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Financial conditions eased further in July. U.S. and 

other advanced economy equity markets rose, in 

some cases touching new highs. Favorable 

corporate earnings reports, some exceeding 

expectations by a wide margin, buoyed sentiment 

and prices. Emerging equity markets in contrast 

declined, driven largely by Chinese tech stocks, 

which withered under the critical scrutiny of 

Chinese regulators. Yields on U.S. Treasury and 

advanced economy sovereign bonds declined, with 

the real yield on inflation-protected government 

bonds in the U.S. and Germany plumbing new 

lows. Credit spreads remained compressed on 

expectations that the strong earnings rebound 

would trigger credit upgrades. According to recently 

released data, second quarter GDP rose strongly in 

both the U.S. and Europe, although the U.S. 

outturn was below expectations. Commodity prices 

rose modestly further in July.   

Performance of Major Market Indices 
Sources: S&P, MSCI, FTSE Russell, Barclays, Citigroup, Bank of 
America Merrill Lynch, J.P. Morgan, HFR, Bloomberg. 

 
U.S. equity markets post further strong gains.  

U.S. Equities Climb to New Highs 

U.S. equities rose in July for the sixth successive month. Both 

the S&P500 and the NASDAQ touched new highs. The 

S&P500 rose 2.4% in July, bringing its gain so far this year to 

18.0%. Exceptionally strong economic and earnings growth 

helped fuel the July rally. Coincident indicators of economic 

activity, suggest that growth, especially in the manufacturing 

sector, remains robust. With 60% of the companies in the 

S&P500 reporting, 88% reported earnings that were on 

average about 17% above expectations. Both the share of 

companies reporting positive earnings surprises and the 

magnitude of the surprises were exceptionally high. The 

earnings of the five largest tech companies – Apple, Microsoft, 

Amazon, Google, and Facebook – rose as a group by 36%, 

well above analyst expectations, sending their share prices 

higher (Exhibit 1).  

Exhibit 1. Equities Buoyed by Strong Earnings Growth 

Source: Bloomberg. Index. January 2020 = 100. FANMAG comprises 

Facebook, Apple, Netflix, Microsoft, Amazon, and Google. 

 

Within the U.S. equity market, growth stocks (+2.8%), 

outperformed value (0.5%), and large cap firms (+2.1%) 

outperformed small (-3.6%). Nevertheless, so far this year 

value shares (+18.3%) continue to outperform growth 

(+15.9%). Stocks in the healthcare, technology, and utility 

sectors led others, while the energy sector fell 8.1% in July, 

after a stellar rise in the first six months of the year. Despite 

this sharp drop, energy shares remain up 30.1% so far in 2021. 

Chinese Regulators Spook Tech Investors 

The MSCI World ex-U.S. index of non-U.S. equity markets 

rose about 0.7% in July, led by the gains of advanced 
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economy bourses, which rose 0.9%. As in the U.S., the 

combination of easy financial conditions and strong economic 

and earnings growth contributed to the market gain, and 

helped mitigate concern about the potential impact of the 

virulent delta variant on economic activity. Emerging equity 

markets, in contrast, fell 6.7% in July, dragged down by the 

14.1% drop in Chinese shares (Exhibit 2). Regulatory scrutiny 

of tech firms involved in on-line tutoring, food delivery, music 

streaming, and property management services as well as 

companies seeking oversees listings sent shares sharply 

lower. Chinese shares trading offshore were especially hard hit 

with the NASDAQ Golden Dragon China Index of tech shares 

trading in the U.S. falling 20% in July. Questions surrounding 

the continued viability of “variable interest rate entity” (VIE) 

structures used by offshore investors to gain access to 

Chinese firms precipitated the decline. VIEs are designed to 

circumvent rules forbidding foreign ownership in firms 

operating in key sectors of the Chinese economy. While their 

returns are linked to the performance of the underlying firm, 

they do not confer a direct interest in the issuing firm. The 

Chinese authorities appeared to be taking steps to prevent the 

further use of VIEs while the SEC warned that VIEs were 

nothing more than shell companies.  

Exhibit 2. EM Equities Dragged Down by China 

Source: Bloomberg. Index December 31, 2020 = 100. 

 

The Punchbowl’s Prospects  

Since January 2008, the Fed’s balance sheet has undergone 

an extraordinary expansion from about 6% to 36% of GDP. 

The Fed implemented the first wave of this massive monetary 

stimulus to forestall a collapse of the money market and 

broader economy in the wake of the Great Financial Crisis 

(GFC). The explosion in Fed assets had little impact on broad 

money growth. The economy was caught in a liquidity trap. 

The Fed was pushing on a string. Burned by the losses of the 

GFC, banks were shy about lending and instead built excess 

reserves with the Fed, limiting the expansionary impact on the 

economy of the Fed’s stimulus.  

Following the pandemic-induced plunge in output in 2020, the 

Fed initiated a second, even larger expansion of its balance 

sheet. This time the liquidity trap that prevented monetary 

stimulus from having its desired effect following the GFC was 

not a constraint. Banks are lending their excess reserves. The 

money supply is growing rapidly, helping to underpin a V-

shaped economic recovery while also fueling inflation and 

rapidly rising asset prices, including equities, commodities, and 

a red-hot U.S. housing market.  

Notwithstanding its protestations to the contrary, the Fed 

appears to be initiating steps to drain liquidity from the system 

and dampen further growth in the money supply. In recent 

months, the Fed has expanded its reverse-repo operations to 

drain $1 trillion in liquidity as a first step in reducing monetary 

stimulus. The Fed appears poised to remove the punchbowl 

that it has kept filled to the brim since the GFC. 

Against this backdrop of strong growth and rising inflation, 

bond yields paradoxically declined further in July, with the real 

yield on 10-year U.S. and German inflation-protected securities 

hitting all-time lows. Both are strongly negative (Exhibit 3). U.S. 

Treasuries with maturities of 10 years or more gained 3.5% in 

July, but remain down 4.6% so far this year. U.S. credit 

markets also gained across the maturity spectrum and credit 

spreads remained compressed. Advanced economy bonds 

outside of the U.S. also rose in July, but remain down 4.3% so 

far in 2021. 

Exhibit 3. 10-Yr. U.S. and German Real Yields Plumb Lows  

Source: Bloomberg. Yield in percent. Data through July 2021. 

 

Hedge Funds Tread Water 

Hedge funds declined 0.6% in July, but remain up 2.8% so far 

in 2021. Equity Hedge continued to lead other strategies and 

was the only hedge fund strategy to record a gain in July, rising 

0.5%. Return dispersion among sub-strategies persists with 

Fixed Income and Global Macro strategies continuing to lag 

the aggregate benchmark through July. 

Commodity Prices Soar 

Commodities generated modest gains in July, adding to very 

strong returns in the first half of the year. The GSCI index is up 

33.5% so far in 2021, and oil prices have gained 52.4%.  

Performance of Major Market Indices through 07-31-2021 

Sources: MSCI, FTSE, Barclays, Citigroup, Bank of America Merrill 

Lynch, J.P. Morgan, S&P GSCI, HFR, Bloomberg. 
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1-Month QTD YTD 1-Year 3-Year 5-Year

S&P500 2.4% 2.4% 18.0% 36.4% 18.2% 17.3%

Russell 2000 -3.6% -3.6% 13.3% 52.0% 11.5% 14.3%

MSCI World Ex-US (USD) 0.7% 0.7% 10.6% 31.0% 7.9% 9.4%

MSCI Emerging Mkts (USD) -6.7% -6.7% 0.2% 20.6% 7.9% 10.4%

Citigroup US Treasuries 1.3% 1.3% -1.3% -3.0% 5.2% 2.3%

Citigroup Credit 1.3% 1.3% 0.1% 1.5% 7.9% 4.8%

Merrill High Yield 0.4% 0.4% 4.1% 10.7% 6.9% 6.8%

JPM EMBI Global (USD) 0.5% 0.5% -0.5% 3.6% 5.9% 4.2%

Citigroup WGBI Ex-US (LC) 1.6% 1.6% -1.0% -0.2% 3.0% 1.3%

Citigroup Credit AAA/AA 10+ 2.3% 2.3% -1.6% -3.3% 11.3% 6.2%

Barclays US Aggregate 1.1% 1.1% -0.5% -0.7% 5.7% 3.1%

GSCI Total Return 1.6% 1.6% 33.5% 54.0% -1.0% 4.1%

HFRX Eq. Wtd. Strategies -0.6% -0.6% 2.8% 8.7% 3.1% 3.0%


