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Politics Trumps Economics

Market fundamentals remain robust.

Leading indicators are solid (p15). US Services PMIs
are running 52-55 with flash PMI Sept 54, US
Manufacturing also robust. Eurozone is out of the
recession zone. Global PMIs are 51-53 (p16), and all
this despite the tariffs which are being viewed as a one-
off level re-set. We are, however, closely monitoring the
weakening US labour market (p7).

Earnings growth is 10% (US), 15% in EM, 5% in the
rest of DM (p18). Revisions breadth has hooked up
everywhere and the world is now in net positive revision

(p19).

Credit remains well behaved (p11) despite the news of
the First Brands bankruptcy as we go to print.

In our Charts of the Month we look at:

* The unusual state of the S&P500, where just seven
companies account for 33% of market cap and a record
low percentage of stocks are outperforming.

* What this has done to market valuation. The S&P500
CAPE is now 37, pointing to a very thin equity risk
premium.

* Against this, the Fed is very likely to cut rates further.
The market expectation of nearly four more 25bps rate
cuts over the next year are likely to be met, we think ...

* ... almost regardless of the fact that inflation
continues to run hot.

Our market view remains sanguine.
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CCLA
Charts of the Month (1 of 4)

It's an extraordinarily concentrated market. The top seven companies account for 24% of MSCI World, 28% of
total US market cap, and fully 33% of the S&P500. A record low share of stocks outperformed the S&P500 in 2023
and 2024, and year to date only 38% of stocks have outperformed. Not shown below, but retail flows are
dominating index performance. The day trader's trading venue of choice, Robinhood Markets, has seen its stock
price rise 10x since the end of 2023. The day trader's instrument of choice, so-called "zero day to expiry options"
(which provide a leveraged one day "bet" on stocks and indices) accounted for 62% of S&P500 options volume in
August, according to the CBOE (formerly the Chicago Board Options Exchange), with volumes 72% higher than a
year ago. On this short time horizon, good news is immediately rewarded, bad news immediately punished.
Momentum is king. The iShares Momentum ETF (MTUM) is up 23% YTD, far outperforming the S&P500.
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CCLA
Charts of the Month (2 of 4)

This retail momentum has driven US equity market valuations back to the 2021 highs reached in the post lock-
down euphoria. A CAPE (Cyclically-Adjusted PE) of 37 means an earnings yield of 3. Subtract a 10 year real bond
yield of 1.75% and that leaves a risk premium of 1.25%. That means that US equity should outperform US
government bonds by... 1.25% annually over the next 10 years. The data in the second chart are interesting - the
average risk premium since 1881 has been 4.61%, the average ten year annualised outperformance by equity has
been 4.62%. Valuation works for predicting stock performance in the long term, then. In the meantime, we are seeing
the first articles of this cycle arguing for a "re-basing" of valuation models to account for higher ROE than in the past
(despite the fact that it's already accounted for in the E of the PE). We are in another "new normal” that, like its
predecessors, is unlikely to stand the test of time.

S&P500 CAPE (Cyclically Adjusted PE)
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CCLA
Charts of the Month (3 of 4)

However, the Fed is becoming more accommodative. Despite FOMC members raising their estimate of the neutral
interest rate from 2.5% to 3%, per the lower chart below, the forward interest rate curve now reflects four more 25bps
cuts to the Fed funds rate to reach that 3% neutral level by the end of next year. Reputable economists are now
making the case for even more accommodation. The changing membership of the FOMC committee, with the arrival
of Trump's appointee Steven Miran, makes it likely that market expectations for cuts are met, regardless of the
economic case. This can continue to drive risk assets higher, for the time being.

TOP OF MIND
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Charts of the Month (4 of 4)

The Fed does face a tough choice. Its dual mandate is to target full employment and price stability. While the
unemployment rate (4.3%) is almost a full percentage point above its cycle lows (3.5%, reached just prior to the
pandemic and again in the recovery from the pandemic), and job creation has been weak (see lower chart),
inflation remains sticky (upper chart) and notably above the 2% target. The Fed's bind is that both demand for
and supply of new labour is weak - meaning that wage inflation continues to run hot (3.7% annual rate on

CCLA

average hourly earnings, higher even than pre-pandemic when the labour market was fully employed). But the

politics seems to be "trumping" the economics. Rate cuts are to be expected.

US personal consumption expenditure YoY (PCE)
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CCLA
Equity | USA

As noted on page 5, the S&P 500 looks expensive on P/E, Shiller PE, and Market Cap to GDP, all with
elevated 20Y z-scores. Yet valuations reflect a structural shift: asset-light sectors now make up 49% of the
index, versus 14% in 1980 and 31% in 2005. Earnings growth remains strong, projected at 10.8% in 2025, 13.8%
in 2026.

Z
@
—
<
)
—
<
>

Recession fears are fading, with 87% fewer calls citing the term in Q2 than Q1 (16 vs. a 10-year average of 61).
The macro backdrop is improving, with rate cuts, fiscal support, deregulation, and stabilising trade.
Risks include labour market strain and weak returns from the capex boom, though neither appears
imminent.

S&P 500 Valuations
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Sources | S&P 500 PE: Bloomberg as at Sep 2025. CVI Model: CCLA as of Sep 2025, Shiller PE/CAPE: Morgan Stanley, Equity Risk Premium: CCLA as of Aug 2025.
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CCLA
Equity | Regional

India’s equity market remains a structural growth story, supported by resilient supply and demand. From
2003 to end-2024, the Sensex returned 17% annually (14% in USD), beating the S&P 500’s 11.2%. Yet India is
facing its weakest one-year relative performance vs. MSCI EM since 1996, alongside a fall in foreign ownership from
22% in 2019 to 16% today.
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Still, domestic demand is strong enough to absorb issuance. On the supply side, corporates and PE continue to raise
capital at favourable valuations. The macro backdrop - tax reforms, monetary easing, and stimulus to offset
tariff damage (see p16) - likely supports MSCI India sustaining its high forward earnings.
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Bonds - Sovereigns

Global debt has surged to ~325% of global GDP1, with interest costs climbing to ~3.3% of GDP2. Rising
servicing costs raise concerns over debt sustainability, especially in advanced economies. A useful framework
compares the effective interest rate (r) with nominal GDP growth (g) (with sustainability broadly requiring r < g) and
monitors the primary balance.

In the UK, r is ~3.7%3 versus g at ~3.6%3, with a widening primary deficit, pointing to vulnerability. This
underpins the necessary fiscal rule to balance the primary account over the parliament, while simultaneously buying
time for rates to fall. Yet growing debt in a high-rate setting risks compounding costs and eroding fiscal stability.
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Global Government Yields
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2025-26 debt interest estimate at 3.7%; and potential output growth averages 1.6% (March 2025 Economic Outlook) plus 2% long term inflation expectation.



CCLA
Bonds - Credit

Credit investors remain rational despite buoyant markets, favouring high quality, defensive issuers and
securing elevated yields while shunning riskier junk bonds. US investment grade spreads are at their tightest
since 19981, raising concerns of potential risk mispricing amid excess liquidity. Technical factors, (strong demand for
quality debt against limited supply, mainly for refinancing), are further compressing spreads.
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Notably, AA and A-rated bond spreads are extremely close (21bps), whereas CCC and B-rated junk spreads
remain wide (388bps), reflecting selective risk appetite’.

Global Credit Yields
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Alternatives

Private equity (PE) has struggled in recent months as pensions and endowments trim allocations and
exits remain scarce. In this context, the US President’s August executive order allowing 401K plans to hold
illiquid assets (including PE, private credit, and crypto) is a double-edge sword. While it could unlock a major pool

of retail capital, concerns focus on valuations.

CCLA

The risk: PE funds, reluctant to write down investments acquired during pandemic-highs, may use retail
inflows to offload overvalued assets through continuation funds. Potentially leaving retail investors
exposed. Worth noting, safeguards like independent valuers exist, and the executive order is only a directive at
this stage, thus the policy is dependent on regulatory body reviews/approvals.

Global Valuations
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Property

UK property returns have transitioned this year, with initial gains driven by rental growth and dragged by
capital depreciation; the latter has now stabilised. Transaction activity has normalised, and capital values appear
to have bottomed out; total returns are now showing early signs of recovery.

The sector is benefitting from an improving credit environment, courtesy of easier commercial lending standards and
anticipation of further rate cuts. Given an equivalent yield around 7%, the asset class remains compelling to
us.
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UK Commercial Property Market
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CCLA
Cash

Amid fiscal pressures, the UK must prioritise growth by boosting productivity through domestic investment.
Progress is underway, though less visible in headlines. Three key updates stand out. Planning reforms:
councils are applying the unofficial “Grey-belt” status to overturn some rejected proposals, unlocking housing and
data centres. National Wealth Fund: significant energy commitments - Sizewell C, Fidra Energy and AMP -
delivered over £2bn in joint investment this summer. Green energy: from 31 Dec. '25, onshore wind and solar will be
classed as “Nationally Strategic Infrastructure Projects,” enabling faster approvals of more ambitious projects.

Z
@)
=
<
D
—
<
>

While the near-term impact on GDP is likely modest, a positive assessment to long-term forecasts by the OBR could
improve growth expectations and even expand fiscal headroom.

UK Sterling Market
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Global PMIs

US Composite flash PMI held at 53.6, signaling expansion. Services led growth, though domestic demand
softened. Manufacturing export activity rose modestly. Input costs in both industries stayed high due to tariffs, but

firms struggled to pass these on, resulting in sharply lower goods price inflation and weaker service inflation,
pressuring margins.

GROWTH

UK Composite flash PMI dropped to 51, a four-month low, highlighting a slower rate of expansion. Services
saw margin pressure from higher costs and tighter client budgets, limiting pricing power. Manufacturing slumped to a
five-month low (46.2), mainly due to automotive supply issues, weak order books, and falling employment demand.
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4 Global PMIs
|_
; The US tariff agenda has triggered a range of responses globally. The UK has opted for a conciliatory approach,
@) while the EU initially sought collective strength before yielding, and China has chosen retaliation. India, now facing
o tariffs as high as 50% - the highest in Asia - has seen its labour-intensive exports (such as textiles and jewellery) to
o the US fall by roughly 30%.
In response, the Indian government is proposing a support package, incl. collateral-free loans and subsidised
interest rates. Initially worth $255m and potentially totaling $3bn over six years. Additionally, exploring support for
traders diversifying out of the US and into Africa and Latin America, to mitigate the impact of declining US trade.
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Earnings | USA

S&P 500's Q2 earnings ended at 12%, far higher than the original estimate ~4-5%. S&P 500's earnings
growth for Q3 2025 is tracking at 7.9% - higher than the 7.3% estimate on 30 June. This was driven by
upwards EPS revisions in six out of eleven sectors.

GROWTH

With revenue growth estimate for Q3 ~6.3% YoY, the market is still expecting margin expansion. The PMI
story (see p15) suggests weaker margin growth. Something we will be keeping our eye on. Full-year 2025
earnings growth forecast have increased to ~10.8% broadly in line with long-term averages.
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Sources | S&P500 12M Forward EPS using Bloomberg BF transformation, 12M Trailing EPS from Bloomberg as at Sept 2025. Data for commentary taken from: Factset:
'S&P 500 Earnings Season Update': 26 Sept 2025. 17
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Earnings | Regional

Developed markets have seen a slow down in their forecasted blended 12M forward EPS growth rates.
USA is now ~10%, falling from the January peak. Europe (ex UK) and UK are following a similar pattern,
however, now reaching if not surpassing their previous peaks.

GROWTH

Emerging Markets are showing signs of improving with an EPS growth rate close to 15% - higher than
any other region.

Regional Rolling 12M Blended Forward Earnings Growth
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Earnings Revisions

These charts show the breadth of earnings revisions, i.e. # upgrades minus # downgrades / total estimates, so it
is a directional measure showing how widespread upgrades or downgrades are. Historically, troughs in revisions
breadth have been favourable times to add risk.
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Global Earnings Revisions Ratios
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Interest Rates

like Stephen Miran.

POLICY

CCLA

Achieving Scott Bessent’s 3% real GDP growth target hinges on lower short-term interest rates. The
administration has aggressively sought to sway FOMC members, including efforts to replace officials with loyalists

Powell's remarks at the Jackson Hole symposium suggested openness to a rate cut, a view echoed in September’s

meeting when rates were lowered to 4.25%. Outside of Miran’s ~2.9% rate expectation; the median dot plot is

~3.6% by 2025 year-end.
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CCLA
Sentiment

The BAML Hartnett Bull & Bear Indicator has stayed around the 6-handle (6.2), slightly lower than last
publication's 6.4. The value can be attributed to strong inflows in EM equity and continued strong techincals in
credit. On the other hand, hedge fund flows remain subdued.

—
Z
L
p=
—
pd
Ll
n

US Equity Indicators
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CCLA
The Big Picture

Here we highlight some longer-term imbalances that, should they correct, would have an outsized impact on risk
asset returns. We don't make predictions but we do watch these. US corporate profit is just off the highest share of
GDP that it has ever been since 1929. Its corollary (not shown) is that the wage share is at the lowest level it has
been in almost as long. Allied to this, the top right chart shows that earnings are as far above their long run trend in
absolute terms as they have also been since 1929. Domestic non-financial debt is also extremely elevated. All of
this suggests that if old relationships hold and we get mean reversion, forward 10 year returns could be much lower
than suggested by the ERPs.

Long Term Inbalances
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Sources | Profit Share of GDP, and Non Financial Debt as Share of GDP: Federal Reserve Economic Data (FRED); Earnings Deviation From Trend: CCLA
using Shiller CAPE data from Yale.edu; S&P 500 10Y Forward Returns: Holdings/Valuation Model uses three inputs: Tobin's Q, Shiller CAPE and Household
Equity Holdings to predict 10Y forward returns. All data refreshed as at June 2025. 22
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Important information

This document is produced for professional investors and is also available on request.

This document is not intended for general retail public distribution and must NOT be
distributed to other persons without CCLA’s permission.

This document is issued for information purposes only. It does not constitute the provision of financial,
investment or other professional advice and does not constitute an offer or invitation to make an
investment in any financial instrument or in any CCLA product.

The market review and analysis contained in this document represent CCLA’'s house view and should not
be relied upon to form the basis of any investment decisions.

Any forward-looking statements are based upon CCLA's current opinions, expectations and projections.
Such opinions, expectations or projections may be subject to change at any time. CCLA undertakes no
obligation to update or revise these. Actual results could differ materially from those anticipated.

Past performance is not a reliable indicator of future results. The value of investments and the income
derived from them may fall as well as rise. Investors may not get back the amount originally invested and
may lose money.

CCLA Investment Management Limited (registered in England and Wales, number 2183088) , whose
registered address is: One Angel Lane, London, EC4R 3AB, is authorised and regulated by the Financial
Conduct Authority.

CCLA

GOOD INVESTMENT

www.ccla.co.uk

CCLA Investment Management Limited (registered in England & Wales, No. 2183088)
is authorised and regulated by the Financial Conduct Authority.
Registered address: One Angel Lane, London, EC4R 3AB.





