August 2021 Market Commentary: It’s All About CO-FED

Data Source: Bloomberg

August 2021 Highlights:
•

After an initial weak start of the month, global stocks (MSCI All-Country World Index or ACWI) rallied
following a dovish speech from Fed Chairperson Jerome Powell at the annual Jackson Hole
Symposium as well as more evidence of peak COVID Delta variant infection rates. The U.S. dollar
weakened against major trading currencies in response to the Powell speech arresting the early month
appreciation that had financial market participants starting to worry.

•

MSCI ACWI returned 2.5% for the month led by a late month surge in MSCI Japan which returned
3.1% followed by the S&P 500 (+3.0%). After lagging for most of the month, MSCI Pacific ex-Japan
© Copyright 2021 3D / L Capital Management, LLC. All Rights Reserved

Page 1

and Emerging Markets recovered the last week of August, returning 2.6% and 2.2%, respectively. After
having led the other non-U.S. regions for most of the month, MSCI Europe ended up finishing behind
the other regions, returning 1.5% for the month.
•

Within the U.S., U.S. large cap growth stocks outperformed small caps and cyclically-sensitive value
stocks. U.S. small caps underperformed large caps with the S&P 600 Index returning 2.0% behind the
3.0% return of the S&P 500. S&P Pure Value underperformed Pure Growth, returning 2.8% versus
5.1%, respectively.

•

Despite growth stocks outperforming value stocks, Financials led all U.S. sectors (Figure 14) followed
by a combination of growth sectors (Communication, Technology) and rate-sensitive defensive sectors
(Utilities, Real Estate). The Energy sector continues to underperform regardless of whether energy
commodity prices are rallying or falling.

•

After lagging throughout August, Momentum surged the last week to lead all other factors followed by
High Quality while Value, Minimum Volatility, and High Dividend underperformed the broad market.

•

Investment grade fixed income posted a small negative return as long-term interest rates bounced
around throughout the month while corporate credit spreads widened prior to the Jackson Hole meeting
but then narrowed following the dovish Powell speech. However, corporate bond spreads remain wider
than the cycle-low levels reached back at the end of June. The Bloomberg/Barclays US Aggregate
Bond Index returned -0.2% as the 10-Year U.S. Treasury yield dropped to as low as 1.25% before
finishing the month at 1.31%.

•

Non-U.S. bonds came under some pressure at month-end following stronger-than-expected inflation
readings out of Europe. The Eurozone July CPI rose 3% year-over-year while core CPI rose 1.6%
which led to a rise in German bund yields and a euro appreciation versus the U.S. dollar. Comments
from ECB officials hinted at moving up the timetable for tapering balance sheet purchases.

•

U.S. high yield and emerging market debt outperformed investment grade fixed income as risky debt
rode the coattails of strong equity performance. The Bloomberg Barclays US High Yield Index returned
0.5% for the month while Bloomberg Barclays Emerging Market Debt (LC) returned 0.9% benefiting
from a weakening U.S. dollar.

•

Within equity alternatives, REITs continued their outperformance while Commodities and Precious
Metals underperformed equities as oil prices came under pressure throughout the month over lingering
concerns on the negative impact to travel demand due to rising COVID infections. Precious Metals
can’t seem to find their legging despite the prevalence of negative inflation-adjusted interest rates.
However, industrial metals recovered from last month’s sell-off to finish at the top end of its 3-month
trading range.
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It’s All About CO-FED

Source: Wikipedia commons and Investopia

"You’ve been in my life so long, I can’t remember anything else."
– Sigourney Weaver Playing Ellen Ripley, ‘Alien 3’.
I confess I’m writing from a spoiled Gen-Xer’s perspective when it seems our current market narrative is
forever being driven by the COVID-19 pandemic and U.S. Central Bank Policy (a.k.a. the Fed under
current Chair Jerome Powell), affectionately labeled here as “CO-FED”. And apologies to those prior
generations who lived through seemingly endless episodes of macro-malaise, whether the Vietnam
Conflict followed by sky-high inflation, the Great Depression followed by World War II (and the Korean War
aftermath), or World War I followed by the Spanish Flu. Coming up on two years, the collateral damage
from the current CO-FED macro malaise is a drop in the bucket compared to what our parents,
grandparents, and great grandparents suffered through, both in magnitude and longevity.
We can at least try to put CO-FED into somewhat of a contemporary context if we are truly living in an
“Exponential Age” as suggested by Real Vision’s Raoul Pal’ – an age, punctuated by exponential leaps in
accumulated knowledge, technological progress, and real-time information access, that has invariably
shrunk our sense of what constitutes a lengthy time horizon. Additional apologies in advance as we’re
about to go even more ‘meta’, but, living in an Exponential Age Metaverse with its virtual identities
(avatars), spending (cryptocurrencies), and living (gaming), do we experience the passage of time
differently from that of the real world weighed down by those inconvenient physical realities of gravity and
entropy? I know…a poor man’s metaphorical intersection of Einsteinian General Relativity and Christopher
Nolan’s Inception. So, 2 years can feel like an eternity for this current generation. Again, my apologies in
advance as we can sense the groaning from our readers.
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In this latest market cycle of exponential market crashes followed by exponential recoveries, two years
does feel like an eternity to this writer, especially when, month-after-month, the market narrative continues
to be driven by COVID-19 and the Fed, two market influencers that never seem to resolve themselves (we
don’t want to overlook China, but their butterfly wing flapping on state and industrial policy has yet to
reverberate through U.S. market performance…and don’t even get us started on the Afghanistan pullout
whose fallout is difficult to track by the day). It feels like we’ve been living with COVID and emergency
central bank policies for so long, we can’t remember anything else.
Yet, the month of August reaffirmed the prevailing market narrative, namely that how goes CO-FED, so
goes the markets. For instance, up until the last week of August, one could have tracked relative
performance across regional markets based on their level of COVID vaccination rates (Figure 1),
regardless of other important variables such as economic activity or inflation-adjusted interest rates.
Correlation does not equal causation, but the further to the left you were on this chart, the more likely your
market would have underperformed the countries to the right.

Figures 1 – Vaccination Rates: Higher Rates Generally Correlated to Better Market
Performance

Now, one obvious explanation could be that countries with lower vaccination rates were more likely to
impose (and reimpose) lockdown restrictions, especially for countries pursuing ‘Zero-COVID’ objectives
such as Australia and New Zealand. Lockdowns have had a profound effect on trade activity, especially
across Pan-Asia, where Delta variant outbreaks have led to shutdowns across key shipping ports such as
the key Chinese port of Ningbo, exasperating the ever-worsening global supply chain crunch that’s proving
be less ‘transient’ by the day.

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

Page 4

Figure 2 – The Spike in Container Shipping Costs Is Proving to Be Less Transient

Global equity investors seem attuned to the global shipping problem but, nevertheless, have also bought
into a rational economic model that sees these global supply chain issues eventually resolving themselves
as long as the right incentives remain in place. However, companies are not just warning of impending
supply chain issues but are now feeling the actual effects. Toyota Motor Company warned it would
suspend output across 14 plants, slashing auto production by 40% due to supply disruptions, notably
semiconductor chip shortages. Trade globalization with manufacturing outsourcing and just-in-time
inventory policies have produced tight linkages across transportation networks such that “60-70% of
shipping deals on the Asia-America route are done through spot or short-term deals…” How this will all
play out over the critical holiday shopping season remains to be seen.
But again, any market disruptive narrative, such as supply chain shortages, deemed ‘transient’ seems to
be largely dismissed by investors whose risk appetite tends to be swayed more by the progress (or lack
thereof) of COVID infection rates, especially as it pertains to the outlook for the U.S. stock market.
According to the mid-August edition of Factset Earnings Insight, sell-side consensus still expects S&P 500
company earnings to grow 41.9% in CY 2021 and 9.4% in CY 2022 – a robust earnings outlook that can
drive positive stock market performance even if earnings-based valuation multiples drop from beginning
year peak levels (Figure 3). The sell-side seems deems COVID as the only serious threat to the earnings
outlook.

Figure 3 – Forward Price/Earnings Multiples Continue to Drop from Beginning Year Peak
Levels as Growth in Earnings Help Drive Positive Market Performance
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So, to the extent ‘COVID’ impacts the earnings outlook will likely influence whether investors’ perceptions
on whether we risk falling back into economic stagnation but with higher ‘transitory’ inflation. The latest
consumer confidence surveys (Figure 4) are starting to reflect this fear.

Figure 4 – Delta Variant and Higher Prices Weigh on Consumer Confidence

A potential COVID bright spot: we may be reaching a peak in Delta variant infection rates in the U.S. as
well as a diminishing appetite for government-imposed lockdown restrictions (Figures 5a and 5b), which
seem to have failed to arrest the spread of the virus in countries with low vaccination rates (see Australia
and New Zealand). There are looming variants on the horizon that are proving to be more infectious than
Delta, but the world may be reaching a point where COVID is viewed as endemic, something we will have
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to live with for the foreseeable future without taking extreme measures such as lockdowns.

Figures 5a and 5b – Are We Reaching a Peak of Delta Variant Infections (and Appetite for
Lockdowns)?

Risk-Off Into Jackson Hole and Then Risk-On Following the Powell Speech
The outlook on Federal Reserve policy (the ‘FED’ in CO-FED) continues to weigh on investor sentiment as
capital market valuations (particularly long duration assets such as premium growth stocks) have become
attuned to liquidity conditions and interest rate levels resulting from post-pandemic quantitative easing
(balance sheet purchases) and 0% interest rates.
Risk appetite was buckling heading into the Annual Jackson Hole Symposium where Fed Reserve
Chairperson Jerome Powell was expected to deliver a (virtual) speech updating the market on 1) timetable
for withdrawing quantitative easing (so-called balance sheet taper where the Fed would slow and then
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eventually stop purchases of Treasuries and Mortgage-Backed Securities) and 2) conditions for when the
Fed could start raising its overnight benchmark rate from the current 0.00-0.25% target.
Several Fed officials (Esther George and Steve Bullard) had opined that the Fed should consider tapering
balance sheet purchases sooner rather than later or risk exasperating already ultra-loose financial liquidity
conditions and letting inflation run too hot. Going into Jackson Hole, the U.S. dollar was strengthening
against major trading currencies (which can add stress to global financial conditions) and risk assets were
selling off in anticipation of a hawkish tilt from the Fed expecting an accelerated timetable for balance sheet
tapering to be followed by interest rate hawks.
Then Powell delivered his speech which had a decidedly dovish tilt and risk assets rallied as did U.S.
Treasuries (unusual for both have the same reaction) while the U.S. dollar weakened. Investors breathed
a sigh of relief that the easy financial conditions would continue. Even though the Fed had observed that
inflation trends had made “substantial further progress” in a nod to the 4% year-over-year rise in the Core
Personal Consumption Expenditure (PCE) inflation measure, Powell reiterated that the Fed’s primary
concern is to see U.S. employment levels recover back to pre-pandemic levels. Powell also de-linked the
timetables for balance sheet tapering and rate hikes, strongly intimating that the latter doesn’t necessarily
follow the former, making any hawkish pivot on rate hikes highly data dependent and subject to a “different
and substantially more stringent test”.
The risk to this positioning is severalfold as articulated by Mohamed El-Erian (“Powell Cheers Markets But
Risks a Mistake” BBO):
“The five reasons that Powell set out to support his oft- repeated argument that the recent spike in
prices is likely transitory do little to alleviate current concerns about an inflation dynamic that is already
proven and, judging from Friday’s data, continues to be hotter and more persistent than the Fed
expects.
His failure to mention housing and rental inflation missed an important part of the evolving inflation
story, and one that has consequential economic, social and political implications.
Powell’s outlook for the economy doesn’t seem to reflect sufficient appreciation of the bottom-up, costpush pressures that the majority of companies are experiencing and that several regional Fed
presidents have cited in their own assessments of the economic outlook and their associated call for an
early taper.
After a balanced historical reading of policy reactions to higher inflation, Powell’s characterization of the
current risk of a potential policy mistake appears overly biased in favor of an overreaction to inflation. If
anything, the Fed is quite far from this given that it is still maintaining the uber-stimulative policy stance
that it adopted well over a year ago at the height of the Covid disruptions to the economy and markets.
Finally, while rightly pointing to the uncertainties associated with the delta variant, Powell shied away
from discussing the considerable and increasing decoupling of finance from the real economy.
(Emphasis 3D/L)”
In other words, Powell’s remarks run the risk of confirming the concerns expressed by other Fed officials,
namely that pandemic-driven Fed policy turns ‘endemic’ overstaying its welcome that could result in
financial instability and out-of-control inflationary pressures along with “adverse social, institutional, and
political spillovers.” One can cynically point towards ulterior motives underlying Powell’s speech, such as
his jockeying to be reappointed as Fed Chairperson by the Biden Administration.
Nonetheless, markets cheered Powell’s speech bidding up equities, commodities, and risky corporate
bonds while selling off the U.S. dollar and volatility protection. 10-Year Treasury yields also dropped as the
U.S. bond market has fully bought into the Fed’s ‘transitory’ narrative on inflationary pressures and the
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extended timetable for any hawkish pivot subject to very strict economic requirements. A BofA/Merrill
Lynch study of professional money managers confirms the consensus view that we may have reached
peak inflationary fears (Figure 6). The burden remains with the inflation hawks as there are few signs that
current inflation readings will morph into wage-price spirals that turn ‘transitory’ inflation into secular.

Figure 6 – Peak Inflation Fears? A Consensus Among Global Fund Managers Expects
Lower Inflation as We Move Past the Pandemic

However, unless the economic growth outlook starts to pick up from Delta-variant slowdown fears, Fed
policy runs the risk of economic stagflation (stagnation combined with high inflation) as is starting to show
up in the divergence between the U.S. Term Structure (2 vs 10-year Treasury yields) which continues to
flatten versus long-term inflation expectations implied by breakeven rates between TIPS vs Nominal
Treasuries, which remain elevated (Figure 7). U.S. equity investors could live with low non-inflationary
growth or high reflationary cyclical growth, but not neither. The Fed runs the risk of losing the inflation
narrative if this divergence grows although it could adjust its balance sheet holdings of Treasuries and
TIPS as a means of ‘effecting’ the near-term outlook.

Figure 7 – Divergence Between U.S. Term Structure and Inflation Expectations May Point
Towards Growing Risk of Stagflation
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Fed Funds Futures (Figure 8) continue to price in one rate hike by the end of 2022, which largely reflects
the dot plot forecasts of voting Fed members. The upcoming employment reports may show muted gains
due to the Delta variant infection rates, and it will remain to be seen how the expiration of pandemic
unemployment benefits will impact the available workforce. And the central bank coordination of U.S.
dollar weakness will likely continue as other central banks feel more confident to pivot more hawkishly
ahead of the Fed that should help keep pressure off the global financial system from a strengthening dollar.
Through careful and coordinated communication of future plans and the conditions for those plans, global
central banks hope to avoid a repeat of the 2013 Taper Tantrum that produced a major sell-off in the bond
market. Yet, tapering without a tantrum is one thing, raising rates without a volcanic disruption is another.
For the time being, Fed policy will like likely continue to influence near-term risk sentiment just as has
COVID. It’s hard to remember a time when the market narrative was not influenced by CO-FED.

Figure 8 – Fed Funds Futures Still Expect One Fed Rate Hike By End of 2022

Source: Bloomberg

Industrial Policy Shifts Out of China
Chinese equity markets continued their slide from June/July following additional crackdowns on industrial
practices announced by the Chinese Communist Party (CCP) but then recovered during the final week of
the month. The MSCI China All Shares Index had dropped 6% intramonth before recovering to finish
slightly positive in August (+0.22%), while the Nasdaq Golden Dragon Index had dropped 15% intramonth
before finishing the month down 1.58%.
Chairman Xi has called for greater “common prosperity” putting China’s billionaires under the microscope
while new legislation was passed putting tighter restrictions on how companies handle user data. Other
reform initiatives include cracking down on the ‘996’ work culture (akin to Wall Street investment banking
hours), discouraging online gaming/social media consumption (characterized as addiction), and preventing
internet platforms from exercising monopolistic power against their competitors and platform users.
China is also grappling with its overly leveraged financial system as well as addressing its property sector,
the financial leverage underpinning property investments, and citizenry concerns of unaffordable housing
costs. Chinese financial regulators alleviated some lender concerns by organizing a bailout of China
Huarong Asset Management (a financial entity created in the early 90s to serve as a bad asset buffer for
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Chinese banks), receiving assistance from Citic and other state-backed companies. Meanwhile, it looks
increasingly likely that China’s other major financial borrower, China Evergrande Group, will not be bailed
out as indicative of the sharp sell-off in bonds with near-term maturities.
Chinese equities rallied the last week in August following the steep sell-off as news of a détente had been
reached between CCP officials and major institutional investors and that the bulk of the major crackdowns
have already been announced. China still desires external capital to fund key growth initiatives across
semiconductors, alternative energy, and agriculture, so it does not want to shut off the capital spigot
completely.
Despite the relief rally in the final week, there are increasing signs of an economic slowdown, whether due
to port shutdowns related to COVID or regulatory crackdowns on business practices. According to
Evercore ISI, Chinese manufacturing sentiment is close to neutral while sales have contracted (Figure 9).
Will Chinese monetary authorities release the monetary spigot to help expand financial liquidity and credit?
It seems China is caught in this debt trap – an inability to employ macro-prudence tools to scale back
financial speculation without causing broader damage to its economy, a trap that may not be just limited to
China. Of course, this weakness could just be a momentary blip if COVID infection rates have peaked and
port congestion gets cleared up.

Figure 9 – Chinese Manufacturers Face a Slowdown

August 2021 Market Review
After an initial weak start of the month, global stocks (MSCI All-Country World Index or ACWI) rallied
following a dovish speech from Fed Chairperson Jerome Powell at the annual Jackson Hole Symposium
as well as more evidence of peak COVID Delta variant infection rates. MSCI ACWI returned 2.5% for the
month led by a late month surge in MSCI Japan which returned 3.1% followed by the S&P 500 (+3.0%)
(Figure 10). After lagging for most of the month, MSCI Pacific ex-Japan and Emerging Markets recovered
the last week of August, returning 2.6% and 2.2%, respectively. After having led the other non-U.S.
regions for most of the month, MSCI Europe ended up finishing behind the other regions, returning 1.5%
for the month. What a difference one Fed speech can make!
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Figure 10 – Jackson Hole Speech Led to a Sharp Leadership Rotation as Pan-Asian
Regional Performance Surged the Last Week of August

As mentioned above, the U.S. dollar weakened against major trading currencies in response to the Powell
speech (Figure 11), arresting the early month appreciation that had financial market participants starting to
worry.

Figure 11 – U.S. Dollar Strength Broke Upward Resistant Levels Before Weakening In
Response to Powell Speech

Within the U.S., U.S. large cap growth stocks outperformed small caps and cyclically-sensitive value
stocks. U.S. small caps underperformed large caps with the S&P 600 Index returning 2.0% behind the
3.0% return of the S&P 500. S&P Pure Value underperformed Pure Growth, returning 2.8% versus 5.1%,
respectively (Figure 12).
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Figure 12 – U.S. Small Cap and Value Underperform Large and Growth

We would also note some unhealthy internal market dynamics building underneath the surface of the U.S.
stock market advance as breadth (advance vs decliners) and short-interest levels reflect narrowly-driven
crowded positioning within the largest U.S. companies (primarily FAAMG stocks) (Figures 13a and 13b).

Figures 13a and 13b – Unhealthy Market Dynamics Build Underneath the Surface of the
U.S. Stock Market Advance with Narrowing Breadth and Historically Low Short Interest
Levels

Source: Bear Traps Report
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Despite growth stocks outperforming value stocks, Financials led all U.S. sectors (Figure 14) followed by a
combination of growth sectors (Communication, Technology) and rate-sensitive defensive sectors (Utilities,
Real Estate). The Energy sector continues to underperform regardless of whether energy commodity
prices are rallying or falling.

Figure 14 – Financials and Growth Sectors Outperform Cyclical Sectors

After lagging throughout August, Momentum surged the last week to lead all other factors followed by High
Quality while Value, Minimum Volatility, and High Dividend underperformed the broad market (Figure 15).
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Figure 15 – Momentum and High Quality Outperform Value, High Dividend, and Minimum
Volatility

Investment grade fixed income (Figure 15) posted a small negative return as long-term interest rates
bounced around throughout the month while corporate credit spreads (Figure 16) widened prior to the
Jackson Hole meeting but then narrowed following the dovish Powell speech. However, corporate bond
spreads remain wider than the cycle-low levels reached back at the end of June. The Bloomberg/Barclays
US Aggregate Bond Index returned -0.2% as the 10-Year U.S. Treasury yield dropped to as low as 1.25%
before finishing the month at 1.31%.
Non-U.S. bonds came under some pressure at month-end following stronger-than-expected inflation
readings out of Europe. The Eurozone July CPI rose 3% year-over-year while core CPI rose 1.6% which
led to a rise in German bund yields and a euro appreciation versus the U.S. dollar. Comments from ECB
officials hinted at moving up the timetable for tapering balance sheet purchases.
U.S. high yield and emerging market debt outperformed investment grade fixed income as risky debt rode
the coattails of strong equity performance. The Bloomberg Barclays US High Yield Index returned 0.5% for
the month while Bloomberg Barclays Emerging Market Debt (LC) returned 0.9% benefiting from a
weakening U.S. dollar.

Figure 15 – Global Fixed Income Markets Posted Moderate Losses As Interest Rates Rose
at the End of the Month
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Figure 16 –Lower Investment Grade and High Yield Corporate Credit Spreads Narrowed
Following the Dovish Powell Speech

Within equity alternatives (Figure 17), REITs continued their outperformance while Commodities and
Precious Metals underperformed equities as oil prices (Figure 18) came under pressure throughout the
month over lingering concerns on the negative impact to travel demand due to rising COVID infections. Oil
would later recover from the depths of the sell-off to finish just under $70/barrel (3-month generic contract)
Precious Metals can’t seem to find their legging despite the prevalence of negative inflation-adjusted
interest rates. However, industrial metals recovered from last month’s sell-off to finish at the top end of its
3-month trading range.
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Figure 17 – REITs Continue to Outperform; Commodities and Precious Metals Posted
Negative Returns

Figure 18 – Industrial Metals Finish Near the High End of Its 3-Month Trading Range While
Oil Prices Continue to Track Lower

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
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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 September 2, 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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