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Welcome to our summer edition of Investment 
Perspectives.

Welcome  

In the introduction to last quarter’s Investment 
Perspectives I began with a reference to living in 
uncertain political times – with the inconclusive 
outcome to the May election that view has not exactly 
changed when considered from a UK standpoint. 
However, Continental Europe may feel a little more at 
ease with the political outlook following the French 
election results.

Despite ongoing political concerns, “risk” markets have 
continued a relatively robust upward trend; modest 
underlying growth has allowed the US to continue its 
path back to normalisation of interest rates, with 
another 25 bps rise in June. However, there is still a 
long, long way to go, and we can expect a more 
pedestrian approach in both the UK and Europe. 

In the first article, Graeme Johnston provides his 
quarterly commentary on markets together with an 
overview of the economic landscape. 

In the second article, Adam Porter looks at the outlook 
for equities in more detail. Market volatility remains low 
and earnings growth strong; Q2 was another positive 
quarter, but can this continue? With what is probably 
the most widely diverging set of views being 
articulated by economists and asset managers, the 
challenge for equity investors right now is whether to 
be more bullish or remain cautious. 

Aligned to the debate on equities, Allison Galbraith 
then takes a look at the impact of unwinding of 
quantitative easing. With the potential for this to be the 
beginning of the end of ultra-low rates, Allison 
considers what the end of QE might mean for pension 
funds. 

In the final piece, Matt Buchanan provides an update 
on the FCA’s publishing its final findings on the Asset 
Management Market Study. 

 

Andy Green
Chief Investment Officer 
andy.green@hymans.co.uk 
0131 656 5151
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The fog over the global economic outlook that we 
mentioned last quarter has lifted a little in recent 
months. Business survey data still imply that conditions 
remain benign, but early estimates of Q2 growth 
suggest that this is reflected across the broader 
economy.

Capital market update

The US has bounced back from a subdued Q1 with 
growth of 0.6%, albeit this is lower than expected a 
few months ago – economic surprise indicators, which 
compare data releases with forecasts, painted an 
increasingly negative picture as the quarter wore on. 
Eurozone growth was broadly similar to the US, the 
third straight quarter at that level. Only the UK 
disappointed, with Q2 only a little stronger than Q1.

Underlying inflation (i.e. excluding food and energy) has 
remained subdued. It has actually dipped in the US and 
investors seem evenly divided as to whether there will 
be any further rate rises this year. Inflation hasn’t 
pushed decisively beyond 1% p.a. in the Eurozone and 
has again turned negative in Japan. Even in the UK, the 
recent relentless rise in inflation unexpectedly paused 
in June.

Nevertheless, as we note in a later article, there are 
signs that central banks are increasingly keen to 
normalise monetary policy by reining back quantitative 
easing (QE) programmes. Investors currently expect 

the US Federal Reserve to start reversing QE and the 
European Central Bank to scale back its programme 
within a few months.

Overall, the economic background has been more 
favourable for equities than bonds. (We highlight later 
that global growth has been translated into higher 
corporate earnings.)  Helped more than a little by 
sterling’s depreciation, global equities have significantly 
outpaced gilts over the last year (chart 1). A number of 
pension schemes will have hit or be about to hit 
de-risking triggers. In general, there seems little reason 
not to follow strategic plans to de-risk.

That said, almost all assets (including low-risk assets) 
have done well in a difficult economic environment in 
recent years, but we are increasingly doubtful that can 
be sustained or that everything will do well if the 
economic environment improves. To the extent that 
discretion allows, we think the case for some tactical 
de-risking by holding more cash than normal, even at 
the expense of a mismatch to long-term strategic 
requirements, has only strengthened in recent months.

Chart 1: Global equities (MSCI AC World) v long-dated gilts (FTSE Gilt >15 years)
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Government bonds
Shifting perceptions about the outlook for global 
monetary policy, the vagaries of Brexit negotiations 
and the path of UK inflation have provided (and will 
doubtless continue to provide) plenty of scope for 
short-term speculation. The net effect this year has 
been to leave the gilt yield curve barely changed. So, it 
is the implication of a peak in interest rates of under 3% 
p.a. that continues to underpin our negative view. 
Long-dated forward reinvestment rates around 1% p.a. 
argue that long-term investors (more precisely, those 
with no need to hedge) should stay short.

Real yields have edged a little higher (that’s just less 
negative, of course) this year, but the rationale for a 
negative view on conventional gilts also holds good 
here. The relative attractions of index-linked have 
improved a little, but as has been the case for much of 
the time in recent years, it is shorter maturities that 
look to offer the best relative value.

Other bonds
We suggest in our article later that credit markets in 
particular may struggle as we move past peak QE. 
(Indeed, it seems plausible that concerns about 
financial instability in the wake of the “reach for yield” 
that has boosted credit markets in the QE era may be 
one reason central banks are increasingly keen to plan 
the unwinding of programmes.)  Valuations are, in any 
case, at a level where we would be looking to take less 
pure credit risk than usual. In the sterling investment-
grade market, yield spreads over gilts are little better 
on a like-for-like basis than in the halcyon days of the 
mid-2000s. More generally, the extra reward for taking 
extra credit risk has been compressed (chart 2).

We still value the strategic diversification offered by 
credit markets and are comfortable with investment in 
short-dated instruments in current circumstances. 
However, we would still be looking for opportunities to 
harvest returns to factors other than credit risk. The 
yield spreads on investment-grade ABS compare 
favourably with those on traditional corporate bonds 
for those willing to accept the more complex 
structures involved; it seems increasingly worthwhile to 
sacrifice liquidity in favour of credit quality in 
speculative-grade markets.

There are a number of alternative yield products that 
can be used to diversify income-focused portfolios. In 
many cases, valuations have also been stretched, but 
the recent performance of credit markets highlights 
the need to consider a range of strategies.

Chart 2: US dollar speculative- and investment-grade corporate bonds

BB-rated v AA-rated (Bank of America Merrill Lynch indices
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One alternative is emerging market debt (EMD) (chart 
3). Increasingly, this means local currency debt and only 
those comfortable with the foreign exchange risk 
should consider EMD as a strategic investment. For 
those who are,  yields relative to developed markets 
are still healthy and there is still the prospect of further 
recovery from long-term currency weakness. 

On a shorter perspective, investors’ renewed 
enthusiasm for emerging market risk in the last few 
months has pushed yields on the main local currency 
indices down sharply, to their lowest levels since the 
start of 2015 (chart 3). They can go lower – they were 
significantly lower in the previous frenzy of enthusiasm 
for emerging markets between mid-2012 and mid-2013. 
However, US dollar weakness has been a key driver of 
current flows to EMD and the market would be 
exposed if that weakness does not persist. Although 
economic conditions remain supportive, a degree of 
tactical caution seems appropriate after a rally of this 
scale.

Equities and property
We cover our current thinking on equity markets in the 
next article. In summary, we remain unconvinced that 
the breadth or strength of earnings growth will be 
sufficient to offset the valuation strains imposed by 
rising risk-free yields if economic conditions remain 
benign. We certainly don’t think earnings growth will be 
broad or strong if risk-free yields don’t rise because 
conditions are less benign.

Similar arguments are relevant to property, where 
recent trends remain in place. Here, aggregate rental 
growth is slowing (rather than accelerating as it is for 
equities) – stabilising at a rate below inflation might 
now be a better description. But capital values are 
again edging higher at a slightly faster rate, and so 
valuations become a little more stretched. Yield 
margins over bond markets remain healthy, but would 
come under pressure if risk-free yields rise in the 
conditions that might be conducive to further rental 
growth. A straight yield comparison against global 
equity dividend yields provides a tougher comparison 
for property. However, it is the scale of property’s 
underperformance against global equities over the last 
year that argues most strongly against any 
disproportionate reduction in exposure.

Chart 3: Emerging market debt

JP Morgan GBI-EM Diversified Composite Index
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Graeme Johnston 
Head of Capital Markets  
graeme.johnston@hymans.co.uk 
0141 566 7998 
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Equity markets – having your 
cake and eating it? 
Equities have continued their 8 year upward 
trajectory over recent months. Those of a bullish 
disposition cite the return of earnings growth as 
evidence of positive underlying fundamentals that 
justify their belief that equities can go higher.

In addition, political uncertainty has eased, with the fears of populist uprisings in France, Germany and Holland 
evaporating, as has the threat of deflation, particularly in the Eurozone. With investors more bullish about the 
prospects for equities, the key question is whether or not the rally can be sustained.

Market overview
Renewed optimism over European equities, in 
particular, is one of the key drivers of recent earnings 
growth, with earning upgrades at their highest levels 
since 2010. The resurgence in earnings since late-2016 
is in huge contrast to the trend over the previous five 
years where there were more earnings downgrades 
than upgrades, indicating that companies were facing 
challenging economic conditions. Japan and emerging 
markets have also seen an uptick in earnings growth, as 
has the US, the world’s largest equity market, which 
saw a healthy set of Q1 earnings.

Chart 4: Global equities – price and EPS in US dollars

Source: MSCI, Datastream, Hymans Robertson, July 2017. Data rebased to 100 as at 31 December 2010

Chart 4 below illustrates the difficulty faced by 
companies since the start of the financial crisis, with 
the earnings per share (EPS) of the MSCI All Countries 
World Index currently still below its late-2011 and 2014 
levels despite the recent rally in earnings growth. This 
reflects unfavourable underlying fundamentals of many 
of the leading economies, with low and stuttering 
economic growth. An absence of inflation and ongoing 
political uncertainty creates a tough trading 
environment for companies. 
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Despite the lack of earnings growth over more than  
5 years, equities have delivered strong returns – over 11% 
p.a. in US dollar terms, and over 15% in sterling terms. 
(We note that the starting point matters – chart 4 shows 
that equities have become much more expensive 
relative to earnings in recent years, but says less about 
whether they are expensive in absolute terms.) 

A large part of this boom can be explained by the 
loose monetary policies of leading central banks 
following the onset of the global financial crisis, with 
interest rates forced down to record lows and prices 
across many asset classes soaring. This can be seen by 
the positive correlation and similar level of returns on 
equities and long-dated government bonds (for 
example, the 5 year return for long-dated UK gilts is 
over 7% p.a.).

An increasing number of investors are growing wary of 
valuations and in a recent annual survey of 210 
investment managers, 44% believed that global 
equities are overvalued. This is a record high since the 
survey began in 1998. If the earnings outlook for 
equities is improving, that would seem to imply a 
healthier outlook for the global economy, precisely the 
conditions that would allow the central banks to 
withdraw monetary accommodation. Just as upward 
revaluation has overwhelmed earnings 
disappointments in the last five years, downward 
revaluation could more than offset earnings recovery 
over the next five. 

With markets appearing to be pregnant with hope for 
equities, it would be imprudent to ignore the potential 
obstacles that lie ahead and may de-rail the upward 
path of earnings. Political risk has not completely 
dissipated as many of the consequences of the US 
election and Brexit are yet to manifest themselves. The 
Trump administration was positively greeted by 
markets but this could easily turn should the volatile Mr 
Trump renege on any of his promises. Trump’s 
protectionist rhetoric is a big risk for the prospects of 
emerging market equities but it remains to be seen 
whether his bark is worse than his bite. Brexit is also a 
huge unknown, especially for domestic investors. The 
prospect of no trade deal with the European Union 
may be the catalyst that takes the wind out of the UK 
economy’s sails. 

So, on the one hand, there are risks to the optimism 
over earnings that has been driving equities higher this 
year. On the other hand, if the optimism proves 
justified, the impact could be offset by a reversal of 
the revaluation that has driven them higher in the last 
five years. To us, this suggests retaining a degree of 
caution.

Table 1 below shows price-earnings ratios (PEs) for 
global and regional MSCI indices, together with a 
comparison of current inflation-adjusted EPS against 
10-year averages. The latter is just one indication of 
whether earnings might be above or below trend 
levels. The global PE is well above historic averages, 
but there are pockets of the market that look to offer 
better value than others. 

Table 1: Regional Differences in PE and EPS

Price-earnings ratio EPS vs. 10 Year Average

Global ($) 20.4 -3%

US 23.3 +13%

UK 24.4 -40%

Eurozone 19.7 -12%

Japan 15.8 +61%

Emerging Markets ($) 14.9 -12%

Source: MSCI, Datastream, Hymans Robertson.  
Data is as at 30 June 2017 and earnings are in local currency except where shown.
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US valuations are high, even though recent earnings 
growth has been relatively strong. Valuations in the UK 
are just as high, but this may reflect the scope for 
recovery in earnings, which have been hit over recent 
years by problems in some of the key sectors – banks, 
oil & gas, mining and pharmaceuticals. Cumulative 
earnings performance in Japan has been just as good 
as in the US, but relatively low valuations provide a 
cushion against the risk that growth elsewhere might 
be better in the future. Of the developed markets, 
Europe in particular offers the tempting combination of 
relatively low valuations and the possibility of  an 
earnings revival following years of faltering growth and 
political uncertainty. Emerging markets offer a similarly 
attractive combination. Valuations still reflect the 
economic difficulties of recent years that caused 
investors to pull money back to developed markets. 
Now earnings have started to pick up this may provide 
a further incentive for foreign money to return. 

Adam Porter 
Investment Research 
Associate Consultant  
adam.porter@hymans.co.uk  
0207 082 6243 

Conclusions
In summary, this does not appear an obvious time to be 
too brave and we retain an element of caution in our 
outlook for equities, but we also recognise that an 
overly cautious approach may leave investors 
regretting a more traditional earnings led bull market, at 
a time when many alternatives are also fully priced. 

With market volatility remaining low, this may be a time 
to retain equity allocations, but consider structured 
equity strategies that incorporate an element of 
downside protection.
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Since the global financial crisis in autumn 2008, 
all three central banks in the US, UK and Eurozone 
have embarked on quantitative easing (QE) 
programmes as a means of providing economic 
stimulus when rates are already close to zero. 
However, QE was never intended to be a permanent 
‘fix’, and now that the US Federal Reserve (Fed) 
seems poised to start closing its programme, it is 
timely to ask what will be the potential impact on 
bond asset prices as these positions are unwound. 

Unwinding quantitative easing

Background
With interest rates close to zero in the US, UK and 
Eurozone, the Fed, the Bank of England (BoE) and 
European Central Bank (ECB) resorted to QE when they 
subsequently needed to combat disinflationary 
pressure. QE had been previously implemented by the 
Bank of Japan in the 1990s in the wake of Japan’s 
post-bubble economy and it, too, has re-adopted the 
policy in recent years.

QE involves the purchase of bonds by the central bank 
from the private sector. The intention is that the money 
thereby injected into the economy has a similar effect 
to a cut in short-term interest rates in stimulating 
demand. It is expected that the policy will have the 
effect of depressing longer-term interest rates and 
compressing credit risk premiums as investors look for 
alternatives to the investments bought by the central 
bank.
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Where are we now?
The Fed’s programme began in December 2008 and 
involved purchases of US government bonds and 
mortgage-backed securities. It now owns 
approximately 15% and 33%, respectively, of these 
markets. These purchases have boosted the size of its 
balance sheet from $0.7 trillion to $4.5 trillion. The US 
stopped adding to its programme three years ago, 
although income and redemption proceeds received 
are still reinvested.

The Bank of England’s programme, initiated in March 
2009, was focused almost entirely on gilts. The latest 
phase, which was announced last August and 
completed in April this year, did include £10bn 
purchases of corporate bonds (out of a total 
programme of £435bn). Chart 5 above demonstrates 
the change in the balance of ownership of gilt holdings 
as the Bank of England became a significant investor.

The ECB’s programme began much later, in March 2015, 
and targeted both public and private sector debt. An 
initial monthly target of €60bn was increased to €80bn 
in April 2016, but was subsequently scaled back in 
December 2016 to €60bn. The programme had 
accumulated purchases of approximately €3.9trillion 
by the end of June and is scheduled to run until the 
end of the year.

A successful experiment?
Whether or not it’s all down to QE, the period in which 
the various programmes have been operating has seen 
no sustained global deflation. That key aim has been 
achieved without the loss of monetary discipline that 
some feared, although inflation has generally been lower 
than central banks would have wanted. That might lead 
sceptics to doubt the efficacy of QE, while proponents 
might simply argue that even more was needed. 

The move in financial markets has been as expected: 
bond yields have fallen steeply; credit spreads have 
narrowed significantly (chart 6). In terms of lower bond 
yields, sceptics can argue that the economic 
conditions which gave rise to the need for QE – 
sluggish growth and low inflation – are typically 
positive for bonds. The fall in credit risk premium is 
less easy to explain by economic developments and 
perhaps QE has had a bigger influence here. 

Chart 6: Investment-grade credit spreads

Source: Bloomberg, July 2017
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The big unwind
With a growing sense that further additions to the 
programme are unnecessary as inflation returns towards 
target, attention is turning to the impact of unwinding 
QE. Of the three central banks, only the Bank of England 
has been, more or less, silent on its future plans.

The Fed has indicated that it wants a slow and 
measured unwind of its holdings, likely to start in the 
autumn, initially allowing $10bn of its holdings to expire 
each month, increasing to $50bn over time. Putting this 
into some context, sales at an eventual level of $150bn 
per quarter would account for less than 10% of recent 
total US bond issuance. 

The ECB is well behind the Fed and recent comments 
have emphasised the caution it will exercise in 
eventually reining in its purchases. However, it has 
dropped enough hints for investors to speculate that it 
might make some announcement about tapering its 
programme in September or October. 

While the precise impact of QE on long-term interest 
rates is hard to isolate, it is difficult to argue that the 
presence of substantial, price-insensitive buyers in 
government bond markets has had no effect. Hence, the 
converse should also be true - it is likely that the 
unwinding of QE will cause bond yields to rise more than 
they otherwise would. However, assuming central banks 
have sufficient patience for a slow implementation 
programme, the economic conditions that would 
encourage the sale of accumulated holdings are 

perhaps likely to have more influence on raising bond 
yields. Such economic conditions might also be 
expected to be positive for credit markets. However, if 
central banks move too quickly or if QE has acted to 
overwhelm the usual impact of tough economic 
conditions on credit markets, its unwinding may well 
offset the usual benefits of economic improvements.

Conclusions
An optimistic view would argue that a slow, well 
managed unwind of QE could essentially go on in the 
background, with markets barely taking notice. The 
rally in government bond yields after the Fed 
announced their guidance suggests that the Fed may 
be able to proceed as expected and all assets will be 
well supported. A pessimistic perspective (or realistic, 
depending upon your viewpoint) would suggest that 
the scaling back in support from the Fed, and 
eventually the ECB and BoE, cannot take place without 
some downward adjustment in bond valuations.

Aligned to our views on equity markets, ‘proceed with 
caution’ seems a fitting strategy.
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FCA Asset Management Study: 
final findings 

In late June the Financial Conduct Authority (the “FCA”) published its review into the asset management market. 
The review was announced in late-2015 to identify whether the asset management industry was delivering a 
good deal to retail and institutional investors, including pension schemes. It focused not only on investment 
managers but also financial intermediaries such as investment consultants. 

The FCA’s key findings from a pension scheme perspective were:

Price competition
The average profit margins of investment managers were found to be 36%, making it a 
highly profitable business compared to other industries. There doesn’t seem to be enough 
competition in the industry to drive fees lower.

Performance
On average, managers do not outperform their own benchmarks after fees. The report found 
little evidence that outperformance persisted and some evidence of that poor performance did. 
Performance reporting by managers still needs to be clearer and more transparent.

Investment consulting
The report highlighted a lack of competition within the investment consulting market, with the 
3 largest firms having at least 56% of market share, along with potential conflicts of interest for 
those who both advise and manage money for their clients. The FCA believe that competition 
in the market could be improved if investors found it easier to compare providers. It also noted 
that smaller pension funds can struggle to achieve good value for money with investment 
managers. 

12 Investment perspectives



The FCA proposed remedies include support for the disclosure of a single, all-in-fee to fund investors, the 
consistent and standardised disclosure of costs and charges to institutional investors, and a working group 
focussed on fund objectives, benchmarks and performance reporting. 

The FCA looks likely to refer the investment consulting industry to the Competition and Markets Authority 
(CMA) later in the year.

There is lots of work still to do and FCA will continue to consult with the industry before implementing some of 
the proposed remedies. There are some straightforward immediate steps that we and our clients can take 
today:

Matt Buchanan  
Investment Consultant  
matt.buchanan@hymans.co.uk  
0207 082 6105 

Some of the simple things we already do:
• Use our scale and market presence to negotiate 

better fee structures for our clients;

• When researching managers and advising clients on 
products, the fees charged form an integral part of 
our view; 

• We publish the performance record from our 
recommended managers with comparison against 
the wider market;

• For a number of clients we also assess the financial 
impact of our strategic advice and the decisions 
taken. 

What you can do:
• Ensure you have a good understanding of the fees 

you pay your asset managers;

• Periodically review and challenge your asset 
managers on fees with the help of your consultant. 
Opportune times to do this are if you are thinking 
of making a significant additional commitment to a 
manager, or if they have been underperforming;

• Ensure you reconfirm your objectives from time to 
time, as these drive the advice; 

• Ensure you are monitoring risk and performance 
against what matters to you – increasingly this 
means monitoring the impact on your funding 
position rather than just assessing active managers 
against standard industry benchmarks; 

• Challenge us as your consultant to demonstrate 
the value of the advice we give against your 
objectives. 
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Market returns to  
30 June 2017 

Yield % p.a. Returns to 30 June 2017 
(sterling, % p.a.)

31 Mar 31 Jun 1 year 3 years 5 years

Equities

Global 2.4 2.4 23.0 15.6 15.5

UK 3.5 3.6 18.1 7.4 10.6

Developed markets ex UK 2.3 2.3 23.3 16.9 16.9

Emerging markets 2.8 2.9 24.1 11.1 8.3

Bonds
Conventional gilts 1.4 1.6 -0.9 7.0 4.1

Index-linked gilts -1.7 -1.6 6.7 11.9 8.3

Sterling corporate bonds 2.8 2.8 6.8 7.4 7.6

High yield (US) * 6.2 6.1 12.8 4.5 6.9

Emerging market debt 7.0 6.6 10.6 6.2 3.1

UK Property - - 2.5 9.4 9.9
Hedge Funds * - - 5.0 1.3 4.3
Commodities - - 3.9 -3.2 -3.3

* Return in $

Source Datastream:
FTSE All Share 
FTSE World Developed ex UK 
FTSE All World 
FTA Govt All Stocks 
FTA Govt Index Linked All Stocks 
iBoxx Corporate All Maturities 
BofA ML US High Yield Master II 
JPM GBI-EM Diversified 
Composite 
UK IPD Monthly 
Credit Suisse Hedge Fund 
S&P GSCI Light Energy
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If you would like to find out more about any of the topics discussed in this publication please contact your usual 
Hymans Robertson consultant or:

Andy Green
Chief Investment Officer 
andy.green@hymans.co.uk 
0131 656 5151

Graeme Johnston
Head of Capital Markets 
graeme.johnston@hymans.co.uk 
0141 566 7998

Mark Baker
Head of Investment Research 
mark.baker@hymans.co.uk 
0207 082 6340
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This communication has been compiled by Hymans Robertson LLP, and is based upon their understanding of legislation and events as at August 2017. It is designed to be a general information summary and may be 
subject to change. It is not a definitive analysis of the subject covered or specific to the circumstances of any particular employer, pension scheme or individual. The information contained is not intended to constitute 
advice, and should not be considered a substitute for specific advice in relation to individual circumstances. Where the subject of this document involves legal issues you may wish to take legal advice. Hymans 
Robertson LLP accepts no liability for errors or omissions or reliance on any statement or opinion. 

This information is not to be interpreted as an offer or solicitation to make any specific investments. All forecasts are based on reasonable belief. Please note the value of investments, and income from them, may 
fall as well as rise. You should not make any assumptions about the future performance of your investments based on information contained in this document. This includes equities, government or corporate 
bonds, currency, derivatives, property and other alternative investments, whether held directly or in a pooled or collective investment vehicle. Further, investments in developing or emerging markets may be more 
volatile and less marketable than in mature markets. Exchange rates may also affect the value of an investment. As a result, an investor may not get back the full amount originally invested. Past performance is not 
necessarily a guide to future performance.
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