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Summary:

•  Despite US equity markets making headlines 
for hitting new highs, strong corporate earnings 
growth through 2021 means they are slowly 
creeping into their still elevated valuations. We 
do not feel exuberant but believe forecast strong 
economic growth and the strength of corporate 
earnings offers some option for this process to 
continue. 

•  Whilst the initial economic rebound from last 
year’s shutdown has been swift, continued 
recovery faces the headwinds of the Delta variant 
and supply bottlenecks, both of which stand to 
suppress growth. Whilst above-trend growth 
lies ahead for this year and next, these forecasts 
have edged lower of late.

•  Central banks are flagging the winding down 
of some of their ultra-supportive central bank 
policies. The Bank of England is set to curtail 
its bond purchases (QE) by the end of this year; 
similarly, the ECB is set to cease its Pandemic 
Emergency Purchase Plan in the early part of 
next year. The US Federal Reserve, the most 
crucial of all central banks, is signalling a gradual 
unwinding through to mid-2022.

•  This seems timely but raises the prospect of 
rising volatility if central bank messaging gets 
misconstrued. The ‘lower for longer’ interest rate 
narrative continues, with no rise in interest rates 
until late 2022 in the States and further out for 
the ECB. The Bank of England may move earlier 
than both but a slowly rising rate environment, 
with a lower terminal rate, remains our base 
case. We continue to use strategic bond funds 
and short-dated fixed income funds to shelter 
from rising yields. 

•  Developed market equities have had a relatively 
benign summer period. Emerging markets and 
Asian equities have been held back following 
increased Chinese regulation in several sectors 
as well as concerns about the solvency of a 
major property developer, which jolted markets. 
Virus setbacks in Asia compounded these 
issues. 

•  Inflation needs to be watched as supply 
disruptions are becoming more stubborn and 
taking longer to resolve than anticipated. Transit 
and raw material costs may well begin to alleviate 
but what remains in question is how much 
wage inflation will become embedded as we go 
through annual pay rounds across the economy 
as a whole, beyond those where wage rises are 
being driven by an immediate and acute shortage 
of labour.

•  Virus setbacks requiring a return to lockdowns 
are looking less likely in the US, UK & Europe but 
remain a source of risk in many other regions, 
particularly given the unequal global distribution 
of the vaccine.

•  Sterling remains stronger than the euro and yen 
year to date but has recently weakened against 
the US dollar. 

•  Both gold and oil have continued going their 
separate ways. Gold continued weakening 
closing around $1750/oz, whilst oil prices 
finished the quarter at $77/barrel for Brent Crude.
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“Be joyful, keep the faith”
As we move out of summer and the early signs of autumn 
show their hands through a dusting of browning leaves 
on the grass and a crisper chill in the morning, I look back 
with great thanks at the wonderful coastline and people 
of Pembrokeshire for a fabulous week in the sun and 
look forward  to visiting again. The City of St David’s is 
one of contrasts; a village, more than city, with its primary 
landmark the cathedral and place of worship for over 
1500 years, tucked out of site almost hidden to the casual 
visitor. St David’s last words were said to be “Be joyful, 
keep the faith, and do the little things that you have heard 
and seen me do”. 

Central banks have recently been heard to have been 
saying something similar.

Fragility, yes. Complacency, no.
We are moving in to ‘tricky second album’ phase of the 
economic recovery. After a swift and strong recovery in 
momentum up to this point, there are increasing signs 
of fragility in the continued pace of recovery. Whilst the 
initial economic rebound from last year’s shutdown was 
swift, continued recovery faces the headwinds of the Delta 
variant and supply bottlenecks, both of which stand to 
suppress growth. Whilst above-trend growth lies ahead for 
this year and next, these forecasts have edged lower of 
late, with even the revised forecasts more optimistic than 
reality, with the UK economy eking out just 0.1% growth 
in the month of July compared to the forecast 0.6%.  
There was a noticeable drop in US consumer confidence 
through August in the face of rising cases of the Delta 
variant as well as rising oil and food prices. In the UK, 
savings ratios have come down from their peak but remain 
far higher than their long-term averages, which suggests 
some continued caution remains amongst consumers in 
their own spending habits.

The strong recovery causes problems for central banks, 
particularly the US Federal Reserve, which finds itself 
in the awkward position of having a recovery that looks 
further ahead than the emergency funding state that policy 
setters have in place. The dual mandate of the Federal 
Reserve is to target both inflation and full employment and 
it is clear the latter of these two are the primary focus for 
policy-setters at present as inflation numbers creep higher 
and policy remains ultra-loose.

Rising taxes, lower growth?
The hugely significant announcement that National 
Insurance is going to be raised by 2.5% (split 50/50 
between employees and employers) in order to raise £12 
billion to arm the NHS with a budget to tackle the backlog 
of patients and then be directed towards social care 
comes with questionable economic timing. There’s no 

doubting the importance of tackling the issues of both the 
NHS waiting lists and the stresses and financial challenges 
of social care, but the timing of such a significant tax rise 
in the early foothills of an economic recovery, places an 
additional hurdle for the economy and will weigh on the 
outlook.

In some ways this echoes the issues Japan faced when 
raising consumption tax in 2014 which did two things. 
Firstly, it dragged forward spending as consumers tried 
to get ahead of the rise (this will be less relevant given 
National Insurance is levelled against earnings, not 
consumption. That said, the reduced rate of VAT being 
applied in the leisure and hospitality sector ceases at 
the end of September so we’ll see some impact here). 
Second, it suppressed growth and, in the case of Japan, 
pushed it back into recession. 

The coming tax rise combines with an increased likelihood 
the Bank of England will begin raising rates, and the 
winding down of government furlough schemes in an 
environment of already slowing growth numbers. From an 
economic standpoint these tax rises, however deservedly 
spent, will combine with increased energy bills and food 
costs to place an extra burden on the UK consumer.

Still good times ahead
With all the fears about the Winter of Discontent 2.0, 
some of the good news gets lost in the noise. Whilst 
central banks may be tentatively beginning the process of 
reducing support, we still have a very positive backdrop 
for asset markets. Fiscal support will remain the primary 
tool for policymakers and it is a tool they are prepared to 
use in massive size. In Biden’s Presidency we have already 
seen a $1.9 trillion American Rescue Plan and negotiations 
are ongoing about a further $2 trillion for infrastructure 
spending. We can look forward to continued growth 
and asset markets will undoubtedly suffer from bouts of 
volatility but are still likely to keep moving forward on this 
wave of stimulus. 

In addition, the consumer remains in a healthy position 
with elevated levels of cash on household balance sheets, 
whilst almost any asset held has seen significant price 
growth over the last 18 months or so, whether that is in 
residential house prices, bonds or equities. The positive 
wealth effect will encourage spending when supply 
shortages and further hold-ups from the pandemic clear.

So, whilst the near-term outlook for growth has weakened, 
it remains strong with pent-up consumer demand and still 
a very supportive policy backdrop from governments as 
well as central banks. Corporate health is similarly well-
placed on several measures whether that be in earnings or 
on improving balance sheets. On balance, whilst we have 
moved past the first stage of the recovery, we are not on 
any downward slope yet and fundamentals remain intact.

Market Outlook
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Growth & Inflation Numbers
Whilst the initial economic rebound from last year’s shutdown has been swift, continued recovery faces the headwinds of 
the Delta variant and supply bottlenecks, both of which stand to suppress growth. Whilst above-trend growth lies ahead for 
this year and next, these forecasts have edged lower of late. As ever, with many thanks to our friends at Schroders for these 
latest consensus forecasts.

GDP (%)
2021

GDP (%)
2022

CPI (%)
2021

CPI (%)
2022

Global Economy 6.0 4.4 3.2 2.7

China 8.6 5.6 1.4 2.3

Emerging Markets 7.0 4.8 3.8 3.7

Japan 2.4 2.8 0.1 0.6

US 6.2 4.4 4.1 2.9

EU 4.8 4.4 2.1 1.5

UK 6.8 5.4 2.2 2.7

Inflation is much talked about and needs to be watched 
as supply disruptions are becoming more stubborn and 
taking longer to resolve than anticipated. Transit and 
raw material costs may well begin to alleviate as supply 
chains re-establish and we get through Christmas, but 
what remains in question is how much wage inflation will 
become embedded as we go through annual pay rounds 
across the economy as a whole, beyond those where 
wage rises are being driven by an immediate and acute 
shortage of labour.

A more sustained inflation problem is not what we are 
seeing yet but should not be discounted for now as 
inflationary numbers are proving stickier and persistent. 
Transitory remains the inflationary buzzword and remains 
our base case and sitting on the fence and watching 
closely rather than taking a binary position remains the 
sensible course of action for the time being.  There is no 
doubting the headlines make for ugly reading with gas 
prices soaring, petrol not being delivered, the government 
calling for increased pay and better conditions and the 
Bank of England anticipating 4% inflation into the early 
part of 2022. Changes in consumer behaviour, ongoing 
quarantines, disrupted energy markets and a misallocation 
in our labour supply are all consequences of the sheer 
economic upset COVID-19 has caused. These issues 
will be surmounted in time, but more time is going to be 
needed. 

Market Outlook
Despite US equity markets making headlines for hitting 
new highs earlier in the quarter, continued strong 
corporate earnings growth through 2021 means they are 
slowly creeping into their still elevated valuations. We do 
not feel exuberant but believe forecast strong economic 
growth and the continued strength of corporate earnings 
offers some option for this process to continue. 

There remain areas of concerns for markets to grapple 
with. Stickier than anticipated inflation numbers caused 
by the signs of early wage increases to try and tempt 
workers back into the jobs market as well as supply 
disruptions created from the economic restart. There is a 
conflict between countries with well-developed vaccine 
programmes with consumers ready to spend again, 
compared to countries with large manufacturing bases, 
particularly in Asia, that are suffering virus setbacks and 
seeing increased restrictions on movement. 

In fixed income, we remain very wary of long-dated bonds 
given the likelihood of rising yields in the coming quarters, 
which would result in declining prices. The corporate credit 
market still has very many strong fundamentals to warrant 
attention, low default rates, high demand and strong 
corporate earnings all make for an attractive backdrop, 
but the significant contraction in both yields and credit 
spreads have driven valuations to very high levels. 

The ‘lower for longer’ interest rate narrative continues, with 
no rise in interest rates until late 2022 in the States and 
further out for the ECB. The Bank of England may move 
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earlier than both but a slowly rising rate environment, 
with a lower terminal rate, remains our base case. Overall 
we have sought to shelter our fixed income holdings in 
strategic bond funds and short-dated fixed income funds 
to limit the effects of rising yields.

In equities, valuations in the US look relatively expensive 
but in this low rate environment investors remain prepared 
to pay up for accessing the more dynamic corporate 
environment and its continued strength. Elsewhere 
valuations look less expensive but are not cheap. We 
continue to retain a balance of equity exposure across 
sectors and geographies and have no immediate plans to 
change the current balance. 

Conclusion – Time is on my side.
As we move towards what could be a difficult winter, there are plenty of concerns that we need to keep at the 
forefront of our minds. Covid and Covid-related restrictions are not going anywhere soon and stresses in the 
Chinese property sector combined with tightening regulations in other sectors pose challenges too. Markets will 
also need to navigate their way through the lifting of the US debt ceiling and the ongoing supply disruptions that 
continue to make headlines. This all before we get to the end of the quarter to find Christmas has been cancelled!

Despite all this, there are plenty of reasons to remain true to the belief markets can continue to move forward. 
Economic growth is still positive, governments and central banks are still in ultra-supportive mood, corporate 
health and earnings are strong and the consumer has cash ready to spend. Retaining a diversified portfolio and 
looking through near term volatility is a strategy that has served investors well through the years. So, as St David 
said, “Be joyful, keep the faith”.

We continue to wish you and your families well. 

Market Review
A whistle-stop tour of some of the movers and shakers during the year to date.
The chart shows the returns in local currency across a cross sample of major indices.
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Market Returns
The table shows returns broken down by asset class 
and geography but this time in sterling. With sterling 
strengthening against the euro and the yen and only 
marginally losing ground versus the US dollar, this 
detracted from returns in overseas markets, in particular 
those from Japan where yen weakness versus sterling is 
down 6% in 2021 (so returns for local Japanese investors 
were even better!).

IA Sector Average 2021 (%)

UK All Companies 14.8

UK Equity Income 14.8 

Europe ex-UK 11.8 

North America 17.4

Japan 7.2

Asia Pacific ex-Japan 1.8 

Global Emerging Markets 1.5 

UK Gilts -7.3 

UK Index-Linked Gilts -0.8 

Sterling Corporate Bonds -2.0 

Sterling Strategic Bond 1.0 

UK Direct Property 4.4 

The following table shows the winners and losers in terms 
of industrial sector and style year to date in local currency:

Data from FE Analytics 

MSCI Sectors 30/09/2021 (%)

Technology 14.2

Consumer Discretionary 4.6

Telecoms 5.3

Materials 10.0

Healthcare 11.9

Industrials 13.0

Consumer Staples 4.8

Utilities 1.7

Financials 22.7

Energy 34.0

MSCI World 13.0

Growth 11.4

Value 14.3At face value, the market shape remains broadly the same. 
US, European & UK equities continue to be strong as the 
reopening programmes continue to move forward. The 
noticeable weakness was in emerging and Asian equities, 
which was led by significant falls in Chinese equities for 
two reasons. First, the Chinese government announced 
sweeping regulatory crackdowns in certain sectors, such 
as education, healthcare and internet infrastructure. Whilst 
regulatory intervention in China is nothing new, one of 
the things that is different this time is the extent to which 
regulations were focused on the economics of a particular 
sector, barring unbridled profit-making and signalling the 
end of the era of reckless capital expansion. The broad 
trend is the government is increasingly recoiling from the 
capitalist intent that has driven such significant economic 
growth over recent decades and directing some sectors 
to work in line with government long term plans and 
better serve ordinary people, as China tries to develop a 
society with more wealth and income equality. Second, 
concerns over the Chinese property sector rose as 
property developer Evergrande faced looming bankruptcy.  

Evergrande is no small fish; its total liabilities are estimated 
to be equivalent to 1.8% of China’s entire GDP or $314bn 
of which $124bn falls due in the next 12 months. As its 
order book has 1.7m units awaiting completion, its fate 
takes on another level of significance. Containment, rather 
than systemic issue remains the consensus view, but 
rumblings about the state of China’s property market have 
the capacity to dampen the outlook for China as housing 
contributes so much to both China’s household wealth 
and also wealth inequality.  

As discussed elsewhere in this Quarterly (see Peaky 
Blinders section), corporate earnings remain very strong 
(forecast to be up over 40% for the S&P 500 in 2021 by 
Factset) and corporate health is improving. This is resulting 
in overall headline market valuations improving. We remain 
in a ‘happy place’ for now, but some dampeners to this 
earnings boom may lie on the horizon with increased 
corporate tax burdens looking likely and the prospect of 
rising wage pressures set to chip away at profit margins.

The growth versus value gap continued to narrow 
marginally but this was not a significant move. Consumer 
discretionary stocks were noticeably lower as consumer 
confidence fell back from recent highs as the outlook 
was weighed down by the spread of the Delta variant 
particularly in the US, which forms 58% of the MSCI ACWI 
Consumer Discretionary index. 
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The queues outside petrol stations are highlighting the 
issues with supplies reaching our pumps, but there are 
stresses in many areas of the energy complex which are 
global in nature. The quarter has seen significant price 
rises in liquefied natural gas (LNG) which has risen almost 
threefold to $20 mmbtu and thermal coal has doubled 
in price. The impact on our domestic energy prices will 
feed through to our pockets in due course. The pricing 
issues have been compounded by low power generation, 
as low winds impact production from our offshore wind 
farms, and a lower than average amount of gas inventory 
in Europe, as supplies were depleted and not refilled 
after last year’s cold winter. Unsurprisingly, stocks in the 
energy sector rallied strongly in the last couple of weeks 
of September in what was an already strong year for the 
sector (MSCI ACWI Energy up 34% ytd).

Fixed Income
During the Quarter, index-linked gilts had the strongest 
returns, but step back and look over the course of the 
year and this highlights the level of volatility that can be 
found in some parts of the fixed income world. From a 
starting point of January 1st, investors could have found 
themselves down 10% by mid-February. From there to 
late August the IA index-linked sector average saw a rise 
of 18% to only fall back to the point where returns for the 
year are -0.8%. If we stick with sector averages for now 
and compare the Index Linked Gilt sector to that of the UK 
All Companies sector over 2021, the volatility stats show 
index-linked Gilts running at 120% of the volatility of the 
UK All Companies sector. Food for thought. 

At its September meeting, the Federal Reserve prepared 
markets for the beginning of the process to reduce its 
asset purchases as well as flagging a more hawkish view 
on the path of interest rate rises. The famed ‘dot plot’ 
pointed to six members anticipating at least one US rate 
rise next year and three in 2023. As we always say the 
direction of the US Treasury market is crucial for all asset 
classes. The Treasury market reacted to the Fed through 
rising yields with the US 10 year finishing the quarter at 
1.5%, not wholly different to where it started the quarter, 
but a reasonable rise from its August lows.

Corporate credit remained more sanguine, but investment 
grade was more sensitive to these moves in comparison 
to high yield, which continues to hold on to its positive 
ground year to date. US and European high yield remained 

favourable compared to emerging markets or Asia, where 
there was intense focus on the solvency of property 
developer Evergrande (see above). 

Credit spreads (the extra yield above government bonds of 
the same maturity) have tightened considerably since last 
year and don’t look attractive, but we’re in a ‘least worst’ 
market and with the default outlook looking benign and 
yield hungry investors still in plentiful supply, there remain 
some technical supports for now.

We are nervous of long duration government bonds and 
have sought shelter in several short-dated fixed income 
funds or strategic bond funds which have some tools to 
help mitigate against the negative effect of rising bond 
yields. 
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As we move out of the initial recovery phase from the 
pandemic, the great challenge for central banks will be to 
maintain investor confidence, while reducing their support 
for the economy. This will initially be done through slowing 
their bond buying programmes and reducing their balance 
sheets in order to wean the market off monetary stimulus 
and then to consider the beginnings of an interest rate 
rising cycle. Any mention of such an attempt to taper the 
level of support usually triggers some cautionary reference 
to 2013 when the then Fed Chair Ben Bernanke triggered 
a market sell off and a ‘taper tantrum’ as he spoke about 
gradually weaning the economy from the policy support 
that was put in place in response to the financial crisis.

Today, the primary weapon to negate a repeated tantrum 
is for central banks to follow the mantra of “being 
forewarned is forearmed” and help deliver a well-flagged, 
‘no surprises’ roadmap for tapering bond purchases. 

The intention is for central banks to shine a bright light on 
the pathway that sees us through the tapering process 
and ultimately to policy tightening, ensuring markets do 
not stumble on any unanticipated events along the way. 
But experience colours judgement and that is the same for 
the people walking the halls of the US Treasury, the Bank 
of England or the ECB and tapering presents a double-
edged sword. Taper too soon and the risk is a recovery 
gets moved off track; too late and you may miss your 
chance to raise rates, thereby weakening your potential 
policy response whenever the next crisis demands.

Questionable QE
There is a valid question to be answered about the level 
of continued monetary policy support being used by 
central banks, in particular the US Federal Reserve. In an 
economy such as the US which is demonstrating higher 
and more persistent inflation and also one that is creating 

Tapering not tantruming

Currencies 

Sterling continues to enjoy its time in the sun versus the euro and in particular the Japanese yen, but has recently been 
pipped by the US dollar in the year to date charts as the comments coming out of the Federal Reserve boosted the dollar 
alongside concerns about fuel and energy prices, raising questions about the strength of the UK recovery.
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We’re not tapering, we’re tinkering
At its most recent meeting in September the Federal Open 
Market Committee confirmed that a moderation in its bond 
purchase programme was warranted. In the subsequent 
press conference, Jerome Powell pointed to a mid-2022 
end point for the tapering process to complete, slightly 
faster than anticipated. The ECB and Bank of England 
already had a set timeline for ceasing asset purchases. 
In response to the economic shock caused by the 
pandemic, during 2020 the Bank of England announced 
it was increasing the amount of its asset purchases by 
£450bn to a total target of £895bn to be completed by the 
end of 2021. Similarly, the ECB’s Pandemic Emergency 
Purchase Programme (PEPP) is due to end by the end of 
March 2022 and the pace of purchases is set to slow into 
the final quarter of this year to fill the allotted timeframe. 

plentiful jobs, it’s a reasonable conclusion to reach to say 
QE has done its job and that its winding down process 
should be further ahead than where it is. There is also 
a case for speedier tapering, as continuing to try and 
stimulate demand in an economy showing supply side 
problems looks like it’s compounding a problem, rather 
than helping to provide the solution. 

The reason why the Federal Reserve is anxious about 
withdrawing stimulus remains in the level of unemployment 
and indicates how far the focus of the central bank has 
shifted in placing greater emphasis on its full employment 
mandate at the expense of its inflation mandate. Stung 
by its response to the financial crisis, Fed members and 
the US Treasury are seeking a more equal recovery rather 
than just a recovery in headline numbers alone. Its flexible 
average inflation target encourages it to look through 
temporary periods of inflation and with still over 8 million 
Americans unemployed and an unemployment rate over 
5%, in comparison to 5.7 million unemployed and a rate 
of 3.5% before the pandemic (Feb 2020), the job numbers 
remain the greater focus.

Introduced as an unconventional tool as part of the 
extraordinary policy response triggered by the global 
financial crisis, QE has shown itself to be an effective tool 
at moments of crisis, ensuring businesses have access 
to credit lines and smoothing the workings of the banking 
system to help support jobs. Outside of those extremes, 
the efficacy of QE is more questionable. Whilst QE was 
initially considered an unconventional tool, it has evolved 
into a conventional part of the policy response tool kit 
central banks have at their disposal and will continue to 
do so. There will continue to be merit for its employment 
in periods of economic stress and weakness, but it also 
needs a carefully timed exit as part of the process of 
unwinding policy support and rebuilding a policy tool kit 
in preparation for the next economic crisis. Currently, 
with inflation looking elevated and with over 10 million job 
openings outstanding and waiting to be filled, timing a 
perfect exit is less important than getting the exit strategy 
underway.
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As much as Christine Lagarde stressed that the ECB 
wasn’t tapering, but “recalibrating”, and as much as the 
Bank of England stressed during the early summer that 
is wasn’t tapering but just slowing its programme, the 
inevitability of fewer monthly bond purchases means both 
schemes are slowing down to their conclusion.

Beginning the process of tapering is not the same as 
tightening interest rate policy but it is the first step in 
beginning to normalise the extraordinary monetary policy 
response to the pandemic. What is clear is that the 
coming quarters are going to see three major central 
banks begin to step off the accelerator and slow, then 
cease, their bond buying programmes. This heightens the 
capacity for market volatility and whilst this is unlikely to be 
on a scale similar to 2013, it may well cause some bumps 
along the way. Central banks have been at pains to shine 
a light on the path they intend to follow and what this 
means is we are likely to be seeing steadily rising yields 
through the final quarter of this year. 

There remains a balancing act for central banks to 
navigate in beginning the process of withdrawing stimulus 
and reducing their balance sheets whilst maintaining 
investor confidence. To do this we can expect no sudden 
moves, but instead a well-flagged pathway to enable 
central banks to place QE back in its scabbard and secure 
it safely back in the central bank armoury to fight future 
battles, whenever that may be.
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Peaky Blinders
A tenuous title to lead an article about equity indices 
hitting peak levels, but any chance to promote the best 
UK television series in history (Line of Duty a very close 
second and, no, I haven’t watched Vigil yet) seems like 
a free hit. Yes, big tech stocks have played a blinder (I’ll 
stop) and lifted the Nasdaq to all-time highs. The S&P 
500 has enjoyed similar headlines earlier in this quarter, 
prompting the immediate headlines that either a) markets 
will continue their rally ad infinitum, or b) we’re all doomed. 
Suffice to say neither is likely. 

Looking under the bonnet for a moment, the headline 
writers are missing a subtle shift and that is one regarding 
valuations. One of the features of the corporate recovery 
since the lows last March, is the strength and the speed 
of the earnings recovery. There has been record earnings 
growth in the US in the last few quarters and if analyst 
expectations for the rest of the year are met, then earnings 
growth from those companies in the S&P 500 are set 
to reach 42% for 2021 according to Factset, and 2022 
calendar year earnings growth is being projected at 9.5%. 
Corporate health is strong in many other areas too. 

Those companies that are considered higher quality, 
investment grade firms are holding high levels of cash, 
improving their balance sheets and leverage (their 
borrowing) levels. With a decade or so of low interest rates 
and now almost two years of ultra- low interest rates, 
companies with access to the bond markets have been 
actively refinancing their debts to replace existing debts 
with those enjoying even lower interest rates and lower 
servicing costs. This process has trickled down into the 
lower quality, high yield market as they became open to 
new issuance too. Corporate profits are continuing to 
recover impressively as well, already surpassing previous 
highs, with US company profits breaking record highs in 
Q2 this year.

In Europe, the earnings recovery is still positive, but less 
pronounced as continued lockdowns and a slow pace 
of vaccine rollout hampered the early corporate recovery. 
Notwithstanding, overall levels of debt have fallen in 
European companies too and with the vaccine programme 
coverage in Europe now outpacing that of the United 
States, a delayed boost to those corporate earnings can 
be anticipated as European consumers come back to the 
fore. 
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Steadily but surely the improving earnings outlook is gently 
taking down overall market valuations. At the beginning of 
the year, the S&P 500 traded on a forward price earnings 
valuation of around 23x. By the end of Q2 this had fallen 
to 21.4x and, most recently, this has dropped to 20.9x. 
Still this should be considered expensive versus its history, 
but investors remain prepared to pay up for accessing the 
more dynamic corporate environment and its continued 
strength and healthy profits. Elsewhere valuations look less 
expensive, developed European and emerging markets 
are trading just above average and Japan looks relatively 
attractive. Similarly, in the UK, the FTSE 100 started the 
year at around 15x earnings and is now sitting just above 
12x, which sits under its median average and has a yield 
around 3%.

So, in a world where the headline writers solely focus on 
index levels hitting historic highs for equity markets, spare 
a thought for the under-reported earnings picture, which is 
helping, slowly but surely, to improve the valuation outlook.  

So there follows a question, with stock markets having 
risen so far from their March lows and hitting recent all-
time highs in the US, does this make us closer to a market 
correction? Well, whatever event is being measured, being 
one day further away from the date of it last occurring 
without it occurring again makes us by definition to be 
closer to the next time it happens.  The question should 
really be, are we close to a correction in equity markets? 
To that end, what would typically trigger a big equity sell 
off? The early noughties/tech sell off was triggered by a 
collapse as equity markets fell under the weight of their 
own valuation; the financial crisis was triggered by loose 
lending practices and over-extended banks. In the main, 
we are not in either place right now; valuations are in an 
acceptable band and corporate health including that of 
the banks, remains good. Notwithstanding a black swan 
event, what continues to be the most likely setback for 
now is a pandemic related event that would trigger some 
mass return to lockdowns, but with each vaccine that 
gets distributed, we move one jab further away from that 
becoming a reality. 

We are not market timers, the portfolios we manage are 
long-term and strategic by nature and we let valuations be 
our primary guide to the amount we allocate to the various 
asset classes. Starting valuations matter. At this point, we 
continue to retain a balance of equity exposure across 
sectors and geographies and have no immediate plans 
to change the current balance. In fixed income, where 
valuations are looking historically expensive, both in terms 
of the headline low yields available but also in terms of 
credit spreads, we continue to believe sheltering in short-
dated bonds and using flexible strategic bond funds is a 
sensible way forward.

For now, markets remain in an inelegant muddle through 
phase, economies are functioning but struggling to release 
themselves from the shackles of both COVID and the 
disruptions it has caused to supply chains and consumer 
mentality. We remain positive for the longer-term but wary 
that risks remain on the horizon and aware that policy 
error has become heightened. At this point, we do not 
believe investors will be best served siding too heavily with 
the bulls or the bears and remembering that the short-
term can be very noisy with explanations handily coming 
post-event. Keeping an element of balance in portfolios 
and not getting carried into the momentum or the doom-
mongering is a strategy that has served us well since we 
started managing discretionary portfolios. It is unlikely to 
send us too far wrong in the future too.

Written by James Tuson, Investment 
Director, Emma Clarke, Investment 

Manager and Finlay Holland, 
Assistant Investment Manager.
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