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Growing pains
The COVID-19 delta variant, inflation and central bank tapering are unnerving
investors. We expect the pandemic-recovery trade to resume as inflation subsides,
infection rates decline, and tapering turns out to not equal tightening. The outlook
favors equities over bonds, the value factor over the growth factor and non-U.S.
over U.S. stocks.

The strong cycle delivers a preference for equities over bonds for
at least the next 12 months, despite expensive valuations.
Andrew Pease, Head of Global Investment Strategy
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Introduction
The post-lockdown recovery has transitioned from energetic youthfulness to
awkward adolescence. It’s still growing, although at a slower pace, and there are
worries about what happens next – particularly about monetary policy and the
outlook for inflation. The inflation spike has been larger than expected, but we
still think it is transitory, caused by base effects from when the U.S. consumer
price index (CPI) fell during the lockdown last year and by temporary supply
bottlenecks. Inflation may remain high over the remainder of 2021 but should
decline in early 2022. This means that even though the U.S. Federal Reserve
(Fed) is likely to begin tapering back on asset purchases before the end of the
year, rate hikes are unlikely before the second half of 2023.
Another worry is the highly contagious COVID-19 delta
variant. The evidence so far is that vaccines are effective in
preventing serious COVID-19 infections. Vaccination rates
are accelerating globally, and emerging economies are
catching up with developed markets. Infection rates appear
to have peaked globally in early September. This means the
reopening of economies should continue over the remainder
of 2021. The onset of winter in the northern hemisphere will
be a test, but the rollout of booster vaccination shots should
help prevent widescale renewed lockdowns.

The conclusions from our cycle, value and sentiment (CVS)
investment decision-making process are broadly unchanged
from our previous quarterly report. Global equities remain
expensive, with the very expensive U.S. market offsetting
better value elsewhere. Sentiment is slightly overbought, but
not close to dangerous levels of euphoria. The strong cycle
delivers a preference for equities over bonds for at least
the next 12 months, despite expensive valuations. It also
reinforces our preference for the value equity factor over the
growth factor and for non-U.S. equities to outperform the U.S.
market.

Cycle still in recovery phase
The post-lockdown recovery has been powerful, and most developed economies
have seen double-digit gross domestic product (GDP) rebounds from 2020 lows.
Even so, we think the cycle is still in the recovery phase, although it is maturing.
Despite strong growth, there is plenty of spare capacity. This can be seen in the
employment-to-population ratio for prime-age workers in the United States. The
chart below shows the ratio has recovered from the pandemic lows, but only to
levels reached during the relatively mild recessions in the early 1990s and 2000s.
We expect the U.S. labor-market recovery should still resemble a typical postrecession recovery over the next few quarters.
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Chart 1: US prime age employment/population ratio
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GDP is 2.5% below 2019 levels in the euro area and 4.5%
below in the United Kingdom. We expect more cyclical upside
for economic growth outside the U.S., and this should allow
market leadership to rotate toward the rest of the world.

The U.S. recovery, however, is more advanced than that of
other developed economies. The following chart shows how
far GDP has recovered, relative to the pre-COVID-19 peak in
2019. GDP is 0.8% higher in the U.S., although this level is
still short relative to the pre-COVID-19 trend.

Chart 2: GDP in Q2 2021 relative to 2019 pre-COVID peak
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Two key indicators
Last quarter, we listed two indicators that should offer a guide to the Fed’s
expected reaction to the inflation spike.
The first is five-year/five-year breakeven inflation expectations,
based on the pricing of Treasury Inflation Protected Securities
(TIPS). This is the market’s forecast for average inflation over
five years in five years’ time. It tells us that investors expect
inflation will average 2.17% in the five years from late 2026 to
late 2031. The TIPS yields are based on the CPI, while the Fed
targets inflation as measured by the personal consumption

expenditure (PCE) deflator. The two move together over
time, but CPI inflation is generally around 0.25% higher than
PCE inflation. A breakeven rate of 2.75% would suggest the
market sees PCE inflation above 2.5% in five years’ time.
Market inflation expectations are currently comfortably below
the Fed’s worry point.

Watchpoint indicator #1: U.S. 5-year/5-year breakeven inflation rate
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The second indicator is the Atlanta Fed’s Wage Growth
Tracker, and this has a less-comforting message about
inflation risks. It reached 3.9% in August, which is close to
the 4% threshold where we judge that the Fed will become
concerned about the inflationary impact on the growth of
wages. A breakdown shows that the spike has been mostly

driven by wages for low-skilled, young people in the leisure
and hospitality industry. This suggests the surge has been
caused by temporary labor supply shortages and that wage
pressures should subside as economic activity normalises.
This indicator, however, will be an important watchpoint over
the next few months.

Chart 4: Atlanta Fed’s Wage Growth Tracker
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Market inflation expectations are currently comfortably below the
Fed’s worry point.
Andrew Pease
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Reopening trade still makes sense
The re-opening trade, which lifts long-term interest rates and favors cyclical and
value stocks over technology and growth stocks, worked well for several months
following the vaccine announcement last November. Value outperformed growth
and yield curves steepened. The trade has reversed in recent months, however,
amid fears that the delta variant might derail the economic recovery. The impact
has been magnified by short covering in bond markets as investors, who have
been short or underweight, have been forced by the rally to buy back into the
market, pushing bond yields even lower.
The re-opening trade should resume in coming months. The
cyclical stocks that comprise the value factor are reporting
stronger earnings upgrades than technology-heavy growth
stocks, and the value factor is cheap compared to the growth
factor. Financial stocks comprise the largest sector in the
MSCI World Value Index, and they should benefit from further
yield-curve steepening, which boosts the profitability of banks.
Long-term interest rates should rise as global growth remains
above trend, delta-variant fears fade, the short squeeze
unwinds and central banks begin tapering back on bond
purchases.
The rotation in economic growth leadership away from the
United States should also help the re-opening trade. The rest
of the world is overweight cyclical value stocks relative to the
U.S., which has a higher weight to technology stocks.
Emerging market (EM) equities have been poor performers
since the vaccine announcement, but there are some
encouraging signs. Initially, they were held back by the
exposure to technology stocks in the MSCI Emerging Markets

Index and the slow rollout of COVID-19 vaccines. More
recently, they have come under pressure from the slowdown
in the Chinese economy and the regulatory crackdown on
Chinese tech companies. The vaccine rollout across emerging
markets has accelerated and policy easing in China should
soon improve the growth outlook. The path of Chinese
regulation is harder to predict, but it is now largely priced in,
with Chinese technology companies underperforming their
global peers by nearly 50% from February 2021 through midSeptember.
The resumption of the re-opening trade should also result
in U.S. dollar weakness. The U.S. Dollar Index (DXY) has
traded sideways since the vaccine announcement. It should
weaken once investors have confidence that delta-variant
risks are subsiding and realise that the Fed is likely to remain
dovish as inflation risks decline. The dollar typically gains
during global downturns and declines in the recovery phase.
Dollar weakness should support the performance of non-U.S.
markets, particularly emerging markets.

Risks: variants, inflation, China weakness
The key risk is that the delta variant or similar proves resilient
to vaccination or that infection rates escalate during the
Northern Hemisphere winter. The evidence so far is that
vaccinations are highly effective in preventing serious illness.
In Israel, booster shots appear to have slowed the rate of new
cases.
Another watchpoint is inflation and the response of central
banks. Our expectation is that this year’s inflation spike is
mostly transitory and that the major central banks, led by the
Fed, are still two years from raising interest rates.
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Finally, there is the risk of a sharper-than-expected slowdown
in China. Credit growth has slowed this year and the
purchasing managers’ indexes (PMI) have trended lower.
Monetary and fiscal policy have been eased, however, and
senior officials have signaled that more stimulus is on the way.
China policy direction and credit trends will be an important
watchpoint over coming months.
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Regional Snapshots

United States

Eurozone

The U.S. economy is likely to sustain above-trend growth
into 2022. However, the easiest gains appear in the rear-view
mirror at the end of the third quarter as the recovery phase of
the business cycle matures. This is most visible for corporate
earnings, where S&P 500® Index earnings-per-share already
sit 20% above their previous cyclical high.

Euro area growth slowed through the third quarter but looks
on track for a return to above-trend growth over the fourth
quarter and into 2022. Vaccination rates are high, and the
euro area has more catch-up potential than other major
economies, particularly the United States. The euro area is
also set to receive more fiscal support than other regions,
with the European Union’s pandemic recovery fund only just
starting to disburse stimulus, which will provide significant
support in southern Europe. Polls in advance of Germany’s
federal election on 26 September suggest the electorate is
moving toward the left, which means the new government
is likely to support expansionary fiscal policy and support a
continued dovish stance by the European Central Bank (ECB).

Strong fundamentals have helped power the stock market to
new highs. Early evidence that the delta-variant wave may
be fading and the potential for greater vaccine access for
children are positives for a more complete recovery in the
quarters ahead. The Fed looks poised to start tapering its
asset purchases around the end of 2021. The timing of the
first rate hike will then hinge on what happens to inflation
next year. Our models suggest that inflation is likely to drop
back below the Fed’s 2% target in 2022. If that is correct, the
Fed is likely to remain on hold into the second half of 2023.
Wage inflation is a key risk to this view. It is running
unusually strong for this stage of the cycle, and record hiring
intentions from businesses could exhaust spare capacity in
the year ahead. We expect the 10-year U.S. Treasury yield to
rise moderately from 1.37% in mid-September to 1.75% in
coming months.

The MSCI EMU Index, which reflects the European Economic
and Monetary Union, has performed broadly in line with
the S&P 500 so far in 2021. We think it has potential to
outperform in coming quarters. Europe’s exposure to
financials and cyclically sensitive sectors such as industrials,
materials and energy, and its relatively small exposure to
technology, gives it the potential to outperform as deltavariant fears subside, economic activity picks up and yield
curves in Europe steepen.

Fiscal stimulus negotiations continue to grab headlines in
Washington, D.C. The tax provisions in these bills are likely to
be the most impactful for financial markets. We estimate that
higher corporate taxes could subtract about four percentage
points from S&P 500 earnings growth in 2022. This could
create volatility and opportunity in markets. Given our strong
cyclical outlook, our bias continues to be a risk-on preference
for equities over bonds for the medium-term.
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United Kingdom

Japan

As of mid-year, UK GDP was still nearly 4.5% below its
pre-pandemic peak. We see plenty of scope for strong
catch-up growth as borders are fully re-opened and activity
normalises. Supply bottlenecks and labor shortages have
triggered a sharp rise in underlying inflation and created
concerns that the Bank of England (BoE) may start rate hikes
in the first half of 2022. We think the BoE is unlikely to be
that aggressive. We expect inflation to decline in early 2022
as supply constraints ease, which should convince the BoE to
delay rate hikes.

The Japanese economy is expected to get a shot in the arm
as rising vaccination rates improve mobility and reduce the
risk of further lockdowns. The delay in vaccine approvals and
slower rollout to this point has led to States of Emergencies,
and has constrained activity in the services sector. The
removal of these constraints will see the reopening of the
economy and a boost to those service sectors through 2022.
The economy also faces a likely positive boost from political
leadership changes following the resignation of Suga – with
most candidates vying for the LDP leadership in favor of
more active fiscal spending, as well as an increasing focus on
improving the digitisation of the Japanese economy. Japanese
equities look slightly more expensive than other regions such
as the UK and Europe, however earnings delivery through the
fiscal year ending March 2022 is expected to be very strong.
We maintain our view that the Bank of Japan will significantly
lag other central banks in normalizing policy.

The FTSE 100 Index is the cheapest of the major developed
equity markets in late 2021, and this should help it reflect
higher returns than other markets over the next decade.
Around 70% of UK corporate earnings come from offshore,
so one near-term risk is that further strengthening of British
sterling dampens earnings growth. The other risks are mostly
around policy missteps, for example, early tightening by the
Bank of England.
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China

Canada

We expect Chinese economic growth to be robust over the
next 12 months, supported by a post-lockdown jump in
consumer spending and incremental fiscal and monetary
easing. Despite a big improvement in vaccination rates,
COVID-19 outbreaks remain a risk given the Chinese
government’s zero-tolerance approach. The major consumer
technology companies have seen significant drops in stock
prices recently due to more aggressive regulation. Some
uncertainty remains around the path of future regulation,
especially as it relates to technology companies, and as a
result we expect investors will remain cautious on Chinese
equities in the coming months. The property market,
particularly property developers – as recently highlighted
by Evergrande’s debt crisis, remains a risk that we are
monitoring closely.

Canada leads the G71 countries in terms of the vaccination
rollout, which should minimise the risk of large-scale
lockdowns over winter. The delta variant has taken an
economic toll, however, with industry consensus projections
now predicting 5% GDP growth in 2021 versus estimates
of more than 6% just three months ago. Even so, growth
remains above-trend and the odds of additional fiscal
expenditures to support the economy have increased. This
means that weaker growth due to COVID-19 is unlikely to
change the Bank of Canada's (BoC) tightening bias.
Tapering of asset purchases should be complete by the end
of the first quarter of 2022. BoC Governor Tiff Macklem has
indicated that the reinvestment phase of the bonds held by
the central bank will commence once quantitative easing
has ended. This should generate an estimated C$1 billion
in weekly bond purchases, down from the current pace of
C$2 billion. The BoC will likely only consider shrinking its
balance sheet after it has started lifting interest rates. The
BoC projects that the output gap will close sometime over the
second half of 2022, and that rate hikes will be considered
after economic slack has disappeared. We believe that the
timeline may be a tad aggressive, and a delay to 2023 for liftoff is more likely. This would better align the Canadian central
bank with its American counterpart.

1
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Australia and New Zealand
The Australian economy is set to return to life, with
lockdowns likely to be eased in October and November.
Consumer and business balance sheets continue to look
healthy, which should facilitate a strong recovery. The reopening of the international border in 2022 will provide
a further boost. Fiscal policy has supported the economy
through the downturn, and there is potential for further
stimulus in the lead-up to the federal election, which is due
before the end of 2022. The Reserve Bank of Australia has
begun the process of tapering its bond-purchase program, but
we expect that a rise in the cash rate is unlikely until at least
the second half of 2023.

New Zealand’s most recent lockdown will drag on Q3 GDP,
but similar to Australia, we expect a solid rebound as the
economy reopens. The government aims to provide a vaccine
to all adults by the end of 2021, after which borders will
gradually re-open. This will provide a boost, particularly to
tourism-exposed sectors. Despite having recently put-off
hiking interest rates due to the recent lockdown, we expect
the Reserve Bank of New Zealand will start raising rates this
year. Even though they have significantly underperformed
global equities this year, New Zealand equities still screen as
relatively expensive compared to other regions.

Our models for the U.S. suggest that inflation is likely to drop
back below the Fed’s 2% target in 2022. If that is correct, the
Fed is likely to remain on hold into the second half of 2023.
Andrew Pease
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Asset class preferences
Our cycle, value and sentiment investment decision-making
process in late September 2021 has a moderately positive
medium-term view on global equities. Value is expensive
across most markets except for UK equities, which are near
fair value. The cycle is risk-asset supportive for the mediumterm. The major economies still have spare capacity and

inflation pressures appear transitory, caused by COVID-19related supply shortages. Rate hikes by the U.S. Fed seem
unlikely before the second half of 2023. Sentiment, after
reaching overbought levels earlier in the year, has returned to
more neutral levels.

Chart 5: Composite contrarian indicator
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We prefer non-U.S. equities to U.S. equities. Stronger economic growth and steeper yield curves after
the third-quarter slowdown should favor undervalued cyclical value stocks over expensive technology
and growth stocks. Relative to the U.S., the rest of the world is overweight cyclical value stocks.

Emerging markets equities have been relatively poor performers this year, but there are some
encouraging signs. The vaccine rollout across EM has accelerated and policy easing in China should
soon boost the economic growth outlook. China’s regulatory crackdown has caused significant
underperformance by Chinese technology companies, but this should be less of a headwind going
forward now that it is priced in.

High yield and investment grade credit are expensive on a spread basis but have support from a
positive cycle view that accommodates corporate profit growth and keeps default rates low. U.S.
dollar-denominated emerging markets debt is close to fair value in spread terms and will gain
support on U.S. dollar weakness.
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Government bonds are expensive, and yields should come under upward pressure as output gaps
close and central banks look to taper back asset purchases. We expect the 10-year U.S. Treasury yield
to rise toward 1.75% in coming months.
Real assets: Real Estate Investment Trusts (REITS) have significantly outperformed Global Listed
Infrastructure (GLI) so far this year, to the extent that REITS are now expensive relative to GLI. Both
should benefit from the pandemic recovery, but GLI has some catch-up potential. GLI should benefit
from the global re-opening boosting domestic and international travel. Commodities have been the
best-performing asset class this year amid strong demand and supply bottlenecks. The gains have
been led by industrial metals and energy. The pace of increase should ease as supply issues are
resolved, but commodities should retain support from above-trend global demand.
The U.S. dollar has been supported this year by expectations for early Fed tightening and U.S.
economic growth leadership. It should weaken as global growth leadership rotates away from the
U.S. and toward Europe and other developed economies. The dollar typically gains during global
downturns and declines in the recovery phase. The main beneficiary is likely to be the euro, which
is still undervalued. We also believe British sterling and the economically sensitive commodity
currencies—the Australian dollar, the New Zealand dollar and the Canadian dollar—can make further
gains, although these currencies are not undervalued from a longer-term perspective.

Asset performance since the beginning of 2021
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Stronger economic growth and steeper yield curves after the
third-quarter slowdown should favor undervalued cyclical value
stocks over expensive technology and growth stocks.
Andrew Pease
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IMPORTANT INFORMATION

本《全球市场展望》报告中的观点可能会根据市场或其他情况而随时发生变化，且更新日期截至2021年09月28日。虽然所有材料均可
视为可靠，但不能保证其准确性和完整性。 模型无法精确估计资本市场的未来回报。 我们谨慎认为，理性分析技术无法预测金融市
场暴涨和投资者恐慌等极端的金融行为。 我们模型的假设是金融市场行为正常而理性。 预测模型本质上 是不确定的，可能随各种因
素发生变化，因此可能不准确。 Russell认为，在评估全球多元化投资组合的各成分之间相对关系时，这些信息最为有用。 因此，这些
模型或可让我们深入了解不时 或在极端错置期内这些持仓权重过高或过低是否审慎。 模型并非市场时机信号。 预测是使用不同的
分析数据对市场价格和/或成交量模式的推测。它不代表对股票市场或任何特定投资的预测。 在全球、国际或新兴市场的投资可能在
很大程度上会受到特定国家/地区的政治或经济状况以及监管要求的影响。在非美市场上的投资可能涉及货币波动、政治和经济不稳
定、不同的会计准则和 外国税收等风险。此类证券的流动性可能较小，而且更加不稳定。在新兴市场或发展中市场的投资涉及的风险
为，较发达国家/地区更为单一且不成熟的经济结构，以及稳定性较弱的政治体系。 所引用业绩仅代表过往业绩，不应视为未来业绩
的保证。 富时100指数是英国上市蓝筹公司的市值加权指数。 标准普尔500®指数是以在纽交所和纳斯达克交易所上市的500家大
型公司市值为基础的股票市场指数。 MSCI EMU指数（欧洲经济与货币联盟）涵盖了欧洲经济与货币联盟中十个发达国家市场中的大
盘和中盘个股。 该指数由246个成分股组成，涵盖了欧洲经济与货币联盟自由浮动市值的85%左 右。 各指数未设管理人，无法直接
投资。 2021年全球市场展望.
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