Market update: July

July was marked by a partial reversal of some
of the key moves seen in the previous month. Re-
newed tensions between the United States and Iran
once again restricted oil flows through the Strait of
Hormuz, triggering a sharp rebound in energy prices
and reviving concerns about global inflation. At the
same time, long-term yields rose again across major
economies, in an environment where central banks
still have limited room to signal a clearer easing of
monetary policy.

In markets, in addition to the rise in oil
prices, the main highlight was the correction in
stocks tied to the artificial intelligence and semicon-
ductor cycle, following several months of strong
gains. The move was particularly pronounced in
Asian markets and among U.S. technology compa-
nies, while more traditional sectors and value stocks
posted better relative performance. Despite the more
volatile external backdrop, the U.S. dollar weakened
during the month, while higher commodity prices ul-
timately benefited some emerging-market currencies
and equities, including Brazil.

International

In the U.S., data continued to point to a re-
silient economy, as reflected in corporate earnings
growth (Figure 1). Consumption remained firm and
the labor market, despite signs of moderation in job
creation, remains healthy. The composition of activ-
ity data also showed continued investment related to
artificial intelligence, reinforcing the perception that
domestic demand is still expanding at a solid pace.
On inflation, the latest releases were somewhat motre
benign, but the more persistent components remain
above levels considered comfortable by the Federal
Reserve, while the rebound in oil prices has added
renewed uncertainty to the outlook.

Against this backdrop, the Fed meeting took
on greater importance. The central bank left rates un-
changed, but three members advocated another hike.
Kevin Warsh's communication, meanwhile, was
viewed by the market as unclear, particularly regard-
ing the conditions that would be needed to justify the
next monetary policy moves. The combination of a
still-strong economy, inflation above target and re-
duced predictability around Fed policy drove a more
pronounced tise in long-term yields. This move also
contributed to the rotation in U.S. equities, weighing
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primarily on growth and technology companies,
while sectors less sensitive to interest rates posted
better relative performance, reversing the trend of re-
cent months.

In Europe, economic activity proved more
resilient than in previous months, with second-quar-
ter indicators and activity surveys surprising to the
upside. Inflation, however, remains above the level
desired by the European Central Bank, particulatly in
the more persistent components, keeping alive the
debate over the need to keep rates higher for longer.
Following the rate increase in June, the ECB left its
policy rate unchanged in July and reiterated that its
next steps will depend on incoming data.

Despite the rise in global yields, European
equities posted relatively better performance during
the month. Lower exposure to the technology seg-
ments that corrected in the United States and Asia,
combined with strong performance from sectors
such as banks, supported the region's indices. The
backdrop, however, remains characterized by mod-
erate growth and still-sticky inflation, limiting a more
meaningful improvement in the economic outlook.

In Asia, July marked an important shift rel-
ative to previous months. South Korean and Japa-
nese equities, which had benefited strongly from the
artificial intelligence and semiconductor cycle, undet-
went sizable corrections amid questions around val-
uations, capacity additions and increased competi-
tion in the sector.

In China, indicators once again pointed to a
divided economy: exports, industrial production and
technology continue to support activity, while con-
sumption, real estate and private-sector confidence
remain weaker. The government signaled greater use
of stimulus measures already planned, but an-
nounced no new large-scale programs, reinforcing
expectations that support for the economy will re-
main gradual. In Japan, the sharp depreciation of the
yen led to intervention in the foreign-exchange mar-
ket, while the Bank of Japan maintained a more
hawkish tone, indicating that the rate-hiking cycle
should continue given still-elevated inflation and
wage growth.
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Domestic

In Brazil, July brought a more favorable
combination of current data. Inflation releases sur-
prised to the downside, with improvement in both
food and goods as well as more services-related com-
ponents. At the same time, activity indicators began
to show clearer signs of slowing, particularly in retail
and services. This combination increased expecta-
tions that the Selic easing cycle would continue, even
as the labor market remains tight and longer-term in-
flation expectations still warrant attention.

The external backdrop supported local as-
sets. Higher prices for commodities relevant to
Brazil's export basket, combined with more favora-
ble foreign inflows, contributed to the appreciation
of the real. Brazilian equities also posted positive per-
formance, led mainly by commodity-related and fi-
nancial companies, in contrast to the weakness of
technology stocks in international markets.

Despite the near-term improvement, struc-
tural risks remain. The fiscal trajectory continues to
be an important source of risk premium in the local
yield curve, while the approaching elections are likely
to increase asset sensitivity to opinion polls and eco-
nomic-policy signals. As a result, the combination of
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more benign current inflation and slowing activity
provides some room for domestic assets to improve,
but the outlook still calls for caution given fiscal and
electoral risks and the possibility of a higher global
interest-rate environment.
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Figure 1) Annual earnings growth of S&P 500 Index companies. Source: BBG/Tera
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Global Assets
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