
 
 

 

 

THIRD QUARTER 2018 

GLOBAL MARKET ROUT 

U.S. equities have been falling since the S&P 500 reached a record closing high of 
2,930.75 and this has spread to a global market rout at the start of the third quarter. 
Expensive, high momentum technology shares internationally were the hardest hit in 
recent days in an abrupt reversal. The triggers that shifted sentiment negatively were 
more hawkish than expected comments from the Fed, a sudden spike in bond yields, 
intensifying geopolitical risks and fading fiscal stimulus.  

The Federal Open Market Committee (FOMC) had been expected to increase its target 
Fed Funds rate for a third time this year to 2%-2.25% on September 26th from 
historically low levels to normalize monetary policy. However, markets sensed a shift in 
Fed policy after Fed Chairman Powell’s statement that “We may go past neutral, but 
we’re a long way from neutral at this point,” suggesting the Fed risks overkill by hiking 
short term rates above the 3% neutral area, rather than pause rate hikes at around 
2.5% as many had expected.   

The 10-year U.S. Treasury bond yield has risen about 30 bps during the past month to 
3.2% at this writing, the highest since July 2011. This is up from the record closing low 
of 1.37% on July 5, 2016, which marked the end of a 35-year bull market in bonds. As 
bond yields rise and financial conditions tighten, multiples on stocks tend to compress, 
particularly for high P/E stocks (notably in the Technology sector). The P/E ratio for the 
S&P 500 is now at 16.4X based on estimated earnings of around $170 for 2019, 
whereas we believe the multiple for the value stocks in our portfolio is a more 
reasonable 9.1X.  When markets stabilize and then sustainably rebound we 
expect a rotation to attractively priced value stocks which we believe currently 
offer the best risk to reward ratios. 

Higher interest rates have increased concerns that future economic growth will slow and 
the business cycle is in its latter stages. As the third quarter begins, the housing 
recovery has paused as houses have become less affordable, with the rise in 30-year 
mortgage rates to a seven year high. 
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Source: Citibank, M.D. Sass 

2Q18 real GDP growth accelerated to +4.2% q/q and +2.9% yoy, spurred by tax reform, 
deregulation, stronger credit growth and a declining savings rate. In the face of 
accelerating GDP growth, inflation has increased but not sharply, as it remains 
constrained by intense competition, globalization and technology. The FOMC sees 
2.25% as a ceiling on core Personal Consumption Expenditures (PCE). However, the 
lag effect of tariffs will likely add upward pressure on inflation in early 2019. 

 

Source: Citibank 
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Wages have been subdued in the face of the lowest unemployment rate in the last 50 
years (since December 1969) at 3.68% in September, supporting the case for tame 
inflation, although low unemployment raises the risk of future wage pressures. 

 

Source: Citibank 

Very few have accurately forecasted the timing of recessions. The Fed has failed to 
forecast recessions during the past 60 years, excluding the brief 1980-81 downturn. In 
the absence of imbalances in the United States or any of the classic signs of imminent 
recession, a recession appears unlikely before 2020. The Atlanta Fed’s recession 
indicator index, designed to highlight the risk of recession, is at a historically sanguine 
2.4%, but low readings are not infallible.  

Meanwhile, investors have become increasingly worried about recession beginning in 
2020, which is being priced into cyclical stocks in a number of industries.  Cyclical 
stocks have plunged to extremely low P/E ratios based on next year’s consensus 
projected earnings. They are trading as though 2019 will be the peak for their earnings 
in this cycle. Two major economic sectors -- housing and autos -- are experiencing 
sluggish sales. 

We believe the biggest risk for recession is geopolitical economic shocks. There has 
been a significant worsening in U.S.-China tensions and a rising fear of increasing trade 
wars and its currency has fallen against the dollar to near its weakest level in a decade.  

These and other escalating geopolitical risks have contributed to a surge in the VIX 
“fear gauge”  of volatility to a near panic level of 24 at this writing, up from around 12 
during the past quarter (plotted on the chart below).  
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Source: Citibank 

 

Although oil demand growth would weaken if global economic growth slows, a crisis in 
the Middle East could erupt to disrupt supplies.  A combination of U.S. sanctions against 
Iran’s energy sector, the risk of Iranian retaliation in Iraq (the fifth largest crude 
producer) and concerns about lower Venezuelan oil supply could cause a further spike 
in oil prices.  

 

http://fred.stlouisfed.org/graph/?g=lut5
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Tax reform has been a major stimulus to the economy and corporate profits this year, 
but future economic growth will be challenged by fading fiscal stimulus starting next 
year through 2020. With tightening Fed policy and fading fiscal stimulus, GDP growth is 
likely to slow. 

 

Fading Fiscal Stimulus 

 

 

As the Fed continues to hike policy rates the ECB is about to cease net asset 
purchases by year-end and the Bank of Japan is guiding to a path of interest rate 
normalization. Therefore, quantitative easing is shifting into quantitative tightening, 
which is contributing to recent increased volatility. Further rising U.S. rates has 
increased the real yield differential between the United States and the rest of the world 
and has been a key to the appreciation of the U.S. dollar this year.  Emerging markets 
are experiencing a particularly painful correction as the U.S. dollar continues its ascent 
and the cost of repaying dollar-denominated debt increases with it. 
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U.S. Dollar Appreciation 

 

 

Agency and MBS Outlook 

In April the Fed began publishing the Secured Overnight Financing Rate (SOFR), 
marking a first step toward replacing LIBOR as the short-term interest rate benchmark.  
The SOFR is an overnight rate based on the Treasury repo with an underlying daily 
transaction volume of approximately $800bn. Over the last couple of months, the 
markets have witnessed the launching of SOFR futures, SOFR-linked derivatives, and 
the first generation of SOFR benchmark linked agency/corporate securities.   

 

Source: JP Morgan, MD Sass 

 

Agency and Corporate SOFR linked Notes 

 

 

http://fred.stlouisfed.org/graph/?g=lurP
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Our base case assumption is that rates should continue to drift upward. The cumulative 
increase in Treasury yields, especially for the short and intermediate parts of the yield 
curve, have boosted the income potential of high quality securities such as Agency 
MBS.  

 

  6/30/2017 6/30/2018 9/28/2018 
YTD 

Change 

2-Year UST yield 1.38% 2.53% 2.82% 0.94% 

5-Year UST yield 1.89% 2.74% 2.95% 0.75% 

10-Year UST yield 2.30% 2.86% 3.06% 0.66% 

30-Year UST yield 2.84% 2.99% 3.21% 0.47% 

 

Source: MD Sass, Bloomberg  

As higher mortgage rates reduce the economic incentive for mortgage refinancing, this 
implies a slower prepayment rate that should benefit our premium MBS holdings by 
enabling the strategy to earn the premium coupon for a longer period of time. This is 
also reflected in mortgages’ higher Treasury risk-adjusted spread (i.e. option adjusted 
spread).  

 

 

 

Source: JP Morgan  

1-year Changes in U.S. Treasury Yields 

Treasury Option Adjusted Spread for 30-year Fannie Mae 3.5% Coupon 
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Finally, as a specialist within the U.S. Agency MBS space, in addition to conventional 
single-family MBS, our universe of available products encompasses all other agency 
products, including multifamily and re-performing loans, sectors for which issuance have 
continued to increase in recent years. 

 

 

 

Source:  MD Sass  

 

 

Source: Nomura 
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Total volume of Fannie Mae Re-performing MBS 
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*   *   * 

 

Past performance is not indicative of future results.  M.D. Sass does not guarantee any 
minimum level of investment performance or the success of any of its investment 
strategies, and investors may incur losses.  M.D. Sass does not provide tax or legal 
advice, or determine an investor’s investment objectives, risk tolerance or suitability.  
While the information contained herein from third parties were from sources we believe 
to be reasonably reliable as of the date hereof, M.D. Sass accepts no responsibility or 
liability for any errors or omissions or misstatements however caused related thereto. 

Opinions expressed herein are those of the authors, are subject to change, are not 
guaranteed and should not be considered investment advice. 
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