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October 2019 Market Commentary: Tearing at the Seams? 

 

 
 

Data Source: Bloomberg 

October 2019 Highlights: 

 Global stocks posted positive returns (MSCI All-Country World Index or ACWI up 2.7%). Japan, 
Emerging Markets, and Pacific ex Japan led major regions (up 4.9%, 4.2%, and 4.0%, 
respectively) while the U.S. lagged (S&P 500 up 2.2%).  

 Overall, it was a decent month for global equities as recession fears receded and optimism grew 
over resolution to U.S./China trade conflict and BREXIT.  Emerging Markets have recovered on 
renewed optimism over global trade, pension reform in Brazil, and a Russian-brokered ceasefire 
between Turkey and Syria.   

 U.S. small caps had led large caps up until the last week of the month.  Value narrowly 
outperformed growth after having given much of its relative performance at the end of the month 
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(Figure 12).  S&P Small Cap returned 1.9% vs. 2.2% for the S&P 500 while S&P Pure Value 
returned 1.0% vs. 0.7% for Pure Growth; both styles underperforming the broader market.   

 The healthcare sector recovered from its underperformance in September to lead all major sectors 
along with technology and communication services, the latter benefiting from strong 3Q earnings 
releases.  Defensive sectors (real estate, consumer staples, and utilities) lagged, partly driven by 
the rise in interest rates; energy lagged due to the drop in oil prices. 

 Among factors, Quality was the only factor to outperform the broader market while the other factors 
underperformed. 

 Fixed income was marginally up in October as the 10-Year Treasury Yield settled at 1.69% (down 
from an intramonth peak of 1.84%), nearly unchanged from the beginning of the month.  The U.S. 
Bloomberg/Barclays Aggregate Index returned 0.3% in October.   

 High yield posted a positive month as corporate credit spreads remained stable despite the 
continued sell-off in energy credit.   

 Commodities gave up a chunk of their gains towards the end of the month but finished with a 
positive return of 1.2% while Precious Metals rallied following the Fed meeting to end up 3.3%. 

 Bullish investors betting on further market advances are increasingly paying up for ‘safer’ 
participation by hiding out in the more defensive, higher quality segments of the market, while 
waiting for the earnings picture to improve in 2020.   

 Market advances amidst a decline in U.S. trade activity is not sustainable, and the Fed may find 
itself backed into a corner if the U.S./China trade dispute is not resolved such that U.S. tariffs no 
longer pose an overhang on business investment. 
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Tearing at the Seams? 

 

Source: istockphoto.com 

Markets Push Higher as More Troubles Begin to Surface 
Global equity markets advanced following the September recovery helped by increased prospects of a 
trade-lite deal between the U.S. and China that would delay the imposition of U.S. tariffs on $300 
billion of Chinese imports covering consumer goods.  However, U.S/China trade tensions flared up 
towards the end of October as Chinese officials expressed doubts that a long-term trade deal could be 
reached as well as their insistence that any trade-lite deal include the removal of U.S. tariffs.  As a 
result, a bit of ‘risk-off’ helped turn global equity and corporate credit markets lower at the end of the 
month. 

It’s becoming more evident that trade uncertainty, which affects business investment appetite, is 
affecting U.S. economic growth.  3rd quarter real U.S. GDP grew at an annual 1.9% rate, as strong 
consumption and housing continues to offset weak business spending and net exports.  As long as 
U.S. consumption remains resilient in the face of weakening business sentiment, then the U.S. 
economy could settle into a ‘Goldilocks’ state characterized by steady non-inflationary growth and full 
employment. However, this yawning chasm between consumption and business can only stretch so 
far; U.S. consumption and employment will eventually be dragged down by a deteriorating global 
business environment.   

https://www.wsj.com/articles/stocks-wobble-after-fed-signals-pause-in-further-rate-cuts-11572514720?mod=searchresults&page=1&pos=1&mod=article_inline
https://www.wsj.com/articles/u-s-economy-grew-at-1-9-rate-in-third-quarter-11572438761
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Political developments such as U.S. House-led impeachment inquiry of the Trump Administration, the 
call for U.K. elections to be held on December 12 (raising the prospects of a Hard or delayed 
BREXIT), and continued electoral defeats of mainstream political parties in local European elections 
serve as additional market overhangs as political uncertainty can exasperate an already skittish 
business community from making significant investments.  The post-World War II Western democratic 
regime dominated by mainstream political parties appears to be tearing at the seam as the West 
grapples with slow growth, aging demographics, and dependence on China trade.  Populist-fueled 
angst, whether due to unchecked immigration, stagnant wage growth amidst a hollowing out of the 
middle class, or general distrust of governing institutions threatens to reverse the globalization that 
has taken place over the postwar period.   

And a healthy market shouldn’t require the U.S. Federal Reserve to sharply reverse course on 
monetary policy by easing rates and intervening in the repo market, resulting in a resumption of Fed 
balance sheet growth (Figure 1) after a year of contraction (see our 3Q2019 Market Commentary, 
“Embrace the Mid-Cycle and Don’t Fear the Repo” for a detailed breakdown of the Fed’s intervention 
into the repo market).  As the intervention morphs into a ‘permanent’ presence by the Fed, investors 
are seeking the location of stresses within the financial system and the identify of those most at risk 
who would require a Fed lifeline.   

Figure 1 – Not ‘QE’ as Fed Expands Balance Sheet with Repo Market Support 

 
Source: Bloomberg 

For fear of mixing metaphors around cholesterol and plumbing, whenever key conduits within the 
financial system get clogged, investors start wondering what is causing the clogging.  The Fed, as the 
backstop plumber, has helped clear the clogs, but questions linger whether financial cholesterol (i.e. 
excess leverage), whose plaque build-up has produced the clogs, poses longer-term risks to the 
stability of the financial piping (i.e. are the financial arteries so damaged that a bypass is needed?). 

https://www.wsj.com/articles/election-raises-new-questions-about-the-u-k-s-union-11572548950?mod=cx_picks&cx_navSource=cx_picks&cx_tag=contextual&cx_artPos=2#cxrecs_s
https://www.wsj.com/articles/merkel-party-suffers-poll-blow-in-fragmenting-east-11572204357
https://markets.businessinsider.com/news/stocks/why-fed-repos-capital-injections-might-not-calm-liquidity-fears-2019-10-1028643549
https://3dadvisor.com/3q2019-market-commentary-embrace-the-mid-cycle-and-dont-fear-the-repo/
https://3dadvisor.com/3q2019-market-commentary-embrace-the-mid-cycle-and-dont-fear-the-repo/
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Are the clogs (stresses) coming from financial counterparties that have significant exposure to the 
leveraged alternative investment community (Lime Asset out of South Korea the latest hedge fund to 
‘freeze’ withdrawals)?   Are they coming from a backup in leveraged loan warehouses financed by 
Wall Street (another bag about to burst at the seam), where end investor demand, outside of 
collateralized loan obligations (CLOs), has largely disappeared in the face of lower Fed funds rates 
and diminished credit quality and covenant protections?  Are they coming from over-levered energy 
companies whose credit risks have widened relative to the broader credit markets (Figure 2) in the 
face of declining oil prices?  What other stresses (i.e. the next Woodford or Lime) are lurking in the 
wings? 

Figure 2 – Outside of the Energy Sector, Corporate Credit Spreads Remain Stable 

 

In any event, given the prevalence of leveraged investment vehicles as the primary source of marginal 
demand for increasingly dodgy credit (30% of leveraged loan issuers labeled as “weak links” by the 
rating agencies), there are renewed questions over whether the financial system can withstand a 
wave of downgrades that would trigger provisions that limit high risk exposures resulting in a wave of 

https://www.bloomberg.com/news/articles/2019-10-14/korea-s-top-hedge-fund-freezes-more-redemptions-on-cash-crunch
https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/leveraged-loan-news/sp-weakest-links-tally-at-10-year-high-suggesting-more-defaults
https://www.telegraph.co.uk/technology/2019/10/22/collapse-woodford-having-chilling-effect-funding-uk-science/
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selling.  Recall that downgrade rating risk, not rising defaults, is what helped trigger last year’s sell-off 
in corporate credit.  And downgrade risk is increasing as evidenced by Figure 3. 

Figure 3 – Accelerating Downgrades within Leveraged Loans 

 

Deterioration in the CLO market can be seen in Figure 4, particularly the lower-rated, riskiest 
tranches.  One may expect further stresses in the repo market if the CLO deterioration continues.   

Figure 4 – Ratings Downgrade Risk Putting Pressure on CLO Tranches 
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However, barring any major evidence of a credit-driven blockage, the consensus view on repo market 
stress holds that excessive bank regulations combined with aggressive Treasury bill issuance are the 
major causes behind the repo market disruptions.  Major banks point towards regulations that require 
them to hold enough capital to withstand an economic downturn “from releasing additional capital” to 
support the repo markets, and the banks may get some regulatory relief with respect to the makeup of 
such required reserves.  So, the Fed’s intervention has stabilized the repo market for the time being, 
but the Fed’s continued presence and further capital injections may contribute to the unease as 
investors seek to discern where the financial trouble spots are located.   

Fed Cuts Rates Again in October But Still Insists on ‘Pausing’ 

As widely expected, the Fed cut its benchmark rate following the October meeting.  However, two 
voting member dissents and the post-meeting press conference indicate that the Fed does not expect 
to cut rates any further, barring a major growth scare.  Fed Funds futures (Figure 5) are not giving 
much credence to the Fed’s ‘pause’ stance as the markets are anticipating 1-2 rate cuts in 2020 with a 
forward rate near ~1.25% towards year-end 2020.  We suspect that progress (or lack of) around 
U.S./China trade discussions and global political developments (impeachment, Brexit) will influence 
the Fed’s decision as much as U.S. economic data and financial conditions.  

Figure 5 – Fed Funds Futures Implying 1-2 More Rate Cuts Throughout 2020 

 
Source: Bloomberg 

After having reached an intramonth peak of 1.84%, the 10-Year U.S. Treasury Yield dipped to 1.69% 
following the Fed decision.  Although the yield curve (2-10 year term structure) remains positive 
(Figure 6), this is largely a result of short-term rates moving lower in anticipation of where the bond 
market believes Fed funds will be 1-2 years from now (levels much lower than what the Fed is 
communicating).  In addition, inflation expectations implied by the spread between U.S. Treasury 
Inflation-Protection Securities (TIPS) versus nominal Treasuries suggests the Fed’s insistence on a 
rate-setting pause will only sow the seeds for deflationary pressures down the road.   

  

  

https://markets.businessinsider.com/news/stocks/treasury-sec-mnuchin-open-to-relaxing-financial-crisis-bank-laws-2019-10-1028641183
https://www.wsj.com/articles/fed-cuts-rates-by-quarter-point-11572458556
https://www.wsj.com/articles/fed-cuts-rates-by-quarter-point-11572458556
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Figure 6 – Drop in Inflation Expectations Following Fed ‘Pause’ Decision Imply Higher 
Chance of a ‘Policy Mistake’  

 

This is not to suggest there are no signs that the Fed’s monetary actions aren’t having their intended 
effect as far as U.S. dollar strength is concerned (Figure 7).  A recovery in Chinese bond rates and 
currency also suggest that some sort of recovery is taking place in China.   

Figure 7 – Fed’s Rate Cuts and Balance Sheet Expansion Helps Weaken the U.S. 
Dollar; Rise in Chinese Bond Rates Also Signals Easing Financial Pressures 

  
Perhaps China industrial activity has turned the corner with an unexpected recovery in the Caixin 
China Manufacturing PMI (private survey as opposed to the public PMI survey – Figure 7).   
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Figure 8 – Has China Manufacturing Turned the Corner? 

 
Source: Bloomberg 

As we wrote in “Markets at a Standoff,” market advances in equities and corporate credit are masking 
increased signs of trouble underneath. Bullish investors betting on further market advances are 
increasingly paying up for ‘safer’ participation by hiding out in the more defensive, higher quality 
segments of the market, while waiting for the earnings picture to improve in 2020.  Market advances 
amidst a decline in U.S. trade activity is not sustainable (Figure 9), and the Fed may find itself backed 
into a corner if the U.S./China trade dispute is not resolved such that U.S. tariffs no longer pose an 
overhang on business investment.   

Figure 9 – Can U.S. Stocks Remain Divorced from the Decline in U.S. Export Activity? 

 

https://3dadvisor.com/markets-at-a-standoff/
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Finally, there are increasing signs that earnings (Figure 10) are starting to top out for the major 
developed markets (S&P 500, MSCI Europe, MSCI Japan) although a recovery in earnings growth is 
being forecasted for emerging markets (MSCI EM and MSCI EM Small Cap) and U.S. small caps 
(Russell 2000).  3D has maintained that further market advances will likely be more driven by earnings 
growth rather than multiple expansion as most regions are trading near cycle highs on forward 
price/earnings valuations.   

Figure 10 – Are Earnings (White Lines) Topping Out for Major Developed Markets? 

 
Source: Bloomberg 

October 2019 Market Review 

The September reversal (value over growth, small over large, ex-U.S. over U.S) continued into 
October but reversed sharply towards the end of the month due to a combination of strong earnings 
releases from bellwether technology companies and reaction to the Fed October meeting.  Overall, it 
was a decent month for global equities as recession fears receded and optimism grew over resolution 
to U.S./China trade conflict and BREXIT.   

Global stocks posted positive returns (MSCI All-Country World Index or ACWI up 2.7%). Japan, 
Emerging Markets, and Pacific ex Japan led major regions (up 4.9%, 4.2%, and 4.0%, respectively) 
while the U.S. lagged (S&P 500 up 2.2%) (Figure 11). Emerging Markets continue to recover from the 
August sell-off over renewed optimism over global trade, pension reform in Brazil, and a Russian-
brokered ceasefire between Turkey and Syria.   

  

S&P 500 

MS Europe 

MS Japan 

MS Emerging 
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Russell 2000 
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Figure 11 – Emerging Markets, Europe, and Asia Led All Major Regions in October 

 

U.S. small caps had led large caps up until the last week of the month.  Value narrowly outperformed 
growth after having given much of its relative performance at the end of the month (Figure 12).  S&P 
Small Cap returned 1.9% vs. 2.2% for the S&P 500 while S&P Pure Value returned 1.0% vs. 0.7% for 
Pure Growth; both styles underperforming the broader market.   

Figure 12 – U.S. Small Cap and Value Narrowly Outperform Large and Growth 

 

The healthcare sector recovered from its underperformance in September to lead all major sectors 
along with technology and communication services, the latter benefiting from strong 3Q earnings 
releases.  Defensive sectors (real estate, consumer staples, and utilities) lagged, partly driven by the 
rise in interest rates; energy lagged due to the drop in oil prices.        
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Figure 13 – Healthcare, Technology, and Communication Services Led Major Sectors 

 

Among factors, Quality was the only factor to outperform the broader market while the other factors 
underperformed (Figure 14).  Quality seems to be benefiting from an earnings/profitability scarcity as 
investors flock to companies deemed to have strong competitive positioning.   Minimum Volatility 
continued its underperformance from September as investors recover their risk appetite from the 
August sell-off.   

Figure 14 – Quality the Only Factor to Outperform the Broader Market 

 
Fixed income was marginally up in October as the 10-Year Treasury Yield settled at 1.69% (down 
from an intramonth peak of 1.84%), nearly unchanged from the beginning of the month.  The U.S. 
Bloomberg/Barclays Aggregate Index returned 0.3% in October (Figure 15).  High yield posted a 
positive month as corporate credit spreads remained stable despite the continued sell-off in energy 
credit.  Emerging market debt benefited from the emerging market rally and a weaker U.S. dollar. 
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Figure 15 – Flat Month for U.S. Investment Grade Fixed Income 

 

Commodities gave up some of their gains towards the end of the month but finished with a positive 
return of 1.2% while Precious Metals rallied following the Fed meeting to end up 3.3% (Figure 16).   

Figure 16 – Commodities Gave Up Early Month Gains at the End of October 

 

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.   
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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 November 1, 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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