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July 2021 Market Commentary: Making Sense of Mountainous Peaks 

 

 

Data Source: Bloomberg 

 

July 2021 Highlights: 
• Global stocks (MSCI All-Country World Index) returned 0.7% primarily driven by the U.S. market, with 

the S&P 500 returning 2.4% followed by MSCI Europe, which returned 1.8% for the month.  Pan-Asian 
and Emerging Markets lagged for the month extending an underperformance streak going back several 
months.  MSCI Japan returned -1.3% while MSCI Asia ex Japan and Emerging Markets were down 
6.6% and 6.7%, respectively.        

• Despite renewed lockdowns and restrictions in response to the Delta Variant, both the United Kingdom 
and Continental Europe appear to be past peak infection rates as both regions continue to receive 
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investment outflows from Pan-Asia which is still suffering with high infection rates.  Pan-Asia continues 
to suffer from a combination of higher Delta infection rates and spillover weakness from the Chinese 
equity market sell-off following regulatory crackdowns on technology and property companies.   

• Within the U.S., U.S. large cap growth and defensive stocks outperformed small caps and cyclically-
sensitive value stocks.  U.S. small caps underperformed large caps with the S&P 600 Index returning -
2.4% behind the 2.4% return of the S&P 500 while S&P Pure Value underperformed Pure Growth, 
returning -2.2% and 5.2%.    

• Across U.S. sectors, U.S. cyclical and financial sectors underperformed growth-oriented (Health Care) 
and defensive sectors, led by Real Estate and Utilities, as the latter two benefited from the drop in long-
term interest rates.  The Energy Sector underperformed despite elevated oil and natural gas prices.   

• Among risk factors, ‘High Quality and ‘Minimum Volatility’ Outperformed ‘Value’, ‘High Dividend’, and 
‘Momentum’ as investors gravitated towards growth and defensive stocks and away from cyclical value.   

• Investment grade fixed income posted strong gains as long-term interest rates dropped further from the 
initial rally following the Fed June Meeting.  The bond market received reassuring comments from US 
Federal Reserve officials that inflationary pressures remain ‘transitory’, and that balance sheet tapering 
is still a ways off despite strong year-over-year inflation releases.   

• The Bloomberg/Barclays US Aggregate Bond Index rose 1.1% benefiting from the drop in interest rates 
although non-government investment grade borrowers saw their borrowing costs widen slightly versus 
government securities.  Non-U.S. bonds performed even better benefiting from lower rates (especially 
in Germany) and a weaker US dollar.  Emerging market debt posted moderate losses but was not 
overly weighed down by volatility in China’s equity and debt markets.   

• U.S. high yield underperformed investment grade for the first time in several months but still posted a 
moderately positive return despite some month-end spread widening.  The Bloomberg Barclays US 
High Yield Index returned 0.4% for the month.  Despite the underperformance of energy stocks, highly 
leveraged energy borrowers saw a slight increase to their borrowing costs from the previous month, as 
overall costs remain historically low.   

• Treasury rates dropped as the 10-Year U.S. Treasury Yield ended the month at 1.22% versus 1.75% at 
the post-COVID peak.  The 2- vs 10-year term structure continues to flatten while inflation expectations 
priced into TIPS have actually risen as investors still expect a moderate amount of inflation to persist.     

• Within equity alternatives, REITs continued their outperformance while Commodities and Precious 
Metals generated positive returns but underperformed U.S. Equities.  Precious Metals saw a month-
end rally following dovish Fed comments reaffirming current policy accommodations until pre-pandemic 
employment levels are achieved.  Industrial metals and commodities appear to have settled in a 
sideways pattern until more clarity is seen on the demand front.    
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Making Sense of Mountainous Peaks 

 
Source: istockphoto.com 

 

"It isn’t the mountain ahead that wears you out; it’s the grain of sand in your shoe."  

– Robert W. Service. 

In most other contexts, July’s market performance was pretty decent helped by the post-pandemic 
recovery, strong corporate earnings, and prospects for even more U.S. federal stimulus.  However, as 
global equities continued their advance (primarily led by the U.S.) and borrowing costs for the riskiest 
borrowers continue to drop, investors are trying to look past the present and are seemingly focused on, 
perhaps overly focused on, what lies ahead.  

And what lies ahead is presumably the next ‘peak’ narrative, whether 

1) a peak in post-pandemic recovery demand that could portend diminished risk appetite or 

2) a peak in COVID infection rates that could portend a reacceleration of reflationary demand sparking 
higher (and sustained) inflation. 
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However, both narratives are somewhat hindered by the metaphorical ‘grain of sand in the shoe’, as the 
degrees to which post-pandemic demand and COVID infection rates are acting as each other’s irritating 
grains of sand could derail the traversing of said peaks.  Higher prices (even if ‘transitory’), un-vaccinated 
levels, and (not without controversy) combined with higher degrees of social interaction are acting as the 
irritating grains for narratives #1 and #2, respectively.   

Even as the markets reach new heights (particularly U.S. large cap growth technology stocks), we get a 
strong sense that the world has grown weary with this post-pandemic mountain hike having to tread over 
higher prices, COVID variants, and contentious debates over COVID vaccines (whether they should be 
taken, at what age, should be made widely available to less wealthy countries, etc).   We don’t mind the 
hike from ‘Shutdown Valley’ (as it certainly beats staying there), but we could do without these sand grains 
that have the potential to turn into rocks (spiraling inflation, renewed lockdowns and social restrictions).   

With respect to COVID variants, hopefully, we’ve witnessed, or about to witness, a peak in the infection 
rate of the Delta Variant, even if the threat of another variant (Lambda?) lies around the corner.  The latest 
variant scare concerns the outbreak of the Delta variant, especially across the U.S. and Asia, even among 
those with mRNA type vaccinations.  The good news is that we’ve not seen a spike in hospitalizations and 
mortalities (at least among the vaccinated) when compared to the initial outbreaks from last year and, 
despite displaying high viral loads, vaccinated people so far show fewer signs of developing serious 
symptoms.   

Even better news is that some early-hit regions such as India, the U.K., and southern U.S. states such as 
Missouri appear to be past the peak in infection rates (Figures 1a and 1b).  If the average infection start-
to-peak period is approximately 40 days, then the U.S. may see a peak in Delta infection rates around late 
August.     

Figures 1a and 1b – India, the U.K., and Southern U.S. States May Have Already Seen a 
Peak in Delta Variant Infection Rates 
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Yet, the U.S. federal government has revised their COVID guidelines ‘recommending’ indoor masks to 
mitigate the spread in reaction to hot spot outbreaks such as on the Cape in MA.  Not wanting to turn this 
irritating sand into a debilitating rock, we suspect the federal government may not have the political 
appetite to reimpose lockdowns and restrictions of the kind that have been reimposed across Europe and 
the Pacific.   

What will likely be more contentious is whether to mandate vaccinations and make participation in public 
activities conditioned on vaccine passports.  Already, high profile large employers such as Google, 
Facebook, Disney, and Walmart are imposing stricter requirements for returning employees, although 
these restrictions largely affect office workers rather than frontline workers (and the jury is still out whether 
unionized workforces will accept vaccine mandates).  Many universities are imposing similar restrictions for 
returning students.  The Biden Administration has floated mandatory vaccines, although it remains to be 
seen whether these mandates would pass legal muster (there are several stages of ‘consent’ from 
persuasive to coerced).   

So, the debate over COVID policies (vaccinations, mobility restrictions) will likely rage on even if we were 
to see a peak in the Delta infection rates.  Here’s hoping that the global economy can continue to hike the 
path towards peak recovery despite those lingering COVID grains in the shoes.   

And, of course (?), a recessionary slide doesn’t necessarily follow from peak economic growth, even if it 
was achieved with a sugar high of pent-up shutdown demand, unprecedented federal stimulus spending 
and emergency central bank policies (zero interest rate targeting, quantitative easing).  Those with a 
‘glass-is-half-full’ outlook, see a moderation in economic growth rather than a recessionary backslide into 
deflation.  The hope is that the momentum built up during the 2021 recovery will sustain itself for several 
more years, especially with Federal Reserve policy prioritizing employment levels over inflationary 
pressures.  Besides personal consumption, which is expected to remain strong (coming off 10.5% 
annualized growth in the 2nd quarter), other tailwinds include residential housing, capital investment, and 

https://www.washingtonpost.com/lifestyle/2021/08/02/covid-mask-guidelines-faq/
https://www.cnn.com/2021/08/01/us/provincetown-outbreak-residents-response/index.html
https://www.nytimes.com/2021/08/02/business/workplace-vaccine-mandates.html
https://thehill.com/opinion/judiciary/565757-say-goodbye-to-persuasion-vaccine-mandates-may-be-coming-but-will-they-be
https://www.bnnbloomberg.ca/u-s-hurtles-past-peak-growth-and-there-s-no-need-to-panic-1.1633745#:%7E:text=%E2%80%9CIt%20means%20that%20the%20economy,at%20Bank%20of%20America%20Corp.
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inventory replenishment, not to mention prospects of a multi-trillion infrastructure spending package 
expected to be passed by Congress later this year to offset the slowdown in the fiscal impulse (Figure 2) 
(BTW: don’t ask us how this will all be ultimately paid for).  And the hope is that when pandemic 
unemployment benefits roll off in September, employment growth will resume that will help drive higher 
personal spending and income.  

Figure 2 – An Infrastructure Spending Package Could Breathe New Life Into a Slowing 
Fiscal Impulse 

 
Beyond ongoing easy year-over-year comparisons (so-called base effects), global corporate earnings 
outlook (Figure 3) remains strong and show few signs of peaking even if an eventual deceleration will kick 
in sometime in 2022.   

  

https://www.reuters.com/world/us/us-senate-works-push-1-trillion-bipartisan-infrastructure-bill-passage-2021-08-02/
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Figure 3 – Global Corporate Earnings Outlook Remains Strong Over the Next Year 

 
Source: Bloomberg for the period ending 7/31/2021. Time series indicate % increase or decrease of current forward EPS expectations 
versus expectations from the prior year. 

Which brings us to global equity valuations (Figure 4), where we may have seen a peak in what investors 
are willing to pay for next 12-months earnings.  Despite global equity markets generating positive returns 
so far this year, price/earnings multiples have actually compressed from earlier year peak levels.  This 
could reflect increased uncertainty over the future growth outlook (i.e. Chinese equities) or lingering 
shutdown risks from COVID, but it mostly reflects the ‘E’ (earnings) catching up with the ‘P’ (price).  In 
other words, equity market appreciation is currently driven more by growth in earnings rather than multiple 
expansion.  Whether 22x-23x forward earnings remains the ceiling for U.S. equity valuations, as long as 
the earnings outlook remains robust (and inflation nor geopolitics get any uglier), equity markets have the 
opportunity to grow into their earnings without suffering a markdown in valuation.   
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Figure 4 – Global Equity Valuations (Forward Price/Earnings Multiples) May Have Peaked 
for Now as the ‘E’ Catches Up to the ‘P’ 

 

 
A Peak in Chinese Equity Valuations? 
Competing with COVID’s ongoing market-moving narrative is China’s regulatory crackdown on its fast-
growing technology services industry that has resulted in a steep sell-off of high-profile internet service 
stocks across consumer finance, entertainment, transportation, and education. Investors in Chinese 
equities had largely shaken off China’s crackdown on Jack Ma’s Alibaba (BABA) from last February that 
resulted in the pulled initial public offering of Ant Financial over concerns that the fintech company would 
seek to bypass traditional bank regulations.  However, Chinese equities experienced significant volatility in 
July following the government’s mandate that online tutoring companies abandon the for-profit model as 
Chinese families complained about skyrocketing prices for after-school tutoring.  Highly leveraged property 
developers such as Evergrande have also come under pressure as the Chinese authorities look to mitigate 
any potential fallout from a financial collapse to the country’s financial system as well as reduce speculative 
fervor that has propelled property prices.  The Nasdaq Golden Dragon China Index was down 22% and the 
CSI Overseas China Internet Index was down 27.3% while MSCI China Index (ND TR) was down 13.4% 
for the month of July.   

The motivations for the Chinese regulatory crackdown range from the government’s desire 1) to wrest 
domestic data control from the technology companies, 2) to promote the Party’s preferred economic 
champions focused on semiconductors, robotics, and materials, and 3) to address middle class concerns 
with “progressive authoritarianism,” whether the concerns of “exhausted couriers in the gig economy, to 
stressed parents struggling with ever-rising housing prices and tuition fees, to small business battling tech 
monopolies…”   

What is unprecedented this year starting with Ant Financial has been Chairman Xi’s swinging of the 
“cudgel of state power in support of the squeezed middle class.”  Indeed, China’s Communist Party has 
communicated its regulatory priorities covering the “three big mountains” of affordable education, 

https://www.wsj.com/articles/chinas-tech-crackdown-could-backfire-badly-11627627273
https://www.wsj.com/articles/chinas-tech-crackdown-could-backfire-badly-11627627273
https://www.yahoo.com/now/xi-jinping-capitalist-smackdown-sparks-210012980.html
https://3dassetmanagementinc.marketingautomation.services/email
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healthcare, and property, that are being handled in an unprecedent, heavy-handed manner by state 
authorities.  According to Bloomberg Economics, 

“… the ‘set our own agenda’ philosophy is becoming a core principle in China’s policy making. This is 
most prominently reflected in its first formal stated aim of ‘enhancing independence of macroeconomic 
policy’ and its intention to improve oversight of listings of Chinese companies in other countries.” 

Apart from the uncertainty over heavy-handed government intervention and the prospects of lower 
profitability in order to service the fast-growing Chinese economy, foreign investors are also contending 
with the threat of unwinding offshore entities that serve as ‘tracking stocks’ for Chinese businesses.  
Known as variable-interest entities (VIEs), these legal structures are used by Chinese companies to raise 
capital from offshore (non-Chinese) sources, helping to circumvent restrictions on offshore ownership.   
VIEs provide a contract-based tracking of economic interests in the underlying companies but have never 
received official recognition from China’s government. The Securities and Exchange Commission (SEC) 
has already suspended the review process for new Chinese IPOs and has issued cautionary statements 
concerning the nature of VIEs.  The U.S. has also threatened to remove Chinese companies from U.S. 
exchanges unless they comply with financial auditing requirements.   

What follows remains to be seen.  We suspect a détente between Chinese and US regulators will prevail 
as China may not want to irreversibly damage its prospects for raising future growth capital from foreign 
investors.  However, of greater concern is how the Chinese property market (and its outstanding leverage) 
will be reined in without causing a major disruption to China’s financial system.  One key indicator could be 
any meaningful breakdown of onshore asset valuations, representing Chinese investor exposure, as 
opposed to offshore valuations which mainly reflect foreign investor exposure.  Figure 5 displays the 
onshore versus offshore prices of Evergrande bonds.  Both suffered a breakdown in July but the onshore 
bonds have held up relatively better versus offshore, suggesting that China would want to minimize 
collateral damage to onshore assets to avert a financial system collapse.   

Figure 5 – Keep an Eye on a Breakdown in China Onshore Asset Pricing as An Indicator of 
Systemic Risk to the Financial System 

 

https://www.wsj.com/articles/china-tech-selloff-resumes-adding-to-month-of-huge-losses-11627641891
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And despite a continued drop in China’s 5-Year Government Bond Yield (a deflationary signal), the 
onshore CNY/USD has held relatively steady rather than dropping precipitously which had marked prior 
episodes of volatility since the 2008 Great Financial Crisis.  So, China is holding steady for the time being 
barring a major meltdown in a key component of its financial system. 

Figure 6 – CNYUSD Holds Steady Even with a Drop in Government Bond Yields 

 
A Peak in Inflation Concerns? 
With the 10-Year U.S. Treasury Yield briefly dropping below 1.2% in July and real (inflation-adjusted) 
interest rates dropping to negative levels not seen since the 1970s, the bond market is strongly implying 
that we are well past peak inflation risk and to start worrying more about a downturn (or when world central 
banks start pulling away the punchbowl via balance sheet tapering).  This can be seen in Figure 7 where 
the inflation swap market keeps lowering the implied probabilities of high inflation regimes. 
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Figure 7 – Inflation Swaps Pricing in Lower Probabilities of High Inflation Regimes 

 
We’ve also written (and commented more recently in our June 2021 Podcast with PIMCO) that for inflation 
to become a sustained problem in the U.S., it must become a global problem as well.  With German and 
Japanese sovereign bond yields dropping alongside the U.S. (Figure 8), the global bond market (even with 
central bank purchases) is implying that we are past peak inflation concerns, even if headline inflation 
readings remain elevated for the remainder of the year.  The German Bund yield curve is about to go 
entirely negative which would increase the outstanding value of global bonds trading with negative yields 
(Figure 9).   

Figure 8 – Key Government Bond Yields Drop in July 

 

https://3dadvisor.libsyn.com/inflation-how-i-stopped-worrying-and-view-it-as-transitory
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Figure 9 – Amount of Outstanding Global Bonds Priced with Negative Yields on the Rise 

 
Indeed, one of the primary components within the core pricing components of inflation baskets is health 
care services, which have seen a remarkable decline from peak levels (Figure 10). 

Figure 10 – A Slowdown in Health Care Services Pricing Helps the ‘Transitory’ Narrative 

 
 

However, near-term pricing pressures are likely to persist through the end of the year.  The expiration of 
the eviction moratorium will likely put upward pressure on the CPI-Owners Equivalent Rent of Residences 
(Figure 11) which will also likely catch up with apartment rent increases.    
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Figure 11 – However, Higher Housing Costs Will Likely Push Up Near-Term Inflation  

 
And many businesses are still raising prices in response to higher cost inputs (Figure 12) as both labor 
and inventory shortages persist (Figures 13 and 14).    

Figure 12 – Many US Businesses Expected to Raise Prices 

 

Figure 13 – Inventories Remain Low Relative to Sales 
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Figure 14 – Jobs Are Plentiful but Fewer Available Workers 

 
The Fed is expected to maintain its current course on balance sheet purchases (quantitative easing) which 
has seen its balance sheet grow north of $8 trillion as well as targeting 0% on its benchmark overnight rate, 
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which is not expected to rise until the end of 2022.  Some guidance on balance sheet tapering is expected 
later this year, but any shift in policy direction will likely be conditional on labor market improvements to 
pre-pandemic levels.   

Sand in the shoes indeed, but investors and world economies must continue their trek towards the peak 
and beyond as we all try to move past the worst of the pandemic. 
July 2021 Market Review 
Capital markets continued their advance in July, although it was a mixed month as U.S. large cap growth 
and defensive (interest-sensitive) stocks drove most of the positive performance.  Both U.S. equities and 
fixed income posted moderate gains while the assets across the rest of the world benefited from a weaker 
U.S. dollar (Figure 15) following Fed official comments tempering expectations for tighter policy.       

Figure 15 – U.S. Dollar Pulls Back from Early July Strength Following Fed Official 
Comments Downplaying an Early Timetable for Tighter Policy 

 
Global stocks (MSCI All-Country World Index) returned 0.7% primarily driven by the U.S. market, with the 
S&P 500 returning 2.4% followed by MSCI Europe, which returned 1.8% for the month.  Pan-Asian and 
Emerging Markets lagged for the month extending an underperformance streak going back several 
months.  MSCI Japan returned -1.3% while MSCI Asia ex Japan and Emerging Markets were down 6.6% 
and 6.7%, respectively (Figure 16). 

Despite renewed lockdowns and restrictions in response to the Delta Variant, both the United Kingdom and 
Continental Europe appear to be past peak infection rates as both regions continue to receive investment 
outflows from Pan-Asia which is still suffering with high infection rates.  Pan-Asia continues to suffer from a 
combination of higher Delta infection rates and spillover weakness from the Chinese equity market sell-off 
following regulatory crackdowns on technology and property companies.   

Figure 16 – U.S. and Europe Lead Major Regions While Emerging Markets and Asia Lag 
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Within the U.S., U.S. large cap growth and defensive stocks outperformed small caps and cyclically-
sensitive value stocks.  U.S. small caps underperformed large caps with the S&P 600 Index returning -
2.4% behind the 2.4% return of the S&P 500 while S&P Pure Value underperformed Pure Growth, 
returning -2.2% and 5.2% (Figures 17a and 17b).     

Figure 17 – U.S. Small Cap and Value Underperform Large and Growth 

 
Across U.S. sectors (Figure 18), U.S. cyclical and financial sectors underperformed growth-oriented 
(Health Care) and defensive sectors, led by Real Estate and Utilities, as the latter two benefited from the 
drop in long-term interest rates.  The Energy Sector underperformed despite elevated oil and natural gas 
prices.  

Figure 18 –Traditional Cyclicals and Financials Underperform Growth-Oriented and 
Defensive Sectors 
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Among risk factors (Figure 19), ‘High Quality and ‘Minimum Volatility’ Outperformed ‘Value’, ‘High 
Dividend’, and ‘Momentum’ as investors gravitated towards growth and defensive stocks and away from 
cyclical value.     

Figure 19 – High Quality and Minimum Volatility Outperform Value, High Dividend, and 
Momentum 

 

Investment grade fixed income posted strong gains (Figure 20) as long-term interest rates dropped further 
from the initial rally following the Fed June Meeting.  The bond market received reassuring comments from 
US Federal Reserve officials that inflationary pressures remain ‘transitory’, and that balance sheet tapering 
is still a ways off despite strong year-over-year inflation releases.  The Bloomberg/Barclays US Aggregate 
Bond Index rose 1.1% benefiting from the drop in interest rates although non-government investment 
grade borrowers saw their borrowing costs widened slightly versus government securities.  Non-U.S. 
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bonds performed even better benefiting from lower rates (especially in Germany) and a weaker US dollar.  
Emerging market debt posted moderate losses but was not overly weighed down by volatility in China’s 
equity and debt markets.   

U.S. high yield underperformed investment grade for the first time in several months but still posted a 
moderately positive return despite some month-end spread widening (Figure 21).  The Bloomberg 
Barclays US High Yield Index returned 0.4% for the month.  Despite the underperformance of energy 
stocks, highly leveraged energy borrowers saw a slight increase to their borrowing costs from the previous 
month, as overall costs remain historically low. 

Figure 20 – Global Fixed Income Markets Posted Moderate Gains Benefiting from a Decline 
in U.S. Interest Rates and U.S. Dollar Weakness 

 

Figure 21 – Despite Mont-End Spread Widening, Lower Investment Grade and High Yield 
Corporate Credit Spreads Remain Near Post Pandemic Narrow Levels 
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Within equity alternatives (Figure 22), REITs continued their outperformance while Commodities and 
Precious Metals generated positive returns but underperformed U.S. Equities.  Precious Metals saw a 
month-end rally following dovish Fed comments reaffirming current policy accommodations until pre-
pandemic employment levels are achieved.  Industrial metals and commodities (Figure 23) appear to have 
settled in a sideways pattern until more clarity is seen on the demand front.   

Figure 22 – REITs Continue to Outperform; Commodities and Precious Metals Posted 
Positive Returns but Underperformed Equities 

 
Figure 23 – Industrial Metals and Oil Prices Remain in a Sideway Pattern Until More Clarity 

Appears on the Pandemic Front 

 
 

Disclosure: 

The above is the opinion of the author and should not be relied upon as investment advice or a forecast of 
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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 
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 August 3, 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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