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General Economic Overview – Quarter 3 2019 
 
The summer can often see limited activity as far as markets are concerned and although we saw an 
increase in volatility, most regional equity markets were only marginally positive over the quarter. From 
an economic perspective there was more to digest as the global growth picture appeared to deteriorate 
in most regions, whilst the US continued to deliver robust data. The US consumer seemed to offer a 
resilience to the trade wars which fluctuated in intensity across the quarter. The ‘flip flopping’ of messages 
from President Trump over the tariff situation has certainly been partly to blame for the volatility 
increases we have seen this quarter in both bond and equity markets, but this is not the only cause. Risk 
assets were particularly turbulent in August as the US announced new tariffs and Chinese authorities 
allowed the yuan to weaken against the dollar whilst halting US agricultural purchases. Although dialogue 
was reopened the two sides seem to be quite far apart with a near term deal unlikely.  
 
The weakest economic growth data is coming from Europe where the central bank (ECB) has had to put 
forward another support package for the region, lowering interest rates once more to a more negative 
position, as well as instigating more bond purchases. The slowing of global trade levels is clearly a factor 
in this downturn as Chinese demand has slowed, particularly in the auto market but also across other 
sectors and the wider Asian region. The purchasing managers’ indices in various European countries has 
decreased in many cases to below 50, a further sign of declining expectations from the manufacturing 
sector. To counter this the US continues to offer positive data with healthy employment figures and 
improving wages but they are not able to completely shut out what is happening in other regions hence 
the US rate cuts during the quarter. The US is also seeing muted near term earnings expectations and 
faltering capex spending from corporates which will work through to market valuations. 
 
Central banks now play a more prominent role in markets than they did before 2009 but they face the 
difficulty of having fewer levers to pull, given interest rates are so low. With low interest rates and 
financial volatility, markets have become more twitchy when there are potentially adverse consequences 
for economic activity. Outside factors also concentrate the minds of investors, such as the recent spike in 
oil prices after the attack on Saudi facilities in the gulf.  
 
The quarter has been dominated more by political than fundamental economic factors as markets have 
been sensitive to the levels of uncertainty across the globe. Global economic data has definitely 
deteriorated outside of the US and this has encouraged more defensive positioning from investors 
although very few investment groups believe there is likely to be an imminent recession. The current 
economic cycle has extended much further than expected and this makes it more difficult to position 
portfolios in the short term. We continue to back equity returns in the long term ahead of other assets 
classes but recognise that the heightened volatility in markets makes these assets vulnerable to short 
term sentiment changes and unexpected external factors (such as the recent Saudi oil pipeline bombing).   
 
 
Equity Markets  
 
We have generally had small increases in market values over the last three months, but the journey has 
been far from smooth. We have had a reasonable increase in volatility caused by political and economic 
uncertainty with some external factors adding to investor uncertainty.  
   
A recent survey of fund managers by Absolute Strategy Research found that they feared a likely downturn 
in the next 12 months driven by worries over trade tensions. The survey indicated that there was a 52% 
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chance of this happening when the managers were asked. Whilst this is only just over 50% it is the first 
time since 2014 that it has gone over that level. Investors still expect equities to outperform bonds but 
feel that equities may not be higher a year from now. One of the questions facing investors is whether 
central bankers will be successful in propping up their economies as they loosen monetary policy.  
 
Market volatility in the fourth quarter of 2018 brought equity valuations closer to their long-run averages 
however, equity markets have moved higher this year and have achieved new market highs. Although 
valuations do not appear to be overextended, they are not cheap either. The market may have room to 
run, but it is important for investors to avoid being positioned too aggressively, as many uncertainties, 
such as the Fed’s next move, trade, growth, and political tensions, may continue to cause volatility ahead. 
 
UK  
 
As with many European countries, the quarter has been dominated by political squabbling and infighting. 
There are only a few weeks now until the October Brexit deadline and the path being followed by the new 
Prime Minister has just been changed following a supreme court ruling that the proroguing of parliament 
was illegal.  The UK market is influenced by our challenging political climate but it has been disturbed 
equally by the changing global environment as issues over trade and political tensions have escalated at 
points during the quarter.  
 
The UK economy continues to be relatively robust although the uncertainty over the relationship with 
Europe is almost certainly causing damage to the economy looking further ahead. Companies are not able 
to plan or invest in the same way with this level of uncertainty, and are spending time and assets preparing 
for different potential scenarios. There is some positive data with wage growth on the increase and 
inflation close to target levels. Britain’s trade deficit to the rest of the world has reduced and tax revenues 
for the government have increased. This means that our fiscal position provides flexibility for spending 
should the economy weaken. The currency has remained weak but would certainly get a boost from a 
deal or resolution with the EU. Global UK companies have been a safe haven for investors over the last 
few years as their earnings have been less influenced by the weaker currency although UK exporters have 
also benefitted from more competitive products. UK valuations remain attractive and this, combined with 
a weaker sterling is why we have seen a number of foreign takeovers of UK companies in recent years.   
 
A lot still hangs on the resolution of the Brexit issue but externally the UK cannot avoid the wider 
downturn in global trade and in particular how this is affects Europe, our largest trading partner. The 
stock market tends to be dominated by the FTSE 100 companies which are less influenced by UK 
conditions but the broader FTSE 250 market where most domestic focused stocks are situated is likely to 
benefit more from any resolution.  
 
US  
 
In the US, the Federal Reserve (Fed) cut interest rates in July and September in an attempt to prolong the 
economic expansion in the face of a slowdown in the pace of growth and hiring. While the economy 
continued to add jobs, the pace of growth of aggregate hours worked in the economy has slowed 
meaningfully. Consumer confidence also declined from elevated levels.  
 
The US is in the opposite corner to China on trade negotiations which has been a source of global 
uncertainty and market volatility. The negotiations appear to be adversarial, as is the political landscape 
in the US as it moves towards an election year in 2020. This has had the effect of reducing business 
confidence in the US which can be evidenced in the recent CEO confidence index which is down 6% year 
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on year. A further impact of trade tensions has been some adjustments in US production sources with 
some moving away from China. The economic cycle appears to be beyond its peak with the latest ISM 
readings coming in below 50 indicating that new orders production and manufacturing employment are 
contracting. That said, the earnings season has been better than expected with the second quarter now 
over and showing an increase of 1% year-on-year growth in earnings.   
 
Almost 10 years of monetary stimulus, economic growth and falling unemployment have succeeded in 
boosting home prices, bond prices and stock prices but they have not had a meaningful impact on 
consumer prices. Information technology continues to make consumer markets more competitive and 
this, along with the likelihood of only modest wage growth from here, suggests that inflation will hover 
just under 2% year-on-year in 2019, undershooting the Federal Reserve’s 2% target. This continues to 
support consumer spending.  
 
The economic expansion entered its 11th year in July, making it the longest expansion since 1900. This 
economic expansion has been slow and steady but as the effects of fiscal stimulus from the tax cuts (which 
boosted growth in 2018) fade, growth has slowed to a more trend-like 2%. Despite recession risks rising 
and the persistent trade tensions, cyclical sectors of the economy such as autos, housing, business 
investment spending or inventories do not appear over-extended, the labour market is tight, and inflation 
is stable, making the case for economic resilience. 
 
Europe  
 
The economic picture this quarter has been much weaker in Europe with the manufacturing PMI falling 
to 45.6 over Europe as a whole in September and 41.4 for Germany (below 50 is negative). To stem the 
tide the ECB has instigated a triple whammy of lower deposit rates, fresh bond purchases and tweaked 
lending operations under the last weeks of the stewardship of Mario Draghi, who hands over to Christine 
Lagarde in October. Mr Draghi has blamed geopolitical uncertainty and inflation, which has not reached 
its target, as the reason for the stimulus. This has had an effect on the Euro causing weakness against the 
dollar which has the potential to help exporters. The additional ECB support has caused disagreement 
amongst European central banks some of whom believe this to be a disproportionate response whilst for 
others it is not enough.  
 
A slowing global economy and a lack of resolution for the Sino US trade war has weighed heavily on the 
European economy in recent months, and markets have reacted by slipping back. The European car 
market is struggling, with sales in Asia having fallen by over 40%, as tariffs and uncertainty are added to 
the Brexit issues closer to home. In Germany exports have fallen by 14%. There is some positive data as 
unemployment has fallen to its lowest level for a decade. 
 
Overall the European economy looks to be shrinking at the moment, led by Germany which may fall into 
recession in quarter four. Valuations are at levels that suggest there are opportunities in European stocks 
but care is needed particularly in financials and the banking sector.  
 
Asia 
 
These are interesting times to be an investor in Asia. There is a wide gap in valuations between Asian 
markets and the rest of the world; and Asian markets also look attractive relative to their own history. 
Earnings growth is positive but declining with earnings trends in the region continuing to deteriorate - 
earnings expectations have contracted 18% YTD in Asia. 
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The breakdown in trade talks between China and the US is a clear headwind in the near-term, on the 
positive side, valuations in China have fallen to crisis-like levels. Meanwhile, the longer-term Asian market 
outlook remains compelling. China has been a strong driver of global growth for so long, so it’s easy to 
see why its slowing economy is worrying for many investors. Crucially, as China’s weight within the global 
economy has increased in recent decades, so too has its overall contribution to global growth. China 
contributes roughly 1% of total global growth, which is currently 3% to 3.5% and so even though China’s 
aggregate growth rate has slowed to around 6% to 6.5% per annum, it continues to provide a substantial 
contribution to global gross domestic product (GDP) growth. Despite being the world’s second-largest 
economy, there is still a great deal of relative wealth improvement potential. To put this in context, if 
China’s relative wealth was to converge with US levels, for example, its economy would balloon to roughly 
four to five times the size of that of the US.  
 
The technical backdrop for Chinese stocks also looks favourable with sentiment improving as a result of 
increased expectations for government support of the economy. We should be mindful that recent 
stimulus packages in China have not been as effective as in previous periods and that the Chinese 
leadership appear to be prioritising quality of growth over quantity of growth, meaning they are 
comfortable to let GDP growth drop below recent historic low levels, i.e. under 6%. These are signs of a 
maturing economy.  
 
Japan  
 
Japan is part of the Asian region and has close links with the other economies in the area, so it cannot 
avoid the declining growth picture coming out of China and other countries. Japan has had a stable 
leadership for over seven years and Prime Minister Abe is soon to be the longest serving in history 
indicating his popularity despite his reformist stance.  
 
This October prime Minister Abe is however moving to complete one of his core policy initiatives - to 
move the consumption tax rate up to 10% from its current 8%. This has caused some concerns politically 
even from allies in the Bank of Japan, as the last time it was raised it caused a recession in Japan but this 
move is not as large and is being softened by other stimulus policies from the central bank. Analysts 
surveyed by Bloomberg currently predict the economy will shrink by an annualized 2.7% in the last three 
months of 2019, but the spread of forecasts is wide. Japan’s service sector has helped the economy show 
surprising strength so far this year, outweighing the impact of slumping global demand for the country’s 
manufactured goods, but a slide in consumption after the tax hike could transform that equation. The 
BOJ said in its July Outlook report that it expected front-loaded demand to be “marginal” this time round 
compared with 2014, though it still expects housing investment and private consumption to fall for some 
time after the tax hike. 
 
Japan is more than a cyclical story, but the global economy is a key influence on the equity market. The 
main risk from the global economy stems from the ongoing US / China trade dispute as Japan's 
manufacturing and technology sectors stand to lose in the event of any significant disruption to Asian 
supply chains. Overall, on current valuations and dividend yields, Japan has a strong case to be held in any 
global portfolio.  
 
Emerging Markets  
 
China is the starting point when looking at these markets as it exerts such an influence on the region. This 
quarter the increased volatility in markets has been led by the Sino - US trade war which has seen tariffs 
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increase on both sides and tensions heighten. The declining demand for goods from China has added to 
pressure in the region exerted by the weakening renminbi and low level of Chinese domestic investment.   
 
The export driven economies in the region are vulnerable to the rising trade tensions but could equally 
benefit from any deal or resolution. A slowing China provides a negative backdrop to the region’s growth 
but Chinese stimulus could prove beneficial if it comes through. At the moment, like the rest of the globe 
GDP forecasts are continuing to decline. Valuations are more attractive than developed markets and 
pressure from US rate rises has now receded for the time being. So stocks are good value and the negative 
dollar strength effect is reduced, which is encouraging for foreign investors.       
 
Outside of China, Indonesia and India have the huge benefit of a young and expanding population which, 
in the case of India, could be larger than China by 2030. Slow growth and reform programmes have 
delayed progress and the decline in Chinese demand has had an effect but recent reforms in India have 
been positive including corporate tax cuts and help for a declining auto industry. This year, before the 
recent package announcements, the Indian stock market has been a poor performer reflected in foreign 
direct investment (FDI) levels being only 0.6% of GDP. Confidence in reforms is needed to see any 
meaningful increase in FDI, such as land and labour reforms. Indonesia has made more progress with its 
ambitious five-year plan aiming to spend 40% of its annual GDP on infrastructure.    
 
Elsewhere, Argentina experienced major difficulties in August with the peso weakening 26% vs the dollar 
and the Merval equity index dropping over 40% after the national primary election results showed that 
the current government could lose power in October.  
 
Fixed Interest 
 
Helped by central bank easing and rising concerns about the global growth outlook, it was another good 
quarter for government bonds, albeit with a temporary sell-off in early September. In local currency terms 
US Treasuries delivered over 2% in the third quarter, global investment grade credit delivered 1.2%, while 
US high yield returned 1.3% and Euro high yield returned 0.9%. The Federal Reserve has cut rates twice 
in 2019, characterizing it as a “mid-cycle adjustment,” but, the Fed has not clearly signalled whether there 
will be more cuts, as this will depend on economic conditions. Investors have boosted fixed interest 
demand by continuing to search for safe havens during the quarter and even negative yielding bonds have 
attracted significant demand which seems counter intuitive unless investors believe they might fall 
further.   
 
Long-term interest rates remain very low but rates across the curve still fell over the summer, rebounding 
slightly in the autumn. In this low rate environment, investors continue to hunt for yield. We reached a 
point in the last quarter when the longer term yield fell below the shorter-term yield causing an inverted 
yield curve at the two and ten year comparison points, which historically has been a relatively good 
indicator of a coming recession. Longer duration assets have done well this year, including index linked 
holdings, but there seems to be less value in sovereign and corporate debt. The Fed pivot that turned the 
market on its head at the beginning of 2019 has probably passed the point of its maximum effect on yields 
and data now indicates that rate cuts are less likely in the shorter term, although president Trump has 
other views.     
 
Bond market valuations currently look expensive with the duration and yield relationship looking 
stretched. The environment of higher volatility also reflects on bond spreads which, if disappointing 
growth data is seen after the current round of stimulus, could negatively impact on spreads and lead to 
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underperformance against government bonds. Interestingly the UK offers a spread premium to other 
developed credit markets because of the Brexit issues.   
 
The issues we highlighted last quarter still remain and therefore need repeating. Investors need to be 
vigilant about what they own as there are issues that face corporate debt holders – firstly, the increasingly 
crowded position in credit, and secondly concerns about credit market structure and liquidity, which has 
not been tested since the financial crisis. Lower grade bonds have been in demand for yield purposes and 
perhaps these assets have reached levels that no longer offer a sufficient premium to more highly-rated 
bonds for the additional credit risk involved. 
 
Property  
 
The returns this quarter from the Property sector have continued to be modest if at least positive, 
although the investor experience is probably more likely to be negative at the moment as funds have 
moved pricing to a bid basis to accommodate outflows.  Ongoing Brexit uncertainty is leading many 
investors to reduce or sell out of their property allocations, which is putting pressure on capital values 
and is resulting in outflows from physical property funds.  
 
The most recent surveys on commercial property are reflecting consumer experience, with the retail 
sector having weak demand and higher vacancies, whilst the industrial sector including warehousing is 
seeing increased demand. Offices seem to be stable but anecdotal evidence suggests the Brexit impasse 
is, to a greater or lesser degree, weighing on investor and occupier decisions across the board. The latest 
UK commercial property market survey has shown the occupier demand indicator has posted a net 
balance of -13% at the headline level but when broken down, all of this decline stemmed from the retail 
sector, where a net balance of -57% of respondents reported a fall.       
 
When viewed at the regional/country level, the pattern of positive rental projections within the industrial 
sector and negative expectations for retail is replicated across all parts of the UK. The office sector is more 
nuanced, prime office rents are rising across the majority of regions but secondary office rents are 
anticipated to decline in London and remain flat in the South of the country and in the Midlands. Marginal 
growth is expected for secondary office rents in the North. 
 
The area of distribution / logistics / warehousing remains popular due to the demand for last mile delivery, 
same day delivery, click and collect etc. but this has pushed up purchase prices and driven down yields.  
Structural shifts in the way we shop are forcing retailers to look at whether their stores are fit for purpose 
and in the right location. Profitability is being squeezed and even well-known brands have started to 
suffer, resulting in some having to employ Company Voluntary Arrangements to manage their rental 
commitments. Capital values have fallen in response to rental declines and the impact is being felt across 
all retail sub-sectors, with the greatest effect on secondary stores in compromised locations. Liquidity 
levels within commercial property funds remain above average in many cases, which is a longer-term 
effect of the 2016 EU referendum result and the subsequent investor sentiment towards the asset class.  
This may continue for some time, particularly with the ongoing Brexit uncertainty and will impact absolute 
returns – if fund managers can generate any returns in addition to the natural income this will be a very 
positive outcome. 
 
The global REIT / property securities market is sensitive to interest rate movements and is dominated by 
US assets within the global REIT space, therefore the path and outlook for US interest rates and US 
economic growth will be important influences on future returns.  This quarter these funds have done well 
following a reduction in rates by the Fed.   
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Summary  
 
Even though nearly all assets have gained in price this year, the winners so far have a very familiar look: 
large cap growth stocks (especially concentrated in the US market), and the equity of companies 
considered relatively immune to a downturn in the world economy. More economically sensitive 
investments have continued to lag. Things may change but the catalyst for this is not yet apparent and 
economic conditions imply a more defensive outlook from investors.  
 
While 2019 may be shaping up as a strong year for market returns, the profit picture is still very 
pedestrian, with low growth expected in developed markets and flat profits across the emerging world. 
The erosion in near-term profit forecasts that began a year ago has continued, although at a moderated 
pace. Negative revisions have been most apparent in cyclical sectors such as basic industries, industrials 
and automobile manufacturers as trade fears have intensified in recent weeks. Interestingly, technology 
sector profitability is also soft following a decline in the volatile semiconductor group, but markets have 
already looked through this. 
 
Fixed interest assets have had a very good year and some of the strongest portfolio returns have come 
from the more defensive portfolios in the last quarter. It feels however that the asset class has become 
more expensive with less value available than at the beginning of the year.  
 
For most economies the GDP growth revisions have been downwards reflecting the various different 
surveys and influences we have discussed in the sections above. The ‘lower for longer’ mantra that has 
been evident for a number of quarters still seems in place although we are now seeing central banks apply 
a degree of easing to try and give a kicker to global growth. The mechanisms are relatively blunt however, 
and it seems unlikely that they will have the same effect as they did post the financial crisis for example.  
 
The data at the end of quarter three indicates a small improvement in returns for equities and slightly 
better for bonds, but this hides the increase in volatility that has occurred in the interim. It is likely that 
this volatility will be maintained over the rest of the year if we continue to have uncertainty over global 
growth, trade wars and political instability. The last quarter may then prove to be uncomfortable as 
investors are less active and liquidity tightens. As we always point out, second guessing the likely ups and 
downs is an impossible task and long term investors should rely on portfolio diversification to see them 
through these periods.    
 
 
Ken Rayner & Graham O’Neill 
RSMR 
October 2019 
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