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MESA: Monthly Market Flash July 2015
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Market Overview

 Markets struggled in July in the face of a number of global macroeconomic
and financial market challenges.  Early in the month concerns over the
outcome of Greece’s referendum vote, and potential exit from the Euro,
weighed on global markets.  However, once an agreement was reached and
liquidity support for Greek banks resumed, markets turned their attention
to business conditions and the release of 2nd quarter corporate earnings.
Most U.S. companies reported better than expected earnings which lifted
markets while European stocks staged a strong relief rally.  Developed
market equities did quite well for the month with both the S&P 500 and
MSCI EAFE Index returning 2.1%.

 Emerging markets equities had a substantial pullback in July as a stock
market correction in China seemed to snowball despite steps taken by
authorities to loosen monetary policy and directly support the stock
market. Commodity price declines weighed heavily on emerging market
equities as did currency weakness. Every major class of commodity was
lower on the month with energy sustaining the largest losses on U.S. Dollar
strength and concerns over an increase in supply.

 Global fixed income markets were higher in July on flight-to-quality flows
while risk sectors struggled.  In the U.S., speculative grade credit markets
experienced a pullback on concerns over China, Greece, credit problems in
Puerto Rico and energy price declines while investment grade credit lagged
Treasuries on heavy new issue supply. The U.S. yield curve flattened on
safe haven buying although the 2-year Treasury yield was up by 2 bps on
the month in anticipation of the Federal Reserve Board’s first target rate
move as early as September.  However, Fed statements and testimony
before Congress provided little guidance on the timing of future rate hikes.

 REITS rallied in July after a challenging few months benefitting from a
decline in interest rates, favorable earnings reports and solid fundamentals
across property sectors. However, REITS are nearly unchanged on the year
as a whole after strong cap rate compression and performance in 2014.
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Russell U.S. Equity Index Style and Capitalization Returns (%)

Growth Broad Value Growth Broad Value

Large Cap 3.39 1.93 0.44 Large Cap 7.49 3.66 (0.19)

Mid Cap 1.62 0.74 (0.14) Mid Cap 5.87 3.11 0.27

Small Cap 0.41 (1.16) (2.76) Small Cap 9.19 3.54 (2.02)

Source: eVestment Alliance, Russell Indices Source: eVestment Alliance, Russell Indices
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Month Year to Date Month Year to Date
MSCI EAFE ($) 2.08 7.72 MSCI EM ($) (6.93) (4.18)

MSCI Europe ($) 3.12 7.06 MSCI EM Asia ($) (7.12) (2.28)

MSCI UK ($) 1.73 3.76 MSCI EM EMEA ($) (4.76) (1.08)

MSCI Japan ($) 0.47 14.16 MSCI EM Latin America ($) (8.36) (14.21)

MSCI Pacific ex Japan ($) (1.15) (0.57) Source: eVestment Alliance, MSCI

Source: eVestment Alliance, MSCI

Non-U.S. Developed Market Returns (%) Emerging Market Returns (%)

Equity Markets

 The U.S. economy continues to demonstrate slow and steady progress with a
monthly employment report that showed 223,000 job were created last
month while 2nd quarter GDP showed a decent rise of 2.3% annualized after
last quarter’s negative reading.  In fact, first quarter’s economic growth
reading was revised upward to 0.6%.

 U.S. earnings reports for the 2nd quarter were solid with about half of the S&P
500 companies reporting outperforming revenue estimates while about three-
quarters beat earnings estimates. July was a solid month for U.S. large cap
equities as consumer related stocks from retailers to internet/technology did
particularly well. Metals, mining and energy related stocks registered losses
on a continued decline in commodity prices and earnings contraction while
utilities got a lift from a decline in market interest rates.

 Large cap stocks beat their small cap counterparts this month as concerns over
policy rate increases, which hit small caps more significantly, created
headwinds. In terms of style, growth stocks beat value across the
capitalization spectrum with large caps dominating as internet companies
reported strong earnings. This month’s results places growth stocks about 750
basis points ahead of value on a year-to-date basis with small cap growth
stocks outperforming value by 1,200 bps.

 Fund flows out of U.S. domestic stock mutual funds into international
developed markets persisted on more favorable valuations and improvement
in economic outlook. Despite U.S. dollar strength and headlines out of China
and Greece, the MSCI EAFE put in very strong performance of 2.1% on the
month. European markets were up more than 3% with Japan up fractionally in
U.S. Dollar Terms. The Pacific region ex-Japan struggled on concerns over
China’s slowdown and stock market plunge.  In emerging markets, the impact
of China, continued fall in commodity prices, and currency weakness had a
more severe impact. The MSCI Emerging Markets Index was down nearly 7%
in July with Latin American and Asia lagging on particularly poor results out of
China, Brazil, and Russia.
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Month Year to Date

Barclays Aggregate 0.70 0.60

Barclays Government 0.80 0.87

Barclays U.S. TIPS 0.21 0.56

Barclays U.S. Inv. Grade Corp. 0.68 (0.24)

Barclays U.S. Mortgaged Backed 0.63 0.95

Barclays U.S. High Yield (0.58) 1.93

Credit Suisse Leveraged Loan 0.09 2.97

Source: eVestment Alliance, Barclays, Credit Suisse

Month Year to Date

Citigroup Non-U.S. WGBI Hedged 1.50 0.47

Citigroup Non-U.S. WGBI Unhedged 0.31 (5.54)

JP Morgan EMBI Global 0.41 2.18

Source: eVestment Alliance, Citigroup, JP Morgan

U.S. Fixed Income Returns (%)

Non-U.S. Fixed Income Returns (%)

Fixed Income Market

 Interest rates declined and the yield curve flattened on market volatility,
flight-to-quality flows and an easing of inflation expectations. The
Federal Reserve left the policy rate unchanged at their meeting in July
with a statement that indicated any moves to increase rates would be
slow.  The Fed Chair’s testimony before Congress provided little guidance
on a timing for the first rate hike although the expectation is that it will
be sometime later this year and as early as September. The next Federal
Open Market Committee meeting is September 16-17th.

 The yield on the long bond was lower by 22 bps in July ending the month
at 2.91% while the 10-Year Treasury yield declined by 17 bps to 2.18%.
The 2-Year Treasury yield ticked up by a modest 2 bps to 0.66% in
anticipation of a Fed rate hike. U.S. TIPS underperformed nominal
Treasuries.  Breakeven inflation rates, a gauge of the market’s
expectation for future inflation, gapped lower to 1.39% and 1.75% on the
5- and 10-Year TIPS, respectively.

 Corporate bonds were the worst relative performers.  Investment grade
corporates underperformed comparable duration Treasuries by 52 bps as
heavy new issuance, shareholder friendly activity and equity market
volatility weighed on markets.  Commodity price declines and weakness
in energy credits had a more pronounced impact on high yield markets
with the sector down on the month. High yield ended the month with a
yield-to-worst of 6.87% and an option-adjusted spread of 513 bps.  In the
securitized segment, residential mortgage-backed securities (MBS)
underperformed Treasuries by 9 bps as declines in mortgage rates
reignited concerns over prepayments.

 Overseas, interest rates were lower on slower global growth and equity
market volatility. While yields across Europe were lower, bonds of Italy
and Spain rallied strongly after the crisis in Greece was resolved.  U.S
Dollar denominated debt was up fractionally ending the month with a
yield-to-worst of 6.2% and a spread of 407 bps.  Local market bonds
registered losses of more than 2.5% on an unhedged US dollar basis.
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Liquid Alternative Strategies

 Hedge funds had a lackluster month of performance with credit related
strategies such as convertible arbitrage and distressed debt posting losses.
Merger arbitrage strategies continued to be the bright spot among event
driven strategies on robust deal flow.  Despite equity market volatility, global
macro strategies posted decent results for July on strong trending markets in
rates, commodities and currencies.  Systematic macro strategies performed
best.  Equity long/short strategies put in mixed results with managers
exposed to emerging markets and energy posting losses on the month while
those focused on technology and healthcare did well.  Market neutral
strategies also posted decent performance.

 The biggest market movers on the month included REITS and commodities
each representing a polar opposite in terms of performance.  U.S. REITS
returned better than 5% for July while Global REITS underperformed by about
200 bps.  Strong property fundamentals and a decline in rates propelled
returns after a tough period of performance earlier in the year.  On a year-to-
date basis the sector is just about flat.

 Commodities took another leg down in July on continued slowing in China
and a strong U.S. dollar. The Bloomberg Commodity Index was down 10.6%
with every major commodity class registering losses. The most significant
detractor was energy. Crude oil was down by more than 20% in July as a
potential nuclear deal with Iran and a lifting of sanctions would be viewed as
a source of more crude oil being brought to market. Drilling by Saudi Arabia
was unrelenting, and with economic slowing in emerging markets countries,
and strength in the U.S. dollar, prices on the commodity fell hard. All major
energy sectors recognized a decline in prices with natural gas performing best
at a loss of -4.4% on the month.  Elsewhere, agricultural commodities sold off
significantly, down more than 11% on a build-up of supplies and weakening
global demand. Industrial Metals were down by 7.3% on global economic
slowing led by China while precious metals were also lower on U.S. Dollar
strength with gold prices down 6.7% on the month and silver down by more
than 5%.


