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In our last Sight|Lines, we discussed that we’re at a Mid-Year Inflection Point, with economic recovery peaking,

markets hitting new highs, and the expectation that the focus will turn to fundamental drivers of economic growth

and company earnings. Since then, as investors looked forward, we’ve experienced volatility tied to increased
worries about growth, a growth scare of sorts. Then, for the week ended July 19, 2021, the S&P 500 fell 2.9%,
and the 10-year treasury rate fell to 1.19% on that date. People wondered, what’s driving these moves? In this

week’s Sight|Lines, we review some elements of this growth scare, including shifting economic growth, virus

variants, inflation worries, and rising global/geopolitical risks.

Shifting Economic Growth

Figure 1 again shares the consensus forecast for U.S.
real GDP growth for the next two years, showing that
growth is expected to remain “above trend” over that
period. We also see growth peaking in the second
quarter of 2021, with an estimated 9% annualized
growth rate.

And China’s economy is slowing, with the People’s
Bank of China surprisingly cutting the bank reserve
requirement ratio in order to boost lending.

Economic growth from the pandemic reopening is
peaking, and we’re headed back to a period of slower
growth, a slowdown perhaps amplified by troublesome
virus variants.

Virus Variants

Figure 1. Real GDP (QoQ% SAAR)
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People are focused on coronavirus mutations like the delta variant, worried they will force local governments and

businesses to slow or reverse the reopenings, dampening economic growth. But the good news? As studies are

performed on the delta variant, we’re learning that vaccines appear effective. For example, a study in the UK found

that two doses of the Pfizer vaccine were effective in protecting 88% of individuals from experiencing symptoms

and 96% from hospitalization. So, fortunately, the burden of new cases from this troublesome variant should be

manageable, and local governments and businesses should continue their reopening plans.

Inflation Worries

Increased inflation has contributed to the market volatility. CPl was 5.4% for the year ended June, with Core CPI,

which excludes food and energy, rose 4.5% over the same period. These consumer prices are under pressure, in
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part due to higher costs on the production side. PPI, which measures changes in production costs, has
accelerated in recent months due to higher commodity prices, supply chain complications, and challenges hiring
skilled workers, which puts upward pressure on wages. PPl was 7.3% for the year ended June, with Core PPl up
5.6% over the same period. The Federal Reserve (Fed) believes this jump in inflation is transitory, meaning
inflation will decline to an acceptable level by the end of the year. Investors seem to agree. The 10-year breakeven
inflation rate, a market measure of future inflation, sits at 2.3%.

Rising Geopolitical Risks

Before the pandemic, geopolitical risks were very much in focus for investors. And, as we make our way through
the pandemic recovery and look forward, these risks are in focus again. For example, we’ve seen unrest in
Colombia and Cuba, and rising tensions between Spain and Morocco and the U.S. and China. Over the last month,
President Biden has unified U.S. allies in condemning China’s human rights abuses, unfair trading practices,
aggressive foreign policy maneuvers, and cyber-espionage. In addition, the U.S. has proposed a Build Back Better
World initiative to compete with China’s Belt and Road initiative and issued an advisory to American businesses
and individuals operating in Hong Kong.

Interest Rates

The 10-year treasury rate was as high as 1.75% earlier this year, declined to the 1.19% level previously
mentioned, and now sits at 1.27%. Investor worries about factors like the delta variant, inflation, and geopolitical
risks often result in a “flight to perceived quality,” with demand bidding up treasury prices and down treasury
yields. A lower 10-year treasury rate may also signal that investors believe the Fed will move more slowly to
increase rates, but we think rates will move higher from here. The consensus forecast is for the 10-year treasury to
sit at 1.8% at year end, and forward rates signal even higher rates from there. Other things that may push rates
higher include stronger global, synchronous growth, and increased issuance of treasury securities to fund higher
government spending. Higher rates should coincide with equity market recovery.

Equity Market Recovery

Despite the recent decline, equity markets have since recovered, with the S&P 500, for example, within 1% of its
record high. This move is attributable, in part, to early indications that the second quarter earnings season will be
positive. With 16% of S&P 500 companies reporting so far, 83% have reported better-than-expected earnings,
beating forecasts by a median of 13%. Our outlook remains modestly positive for stocks, with the prospect of
increased volatility, and a possible market correction, as we navigate the challenges of this environment.

Conclusion

2021 has been a good year for investors, but we’ve experienced some market volatility in July, driven by shifting
economic growth, virus variants, inflation worries, and rising global/geopolitical risks. Such volatility is common,
and the equity market has recovered some. Interest rates remain lower than one might expect, and we see various
pressure pushing rates higher from here.
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The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that the
figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at times,
release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no guarantee
of future results. Indices are unmanaged, do not reflect fees or expenses, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with international
investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk and volatility
than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small company stocks
are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies. Property values can
fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real estate companies. When
investing in bonds, it is important to note that as interest rates rise, bond prices will fall. The Standard & Poor’s 500 index is a capitalization-weighted index
that is generally considered representative of the U.S. large capitalization market. The Dow Jones Industrial Average (DJIA) is a price-weighted average of 30
significant stocks traded on the New York Stock Exchange (NYSE) and the NASDAQ. The DJIA was invented by Charles Dow back in 1896. The MSCI EAFE
index (Europe, Australasia, and the Far East) is a free float-adjusted market capitalization index that is designed to measure the equity market performance
of developed markets, excluding the U.S. and Canada.
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