefited from a weaker U.S. dollar while High Yield 
benefited from spread tightening.   

 U.S. Treasury Yields dropped to 1.62% at quarter-end, down from a year-to-date high of 2.78%.  
This drop has contributed to a strong quarter for the Bloomberg Barclays U.S. Aggregate Bond 
Index which returned 2.3% and is up 8.5% for the year.   

 Corporate credit posted a positive return for the quarter although it could not keep up with the rally 
in U.S. Treasuries.  U.S. High Yield returned 1.3% for the quarter and is up 11.4% for the year. 

 As the third quarter came to a close, many macroeconomic issues remained unresolved with an 
impending U.S. House of Representatives impeachment initiative looming on the horizon.  As 
global government bond yields drop in the face of slowing manufacturing activity, investors are 
climbing a wall of worry that continues to push U.S. markets higher but driven by safe-haven, 
defensive sectors. 
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Embrace the Mid-Cycle and Don’t Fear the Repo 

 

Source: istockphoto.com 

“Seasons don’t fear the [REPO]…Nor do the wind, the sun or the rain, we can be like they 
are…” 

- Blue Oyster Cult, “(Don’t Fear) the Reaper,” with all apologies from 3D 

A Brief Recap of the Events that Drove 3rd Quarter Volatility 
Readers of our monthly market commentary throughout the third quarter will note a thematic pattern 
emerging, namely the ongoing debate as to whether the U.S. economy is experiencing a “mid-cycle 
adjustment” (as coined by Fed Chairperson Jerome Powell) or is on the precipice of a recession 
driven by a slowdown/contraction in global manufacturing.  Despite the cumulative case being built for 
a global downturn, the U.S. equity market remains resilient as it posted a modest positive return for 
the quarter, albeit driven by defensive, interest-rate sensitive segments of the market.    

In our July 2019 Market Commentary, we first highlighted Powell’s mid-cycle reference made during a 
press conference following the July meeting where the Fed cut its overnight benchmark rate by 
0.25%, albeit reluctantly, reversing a 2-year long campaign to normalize monetary policy by raising 
interest rates and curtailing quantitative easing.  Hawkish Fed governors tried to spin this rate cut as 
‘insurance’ should the U.S. economy start to slow down; however, global interest rates began a 
precipitous drop as investors reacted to the European Central Bank’s resumption of quantitative 

https://3dadvisor.com/wp-content/uploads/2019/08/July-2019-Market-Commentary.pdf
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easing (balance sheet expansion) and commitment to drive interest rates further into negative 
territory.   

As of 9/30/2019, Fed Funds futures are pricing in a strong probability that the Fed will cut rates again 
by year-end and are pricing another rate cut in early 2020 (Figure 1).  Over the course of the 3rd 
quarter, we’ve witnessed a ping-pong match between the Fed and global market bond investors as 
the latter are anticipating a negative deflationary feedback loop of investor demand for deflationary 
safe-havens like U.S. dollar-denominated assets driving the U.S. dollar higher, which in turn is putting 
a liquidity squeeze on overseas borrowing and trade financing.  Throughout the quarter, most of the 
Fed governors have circled the wagons around ‘mid-cycle adjustment’ and ‘insurance rate cuts’, but 
the Fed has been following the bond market’s lead as the Fed cut the benchmark rate again at the 
September meeting.   

Figure 1 – Fed Funds Futures Implying Two More Rate Cuts Through 1st Half of 2020 

 
Source: Bloomberg 

In our August 2019 Market Commentary, we noted a number of major events that drove market 
volatility that helped push the 10-Year U.S. Treasury yield to a cycle low of 1.50% as investors rushed 
to safe haven assets.  These events included the escalation of trade tensions between the U.S. and 
China and between Japan and S. Korea; the ongoing Brexit drama; Hong Kong protests and 
disruptions to Pan-Asia capital raising/deployment; sell-off of the Argentinian peso following primary 
elections, and downward slides in global manufacturing sentiment surveys.  Investors flocking to the 
safe haven of sovereign debt helped drive nearly $17 trillion global bonds to be priced with negative 
yields.   

In the August commentary, we also took a macro inventory of tailwinds and headwinds that could 
either help maintain the mid-cycle phase of the U.S. economy or push it over the edge into recession.  
Among tailwinds, we highlighted how well corporate credit spreads were behaving, suggesting no 
major credit stresses among highly-levered borrowers, subdued market volatility (as implied by the 
difference between implied volatility priced into options versus realized volatility), better than expected 
2Q2019 earnings reported by U.S. companies, and strength in global consumer/services sentiment.  
Investors weren’t sure what to make of the August volatility as it ‘seemed’ the global economic 
backdrop remains stable outside of global manufacturing and trade.  

And as we entered September, it seemed that many of the bricks comprising the wall-of-worry were 
starting to crumble as safe haven assets had dramatically underperformed cyclical, market-sensitive 
assets in the early part of the month.  U.S. employment data reveals a strong labor market 

https://3dadvisor.com/wp-content/uploads/2019/09/August-2019-Market-Commentary-2.pdf
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characterized by a sub-4% unemployment rate, progress in U.S./China trade discussions, optimism 
over a modified Brexit deal that can pass U.K. parliament, and continued strength in U.S. consumption 
and housing.  In addition, global central banks are expressing doubts that much more can be done on 
policy to offset deflationary weakness and that governments should explore fiscal stimulus measures.  
Finally, oil prices spiked following a drone attack on one of Saudi Arabia’s larger oil exploration sites, 
providing an additional impetus to the rally in cyclically-sensitive sectors.    

Add Repo Market Disruptions to the List of Mid-Cycle Wall of Worries 
But then new bricks to the wall-of-worry emerged in the form of disruptions to the overnight secured 
collateralized lending market (a.k.a. the repo market), a key short-term cash market where banks 
borrow to fund operations such as bond trading.  Throughout September, this market saw significant 
spikes in the cost of borrowing overnight using repurchase (repo) agreements (along with falling bank 
reserves), where such lending is typically collateralized with Treasury securities.  Such spikes are 
highly unusual and suggest a potential breakdown in the financial plumbing that could exacerbate a 
slowdown already seen in global manufacturing and trade.   

Some of the potential causes attributed to the repo market disruption and large cash drains included 
large corporate tax payments and large U.S. debt issuance that prompted many banks to hold onto 
cash rather than lend it out. Yet, investor worries over repo market stresses helped arrest some of the 
risk asset recovery.   

Investors interested in reading a more benign take on the repo market disruptions can read this report 
from First Trust’s economic team. First Trust believes these stresses are not indicative of a major 
breakdown in global overnight lending as the extreme rates observed in the repo market are likely 
occurring at the ‘tail’ indicating no systematic shortages in bank reserves (recall: excess reserves 
stand at $1.4 trillion thanks to Fed balance sheet expansion).  In addition, the post-2008 banking 
regulations that require banks to hold enough liquid reserves to cover a 10% unemployment scenario 
could be exasperating short-term liquidity problems, despite the excess reserves within the banking 
system.   

Regardless, the repo disruption has forced another about-face policy shift on the part of the Fed, 
where it now must directly intervene in the market by injecting reserves to ensure overnight rates do 
not deviate too much from Federal Reserve rates.  As a result, the Fed Balance sheet, after 
contracting over the last two years, has now seen an uptick in assets (Figure 2).  This is yet another 
sign that the Fed is increasingly being yanked by bond market dynamics to loosen monetary policy, 
following two years of interest rate hikes and balance sheet reductions.   

  

https://www.barrons.com/articles/are-central-banks-losing-their-economic-clout-51568419754?mod=past_editions
https://www.ftportfolios.com/blogs/EconBlog/2019/9/30/repo-turmoil
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Figure 2 – Quantitative Tightening No More as Fed Balance Sheet Resumes Expansion 
Following Repo Market Disruptions 

 
Source: Bloomberg 

September also saw some renewed stress in the initial public offering (IPO) market as high-profile 
‘unicorn’ WeWork had to suspend their public offering following a collapse in valuation over investor 
concerns of operating losses and high debt obligations.  The Renaissance IPO Index collapsed in 
September following a strong rally throughout the first half of 2019 (Figure 3). 

Figure 3 – Fade the Unicorn as the Renaissance IPO Index Pulled Back in September 

 
Source: Bloomberg 
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The collapse in WeWork is especially notable since the ‘co-working’ space leasing model has been 
called out by the Fed as posing a potential risk to the stability of the commercial lending market.  
Boston Fed President Eric Rosengren, although not naming specific companies, singled out the co-
working space model, questioning the economics of “entering into long-term leases to sublet space to 
small, younger firms for shorter terms, which are inherently risky and more vulnerable to an economic 
downturn.”  Rosengren then pointed out the vulnerability faced by the broader banking system as 
“banks could see more defaults and losses on loans to property owners with a higher penetration of 
co-working companies.  All of which would add up to a bigger hit to commercial real estate in the next 
recession.”  Prior to yanking the IPO, WeWork disclosed $47 billion in lease liabilities and that the 
company will need to meet its contractual obligations “including about $10 billion in the next five years” 
despite the company’s negative cash flow.   

Finally, despite the resiliency shown by corporate credit costs in the face of deflationary fears, the 
leveraged loan market is starting to show cracks.  Citing research from Morgan Stanley, the 9/28/2019 
edition of Almost Daily Grant’s informed readers that the “proportion of loans within collateralized loan 
obligations (CLOs) currently trading under 90 cents on the dollar reached 8.1% at the end of 
August…[matching] the levels seen during the December 2018 selloff.” In addition, 4% of loans in the 
S&P/LSTA Leveraged Loan Index traded below 80 (Figure 4).  90 cents is considered a threshold by 
many high yield investors as a ‘stress’ indicator of further credit weakness, while 80 cents is 
considered a threshold for ‘distress,’ an indicator that the borrower is likely going to face a credit event 
within the next year.     

Figure 4 – Leveraged Loan Distress on the Rise 

 

Embrace the Mid-Cycle 
So as not to come across all Debbie-Downer, we want to also highlight some optimistic outlooks on 
the macroeconomic backdrop.  We encourage our readers to listen to the September Advisor Success 
Series podcast with First Trust economist Andrew Opdyke.  First Trust emphasizes the marrying of 
national aggregate data with local data points such as multiple discussions with local businesses.  

https://www.barrons.com/articles/the-federal-reserve-will-get-flak-no-matter-what-it-does-51569023505?mod=past_editions
https://www.barrons.com/articles/the-federal-reserve-will-get-flak-no-matter-what-it-does-51569023505?mod=past_editions
https://www.bloomberg.com/opinion/articles/2019-09-02/wework-ipo-lease-obligations-and-an-ugly-balance-sheet
https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/leveraged-loan-news/healthcare-players-in-leveraged-loan-sector-keep-watch-amid-surprise-billing-battle
http://3dadvisor.libsyn.com/firsttrust-pod
http://3dadvisor.libsyn.com/firsttrust-pod
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Bottom line is that the macro landscape looks better than consensus estimates as near-term 
sentiment is being influenced by trade uncertainty.   

Opdyke points out that businesses have been investing, but mostly in technology investments that 
improve productivity.  This results in stronger inflation-adjusted investments that will not necessarily 
show up in the aggregate economic statistics.  Opdyke acknowledges that business investment is on 
pause until there is clarity on the trade front, but we saw similar pauses during the U.S. government 
shutdowns that occurred in 2013 and 2018.  U.S. tax and regulatory policies should also continue to 
serve as tailwinds.  The investments will not go away but will be delayed until some resolution 
between the U.S. and China takes place.  In addition, the U.S. has made progress with its other 
trading partners (Japan, Mexico, and Canada), and manufacturing output is starting to move out of 
China into other lower cost countries.     

Plus, much of the manufacturing downturn weighing on market sentiment is coming from the 
sentiment surveys like ISM.  These surveys largely reflect the uncertainty stemming from global trade 
tariffs and China.  However, the worst-case scenarios from the tariffs impacts have not panned out 
(yet) as companies will eventually find alternative production venues to China.  In the meantime, 
consumption remains strong and is showing up in employment, housing, retail sales, and services.  
First Trust expects real GDP growth of 3% next year assuming trade resolution, which is higher than 
consensus expectations.  Even without trade resolution, First Trust expects 2% real GDP growth in 
2020 (Bloomberg consensus expects 1.7% growth); certainly, a call away from an outright recession 
as anticipated by consensus economic opinion. 

With respect to Fed policy, First Trust expects one more rate cut this year, but if we get some 
resolution on the trade front, then GDP growth will reaccelerate, taking pressure off the Fed to cut 
rates and causing long-term interest rates to rise.  We shall see, but the more investors are positioning 
for a global recession, the more attractive risk-based assets start to look.     

Will August Represent the Low Point for Earnings Trends?  

Figure 5 displays the latest Bloomberg consensus expectations for earnings trends across major 
markets.  It appears expectations for earnings trends reached a bottom in August for most major 
markets and have started to improve in September, with the sharpest increases seen in U.S. small 
caps, Europe, and Emerging Markets.    
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Figure 5 – Earnings Expectations (White Lines) Improve in September – Will These 
Trends Hold?   

 
Source: Bloomberg 

We should get some clarity on the earnings front as we enter the 3rd quarter reporting season.  2Q 
Earnings declined 4.1% on a year-over-year basis (based on the 10/4/2019 Factset Earnings Insight 
Report), but investors expect a sharp recovery that will put the S&P on track to post positive earnings 
growth for 2019, albeit at a low 1.2% in contrast to the 10% growth expect around this time last year 
(blame the trade war we suppose).  Analysts also seem to share First Trust’s optimism for an earnings 
recovery in CY2020 as they are forecasting 10.5% earnings growth on top of 5.7% revenue growth.  
Economists may be expecting a recession soon, but not Wall Street. 

And despite the flight to sovereign bonds, defensive equities and gold, world market valuations have 
traded in a tight range for much of the year (Figure 6), as investors try to figure out whether the world 
is truly facing a global recession or not.     

  

S&P 500 

MSCI Europe 

MSCI Japan 

MSCI EM 

MSCI EM 
Small 

Russell 2000 

https://www.factset.com/hubfs/Resources%20Section/Research%20Desk/Earnings%20Insight/EarningsInsight_100419A.pdf


 

 
© Copyright 2019 3D ASSET MANAGEMENT. All Rights Reserved Page  11 

Figure 6 – S&P 500 Forward P/E Remains at Elevated Levels as International Markets 
Struggle to Maintain Their Forward Valuations 
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September 2019 Market Review 

This month saw a reversal of fortune as what didn’t work in July/August outperformed in September 
and vice versa. However, a good chunk of this reversal ‘reversed’ itself during the second half of the 
month, likely due to concerns over the state of the repo market, lack of trade talk progress, and Japan 
following through on an increase to its consumption tax.   

Global stocks posted positive returns (MSCI All-Country World Index or ACWI up 2.1%).  Japan and 
Europe led major regions (MSCI Japan and Europe up 4.0% and 2.7%, respectively) while Emerging 
Markets, Pan-Asia, and the U.S. lagged (up 1.8-1.9%) (Figure 7). Throughout the quarter, broader 
Asia continues to bear the brunt of a breakdown in global trade as well as rising escalations between 
the Chinese government/Hong Kong Governing Authority and pro-democracy protesters. 

Figure 7 – Japan and Europe Led All Major Regions in September 

 

September also witnessed a significant reversal with U.S. small caps outperforming large and value 
outperforming growth (Figure 8).  S&P Small Cap returned 3.0% vs. 1.9% for the S&P 500 while S&P 
Pure Value returned 6.0% vs. 0.3% for Pure Growth.   

Figure 8 – Small Cap and Value Enjoy a Reversal of Fortunes 
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There was some reversal effect observed in relative sector performance with cyclical sectors and 
utilities outperforming growth and other defensive sectors (Figure 9). Healthcare stocks have come 
under pressure due to a combination of legal fallouts from the opioid crisis as well as political pressure 
following the Democratic Party primary debates with many candidates voicing support for universal 
Medicare coverage.      

Figure 9 – Cyclical Sectors and Utilities Lead in September 

 

High Dividend and Value factors participated in the September reversal with Momentum lagging 
(Figure 10).  We wrote about the relative attractiveness of High Dividend strategies versus corporate 
credit in early August (“Risk/Reward Shifting in Favor of Dividends as Part of an Income-Focused 
Diet”) although we did not foresee the sharp reversal in factor performance in the early part of 
September.    

Figure 10 – Factor Reversal – High Dividend and Value Lead Major Factors While 
Momentum Underperforms

 

https://3dadvisor.com/risk-reward-shifting-in-favor-of-dividends-as-part-of-an-income-focused-diet/
https://3dadvisor.com/risk-reward-shifting-in-favor-of-dividends-as-part-of-an-income-focused-diet/
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Fixed income experienced a modest loss in September as the 10-Year Treasury Yield shot up to 1.9% 
from 1.50% at the beginning of September before settling at 1.67% at the end of the month.  The U.S. 
Bloomberg/Barclays Aggregate Index returned -0.5% in September (Figure 11) although it was down 
as much as 2% earlier in the month.  High yield posted a positive month as corporate credit spreads 
rallied from the sell-off in August, although the continued sell-off in high yield energy is somewhat 
concerning (Figure 12).     

Figure 11 – Global Sovereign Bond Markets Rally as Rates Decline 

 

Figure 12 – Corporate Credit Spreads Not Blowing Out Unlike Recent Prior 
Recessionary Scares 
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Precious metals gave back their July/August gains losing 3.9% while commodities initially spiked over 
the drone attack on a major Saudi Arabian oil installation, but then gave back those gains as the worst 
fears over oil supply disruption did not materialize (Figure 13).   

Figure 13 – REITs and Precious Metals Benefit from Flight-to-Safety 
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3Q2019 Charts and Exhibits 
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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.   

3D does not approve or otherwise endorse the information contained in links to third-party sources. 3D 
is not affiliated with the providers of third-party information and is not responsible for the accuracy of 
the information contained therein. 

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 of October 7, 2019 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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