
 

Q3 Market Commentary   
The Kevlar Market 

Q3 headlines were dominated by a variety of geopolitical firestorms  
including US-China trade tensions, currency crises in Turkey and 
Argentina, and European anxieties over a showdown between the EU 
and Italy.  While nearly every other stock market in the world traded 
lower, U.S. markets marched higher...extending what was already 
one of the most protracted valuation and performance gaps in 
history.   

Consumer confidence, historically low unemployment, and strong 
corporate earnings drove the S&P 500 to record highs, especially in 
the technology and consumer discretionary sectors. Much of this 
success also came from tax reform, fiscal stimulus and corporate 
share buy-backs (tax-cut-fueled stock repurchases that tend to make 
corporate profits appear better than they are). 

In response to the healthy U.S. economy and higher inflation 
expectations, 10-year US treasury yields rose above 3.0% during the 
quarter. The Federal Reserve (Fed) raised its target for the federal 
funds rate as anticipated to a range of 2.00%-2.25% at the September 
FOMC meeting. With inflation edging slightly above their 2% target, 
the market seems to expect additional rate increases in December 
2018 and 2019.  
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Five Things You Should Know about Q3 

1. Trade Strains 
Trade war rhetoric continues to put downward 
pressure on international stocks, bonds, and US 
sectors with export exposure. 
2. Dollar Strength 
Global asset classes dance to the tune of a strong US 
dollar (USD), which has risen +4.3% year to date, a 
stronger USD has put downward pressure on non-US 
equities and commodities.  
3. Emerging markets worst performers 
EM remains steeply discounted relative to US 
equities as markets price in a one-sided impact from 
US tariffs.  
4. Commodities mixed 
Commodities have been weighed down by a strong 
USD. Oil, although flat for most of the quarter, 
rebounded in September as prices hit a four-year 
high. Strong demand, tightening supply, and OPEC 
adherence to 2017 production quotas drove these 
higher prices. Countries dependent on oil imports, 
such as India, suffered as a result.  
5. Global Growth drivers peaking 
Q3 economic growth remained strong, with central-
bank headwinds increasing. One-time US, tax 
stimulus will soon run its course.  

Source:  Bloomberg 

U.S. vs. Global Stock Market Performance in 2018 

Note: US stock market strongly rebounded in Q3 even as global trade war fears and 
a strong USD pushed stocks lower around the world.  

 

Rest of World 

U.S. Stocks 

Source:  Bloomberg 
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Market Outlook 

Buckling Up for the Late-Cycle 

US stock market performance in the last quarter 
was a picture of optimism bordering on eupho-
ria. The Petri dish incubating the market’s recent 
enthusiasm included strong Q3 earnings growth, 
multi-decade highs in consumer confidence, un-
employment at 50-year lows, and record US 
stock ownership. Citing continued and prospec-
tive U.S. economic strength, the Fed continued its 
steady (albeit measured) rate hiking pace. Most 
market pundits assume that risks of US reces-
sion lie many years away, with most remaining 
exceedingly bullish for the foreseeable future. 
But if everything is so seemingly perfect, why did 
stocks suddenly gap down last week? Our answer: This is 
classic late-cycle market action.   

Understanding the Late-Cycle  

As Mark Twain said, “History doesn’t repeat itself, but it 
often rhymes”, so it is with the business cycle and its corre-
sponding impact on various markets’ risk and return.  

We believe we are in the “slowdown” phase following a 
very long “expansion” phase—the longest expansion since 
the 60’s. Classic hallmarks of slowdown phases include: 
rising volatility (✓), declining bond prices (✓), a strong 
economy with peak margins (✓), and high investor confi-
dence levels (✓). 

The economy tends to be its strongest towards the end of 
an expansion. Then, with little slack in the economy (e.g. 
low unemployment), continued economic strength threat-
ens inflation (i.e. economic overheating). The Fed rule book 
for dealing with inflation is to gradually slow the economy 
by “tightening liquidity” (e.g. raising interest rates).   

Eventually markets over-extrapolate the prosperity of late-
expansion too fast and too far into the future. These expec-
tations in turn over-inflate stock prices. By the time the Fed 
finally manages to slow things down, markets are typically 
caught overly optimistic, causing stock prices to adjust and 
fall in response. As a negative wealth affect ensues - slow-
ing economic activity even more— this eventually triggers 
a recession. 

Now, the specifics of what will eventually cause the current 
cycle to rotate into recession will undoubtedly be different 
from past cycles. Despite knowing a recession will eventu-
ally come, most market participants will ultimately be sur-
prised when the stock market—not economists or pun-
dits—predict its arrival by falling in advance. History 
shows that the stock market re-prices for an earnings dete-
rioration well before conditions actually deteriorate (often 
12-18 months before).   

Because most investors are heavily overweight U.S. stocks, 
our recommendation is to prepare now while the US econo-
my remains quite strong. The tailwinds behind this current 
strength are steadily fading or reversing. The most notable 
driver of the current earning bonanza were the tax cuts 
paired with deficit spending.  Those benefits are now peak-

The Business Cycle & Asset Performance Rotation 

Source:  Fidelity

Post WW II US Stock Market Peaks & Subsequent Returns 

Late-Cycle Phases 

Source:  Seeking Alpha 
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Market Outlook 

ing and will disappear by the end of 2019. 

As the one-time tax stimulus disappears, the U.S. 
Treasury will continue issuing record amounts of 
debt (roughly $400B in 2019) to fund it.  Concurrent-
ly the Fed’s rule book (i.e. full employment and sta-
ble inflation) compels it to continue to raise interest 
rates and tighten liquidity.   

In total, 2019 will require nearly $1 Trillion from 
new Treasury investors (since the Fed ended its roll-
ing bond purchases). That means Treasuries will 
soak up money that investors previously spent on 
other things--like  stocks. This, in a nutshell, is how 
“tightening liquidity” hurts  prices in the late-
cycle…by reducing the number of dollars flowing into as-
sets. 

Meanwhile, various other market risks persist or have 
even become worse. Tariffs, once a threat, are now a reali-
ty. The Kavanaugh hearings have divided Washington and 
voters to an even greater degree (see below); plus, with the 
midterm elections pending, there is a very real chance we 
could see a change of control in Congress. History shows 
that markets don’t like political and policy uncertainty. 
This will undoubtedly make combatting the next slow-
down with policy even more difficult to coordinate. 

We’ve highlighted these pessimistic factors because the 
general market seems to be ignoring them. That doesn’t 
mean that all is doom and gloom in the “late cycle”.  While 

these later stages of the business cycle provide plenty 
of drama, they serve up the very best investment op-
portunities. The key is to be prepared in advance, both 
from a portfolio and (more importantly) from an 
emotional perspective.   

 Current Tactical Positioning 

Our seasonal adjustments are as follows: 

1) Underweight stocks and credit 

2) Overweight US defensive sectors 

3) Underweight bonds 

4) Underweight overall model risk 

 

 

 

Length and Severity of Recessions since World War II 

Source:  Pew Research Center, Epsilon Theory 
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Disclaimers 

This presentation has been prepared solely for informational purposes and is not an offer, or a solicitation of an offer, to buy or sell any 

securities or products or to participate in any product or trading strategy. No sale of securities will be made in any jurisdiction in which the 

offer, solicitation, or sale is not authorized or to any person to whom it is unlawful to make the offer, solicitation, or sale. If any such offer 

of securities or products is made, it will be made pursuant to a definitive confidential offering document or other documentation which 

contains material information not contained herein and to which prospective investors will be referred. Any decision to invest in such secu-

rities or products should be made solely in reliance upon such documentation and not this presentation.  

Diversification does not eliminate the risk of experiencing losses. PAST PERFORMANCE IS NOT AN INDICATION OF FUTURE PERFORMANCE. 

There is no guarantee, express or implied, that long-term return and/or volatility targets will be achieved. Realized returns and/or volatility 

may come in higher or lower than expected. References to investment objectives, target returns or other goals Almanack seeks to achieve 

in managing an account are aspirational only and should not be considered a guarantee that such results will be achieved.  

Information contained herein is based on data obtained from statistical services, company reports or communications, or other sources, 

believed reliable. However, we have not verified this information, and we make no representations whatsoever as to its accuracy or com-

pleteness.  

The views and opinions expressed in this presentation represent those of Almanack Investment Partners, LLC and should not be construed 

otherwise.  

The chart(s)/graph(s) shown is(are) for informational purposes only and should not be considered as a suggestion of any investment rec-

ommendation, investment strategy, or as an offer of advice to buy, sell, or exchange any investment product or investment vehicle. Past 

performance may not be indicative of future results. While the sources of information, including any forward looking statements and esti-

mates, included in this(these) chart(s)/graph(s) was deemed reliable, Almanack Investment Partners, LLC and its affiliates do not guarantee 

its accuracy. 

Exchange Traded Funds (ETFs) are subject to market risk, including the possible loss of principal. The value of the portfolio will fluctuate 

with the value of the underlying securities. ETF’s are types of securities that derive their value from a basket of securities such as stocks, 

bonds, commodities or indices, and trade intra-day on a national securities exchange. You should not expect an ETF to track its underlying 

assets, underlying index or benchmark. ETFs trade like a stock and may trade for less than their net asset value.  

No part of this material may be duplicated in any form by any means or redistributed without Almanack’s prior written consent.   

Almanack Investment Partners, LLC is an SEC Registered Investment Advisor.  
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