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Third Quarter Recap

Despite much volatility during September, the stock 
market was up during the third quarter.  The large 
market capitalization S&P 500 Index  was up 1.8%, 
while the smaller-cap Russell 2000 Index  was down 
3.5%.  Investors diverted funds into larger and more 
secular growth stocks as a defensive posture in the 
face of an economy losing momentum due to the 
Delta variant.

The cyclical and value sectors, such as Industrials, 
Materials, and Energy, were down on the quarter, 
while the more defensive Healthcare and Information 
Technology sectors outperformed.  Again, an 
indication of investors becoming more risk-averse in 
the face of the loss of economic momentum. 

In addition to the COVID-19 wave headwind, the 
Federal Reserve (Fed) became increasingly more 
hawkish during the quarter.  They indicated they 
have seen “substantial progress” on the inflation 
and employment fronts, which means they can start 
slowing down their bond purchases.  This marked 
the onset of withdrawal of the ultra-loose monetary 
policies. 

The yield on the U.S. 10-Year Treasury, a good 
barometer for the overall bond market, started the 
quarter at 1.47%, only to plunge to an intraday low 
of 1.12% at the beginning of July.  This level marks 
a 50% retracement from the post-pandemic high of 
1.75% reached in early March.  When yields fall, bond 
prices go higher.  This bond rally was relentless, but 
bonds started selling off at the end of the 3rd quarter 
to close nearly where it began. 

COVID-19 Trends
The COVID-19 Delta variant is in retreat.  In the 
U.S., cases are down from their early September 
peak.  More than 75% of the U.S. adult population 
has received at least one dose, and 65% are fully 
vaccinated.  Additional boosters are being offered for 
the 65 and older population.

Globally, cases have been in decline as well, down 
from their late August peak.  Further, more than 6 
billion vaccine doses have been given worldwide, 
but with wealthy countries now giving boosters, the 
vaccination gap between developed and developing 
countries is widening.  This could lead to a new 
mutation and a risk for the global markets. 

Most countries Asian-Pacific region have adopted 
a zero-COVID-19 policy, which means a complete 
lockdown if any case is detected.  This has hurt 
global supply chains and introduced pricing 
pressures in the west.  However, some of these 
countries are revising their policy and allowing 
for less stringent criteria that would enable their 
economies to operate with low COVID-19 cases.

Two global supply chain indicators show bottlenecks 
are easing, albeit they are still acute.  These include 
two components of the Global Manufacturing 
Purchasing Manager Index (PMI), the Supplier Lead 
Time and the Backlog of Orders.

Overall, the U.S. and global cases have peaked and 
are trending lower, rising vaccination rates, and 
easing COVID-19 policies in manufacturing regions 
are all favorable tailwinds for the economy.  This is 
especially significant for the hard-hit service sector.  
Consequently, we believe this is a major tailwind for 
the stock market and the reopening trade. 
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makes up nearly 70% of the U.S. economy and has 
been resilient and steadfast through most of the 
pandemic.  In fact, advance retail sales are up 12.8% 
through the first eight months of the year. 

The bottlenecks in the supply chain have had a 
negative impact on consumer demand which remains 
relatively strong, but inventories are still low.  As the 
COVID-19 variants subside, we expect companies to 
restock depleted inventories.

The other significant headwind could come from 
Washington, D.C.  The debate on infrastructure 
spending and taxes are just two topics that could 
stifle growth in the future.  The infrastructure bill 
appears to be smaller and smaller by the day and 
could limit the boost to the economy many had been 
hoping to see.  

The Federal Reserve
The U.S. Federal Reserve’s widely anticipated 
reduction in its bond-buying program may happen 
sooner than expected, ushering the onset of a less 
accommodative monetary policy.  In its September 
meeting, The Federal Open Market Committee 
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Economy & Business Cycle
The U.S. economy went from a sharp and swift 
recession a little more than a year ago to a 
rebounding and surging recovery.  Today, we see 
signs the early cycle recovery has shifted to the mid-
cycle phase.  Recent Gross Domestic Product (GDP) 
estimates have moderated in the prior months due to 
concerns about COVID-19 variants.

Fortunately, the economy is still growing at a healthy 
pace but not at the torrid pace as in prior quarters.  
Historically, this loss of momentum is expected as 
the economy shifts from recovery to mid-cycle.  Over 
the past several quarters, the economic growth, 
measured by GDP, has well surpassed the levels seen 
in the ten years prior to the onset of the pandemic. 

In fact, 2021 is on pace to end the year with a strong 
GDP, estimated to be 5.9%. (Source Bloomberg ECFC)

As the economy progresses within the mid-cycle, 
we see consumer demand rising as the reopening 
materializes in the U.S. and abroad.  The consumer 



(FOMC) strongly indicated it would announce some 
tapering measures in November.  The committee also 
released the survey of its members forecast of future 
official short-term interest rates.  The survey shows 
a hawkish tilt for an interest rate liftoff in 2022-23, 
with a majority anticipating a three-quarter point rate 
increase by the end of 2023.

Other Group of Ten (G10) countries have started 
tightening their monetary policies.  Norway raised its 
short-term rate by a quarter-point, and some Bank of 
England policymakers voted to end their Quantitative 
Easing  program. 

The withdrawal of the policy stimulus sooner than 
expected will depend on the trajectory of inflation 
and labor market improvement, i.e., the twin mandate 
of the Federal Reserve.  Even though it moderated 
in August, inflation has broadened to core non-
pandemic items because of supply chain bottlenecks 
and rising labor costs.  Limited childcare services, 
back-to-school Delta variant issues, and a “gray wave” 
of early retirements continue to restrain the labor 
market.  Vaccine hesitancy and those with health 
worries continue to add to labor market woes.

Another element hampering the job market is the 
wealth effect working in reverse.  In introductory 
economic courses, we learn when people feel 
wealthy, they spend more.

In this post-pandemic world, when people feel 
wealthy, they do not go to work.  The Fed just 
reported household net worth reached another record 
of $141.7 trillion, thanks to a $3.5 trillion and a $1.2 
trillion gain in equities and real estate, respectively.  
In addition, the U.S. Household savings rate reached 
9.4%, and the consumer average FICO credit score 
was 711, an all-time high.

Earnings Trend
Earnings growth peaked in the 2nd quarter of 2021, 
with earnings growing 91% from a year ago. Analysts 
and companies expect 28% and 21% year-over-year 
growth for the third and fourth quarter, respectively.  
Although these estimates are lower, they are still 
elevated by historical standards and should support 
the secular bull market. 

An area of particular interest for us are companies 
that have pricing power and high operating leverage.  
These companies can pass along higher input costs 
to their customers and keep their margins intact.  
They also have become dramatically more efficient 
during the pandemic by cutting their costs and 
increasing productivity.  A basket of such high-quality 
companies has outperformed the broader market. 

Additionally, earnings growth estimates are very 
healthy for the cyclical sectors: Energy, Materials, and 
Industrials.  This development, along with cheaper 
valuations, should be a bullish sign for these sectors 
going into the fourth quarter. 
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Size & Style Allocation
We believe the improving COVID-19 situation, highly 
accommodative monetary policy, and a healthy 
consumer are all factors that could lead to conditions 
favoring a cyclical tilt.  This should bode well for the 
stock market and especially the value and smaller 
issues in the market. 

During the 2nd and 3rd quarters, these market 
segments gave up their relative outperformance 
from earlier in the year.  Given the factors above, we 
believe they may outperform the rest of the year. 

Further, high multiple stocks are particularly at risk 
of a major selloff from an abrupt rise in yields.  On 
the other hand, this helps the Financial sector, a big 
part of the value universe.  In addition, we believe a 
second reopening with significant pent-up demand 
and rising bond yields should be strong tailwinds 
for rotation from large-cap growth stocks into more 
cyclical stocks. 

Moreover, the average stock may have found 
a bottom in late August.  This can be seen by 
comparing the Russell Top 50 Index  ratio relative to 
the Russell Micro Cap Index .  This is starting to show 
a change of momentum toward to smaller issues.
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Risk Appetite Is Waning
Both the University of Michigan Consumer Sentiment 
Index  and the Conference Board Consumer 
Confidence Index have been dropping for the last 
few months because of the Delta variant and higher 
consumer prices.  The Conference Board’s “Current 
Conditions Index” fell to a five-month low, and 
its “Expectations” Index dropped to an 11-month 
low.  The speed and level of recovery will depend 
on changes in consumer behavior and spending 
intentions.

On the investor front, traditional sentiment measures 
such as the put/call ratio , market volatility, and 
stock price strength are trending down.  Bullish 
sentiment measured by Investors Intelligence and 
the American Association of Individual Investors 
(AAII) is becoming less optimistic.  The fear of Fed 
tapering, the deceleration of economic momentum 
due to the Delta variant, high stock valuations, and 
China regulatory crackdowns are increasing investor 
nervousness.

Bonds
Interest rates on longer-dated issues have seen quite 
a turnaround.  After the yield collapse due to the 
Delta variant, the rate on the 10-Year and 30-Year U.S. 
Treasury has been rising.  Market participants have 
kept a keen eye on the Federal Reserve as we move 
closer to a taper of bond purchases.  In their most 
recent statement, the FOMC said both “indicators of 
economic activity and employment have continued 
to strengthen.”  They also said “If progress continues 
broadly as expected, the Committee judges that a 
moderation in the pace of asset purchases may soon 
be warranted.”  The bond market focused on the word 
“soon.”

This somewhat ‘hawkish’ view pushed rates higher in 
longer and more interest rate sensitive bonds. 

This steepening of the yield curve is reminiscent of 
what we discussed in our Annual 2021 Outlook.

Additionally, the mega-cap leadership, represented 
by the weight of the top 10 stocks in the market, is 
losing momentum.  A year ago, they accounted for 
nearly 20% of MSCI All World Index , a proxy of the 
total global markets, but now only for 17%.  



Shorter-dated notes may also be beneficial.  As they 
mature the proceeds could be reinvested in higher-
yielding notes of the same quality and structure.  

Yield spreads are at very low levels by historical 
standards.  If the economy keeps improving as we 
anticipate, investors may be comfortable taking 
on slightly higher credit risk to pick up additional 
income.  For this reason, we would favor corporate 
bonds over U.S. Treasuries; however, staying with 
shorter-dated issues.

Events worldwide continue to cause concern, 
one such event was the new potential default 
by Evergrande, China’s second-largest property 
developer.  This deeply debt-ridden firm is facing a 
possible default, and China is reluctant to bail it out.  
These types of stories keep investors worldwide 
looking to the safety of the United States.
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Barring any adverse development in the Fed position 
or COVID-19 variants, rates should move higher.  
Therefore, we believe fixed income securities with 
a shorter maturity should hold up better.  Managing 
portfolios towards a lower duration should help 
minimize potential price volatility as we strive to 
preserve capital.

Certain sectors in the bond market tend to hold up 
better in this type of environment.  Floating Rate 
bonds are an example.  As rates move upward, their 
interest payments will rise. 



Risks To Our Outlook
There are some lingering concerns 
about the COVID-19 virus and its 
variants.  The recent experience 
with the Delta variant has been 
detrimental to economic growth, 
and any new variant could derail a 
second reopening.

Another concern is the increase 
in supply chain bottlenecks in 
essential sectors of the economy. 
We have already seen the semi-
conductor shortage impact 
on automobiles and industrial 
companies.  If the bottlenecks 

persist, they will slow the economy, 
increase inflation, and squeeze 
businesses’ profit margins.

Labor shortages and rising 
commodity prices, especially in 
the energy sector, will likely be a 
hindrance to the economy.

On the policy front, debt ceiling 
brinkmanship and infrastructure 
wrangling in an evenly divided 
U.S. Senate may increase market 
volatility in the next quarter.  
China’s President Xi’s “common 

prosperity” crackdown in China will 
continue to rattle global markets.

With the earnings season around 
the corner, a major concern is 
rosy analyst forecasts that may 
not materialize.  The potential for 
earnings misses becomes larger 
and is likely to have a negative 
impact on stock returns.
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For Investors:

The rotation into economically sensitive assets:
 ― Surging economic growth

 - Pent-up consumer demand
 - Supportive fiscal and monetary policy (waning)
 - Improving business confidence
 - Favorable credit conditions
 - Consumer accumulated savings of $141.7 trillion
 - Reopening momentum

 ― Strong balance sheets
 ― Bounce in corporate profits
 ― U.S. Small Cap is preferred over Large Cap
 ― Value is preferred over Growth
 ― Equal Weighted is preferred over Market Cap Weighted 
 ― Cyclical sectors are preferred over Defensive
 ―  Floating rates, bank loans, and Preferred stocks may 

outperform Corporate and Treasury bonds
 ―  Shorter Duration Bonds are preferred over Money 

Market Funds
 ― U.S. Treasury bonds are preferred over Sovereign bonds
 ― International equities are preferred over U.S. 
 ― Emerging preferred over Developed Markets
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Disclosure
This information is of a general nature and does not constitute financial advice. It does not take into account your individual financial situation, objectives or needs, and 
should not be relied upon as a substitute for financial or other professional advice to assess, among other things, whether any such information is appropriate for you 
and/or applicable to your particular circumstances. In addition, this does not constitute an offer to sell, or the solicitation of an offer to buy, any financial product, service 
or program. The information contained herein is based on public information we believe to be reliable, but its accuracy is not guaranteed.

Investing involves risks, including loss of principal. Past performance is no guarantee of future results.

ALPS Distributors, Inc. 1290 Broadway, Ste. 1000, Denver, CO 80203 (Member FINRA). ALPS is not affiliated with James Investment Research, Inc. or James Capital 
Alliance, Inc.

Investors should consider the investment objectives, risks, and charges and expenses of the James Advantage Funds (the Funds) carefully 
before investing; this and other information about the Funds is in the prospectus, which can be obtained by calling 1-800-99-JAMES. Read the 
prospectus carefully before you invest.

Definitions

Quantitative Easing:  is a form of unconventional monetary policy in which a central bank purchases longer-term securities from the open market in order to 
increase the money supply and encourage lending and investment. Buying these securities adds new money to the economy, and also serves to lower interest 
rates by bidding up fixed-income securities. It also expands the central bank’s balance sheet.

Large Cap:  are defined as the group that account for the top 70% of the total market capitalization of the U.S. equity market.

Small Cap:  are defined as the group that account for the bottom 10% of the total market capitalization of the U.S. equity market.

Growth Stock: A growth stock is any share in a company that is anticipated to grow at a rate significantly above the average growth for the market and have 
typically higher valuation multiples than the market. 

Value Stock:  is a stock with a price that appears low relative to the company’s financial performance, as measured by such fundamentals as the company’s 
revenue, dividends, yield, earnings and profit margins.

10-year U.S. Treasury Yield: used as a proxy for mortgage rates. It’s also seen as a sign of investor sentiment about the economy.

Put/Call ratio:  a technical indicator demonstrating investor sentiment. The ratio represents a proportion between all the put options and all the call options 
purchased on any given day.

*Russell 2000® Index: measures the performance of the small-cap segment of the U.S. equity universe. The Russell 2000® Index is a subset of the Russell 3000® 
Index representing approximately 10% of the total market capitalization of that index. It includes approximately 2,000 of the smallest securities based on a 
combination of their market cap and current index membership.

*S&P 500 Index: S&P (Standard & Poor’s) 500 Index: a market-capitalization-weighted index of the 500 largest U.S. publicly traded companies. 

*Russell Top 50 Index:  measures the performance of the largest companies in the Russell 3000 Index.

*Russell Micro Cap Index:  measures the performance of the microcap segment of the U.S. equity market.

*MSCI All World Index:  a stock index designed to track broad global equity-market performance.

*Indexes are not managed. One cannot invest directly in an index. 
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