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Key Observations What We’re Watching

Stocks ended last week little changed even as the onset of 

the Israel/Hamas war spurred a flight to safe-haven assets 

such as U.S. Treasuries and gold. Domestic large-cap stocks 

(S&P 500) were a relative port in the storm as energy and 

defensive growth stocks garnered inflows.

Last week had a ‘risk off’ tone to it due to geopolitical fears, 

but we still would have expected small cap stocks to fare a 

bit better given falling Treasury yields and revenue streams 

heavily tied to the U.S. The poor showing out of small caps 

month-to-date is likely to persist as investors ‘chase’ returns in 

large-cap growth stocks into year-end.

Yields on long-term U.S. Treasury bonds ended the week 

lower, but the move appeared to be driven more by short 

covering than it was by investors clamoring for safety in 

long-dated Treasury bonds. 

The U.S. Treasury auctioned 10- and 30-year notes last week, 

and both issues were poorly received with indirect bidders, 

primarily foreign central banks, falling short and dealers 

forced to take down a larger percentage of each offering 

than has been typical in recent auctions. This doesn’t 

bode well into month-end as Treasury is expected to issue 

approximately $175B of bonds between now and the end 

of October, which could put upward pressure on yields.  

U.S. September retail sales are released Tuesday and 

are expected to rise 0.3% month over month, down from 

0.6% month over month in August. Excluding fuel and 

motor vehicle sales, retail sales are expected to rise 0.2% 

month over month, modestly above the 0.16% month 

over month increase in August.

Eurozone Consumer Price Index (CPI) for September is 

released Wednesday with a 4.3% year over year headline 

reading expected, in-line with the reading from August. 

Core CPI is expected to have risen 4.5% year over year 

during the month, also in-line with the August reading.

On Thursday, the Conference Board will release its index 

of leading economic indicators for September with a 

-0.4% reading expected, which would fall in-line with the

August reading.

Japan’s core CPI for September is released Thursday and 

a 2.7% reading is expected, which would be well below 

the 3.1% reading from August. The Bank of Japan will be 

closely monitoring this data point as upward pressure 

on inflation subsiding somewhat could take some of 

the pressure off the Japanese yen and could afford 

policymakers with some breathing room regarding the 

timing of further adjustments to the current yield curve 

control program. 
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Stocks: Rally Stalls As Geopolitical Risks Rise; 
The “Performance Chase” Is On; Small-Caps 
Likely To Remain Challenged. 

What Happened Last Week:

Economically Sensitive Sectors Outperform With Energy 

Leading The Way. The S&P 500 turned out a 0.4% weekly 

gain with the energy, industrials, and real estate sectors 

outperforming. The energy sector rallied 4.5% on the 

week, buoyed by the onset of the Israel/Hamas war, which 

led to fears that the conflict could spill over to Iran and/

or other parts of the Middle East and potentially weigh 

heavily on global supply for a prolonged period. Not to 

be ignored, the U.S. also levied new sanctions on crude 

oil exports from Russia last week, which, in theory, would 

also curb supply and put upward pressure on prices. A 

geopolitical risk premium will likely put a floor under West 

Texas Intermediate (WTI) and Brent crude in the low-to-

mid $80’s per barrel over the near-term, and investors, or 

perhaps more accurately, traders could deploy capital 

into energy stocks in a bigger way over coming months 

as a hedge against inflationary pressures reaccelerating 

into year-end.     

“Performance Chasing” Appears To Have Already 

Commenced. It’s been well documented that a select 

number of large-cap stocks in the communication 

services, consumer discretionary, and information 

technology sectors have driven the bulk of the S&P 500’s 

gain in 2023. Into year-end we expect portfolio managers 

to ‘chase’ those winners higher as they desire to show 

investors how ‘smart’ or prophetic they were to hold these 

names during the quarter/year. Judging by month-to-

date sector performance, it appears as though typical 

year-end “performance chasing” may have started 

early as the information technology and communication 

services sectors are the best performers, rising 2.8% and 

2.2%, respectively, outpacing the S&P 500’s 0.9% return. 

While it’s likely that large-cap growth continues to lead 

on a relative basis into year-end, we are left to question 

how much upside might be left into year-end after the 

October rally in many of these names. We want to stay 

invested and participate in any Santa Claus rally into year-

end, but our expectations for gains are tempered as the 

Israel/Hamas war could put upward pressure on energy 

prices should it spread throughout the region, and when 

combined with the prospect of higher for longer interest 
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Bonds: Short Covering Amid ‘Flight To 
Safety’ Flows Force Treasury Yields Lower; 
Weak Treasury Auction Results Highlight 
Limited Demand For Long-Term Bonds At 
Current Yields.

broke below the 4.50% level and given weak 10-and 30-

year Treasury auctions mid-week, it appears as though 

buyers for long-dated U.S. Treasury paper are only willing 

to deploy capital at higher yields. We continue to view 

4.50% as key support for the 10-year yield and struggle 

to identify near-term catalysts capable of pushing yields 

lower in a meaningful way. Thus, the 10-year yield could 

rise back toward its early October intra-day high around 

4.85% as Treasury issuance ramps up in the coming weeks 

with approximately $175B of Treasury paper slated to hit 

the market prior to month-end.   

Inflation Is Coming Down, But Perhaps Not Fast Enough For 

The FOMC’s Liking. Both September CPI (Consumer Price 

Index) and PPI (Producer Price Index) came in hotter than 

expected last week. CPI was released Thursday with a 

headline reading of 3.7% year over year and 0.4% month 

over month, both 0.1% above the consensus estimate. 

Core CPI, which excludes volatile food and energy 

prices, rose 4.1% year over year and 0.3% month over 

month, in-line with the consensus estimate. Wholesale 

prices, evidenced by PPI, rose 2.2% year over year in 

September, well above the 1.6% expected, and excluding 

food/energy rose 2.7%, above the 2.3% expectation. The 

core CPI reading will continue to give the FOMC some 

heartburn as it is moving in the right direction, but at a 

painfully slow pace, and with the hotter PPI reading 

likely to flow into consumer prices over coming months, 

CPI and the Fed’s preferred inflation gauge, Personal 

Consumption Expenditure (PCE) could remain elevated 

into year-end. September inflation data is problematic 

for an FOMC that wants to be finished hiking rates/

tightening monetary policy as the path to 2% inflation 

remains painfully slow. However, with long-term Treasury 

yields rising sharply in the past three-plus weeks, serving 

to tighten monetary policy, it’s likely that the Committee 

will leave the Fed funds rate where it is when it meets in 

November as it awaits additional data. It’s too soon to 

say if the FOMC is done raising rates, and the Committee 

will avoid stating such after its November meeting as it 

seeks, above all else, to keep its options open. 

Lackluster Demand For Long-Term U.S. Treasuries At Auction. 

The U.S. Treasury auctioned off $35B of 10-year notes 

last Wednesday and $20B of 30-year notes on Thursday, 

Short Covering Behind The Rally In Treasuries Last Week. 

Short covering in Treasuries driven by ‘flight to safety’ flows 

as the Israel/Hamas war broke out forced yields lower 

early last week, despite hotter than expected inflation 

readings and a couple of poorly received Treasury 

auctions. After a rollercoaster ride of a week, the closely 

watched 10-year Treasury yield closed at 4.63% last Friday, 

down 15 basis points on the week. We attribute much of 

the move lower in yields last week to short covering as 

investors betting on interest rates continuing to rise took 

profits and moved to the sidelines as they feared a wave 

of ‘safe haven’ buying in Treasuries amid the onset of 

the Israel/Hamas war. It’s notable that even as a flurry of 

short covering forced yields lower, the 10-year yield never 

rates, could weigh on consumer confidence and spending 

as well as investor sentiment into year-end.  

Small-Cap Struggles Continue. The Russell 2000 index 

of small-cap companies fell 1.4% on the week, which is 

notable given the drop in Treasury yields and decline in 

energy prices over the balance of the week which we 

would have expected to be a tailwind for this cohort of 

stocks. The Russell 2000 is now lower by 3.6% month-to-

date, underperforming the S&P 500’s 0.9% monthly gain, 

and year-to-date the Russell 2000 is lower by 2.3%. While 

small-cap stocks, broadly speaking, are attractively 

valued relative to their own history and relative to the S&P 

500, valuation alone isn’t a reason to increase allocations 

to small and mid-cap (SMid) stocks at the present time. 

A challenging fundamental backdrop is likely to remain 

in place for smaller companies into year-end 2024, with 

headwinds from higher/rising interest rates, elevated 

energy prices, and continued tightness in the labor market, 

all of which will pressure free cash flow generation and 

profit margins for small caps to varying degrees over the 

near-term.
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and the response to both auctions was underwhelming 

at best. For the 10-year auction, specifically, indirect 

bidders, primarily central banks abroad, took down just 

60% of the issue, below recent auction averages, and 

primary dealers were forced to ‘eat’ just shy of 19% of 

the issue, above the recent average. Takeaways from 

the 30-year auction were nearly identical, with indirect 

bidders taking down a below average allocation and 

primary dealers forced to take down an above average 

allocation. Results from both auctions are evidence of 

weak demand for long-dated Treasuries despite the lift in 

yields that has taken place since the FOMC’s September 

20 meeting, and with sizable issuance expected prior 

to month-end, we see few catalysts for yields to move 

markedly lower over the near-term.
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