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Conclusion

The third quarter saw mixed results for financial markets. 
Economic fundamentals generally remain strong but signs of 
deterioration are starting to emerge. Unemployment currently 
hovers around 3.5%, and inflation is near the Fed’s target of 
2%. However, 3Q GDP growth was under 2% (though the 1.9% 
figure exceeded the 1.7% estimate), and the PMI index has 
been below 50 since August (a reading under 50 is indicative of 
contraction in the manufacturing sector). Overall, the most important 

global trends we see are the following:

 � The U.S.-China trade conflict continues to weigh heavily on both countries as 
talks remain ongoing;

 � The Federal Reserve (“Fed”) reversed course by cutting interest rates and 
further cuts are still possible;

 � The U.S. Treasury yield curve inverted briefly, which historically has signaled a 
recession over the subsequent 12–24 months;

 � Brexit negotiations were extended to January 31, 2020, therefore further 
perpetuating the uncertainty around the UK’s exit from the EU;

 � Negative interest rates continue to grow in prevalence around the world.

The impact of these shifting dynamics is explored further in this newsletter as we 
review third quarter performance and expectations going forward for each of the 
major asset classes.
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FIXED INCOME
The biggest event in 3Q19 was the brief inversion of the two-year U.S. Treasury yield over the 10-year U.S. 
Treasury yield during a few days in August. In addition, the entire German yield curve fell negative as did the 
front half of the Japanese yield curve. All of this has been attributed to the persistent global slowdown that 
we have been experiencing over the last decade, driven in large part by the world’s overall aging population. 
While the front quarter of the U.S. yield curve is inverted, the back three-quarters is still upward sloping. 
However, the yield curve may no longer be a reliable recession barometer because much of the longer-dated 
Treasury purchases have come from yield-seeking German and Japanese pensions, not to mention the flight-
to-safety caused by strained U.S.-China trade talks. The 10-year fell from 2% to 1.68% in the quarter, boding 
well for duration as the Agg has returned 8.5% YTD. Bank loans are up 6.4% YTD, high yield up 11.4% YTD 
and emerging markets debt has returned 13.0% YTD.

Opportunities in Fixed Income: 

 � Further rate cuts are not out of the question, though after its cut in late October, the Fed suggested 
additional cuts may be on hold. Nonetheless, maintaining a moderate duration position is still a 
prudent strategy to ensure appropriate diversification, principal protection, and liquidity for investment 
portfolios.

 � Just before both the 2008 housing and 2000 tech crises the 2s/10s and 2s/30s both inverted while 
today the 2s/30s has not yet inverted. While the August 2s/10s inversion is a concern, part of it has 
been driven by Japanese and German investors who are mostly buying longer maturity U.S. Treasuries, 
so our inverted curve currently may have a bit of a false signal within it. Coupled with the fact that 
the 2s/30s is still upward sloping suggests that the current degree of yield curve inversion is at best a 
weak signal for an impending recession and a strong argument for continuing to hold credit, which on 
average is yielding approximately 6% across bank loans, high yield, and EMD.

 � Corporate credit fundamentals are showing moderate-to-cautious valuations. Overall fundamentals 
are mostly supportive, while the relative yields of credit versus Treasuries remain attractive given the 
ongoing low rate environment. While future price appreciation is limited, the income offered from 
credit should prove accretive to portfolio returns. 

Risks in Fixed Income: 

 � MBS are showing some slight deterioration. Recently there was a notable uptick in new consumer 
foreclosures and bankruptcies, as well as serious consumer delinquencies (90+ days) across student 
loans, credit cards, and auto loans. However, none of these levels are what they were in 2007–2008, 
and serious delinquencies for mortgages and home equity are still very low and benign, roughly at 
2004–2005 levels.

 � Within the energy portion of the bank loan and high yield markets, smaller CCC-rated shale issuers 
— which comprise roughly 10% of the U.S. shale market — are finding a difficult time refinancing their 
debt with either equity or debt. We expect more CCC energy spread widening, a continuation of the 
dynamic in 3Q19. Ultimately, this should drive further bifurcation between lower quality credit versus 
high quality. The risk here is that it may drive volatility up. In addition, active management with quality 
security selection will be paramount.

 � There are short-term risks due to the October 27th Argentine presidential election. Pro-business Macri’s 
loss to populist Fernandez was very much expected and was priced into the market, along with an 
eventual credit event in the form of a debt restructuring or a potential default. Argentine bonds are 
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now at 40 cents on the dollar. As such, managers don’t expect much bleed into the rest of the EMD 
markets and EMD indices carry only a 1.75% weight to Argentina. In addition, the Argentine concern 
is idiosyncratic and not systemic, as overall emerging markets debt fundamentals are generally still 
strong.

U.S. EQUITY
U.S. equities finished the quarter up 1.7% in a volatile, macro-focused quarter. While August’s return was 
negative, most indices snapped back in September and October. August marked numerous events that 
unnerved investors starting with the inversion of the U.S. yield curve and ending with several trade policy 
tweets. However, September and October featured glimmers of hope about a trade deal, and interest rate 
cuts from the Fed further fueled equity markets. The S&P 500 is up an impressive 20.6% at the end of the 
third quarter, but these gains could be at risk given the geopolitical calendar for the remainder of the year. 

Outside of geopolitical issues, there are a few trends that we are monitoring closely: the wide performance 
spread of large-cap and small-cap stocks and the performance spread between growth and value stocks. First, 
the trend of large cap outperforming small-cap stocks continued in the third quarter. At the end of September, 
large-cap stocks were outperforming small-cap stocks by 7% for the year. Small-cap stocks generally carry 
more cyclicality and leverage, both of which have been shunned by investors given protectionary trade 
dynamics and a weakening economic backdrop. Lower interest rates and the expectation for further interest 
rates cuts continue to benefit defensive sectors as well as longer-duration assets, creating a bifurcation in 
returns by sector year-to-date. 

Second, there was an almost 10% difference in the performance between value and growth at the end of 
August. This was one of the widest performance spreads seen since 2009. But what goes up must come down 
and there was a huge resurgence in value over September. The rebound lasted only 10 days yet was strong 
enough to make value a winner for the month. Many called for the resurgence of value, but we are more 
cautious. The last value resurgence occurred in the six-week period following the 2016 presidential election 
and the surge died early in 2017. Typically, value rebounds are sustained for many months — not days — so 
we will have more conviction once the relative outperformance of value is more consistent. Regardless, this 
is a pattern that bears watching as the rest of 2019 plays out. 

Opportunities in U.S. Equity: 

 � Domestic small-cap stocks have become progressively cheaper relative to their large-cap peers over 
the year. Within small-cap, the Russell 2000 value index is trading near its lowest relative valuation to 
the Russell 2000 growth index in 19 years. However, smaller companies carry inherently more risk in a 
deteriorating economic environment so low relative valuations may not necessarily lead to a significant 
rebound in relative performance. 

 � Was value’s September rebound the end of a 10-year losing streak? We remain skeptical. The rebound 
thus far could be the result of a technical rebound. We continue to look for signs of sustained 
outperformance in key value fundamental metrics (i.e. price-to-book) before declaring the end of 
growth’s outperformance.

 � Many economically sensitive areas of the market (energy, materials, industrials) are already pricing in a 
recession. Valuations are attractively priced but do carry risk. 

 � Any progress or resolution on trade would be a positive catalyst for the markets.



4

Risks in U.S. Equity:

 � Investors will remain attuned to developments on the trade front. This may lead to significant daily 
volatility.

 � Markets have favored a barbell approach – defensive, low volatility, bond proxy sectors like Real Estate, 
Utilities, and Consumer Staples and higher growth Technology, regardless of higher valuations.

 � Earnings expectations have fallen precipitously over the year. We expect analysts to refine their 
expectations for 2020 by the end of the year. Further realized and expected declines in earnings and/
or manufacturing activity could put further economic expansion at risk, and thus have a dilutive impact 
on equity returns.

 � Declining interest rates can negatively impact Financials, which constitute 20% of the S&P 500. 

NON-U.S. EQUITY
The third quarter of 2019 was challenging for international equities, as there was a clear uptick in volatility 
caused by further trade tension and slowing global growth. All major indices posted a negative quarterly 
return, with the MSCI EAFE down 1.1% and MSCI Emerging Markets down 4.3%.

On a year-to-date basis, international equities are still broadly positive. Developed markets (+12.8%) 
outperformed emerging markets (+7.8%). Within developed markets, large-cap stocks are slightly 
outperforming their smaller peers.  Looking at emerging markets, larger-caps produced stronger performance, 
with small-cap stocks trailing by over 400 bps.

Market volatility in the third quarter was predominately fueled by the ongoing U.S.-China trade escalation. 
In August, the U.S. placed a 15% tariff on $112B of goods and promised to increase existing tariffs to 30% on 
$250B of goods. This resulted in retaliatory tariffs from China; markets oscillated between confidence and 
concern ahead of each trade discussion. 

Beyond U.S.-China trade tensions, there were signs of a brewing trade flare up between Japan and South 
Korea. In July, Japan placed tighter export restrictions on key materials needed for Korean semiconductors, 
causing stock prices for Samsung, SK Hynix, and LG to drop. Japan also removed South Korea from its 
whitelisted trade partners. Tokyo’s moves are in retaliation for recent court rulings against Japanese firms 
that utilized Korean forced labor in World War II. 

Germany’s economy showed signs of further contraction, with 2Q quarterly GDP in negative territory (-0.1%).  
The consensus amongst many economists is that third quarter GDP will also be negative, which would put 
the German economy in a technical recession.

Brexit overhang remained in the third quarter. The installation of new PM Boris Johnson increased fears of 
a no-deal Brexit. In August, the Yellowhammer report was leaked which painted a bleak picture for Britain’s 
economy in a no-deal scenario — food shortages, increased costs for medicines, delays in critical water 
supply treatment chemicals, and a return to the Troubles days in Northern Ireland. We ended the quarter 
with UK’s supreme court arguing the legality of Johnson’s four-week prorogation request and with MPs ready 
to install the Benn Act to reduce the chances of a hard exit.1

1 On October 28th, the EU voted to extend the deadline until January 31, 2020, therefore extending the uncertainty of Brexit for another three  
    months.
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Opportunities in Non-U.S. Equities:

 � In an attempt to spur economic growth, central banks across the globe have moved to a more 
accommodative stance. The U.S., Europe, and China have all taken market friendly actions. The Fed 
has cut interest rates. 

 � The ECB announced it will resume a bond purchase program (20B euros a month) in November 2019, 
after having halted it in December 2018. It also announced a 10 bp cut to its deposit rate, to -0.5%. 
Finally, the ECB launched another targeted longer-term refinance operation (TLTRO). This is the biggest 
accommodative package from the ECB in the last three years. 

 � China cut its reserve requirement by 50 bps and has been incentivizing lending with the goal of reversing 
some of its tightening efforts in 2018. Other EM countries like Russia, Mexico, Brazil, and Turkey have 
each cut their respective interest rates. 

 � While global manufacturing surveys point towards contraction, service PMIs have stayed in expansion 
territory, thus helping most economies maintain positive growth rates. Additionally, employment 
numbers and wage growth in the U.S., Eurozone, and Japan continue to show positive gains. 

 � A resolution to the U.S.-China trade negotiations and Brexit can clear up future uncertainty and remove 
a hurdle to economic and earnings growth potential. This coupled with accommodative central banks 
can jump start business spending and investment. 

Risks in Non-U.S. Equities:

 � Relative to U.S. equities, non-U.S. equities are generally more cyclical and reliant on global economic 
growth. A continued global economic slowdown is likely to disproportionately impact non-U.S. equities. 

 � Negative earnings revisions across the globe ranging from -5% to -14% year-to-date. Emerging markets 
have been under the most pressure with their earnings revised down by 14%.

 � U.S. trade relations have increased global uncertainty. Countries outside the U.S. are more reliant on 
goods exports. Europe and EM regions are especially exposed to a reduction in global trade. This is 
impacting both economic and earnings growth. 

 � Brexit uncertainty. The January 31st extension simply prolongs the swirling uncertainty about what the 
final version of Brexit means for the markets. 

 � Year-to-date non-U.S. indices are all positive. This return has come from multiple expansion rather than 
earnings growth. We are cautious for the rest of the year on further multiple expansion and therefore 
expect to see lower returns unless there is a marked improved in earnings.

 � Looking forward it is likely we will see 2020 earnings expectations revised down going into the start of 
the new year, based on a continued slow growth environment for the global economy. 

HEDGE FUNDS
Hedge funds posted a wide spread of returns during the third quarter, as a couple of factors dented industry-
wide results. Equity hedge strategies finished the quarter lower, as an increase in volatility and a sharp 
reversal in momentum stocks during the month of September led to a poor month of alpha for managers with 
exposure to high-growth segments like technology and biotechnology. Credit and distressed strategies also 
had a difficult quarter, as a few widely held holdings experienced idiosyncratic events that led to negative 
performance. Holdings in Pacific Gas & Electric sold off on an unexpected court ruling that increased the 
company’s potential liabilities related to California wildfires. Argentina’s bonds sank as the market priced in 
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a much higher probability of default under a center-left President. Macro strategies had a positive quarter as 
they were able to profit off increased volatility across fixed income, equites. and currencies.

Opportunities in Hedge Funds:

 � Opportunistic credit managers remain positioned to profit from any stress in credit markets going into 
year-end.

 � Event-driven funds will benefit from widening of spreads in M&A deals.

 � Greater volatility across instruments and geographies should be accretive to macro strategies.

Risks in Hedge Funds:

 � Crowded hedge fund holdings could lag broader markets in the fourth quarter.

 � Equity hedge managers running with more long-biased net exposure face limited protection if markets 
sell off.

 � Illiquidity risk remains in the credit space if markets become stressed, limiting price discovery for 
holders of credit.

REAL ESTATE
Real estate performance continues to moderate with 3Q returns of 1.3% and 5.9% YTD (preliminary basis). 
Returns were dragged down by write-downs in the retail sector and debt valuations while the industrial sector 
— particularly on the U.S. west coast — continues to drive performance. There was little to no appreciation 
as returns were driven predominantly by income. Overall fundamentals remain strong (occupancy, new 
supply, rents) and going forward the focus is on NOI growth. If rebalancing out of real estate, we recommend 
considering infrastructure, stocks, and bonds.

Opportunities in Real Estate:

 � Value-add strategies that focus on NOI 

 � Industrials to take advantage of evolving landscape in the asset class 

 � Defensive sectors (e.g. seniors housing and life sciences) that are driven by demographics 

 � Cap rates still attractive relative to risk-free Treasuries 

Risks in Real Estate:

 � Write-downs in the retail sector, particularly regional malls 

 � Extremely limited appreciation upside (very little cap rate compression expected) 

 � Exposure of opportunistic (development) funds to economic slowdown 

PRIVATE EQUITY 
Overall, private equity continues to reward investors with outperformance as compared to other asset classes 
over a longer-term horizon and investors continue to increase overall allocations as they search for higher 
return opportunities. Though there is some concern about levels of dry powder and expanding multiples, 
appropriately constructed private equity funds are still expected to benefit portfolio returns.
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Opportunities in Private Equity:

 � The number of private-equity backed businesses throughout the U.S. continues to grow as capital is 
increasingly deployed and private market fundamentals remain positive. 

 � Small buyouts remain the most attractive segment of the market due to a greater level of persistent 
inefficiency and more reasonable valuations with average EV/EBITDA multiples on transactions under 
$100 million at 7.9x through August of 2019. 

 � U.S. private market opportunities continue to be more attractive than international opportunities due 
to the depth of the market and more stable underlying fundamentals. 

 � Private credit has established itself as an up-and-coming leader within the alternative space and is 
estimated to reach $1.4 trillion in AUM by 2023, becoming the 3rd largest alternative asset class. Because 
private credit investments can be approached in a defensive, risk-controlled manner, private credit is 
especially well suited for late-cycle conditions. With its higher coupons, robust cash flows, and lower 
risk profile, we can expect private credit to continue to grow at an accelerated pace and become a 
consistent component of an increasing number of institutional investors’ portfolios. 

 � While we expect overall returns to decelerate to low double digits, private equity still presents a 
relatively attractive investment opportunity for investors due to strong fundamentals and discounted 
valuation multiples to public markets.

Risks in Private Equity:

 � Overall valuations have increased slightly with average middle market transactions through August at 
9.6x EBITDA, up from 9.0x in 2018. 

 � Fundraising within the industry remains robust as investors further add to private equity allocations 
with U.S. buyout and mezzanine funds collecting $169 billion year-to-date exceeding the 2018 pace of 
fundraising which had raised $154 billion (Pitchbook). 

 � The growing level of dry powder within the industry continues to warrant the attention of investors. 
Dry powder levels are increasingly concerning within the upper middle market as larger established 
managers have continued to collect over 80% of fundraising. 

 � Secondary funds currently face the most intense competition for assets as the lack of market volatility 
has produced lower discounts and hence lower expected returns. 

 � With increasing market segmentation and as a growing number of large and mega funds continue 
to be raised, caution is warranted when looking at industry metrics. Transparency and benchmarking 
across the industry remain limited.   

CONCLUSION
The third quarter proved to be a volatile one, particularly with yield curve inversion in August and the ongoing 
trade dispute between the U.S. and China. Looking forward, we are carefully watching central bank actions, 
earnings revisions, and geopolitical risk. Last year’s fourth quarter rapidly unwound a profitable first three 
quarters of the year, and investors are hoping to avoid a repeat of that scenario this year. Investors are advised 
to maintain discipline as it relates to rebalancing and resist the temptation to rapidly alter their portfolios 
based on short-term events, whether they are driven by market sentiment or geopolitical risk. Ultimately, 
patience and a commitment to long-term goals proves to be most satisfying to investors, particularly in times 
of high volatility and uncertainty.
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