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In this week's recap: Markets overcome reaction to latest Delta variant news.
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THE WEEK ON WALL STREET

Overcoming a COVID‐related economic growth scare, stocks moved higher amid a week of strong
corporate earnings reports.

The Dow Jones Industrial Average rose 1.08%, while the Standard & Poor's 500 gained 1.96%. The
Nasdaq Composite index soared 2.84% for the week. The MSCI EAFE index, which tracks developed
overseas stock markets, dipped 0.20%.1,2,3

 

DELTA VARIANT HEAD FAKE

Stocks staged a broad retreat on Monday as traders worried about the adverse economic
implications of growing Delta variant infections. Economically sensitive sectors, such as energy,
financials, industrials, and materials, absorbed the brunt of Monday's sell‐off.

But the markets did a quick about face, posting four‐consecutive days of gains and leaving the three
major averages with fresh record highs.4

The sharp reversal may be attributable to a "buy on the dip" investor mentality, the absence of
investment alternatives to stocks in this low interest rate environment, and massive financial
liquidity. Stocks were also lifted by a healthy kick‐off to the second quarter earnings season. 
 

STRONG START

The earnings season moved into full swing last week, and the results exceeded the market's high
expectations.

Of the 120 companies in the S&P 500 index that have reported as of Friday, July 23, 89% of them
beat the Street's earnings‐per‐share estimates by, on average, 20.6%. Financials and Consumer
Discretionary sectors provided the biggest earnings surprises (+28.9% and +24.5%, respectively),
while Materials and Utilities delivered the smallest positive surprises (+5.3% and +2.5%,
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respectively).

These earnings beats are leading Wall Street analysts to raise earnings estimates for 3Q 2021
through 1Q 2022.5
 

FINAL THOUGHT

The National Bureau of Economic Research said last week that the pandemic‐induced recession
ended in April 2020, officially lasting two months and making it the shortest recession in U.S.
history.6

 

THE WEEK AHEAD: KEY ECONOMIC DATA

Monday: New Home Sales.

Tuesday: Consumer Confidence. Durable Goods Orders.

Wednesday: FOMC (Federal Open Market Committee) Announcement.

Thursday: GDP (Gross Domestic Product). Jobless Claims.
 

 

Q U O T E   O F   T H E   W E E K
 

"Awareness of ignorance is the beginning of wisdom"
 

SOCRATES
 

 



OF NOTE
 
One of the biggest risks to the world's financial health is the $1.2 quadrillion derivatives market
(financial instruments valued according to the changes in price of other financial instruments). The
indirect nature of a derivative obligation ‐ the fact that its value is determined by reference to
something outside of itself ‐ renders it unusually complex and inherently unstable because it is
subject to variables beyond the control of the parties to the contract. They are  complex,
unregulated, and ought to be of concern to world leaders since their notional value is 20 times the
size of the world economy. But traders rule the roost ‐‐ and as much as risk managers and 
regulators might want to limit that risk, they lack the power or knowledge to do so.

A quadrillion is a big number: 1,000 times a trillion. Yet according to one of the world's leading
derivatives experts, Paul Wilmott, who holds a doctorate in applied mathematics from Oxford
University, $1.2 quadrillion is the so‐called notional value of the worldwide derivatives market. To
put that in perspective, the world's annual gross domestic product is between $50 trillion and $60
trillion.

To understand the concept of "notional value," it's useful to have an example. Let's say you borrow
$1 million to buy an apartment and the interest rate on that loan gets reset every six months.
Meanwhile, you turn around and rent that apartment out at a monthly fixed rate. If all your
expenses including interest are less than the rent, you make money. But if the interest and expenses
get bigger than the rent, you lose.

You might be able to hedge this risk of a spike in interest rates by swapping that variable rate of
interest for a fixed one. To do that you'd need to find a counterparty who has an asset with a fixed
rate of return who believed that interest rates were going to fall and was willing to swap his fixed
rate for your variable one.

The actual cash amount of the interest rates swaps might be 1% of the $1 million debt, while that $1
million is the "notional" amount. Applying that same 1% to the $1.2 quadrillion derivatives market
would leave a cash amount of the derivatives market of $12 trillion ‐‐ far smaller, but still 20% of the
world economy.

How big is the risk to the world economy from these derivatives? According to Wilmott, it's
impossible to know unless you understand the details of the derivatives contracts. But since they're
unregulated and likely to remain so, it is hard to gauge the risk.

But Wilmott gives an example of an over‐the‐counter "customized" derivative that could be very
risky indeed, and could also put its practitioners in a position of what he called "moral hazard."
Suppose Bank 1 (B1) and Bank 2 (B2) decide to hedge against the risk that Bank 3 (B3) and Bank 4
(B4) might fail to repay their debt to B1 and B2. To guard against that, B1 and B2 might hedge the
risk through derivatives.



In so doing, B1 and B2 might buy a credit default swap (CDS) on B3 and B4 debt. The CDS would pay
B1 and B2 if B3 and B4 failed to repay their loan. B1 and B2 might also bet on the decline in shares
of B3 and B4 through a short sale.

At that point, any action that B1 and B2 might take to boost the odds that B3 and B4 might default
would increase the value of their derivatives. That possibility might tempt B1 and B2 to take actions
that would boost the odds of failure for B3 and B4. This this kind of behavior, in which hedge funds
pulled their money out of banks whose stock they were shorting, may have contributed to the
failures of Bear Stearns and Lehman Brothers. Derivatives can create in the buyer of protection (the
insured) a strong economic incentive to see the borrower fail; in many cases, a default produces the
highest possible payout and highest rate of return for the buyer of credit insurance. It's also the sort
of conduct that makes it extremely difficult to estimate the risk of the derivatives market.

Moreover, because the volume of credit default swaps can dwarf the amount of a company's
outstanding debt, the derivatives market, rather than direct lenders, can determine the fate of a
debtor. Accordingly, Wilmott believes derivatives represent a risk of unknown proportions.7

Rather than complying with the derivatives regulations imposed under the Dodd‐Frank financial
reform legislation of 2010, the Wall Street mega banks have moved much of their interest rate
derivatives trading to their foreign subsidiaries that fall outside of U.S. regulatory reach. This is
known as regulatory arbitrage: seeking the most lightly regulated jurisdiction to ply what many
consider to be dangerous trading activity. Consequently, regulators are in an even less tenable
position to assess the risks of derivatives. If regulators don't understand the risks in derivatives,
chances are great that Congress does not understand them either.8

 

 

 

Ed Papier may be reached at 2126973930 or ep@amadeuswealth.com 
www.amadeuswealth.com

 

Know someone who could use information like this? 
Please feel free to send us their contact information via phone or email. (Don't worry – we'll request

their permission before adding them to our mailing list.)

Investing involves risks, and investment decisions should be based on your own goals, time horizon, and tolerance for risk. The return and principal
value of investments will fluctuate as market conditions change. When sold, investments may be worth more or less than their original cost.

The forecasts or forward‐looking statements are based on assumptions, may not materialize, and are subject to revision without notice.

The market indexes discussed are unmanaged, and generally, considered representative of their respective markets. Index performance is not
indicative of the past performance of a particular investment. Indexes do not incur management fees, costs, and expenses. Individuals cannot directly
invest in unmanaged indexes. Past performance does not guarantee future results.

The Dow Jones Industrial Average is an unmanaged index that is generally considered representative of large‐capitalization companies on the U.S.
stock market. Nasdaq Composite is an index of the common stocks and similar securities listed on the NASDAQ stock market and is considered a
broad indicator of the performance of technology and growth companies. The MSCI EAFE Index was created by Morgan Stanley Capital International
(MSCI) and serves as a benchmark of the performance of major international equity markets, as represented by 21 major MSCI indexes from Europe,
Australia, and Southeast Asia. The S&P 500 Composite Index is an unmanaged group of securities that are considered to be representative of the
stock market in general.

U.S. Treasury Notes are guaranteed by the federal government as to the timely payment of principal and interest. However, if you sell a Treasury Note
prior to maturity, it may be worth more or less than the original price paid. Fixed income investments are subject to various risks including changes in
interest rates, credit quality, inflation risk, market valuations, prepayments, corporate events, tax ramifications and other factors.

International investments carry additional risks, which include differences in financial reporting standards, currency exchange rates, political risks
unique to a specific country, foreign taxes and regulations, and the potential for illiquid markets. These factors may result in greater share price
volatility.

Please consult your financial professional for additional information.

This content is developed from sources believed to be providing accurate information. The information in this material is not intended as tax or legal
advice. Please consult legal or tax professionals for specific information regarding your individual situation. This material was developed and produced
by FMG Suite to provide information on a topic that may be of interest. FMG is not affiliated with the named representative, financial professional,
Registered Investment Advisor, Broker‐Dealer, nor state‐ or SEC‐registered investment advisory firm. The opinions expressed and material provided
are for general information, and they should not be considered a solicitation for the purchase or sale of any security.
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