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Key Observations: What We’re Watching This Week:

Credit concerns rippled through stock and bond markets, 
generating volatility and weighing on investor risk appetite 
over the balance of the week. Two high profile bankruptcies 
made headlines and generated chatter surrounding 
whether these were isolated events or more systemic in 
nature and evidence of cracks forming in the credit market. 
We see these credit-related hiccups as one-offs at present, 
but with stocks and corporate bonds richly valued, a reset 
for positioning, sentiment, and valuations would likely be a 
healthy event, and could occur via time or price.  

Some of the ‘froth’ came out of highflyers tied to the AI 
theme and buildout of data center infrastructure last week, 
but broader U.S. indices still managed to finish with gains. 
This is ideal for keeping the rally going as some of the more 
overbought areas cooling off as capital rotates between 
sectors leaves indices on firmer footing into the seasonally 
strong November through January stretch in the calendar. 

The bankruptcies of auto parts supplier First Brands and 
subprime auto lender TriColor created skittishness in the 
equity market, but indices tracking investment grade, high 
yield, and leveraged loans in the corporate bond market 
barely seemed to notice. This resiliency is noteworthy, but we 
will be monitoring these areas in the coming weeks for any 
widening of credit spreads and potential signs of stress.

Quarterly reporting season ramps up in a big way with 
122 companies in the S&P 500 slated to post results in the 
coming week. 

The U.S. Consumer Price Index (CPI) for September is 
released Friday with the headline reading expected to 
rise 0.4% month over month and 3.1% year over year, 
which compares to 0.4% and 2.9% readings last month. 
Core CPI, which is more closely watched by policymakers, 
is expected to rise 0.3% month over month and 3.1% year 
over year, which would fall in-line with readings from the 
prior month. Should the data come in as expected, this 
would provide further evidence that inflationary pressures 
remain sticky but are not at risk of becoming unanchored, 
which could give the FOMC comfort to cut the Fed funds 
rate later this month. 

S&P Global releases its monthly Purchasing Managers 
Index (PMI) for October on Friday. Manufacturing PMI 
is expected to fall to 51.8 from 52.0 while Services PMI 
is projected to fall to 53.5 from 54.2 the prior month. A 
reading above 50 indicates expansion or growth, below 
50 contraction.
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Stocks: U.S. Indices Post Gains Despite Credit 
Fears, Trade Uncertainty; Big Banks Kick 
Off Earnings Season With Positive Results; 
Record High For Small Caps As FOMC Chair 
Strikes A Dovish Tone; Eurozone, Japanese 
Equities Rally, While Strength Out Of South 
Korea Is Offset By Weakness Out Of China. 

U.S. Indices On Healthier Footing Into Year-End After Last 
Week’s Positioning, Sentiment Shift. The U.S. and China 
continued to trade jabs surrounding China’s curbs on 
exports of rare earth minerals which are used in a broad 
swath of high-tech applications. This is a hot button issue in 
Washington D.C. due to negative implications for the U.S. 
military industrial complex should rare earth minerals need 
to be sourced elsewhere. This led to concerns that a trade 
war between the two countries was potentially back on 
after a six-month hiatus. While trade rhetoric dominated 
headlines early in the week, it took a back seat to credit 
concerns as comments made by J.P. Morgan’s CEO, along 
with a couple of smaller regional banks reporting credit 
losses tied to alleged fraud, led to concerns that some 
recent high profile bankruptcies could be just the tip of the 
iceberg with more “cockroaches” likely to come into the 
light in due time. Trade and credit concerns weighed on 
risk appetite over the balance of the week, but the S&P 
500 still managed to eke out a 1.7% weekly return and 
recoup some of the prior week’s losses, while small cap 
stocks fared even better. We suspect credit concerns will 

subside, but it may take another week or two for positioning 
and sentiment to sufficiently reset after such a sizable and 
unchecked move higher for U.S. indices off the April lows. 
We remain constructive on U.S. stocks into year-end and 
expect quarterly earnings and a reopening of the corporate 
buyback window to ultimately turn the tide back toward 
the bullish camp, but it may be November before we see 
those tailwinds materialize. .

Big Banks Post Big Earnings Beats, Set Positive Tone, But 
Credit Concerns Weigh On Regionals. The financial services 
sector of the S&P 500 closed the week lower by 0.3% as 
strong earnings results out of Bank of America (BAC), 
Citigroup (C), J.P. Morgan (JPM), and Wells Fargo (WFC), 
along with Goldman Sachs (GS) and Morgan Stanley (MS) 
set a positive tone for the sector, but were overshadowed by 
credit concerns out of a small cadre of regional banks into 
the weekend. On balance, management team’s struck an 
optimistic tone surrounding the state of the U.S. economy, 
but J.P. Morgan’s leadership cited a $170 million charge-off 
tied to loans made to subprime car lender Tricolor Holdings 
as “not our finest moment,” and noted that the bankruptcies 
of Tricolor and auto parts supplier First Brands could be the 
tip of the iceberg after more than a decade of easy credit. 
The ‘Big 4’ banks, along with Goldman and Morgan Stanley, 
posted positive results last week with the group expecting 
robust capital markets activity (equity/debt underwriting, 
M&A) in the coming quarters and pointing toward a resilient 
consumer set an upbeat tone for earnings season. But those 
constructive comments took a backseat to credit concerns 
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as regional banks Zions and Western Alliance disclosed 
credit losses tied to the same alleged fraud in the non-
depositary financial institution space, which spurred selling 
across the financial services sector. 

Small Caps Rally As FOMC Chair Powell Strikes A Dovish 
Tone. While risk appetite was subdued over the balance 
of last week due to the ongoing U.S./China trade spat and 
concerns surrounding the credit market, the S&P Small Cap 
600 still gained 3% on the week and outpaced the S&P 500. 
The rally in small caps accelerated Tuesday as FOMC Chair 
Jerome Powell made remarks that market participants took 
to imply he was supportive of a rate cut later this month, 
and perhaps another in December, while he also noted 
that it could be appropriate to end balance sheet runoff, or 
quantitative tightening (QT), in the coming months. Taken 
together, less restrictive monetary policy in the coming 
months, along with the end of QT could keep a lid on 
yields and lower borrowing costs for smaller companies in 
a material way. 

A Good Week For Eurozone, Japanese Stocks, While 
China’s Losses Offset South Korea’s Gains. The MSCI EAFE 
developed markets index rose 0.6% on the week, while the 
MSCI Emerging Markets index continued to digest sizable 
gains from August and September and fell 0.3%. Developed 
market indices were buoyed by Eurozone and Japanese 
stocks while the U. K’s FTSE 100 index closed little changed. 
Measures of near-term breadth or participation have 
improved in the Eurozone and U.K. in the past month, which 
is encouraging after the EAFE marked time from May through 
August. The most notable moves on the week occurred in 
developing country indices tied to China and South Korea, 
with the former falling 3.8% and the latter rising 4.3%, serving 
to offset one another. We remain more constructive on 
emerging markets than we are on developed markets 
abroad but acknowledge that recent price action appears 
supportive of further gains for both areas into year-end.

Bonds: Treasuries Rally As Risk Appetite 
Wanes On Corporate Credit Concerns; 
2-Year Yield Gives The Fed Cover To Cut
Later This Month; No Signs Of A Rush To The
Exits In Riskier Corporate Bonds.

Skittishness Spurs Treasury Rally, But Upside For Prices 
Of Long Bonds Likely Remains Limited. The 10-year U.S. 
Treasury yield dipped below 4% intra-day last Thursday 
for the first time since Liberation Day in early April but 
failed to close out the week below that level. With the 10-
year yield still holding above 4% at last Friday’s close, our 
view on long-term Treasuries remains that upside to total 
return/downside for yields is limited in the near-term, but 
with trade and credit uncertainty dominating, near-term 
downside for price/upside for yields is also likely limited. 
We remain of the opinion that bond investors are in a clip 
your coupon environment for the foreseeable future, and 
it would take a weekly close below 3.85% or above 4.20% 
on the 10-year Treasury to alter our view. 

Drop In The 2-Year Yield Provides The Fed Cover To Cut 
Later This Month. FOMC Chair Jerome Powell spoke mid-
week and struck a dovish tone, in our view. The Chair noted 
that it may be appropriate for the Fed to end balance 
sheet contraction known as quantitative tightening (QT) in 
the coming months, a shift that would give the central bank 
flexibility to buy bonds should intervention be necessary 
and one that would also likely serve to put a cap on long-
term yields. The 2-year yield is often viewed as a proxy for 
where the bond market believes the Fed funds rate should 
be, and with the 2-year closing out last week at 3.46%, the 
bond market is telling the FOMC that the Fed funds could 
be another 50- to 75- basis points below its current level 
in relatively short order. On the heels of the credit issues 
outlined by J.P. Morgan, Western Alliance, and Zions last 
week, Fed funds futures are now fully pricing in two quarter-
point rate cuts between now and year-end and now place 
a 3% probability on the FOMC doing even more than that. 
While the FOMC won’t likely have the September nonfarm 
payrolls report in hand by the time it meets on October 28-
29, barring a sizable upside surprise/shock to CPI this week, 
the FOMC appears to have the necessary cover to deliver 
another “risk management cut” when it meets later this 
month.

No Signs Of A Rush To The Exits In High Yield Corporate Bonds 
Despite Worrisome Credit Commentary. Bankruptcies tied 
to auto parts company First Brands and subprime auto 
lender TriColor reverberated across markets early last week 
as investors questioned whether these events were the 
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canary in the coalmine and cause for concern surrounding 
the high yield leveraged loan market broadly, or if they were 
just one-offs. There were few signs of stress in the corporate 
bond market last week as the Bloomberg U.S. Corporate High 
Yield index closed higher by just shy of 0.5%, hardly indicative 
of a rush for the exits and all out flight to safety. Even the 
Bloomberg U.S. Leveraged Loan index, which is made up 
of high yield, often syndicated floating rate loans such as 
those made to First Brands and TriColor, ended the week flat 
– this would not be the case if fixed income investors viewed
these bankruptcies and underwriting lapses as just the tip of
the iceberg. Notably, despite concerns surrounding credit
underwriting standards of some financial institutions, the
credit spread over the Treasury curve for the Bloomberg U.S.
Corporate High Yield index narrowed from 301-basis points
on 10/10 to 290 last Friday, evidence that equity investors
appear to be more worried about widespread defaults/
bankruptcies than credit investors are at the present time.
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