A WILD RIDE FOR MARKETS

Market Review

The wait is finally over to see how the economy fared during
the second quarter, a time in which the US economy was
heavily shut down. The outcome was abysmal and produced
a -32.9% annualized contraction in GDP from the preceding
quarter. One has to go back to the quarters surrounding
the Great Depression and World War II to see similar types
of declines. Altogether, GDP has fallen -9.5% over a full-year
period covering the last four quarters. An absolute collapse
in consumer spending weighed heavily on the economy
while government expenditures and an increase in export
activity were the only segments that made gains. Despite the
recent economic challenges, global equities have rebounded
tremendously off of the deep lows experienced in March.
Yields on US government bonds moved lower before the
announcement of GDP. The US 10-year rate is now flirting with
the lows at the start of the pandemic. The same rate is about
1.46% below where it was just one year ago. Now that consumer
prices, excluding the volatile series of energy and food, trend
around 1.20%, real interest rates on government debt are once
again negative.
Negative real rates are meaningful for lifting this economy out
of recession. They can act as a mechanical tool for limiting the
growing size of taxpayer debt absent any more government
spending. Since government deficits consequentially devalue
the currency of an economy, the US economy, in theory, should
be able to reduce public debt on future growth that is either
real or price-induced. There are, of course, supposed to be
economic repercussions to using currency devaluation as a tool
for paying down debt. Still, the US public deficit is going to
grow before it shrinks, and Congress seems to be in a regular
state of evaluating new stimulus packages for the American
public since the pandemic began.
Indeed, certain markets already see inflation on the horizon.
Yields on US government inflation-protected securities continue
to move deeper into negative regions as investors expect the
principle value on such debt instruments to rise with inflation.
These types of debt markets are forecasting that inflation will
rise to around 1.5% per year based on how things are priced
today.
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“Despite the recent economic
challenges, global equities have
rebounded tremendously off of
the deep lows experienced in
March.”
costs. World demand has not lost its enthusiasm for holding US
dollar assets as gleaned through the ongoing and sustained
size of the US trade imbalance. Foreigners still seem happy
enough to sell their goods and services to the US in exchange
for US dollars. Those US dollars usually make their way back
into the debt of the US government helping to keep yields
down and deficits high. Without the US dollar being a world
premiere, an attitude for fiscal austerity would likely be more
prevalent in the US, making it harder to end recessions quickly.
Yet the US dollar has lost some value since the middle of the
pandemic. The selling of US dollars, however, comes after
significant strength that led into the pandemic. But clearly
markets are showing some concern about accumulating deficits
inside of the US economy. Otherwise the sterling, euro, and yen
would not likely be advancing in strength like they are today.
Still, the US maintains one special competitive advantage in
developed markets of government debt. Even though rates
have come down in the US, they are still above the other safehaven yields of Europe and Japan. This advantage can help
limit the US dollar’s depreciation.
Unlike the policies in Europe or Japan, US policy has so far kept
nominal interest rates out of negative regions, although things
may begin to change. The Fed has the room to maneuver into
these negative rates given the current picture for employment
and inflation. But surely this is a policy tool that is being left
on the table for a worst-case scenario, which may be why the
Fed voted to leave rates unchanged in the most recent policy
meeting.

It is good that the US dollar is designated as the world’s reserve
currency. Without its status, navigating out of a recession
through means of currency devaluation could incur far greater
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US STOCKS

FOREIGN STOCKS

US Stocks made impressive gains in
July nearly extinguishing the losses of
the year in large-caps. Monthly gains in
large-, mid-, and small-caps were almost
identical. However, large-caps are further
ahead this year compared to the other
size categories. YTD losses in the largecap category currently reside at .55%
while losses in small-caps are -13.84% over
the same period. There has also been a
rather large divide between the value and
growth styles, with growth showing strong
outperformance for the year.

FOREIGN BONDS

Foreign stocks produced similar gains
in the most recent month relative to US
Stocks. Notably outperforming in July
was the emerging market stocks category
average. This asset class advanced 7.96%
last month and has shown the same type of
momentum as US large-cap stocks over the
course of the year. YTD losses in emerging
market stocks are almost vanquished,
but deeper losses exist in other foreign
markets. Respective YTD losses in
developed large-caps and international
small-caps are -8.08% and -10.64%.

US BONDS
US Bonds drew in more gains as interest
rates fell again in July. Investor preference
for the highest of quality bonds are still in
possession of mid-single digit gains this
year. Riskier bonds that exhibit increased
volatility relative to high-quality bonds
hang onto YTD losses. However, those
losses in corporate high-yields and bank
loans are close to breaking even this year.
Over the trailing one-year period, highquality bonds have demonstrated strong
returns, with high-quality corporates
returning over 10%.

HARD ASSETS

Foreign Bonds picked up on more gains
in July to eliminate the YTD losses of
the category average. This year’s best
performance resides in the world category
average of bonds, likely for reasons of
quality and safety. But emerging-market
bonds have made a nice recovery since
falling out of favor in the midst of the
pandemic. YTD performance in emerging
markets is nearing a breakeven point,
which is a testament to its strong recovery
given the losses experienced earlier in the
year.

Hard Assets (ex-precious metals) has
been a lagging group since the beginning
of the year as financial asset valuations
experienced meaningful recoveries. The
episode of weakness is still in assets that
cover energy and publicly traded realestate markets. Each of those asset classes
continue to hold double-digit losses on
the year with the greatest losses sitting in
energy-related assets. Precious metals are
the clear winners and story of the year with
YTD gains of 41.48%!

HYBRIDS
Hybrids strengthened in July and sustained
their correlation with equity-like assets.
Convertibles outperformed once again
in the hybrid space with gains of 6.54%
in July to bring the YTD gain to 13.85%.
Still lagging this year are preferred stocks.
In July, preferred stock grew 4.44%, but
YTD losses are still at -4.38%. However,
with their attractive income payouts, the
attractiveness of the asset class seems to
be improving as investors are left searching
for yield.
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