
Better than expected economic data across much of the developed world helped push equity markets 
higher. Leading indicators point to further improvements ahead. The US Federal Reserve surprised 
the market by maintaining the pace of its monthly bond-buying programme in contrast to market 
expectations of a reduction in purchases. Government bond prices had fallen, but this news saw them 
bounce off their lows. The impact was more pronounced for emerging markets, where equities, bonds 
and currencies initially fell as data disappointed but bounced strongly once it was clear that the US 
monetary policy would remain easier than expected. 

US economic activity continued to surprise 
on the upside. The European economies, 
including the UK, also beat expectations. 
Encouragingly, this improvement included the 
stressed countries at the heart of the euro 
crisis, which are most in need of a dose of 
growth to provide employment opportunities 
and bring down government debt burdens. 
Inflation remained subdued across the 
developed world.

In contrast, growth disappointed across 
the emerging world and inflation exceeded 
expectations. This led some countries to 
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increase interest rates to counter both rising 
prices and falling currencies.

The rally in equity markets was broad  
based, with continental European bourses 
leading the way while US equities lagged. 
Cyclical sectors provided the best returns, 
with industrials, miners and consumer 
discretionary companies outperforming the 
more defensive sectors.

Investments in government bonds were 
broadly unchanged over the quarter, with 
modest yields offsetting similarly modest 

price declines. Corporate bonds did slightly 
better owing to their higher yields and some 
narrowing of the premium in yields over the 
equivalent government security. The same 
was true of emerging market bond indices, 
but with greater volatility along the way.

Improved prospects for European economies 
saw the pound and the euro make small gains 
against the US dollar and the yen. 

The oil price rose, boosted by an increase 
in demand, supply disruptions in Libya and 
on-going political tensions in the Middle East. 

Source: Bloomberg. Past performance is not a guide to future performance.
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Gold fluctuated just above its lows for the year, 
posting a small positive return for the quarter. 
The usual mix of ups and downs across 
the broader commodity complex translated 
into modest gains for investors in diversified 
commodity indices.

The recovery in UK commercial property 
prices broadened, with gains across office, 
retail and industrial sectors. There was also 
notable demand for secondary properties. In 
contrast, improvements in rental income were 
limited to prime properties, led by London 
office and retail.

Rising equity markets and stable bond 
markets did not provide a good backdrop  
for the majority of our hedge funds, where  
we focus on strategies that can profit in a 
more volatile environment. Still, the fact that 
the best returns were only slightly positive is 
balanced by the losses on the worst being 
equally modest.

Outlook 
Leading indicators of economic activity point 
to a further improvement in growth over 
the coming months (see chart 4). The US 
economy has been on a sounder footing since 
avoiding the fiscal cliff at the end of last year, 
but there are three other economies where the 
improvement is worth highlighting. First, recent 
data out of the UK has been encouraging, 
with employment in the private sector picking 
up faster than expected, more than offsetting 
shrinkage in the public sector. Second, the 
improved prospects for the euro area have 
confounded a number of sceptics. Third, data 
from China is stabilising, easing fears of an 
imminent credit crunch. 

Still, this widespread improvement does not 
mean that the financial crisis can finally be 
passed on to historians. Economies remain 
burdened with high levels of government and 
consumer debt. Populations are ageing, which 
increases the financial burden on the shrinking 
percentage of workers. Emerging markets 
are not expected to enjoy another decade 
of falling interest rates and rising commodity 
prices. This means lower global growth going 
forward. It also means it is still right to worry 
about the risks of higher inflation further out.

There are also more immediate concerns 
that could upset our benign baseline 
scenario. The outlook for the emerging world 

has deteriorated and exposed excessive 
borrowing in a number of countries. Investors 
are focussed on a fragile five: Turkey, 
Indonesia, India, Brazil and South Africa (see 
chart 5). These economies have large current 
account deficits, wide fiscal deficits, slowing 
growth and above target inflation. Their 
markets have attracted huge sums of foreign 
capital over the last decade. Valuations across 
equities, bonds and currencies are not yet at 
levels commensurate with the risk. This leaves 
them vulnerable to foreign capital flight. 

We assume that the US authorities will not 
shoot their economy in the foot by allowing the 
government shutdown, which is underway at 
the time of writing, to last for more than a few 
days. We also expect political compromise on 
extending the debt ceiling once more to avoid 
defaulting on their debts. Of greater concern 
is the slowdown in bank lending over the last 
three months, which contrasts with the more 
buoyant picture painted by leading indicators. 
A wave of layoffs of mortgage brokers by the 
major banks indicates that we should not 

expect the housing market to drive credit 
expansion in the coming months.

We believe we are past the low point in the 
euro crisis but we remain a long way from 
a sustainable institutional structure. The 
implementation of a banking union is next on 
the agenda and the risk is that, once again, 
it will take a crisis before any real progress is 
made. In particular, we continue to believe that 
the Spanish banking system has yet to reveal 
the full extent of bad loans.

Interest rates are expected to remain 
unchanged across the developed world over 
the next 12 months. But an increase in rates 
by the end of 2014 or in early 2015 is possible 
in both the US and UK. Markets typically price 
in these moves in advance so this will be a key 
theme for investors over the next year. 

The decision by the US Federal Reserve 
(the Fed) to maintain the current level of 
quantitative easing leaves the market and 
us somewhat confused. This is particularly 
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surprising given the introduction of forward 
guidance, where the central bank sets out the 
scenarios under which it will change policy in 
order to reduce uncertainty. Even Fed insiders 
think allowing this confusion is a mistake. We 
expect Fed bond purchases to be reduced, 
cutting the pace at which additional stimulus is 
added, but our confidence in this prediction is 
lower than it was before this recent episode.

The rise in government bond yields means 
that US 10-year yields are back in positive 
territory after adjusting for inflation. Pricing 
pressures remain muted due to high levels of 
unemployment, spare capacity in industry and 
broadly stable commodity prices. Still, bond 
yields remain unattractive compared to historic 
levels. And while inflation is not expected to be 
an issue over the coming year, the longer-term 
outlook is more uncertain. The length of the 
economic downturn means we cannot be 
confident about the levels of spare capacity 
since technological advances can make 
industrial capacity obsolete. The significant 
rise in unemployment has left many workers 
without jobs over the long-term. These 
workers often lack the skills required for the 
new opportunities that arise, meaning wage 
pressures could arise sooner than expected. 
For UK investors, government bonds look less 
attractive as inflation has remained stubbornly 
high, meaning real yields are only just in 
positive territory.

Corporate bonds look somewhat more 
attractive as yields are modestly higher and 
improving prospects for earnings mean default 
rates will remain low. But the yield pick-up 
over government bonds is modest by historic 
standards. Yields on some emerging market 
bonds have risen significantly over the last few 
weeks, but deteriorating fundamentals leaves 
them vulnerable to further price falls.

Equities continue to look attractive relative 
to bonds despite the rise in bond yields. 
Still, gains going forward are expected to be 
driven more by earnings growth and less by 

increasing valuations. We expect the pick up 
in growth to feed through to an increase in 
earnings expectations. In Europe, new orders 
have increased faster than inventories and 
this means there is scope for companies to 
increase prices, and therefore profits. 

We continue to favour developed markets 
over emerging. The improving economic 
outlook provides a better backdrop for more 
cyclical companies. Our expectation of rising 
bond yields means we are more cautious on 
high quality, defensive names that have more 
bond-like characteristics.

There are no major misalignments in values 
amongst the major currencies. Emerging 
currencies have suffered this year, but most 
have seen significant gains over the last 
decade. In some cases a combination of high 
inflation and limited productivity gains leaves 
them overvalued and vulnerable to further 
weakness. In contrast, the yen now looks 
cheap. Still, the increase in consumption tax in 
Japan is expected to be counteracted by easy 
monetary policy. We continue to expect the 
yen to weaken towards pre-crisis levels over 
the medium term.

The improved prospects for the UK economy 
are positive for the commercial property 

market. More than 50 new lenders have 
entered the market this year. Construction 
of new space has been limited. We expect 
modest price rises across office, industrial 
and selected retail properties. Gains to date 
have been focussed on prime properties 
and in London and the South East, but are 
expected to broaden to secondary properties 
and across a much broader geography. Yields 
look attractive compared to both equities and 
bonds (see chart 6).

In conclusion, an improving economic outlook 
is positive for equities while presenting a 
more challenging environment for bonds. 
As ever, there are plenty of possible risks to 
this benign view. The most immediate threat 
is the deteriorating outlook for emerging 
markets. Further out, we will need to consider 
the impact of rising interest rates on highly 
indebted consumers and governments. 
There are also upside risks for equities, with 
the most obvious being that a continuation 
of easy monetary policies and a lack of 
compelling investment alternatives could yet 
lead to a further upward shift in valuations. 
Balancing equity risk remains challenging 
with bonds and other traditional safe havens 
looking expensive. This means investors need 
to be braced for volatility should equities falter.

Source: Schroders, Datastream, August 2013.
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