2nd Quarter 2021 Market Commentary: Made You Look

Data Source: Bloomberg

June 2021 Highlights:
•

For the month of June, global equities (MSCI All-Country World Index or ACWI) advanced 1.3%, but
the advance was primarily driven by U.S. large caps with the S&P 500 returning +2.3%. MSCI
Emerging Markets edged up 0.2% while the other regions were marginally down with MSCI Japan and
Pacific Ex Japan down 0.3% and MSCI Europe down 1.4%.

•

Over the course of the 2nd quarter, equity markets have been behaving like a game of ping pong with
June seeing a reversal of leadership from May which saw a reversal from April. This reversal has also
occurred intramonth with the end of the month reversing trends starting at the beginning.
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•

The proximate cause for June’s intramonth reversal was the mid-June Federal Reserve meeting which
led to a sharp sell-off in economic cyclical stocks and commodities and a rally in the U.S. dollar that
contributed to international markets underperforming the U.S. The COVID Delta variant spreading
across Europe, Israel, and Asia also contributed to international weakness as several governments
have restored lockdown provisions and limited travel.

•

U.S. large cap growth dominated smaller caps and value as this month’s advance was led by a
narrower group of stocks (the FAAMG megacap group). U.S. small caps (S&P 600) returned 0.3%
lagging the 2.3% of the S&P 500 while S&P Pure Growth propelled 7.3% outperforming Pure Value
which was down 3.8%.

•

Technology, Energy, Consumer Discretionary, and Real Estate led major sectors while value- and
dividend-focused sectors (Utilities, Industrials, Financials, and Materials) lagged this month as the
former were hurt by a perceived shift in Fed policy. Energy stocks bucked the cyclical
underperformance due to the rally in oil prices.

•

The poor performance of Utilities and Cyclicals contributed to the underperformance of High Dividend
and Value factor performance. High Quality benefited from the rally in growth stocks while Minimum
Volatility benefited from lower interest rates (although Utilities underperformed). Since the May
rebalance, MSCI Momentum factor has a lesser emphasis on growth stocks, causing it to perform near
the broader market.

•

Long maturity interest rates dropped in reaction to the June Fed meeting as the bond market is pricing
in a scenario of lower growth and inflation over the longer term. The Bloomberg/Barclays US
Aggregate Bond Index rose 0.7% as longer maturity government and corporate bonds benefited from
the drop in interest rates.

•

U.S. high yield continued to enjoy moderate gains as high yield spreads dropped to levels not seen
since the mid-1990s. The Bloomberg/Barclays US High Yield Index returned 1.0% benefiting from
tighter credit spreads; many high yield borrowers are energy companies which have benefited from the
rally in oil prices. Foreign currency and emerging market debt underperformed mainly due to a stronger
U.S. dollar.

•

Within equity alternatives, Commodities performed well despite weakness in metals such as copper as
oil prices rallied north of $70/barrel. Real estate benefited from further signs of post-pandemic recovery
and lower interest rates while precious metals (primarily gold) dropped 7.0% following the Fed meeting
suggesting tighter policy ahead.

•

Whether a curveball or head fake, the Fed June meeting may have highlighted a risk that the reflation
trade may have seen its better days with investors gravitating back towards the ‘sure’ thing of long
duration deflation where growth becomes less plentiful, and inflation risks more transitory. It is difficult
to read what expectations are being priced into equity and credit market valuations, but expectations
appear high for the long duration winners (large cap growth and long maturity borrowers) versus the
broader market.
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Made You Look

Source: istockphoto.com

Global equities continued their advance in the 2nd quarter, once again led by U.S. stocks, as investors
unwound the ‘reflation’ trade and rotated into the seemingly safety trade of U.S. large cap growth stocks in
anticipation of a peak in the post-COVID-led recovery of economic growth and inflation. This sharp rotation
was largely catalyzed by Federal Reserve comments (a.k.a. trial balloons) following the mid-June meeting
strongly suggesting that the Fed’s timetable for pulling back monetary support could begin sooner than
what had been previously communicated. The Fed head-faked the market into thinking it would adopt a
more hawkish stance in response to inflationary pressures that had been previously dismissed as transitory
or outside the Fed’s province (i.e. supply chain bottlenecks).
But was the Fed’s trial balloon a head fake or does it portend a meaningful pivot from the Fed’s ultradovish stance? Although the Fed seemed to have backtracked those comments in response to a spike in
volatility and moderate equity losses, key market indicators ended the month well below post-pandemic
peak levels as can be seen by 1) a sharp reversal of the U.S. dollar (Figure 1), 2) a flattening yield curve
and 3) lower inflation expectations priced into TIPS (Figure 2).

© Copyright 2021 3D / L Capital Management, LLC. All Rights

Page 3

Figure 1 – U.S. Dollar Reverses Early 2Q Weakness Following Fed Trial Balloon Suggesting
An Earlier Timetable for Balance Sheet Tapering and Rate Hikes

Figure 2 – Peak Recovery? Inflation Expectations and Treasury Term Structure Well Off
Post-Pandemic Highs

Investors have not only bought into the Fed’s ‘inflation-is-transitory’ narrative but are now buying into a
narrative that sees U.S. economic activity peaking around 2022 once the sugar-highs of pent-up pandemic
demand and federal stimulus spending wear off. The poor performance of the ‘belly’ of the Treasury curve
versus the ‘barbells’ (Figure 3) suggests a heightened level of uncertainty with respect to Fed policy over
the near-term.
Whereas the bond market had become more comfortable with the Fed’s stance that the Fed would not act
preemptively with tighter policy in anticipation of higher inflation, the June meeting and follow-on Fed
official remarks indicated a more hawkish shift the markets were not expecting (as poignantly reflected by
the sharp drop in gold prices). Rising intermediate rates versus short- and long-term rates imply monetary
policy errors whereby preemptive tightening on the short-end would lead to a deflationary outcome (or
outright recession) as reflected by a drop in long-term rates.
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Figure 3 – Made You Look? The Intermediate Part of the Treasury Rate Curve Rises
Relative to Short- and Long-Term Rates Suggesting Uncertainty Over Future Fed Policy

The precipitous deceleration or drop in headline COVID recovery inflation signals such as used car and
lumber prices may be an indication that ‘core’ inflation has already peaked, confirming the adage that the
cure for higher prices is higher prices. When combined with 1) ongoing concerns over China’s crackdown
on commodities and credit borrowing (as had been portended by a contraction in total social credit or
China Credit Impulse – see our May 2021 Blog piece), 2) renewed outbreaks in COVID infections due to
the highly infectious Delta variant, and 3) the Federal Reserve floating trial balloons on whether to bring
forward the timetable for balance sheet tapering and rate hikes, investors rotated out of the cyclical
reflation trade and back into ‘long duration’ trade of expensive growth stocks (seemingly immune to the
business cycle) and long maturity bonds that drove 2020 market performance.
So, which cyclical assets haven’t necessarily bought into peak economic growth and/or an earlier end to a
dovish Fed? Answer: Commodities (ex Precious Metals) and Corporate Credit. High yield and lower
investment grade credit spreads (the private borrowing cost over U.S. Treasury rates) dropped below
previous credit cycle lows going back to the mid-1990s (Figure 4); yield-hungry investors are shaking off
exogenous threats to the risk-on narrative.

Figure 4 – Corporate Credit Spreads for Risky Borrowers Reach Low Levels Not Seen
Since the Mid-1990s
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And despite efforts by the Chinese Communist Party to clamp down on speculative demand, commodity
prices moved higher in June amidst a growing recognition of supply growth not keeping up with demand
recovery (especially in oil and gas (Figure 5) as we head into the summer driving season and recordbreaking heat waves across the U.S.) or other factors perceived to be outside of policymakers’ control (e.g.
droughts).

Figure 5 – Oil Price Rally Driven by Demand Growth Outpacing Supply

Even though the sharp sell-off in copper prices following the Fed meeting drew media headlines
proclaiming the death of the commodity rally, other industrial commodities and intermediate products
suggest that the reflation trade still has some gas left in it. Natural gas and steel prices continue to rally
(Figure 6) while coal prices (Figure 7) have bucked the ESG blowback as coal remains the prominent
energy source for population dense emerging markets, primarily China and India (admittedly the trade spat
with Australia may be the primary driver behind the price rise of coal exported into China).
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Figure 6 – Steel and Natural Gas Suggest Reflationary ‘Gas’ Still Left in the Tank

Figure 7 – Coal Bucks the ESG Movement (At Least in China)

Container rates also remain elevated (Figure 8), which will extend the supply bottleneck issues (also
exasperated by labor shortages (Figure 9)). Ongoing labor shortages, partly caused by federal support
programs, could eventually lead to wage hike spirals of the kind most feared by the Fed (at least those
remaining with an institutional memory of the 1970s experience).
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Figure 8 – Skyrocketing Container Rates Show Few Signs of Abating

Figure 9 – Higher Quit Rates May Portend Wage Pressures

Nonetheless, for inflation to become a problem in the U.S., it most likely needs to become a problem for
the rest of the world as well (Figure 10). Even when U.S. Treasury Yields rise in anticipation of higher
inflation, they seem to feel the downward gravitational pull from lower European and Japanese sovereign
bond yields which yield close to or below zero as those major developed regions continue to experience
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lower or non-existent inflation. Until we start to see inflation pick up in those regions (and there are signs
of core inflation picking up in Europe (Figure 11)), then the threat of sustained inflation, the kind that would
keep the Fed up at night, remains a low probability scenario (Figure 12).

Figure 10 – Core Inflation Has Yet to Arrive in Developed Markets Outside the U.S.

Source: PIMCO Cyclical Outlook 2Q2021

Figure 11 – Although Inflation May Arrive in Europe Once the Region Fully Reopens
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Figure 12 – High Inflation Regime Remains a Low Probability Outcome

And the significant growth in monetary aggregates, such as M2 money supply base (currency in circulation
plus available credit), will likely lead to higher inflation only if economic activity responds accordingly (socalled money velocity (Figure 13) which measures private consumption scaled by money supply).

Figure 13 – Moribund Money Velocity Suggests Money Supply Growth Will Likely Not Pose
Inflationary Risks
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If investors (and the Fed) have become preoccupied by inflation risks, U.S. corporate management seem
to hold a more benign view. According to the 6/17/2021 edition of Factset Earnings Insight, a majority of
companies that comprise the Consumer Staples sector (ground zero for higher input costs such as food
and transportation), a clear majority of companies who cited ‘inflation’ as a concern on Q1 earnings calls
nonetheless maintained or raised their FY2022 EPS guidance. Granted, these costs would have less of a
material impact on profit margins (and can be more easily passed onto end product pricing) than, say,
higher labor costs, which haven’t received as much attention so far. Nonetheless, S&P 500 company
forward guidance continues to paint a rosy picture on the earnings front as sell-side analyst consensus
expects earnings to grow 34.8% in 2021 on top of revenue growth of 12.1%.
And earnings growth is what is driving this year’s market rally as forward price/earnings multiples have
moderately contracted off their 10-year highs (Figure 14). U.S. equity valuations remain well above the
rest of the world as investors perceive the U.S. as a more certain growth bet with the rest of the world
facing renewed COVID (Delta variant) outbreaks, a slowing China, and a Federal Reserve shifting its policy
stance from ultra-accommodative to less accommodative.

Figure 14 – Forward Price/Earnings Multiples Are Off the 10-Year Highs as Earnings
Continue to Recover

Whether a curveball or head fake, the Fed June meeting may have highlighted a risk that the reflation trade
may have seen its better days with investors gravitating back towards the ‘sure’ thing of long duration
deflation where growth becomes less plentiful and inflation risks more transitory. It is difficult to read what
expectations are being priced into equity and credit market valuations, but expectations appear high for the
long duration winners (large cap growth and long maturity borrowers) versus the broader market.
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June 2021 Market Review
Over the course of the 2nd quarter, equity markets have been behaving like a game of ping pong with June
seeing a reversal of leadership from May which saw a reversal from April. This reversal has also occurred
intramonth with the end of the month reversing trends starting at the beginning. The proximate cause for
June’s intramonth reversal was the mid-June Federal Reserve meeting which led to a sharp sell-off in
economic cyclical stocks and commodities and a rally in the U.S. dollar that contributed to international
markets underperforming the U.S. The COVID Delta variant spreading across Europe, Israel, and Asia also
contributed to international weakness as several governments have restored lockdown provisions and
limited travel.
For the month of June, global equities (MSCI All-Country World Index or ACWI) advanced 1.3%, but the
advance was primarily driven by U.S. large caps with the S&P 500 returning +2.3%. MSCI Emerging
Markets edged up 0.2% while the other regions were marginally down with MSCI Japan and Pacific Ex
Japan down 0.3% and MSCI Europe down 1.4% (Figure 15).

Figure 15 – U.S. Drove Global Equities Higher While the Other Regions Lagged

U.S. large cap growth dominated smaller caps and value as this month’s advance was led by a narrower
group of stocks (the FAAMG megacap group) (Figure 16a and b). U.S. small caps (S&P 600) returned
0.3% lagging the 2.3% of the S&P 500 while S&P Pure Growth propelled 7.3% outperforming Pure Value
which was down 3.8%.
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Figure 16 – U.S. Large Growth Dominated in June

Technology, Energy, Consumer Discretionary, and Real Estate led major sectors (Figure 17) while valueand dividend-focused sectors (Utilities, Industrials, Financials, and Materials) lagged this month as the
former were hurt by a perceived shift in Fed policy. Energy stocks bucked the cyclical underperformance
due to the rally in oil prices.

Figure 17 – Growth-Oriented Sectors and Energy Outperformed in June

The poor performance of Utilities and Cyclicals contributed to the underperformance of High Dividend and
Value factor performance (Figure 18). High Quality benefited from the rally in growth stocks while
Minimum Volatility benefited from lower interest rates (although Utilities underperformed). Since the May
rebalance, MSCI Momentum factor has a lesser emphasis on growth stocks, causing it to perform near the
broader market.

Figure 18 – High Dividend, Value, and High Quality Outperform While Momentum Lagged
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Long maturity interest rates dropped in reaction to the June Fed meeting as the bond market is pricing in a
scenario of lower growth and inflation over the longer term. The Bloomberg/Barclays US Aggregate Bond
Index rose 0.7% (Figure 19) as longer maturity government and corporate bonds benefited from the drop
in interest rates. U.S. high yield continued to enjoy moderate gains as high yield spreads dropped to levels
not seen since the mid-1990s. The Bloomberg/Barclays US High Yield Index returned 1.0% benefiting
from tighter credit spreads; many high yield borrowers are energy companies which have benefited from
the rally in oil prices. Foreign currency and emerging market debt underperformed mainly due to a
stronger U.S. dollar.

Figure 19 – US Fixed Income Benefits from Lower Interest Rates, Tighter Credit Spreads,
and a Strengthening U.S. Dollar
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Within equity alternatives (Figure 20), Commodities performed well despite weakness in metals such as
copper as oil prices rallied north of $70/barrel (Figure 21). Real estate benefited from further signs of postpandemic recovery and lower interest rates while precious metals (primarily gold) dropped 7.0% following
the Fed meeting suggesting tighter policy ahead.

Figure 20 – Commodities Performed Well on the Back of Oil Prices While Precious Metals
Dropped Following the Fed June Meeting

Figure 21 – Commodities Performed Well on the Back of Oil Prices While Precious Metals
Dropped Following the Fed June Meeting
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2nd Quarter 2020 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/L Capital 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. This article does not constitute an offer to sell or a solicitation of an offer to purchase interests in
any investment vehicles or securities. This article is not a prospectus, an advertisement, or an offering of
any interests in either the Strategy or other portfolios. This article and the information contained herein is
intended for informational purposes only. It does not constitute investment advice or a recommendation
with respect to investment. Investing in any strategy should only occur after consulting with a financial
advisor.
3D/L does not approve or otherwise endorse the information contained in links to third-party sources. 3D/L
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/L Capital
Management are insured by the FDIC and the reader is reminded that all investments contain risk. The
opinions offered above are as of July 1, 2021 and are subject to change as influencing factors change.
More detail regarding 3D/L Capital 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@3dlfinancial.com or visiting 3D’s website at www.3dlfinancial.com.
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