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MARKET REVIEW 31ST AUGUST 2016 
  

INTRODUCTION 

Innovation and flexibility are the two main themes that will feature throughout this Market Review. Although it may be 
somewhat unfair to compare companies and industries with political entities, the striking conclusion that comes out of 
the UK's withdrawal from the EU is that this is an organisation that is too inflexible and lacking in new ideas to serve 
its member states. In contrast, the flexibility, co-operation and determination of the UK Olympic Team shows what 
can be achieved when an organisation is motivated to perform and is properly funded. 

Politics does matter as it sets the tone and framework within which companies and organisations work, although 
many multi- national companies now operate across multiple jurisdictions and there does need to be co-operation 
across borders to ensure that companies such as Starbucks pay their fair share of taxes in the countries where they 
are trading. 

There are countries, comparable in size to the Eurozone that are, at last, coming up with new exciting ways forward, 
realising that the old methods of operating are not relevant for the future and that their populations will demand more 
in this New World. Technology has enabled people-power and politicians who do not grasp this are in for a shock. 

However, this does not mean totally rejecting the past, rather retaining what is valuable and building on this for the 
future. A striking example follows on from our previous Market Review, in which we highlighted that “China Merchants 
Group joins race to buy the Baltic Exchange”. The Baltic Exchange is responsible for a number of shipping indices, 
including the Baltic Dry Index and together they measure the demand for shipping capacity against the actual supply. 
It is also responsible for a large proportion of all dry cargo transportation, as well as the sale and purchase of 
merchant ships. 

Last week, the Baltic Exchange agreed terms to be taken over, not by China Merchants, but by the Singapore Stock 
Exchange. Lateral thinking on both sides? The latter needed to diversify its income stream and its Chief Executive, 
Loh Boon Chye saw the opportunity to enhance even further the reputation of an organisation dating back to 1744, by 
developing indices that would reflect local short haul shipping routes (as in the whole of Asia ) throughout the region 
and complement what the Baltic already does. Wouldn't those people sitting in the coffee house in 1744 have nodded 
their heads in admiration at such a deal? This co-operation through an agreed bid is very innovative and beneficial to 
both, as was the deal that saw the Hong Kong Stock Exchange take over the London Metal Exchange in 2012. 

On an investment portfolio theme, and although we have always been prepared to change our strategy and thinking 
to suit the economic and political environment, it seems that many others, including many IFAs and major institutions, 
such as Life and Pension Funds are only just coming to terms with the new world economic order. 

This is highlighted in an excellent article from the 18th August edition of Citywire, a major publication in our industry, 
headlined “The Death of the 60:40 Portfolio “ This refers to the long and strongly held view that typically, a balanced 
portfolio should be approximately 60% invested in equities and 40% in fixed interest investments. (This article can be 
found in the media section of our website at www.lw-consulting.com.) At times, we have held similar proportions, but 
only because we believed that fixed interest was incredibly cheap and offered historically high yields. 

The authors of the article point out that this model was valid over the long term and worked out  “incredibly well” over 
the last twenty years. However, they believe, as we do, that these passive returns compounding at 6.5% per annum 
from such a strategy are not guaranteed, or likely to continue, pointing out that many investors are deluded into 
believing that past returns will project into the future, using the same asset allocation, or split of investments. 

A unique combination of globalisation and technology - driven gains from the mid - 1990's meant that equities thrived. 
The crushing of inflation by Paul Volker, the US Federal Reserve Chairman meant that bonds performed exceedingly 
well. However, US Treasury Bonds, the equivalent of UK Gilts are now trading at the lowest yield since the first US 
bond issuance in 1790! The same article also points out that there are “headwinds” for equities in terms of wage 
costs, increasing competition, the political situation and the valuation of stocks. 
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Whilst we agree with their bond analysis and their historic equity analysis, we strongly disagree with their equity 
analysis going forward. There is nothing wrong with the points that they are making, but these “headwinds “, or 
uncertainty factors are always present for equity investors and our central case is that globally positive political 
changes, coupled with an ever- faster pace of innovation from companies will make equities a very desirable asset 
class.      

As always, some share prices are expensive and the market as a whole may not be cheap, but then the Fund 
Managers we select do not try to buy the “market as a whole “, or expensive stocks; rather, they seek Growth at a 
Reasonable Price. The article goes on to make a case for Alternative Assets, such as Total Return Bond Funds, 
Mortgage Backed Securities, Market Neutral Equity Funds and so on. 

Whilst we do use property, commodities and selected alternative assets, we prefer to invest in what we understand; 
what we call “plain vanilla”. If we cannot explain it to our clients, then we should not be investing in it. Too often, 
alternative assets have been an alternative way of producing poor performance, or unexpected results, particularly at 
times when the investor needed those assets to perform well; ie in turbulent market conditions. 

This does not mean that we are not innovative in our approach, but we are highly selective about what assets we 
invest in, just as we are highly selective about the Managers we choose to look after your money. 

  

UK 

The political debate between the UK and the EU will continue to dominate the headlines for some time, as the two 
issues of access to the single market and the free mobility of labour are addressed. 

Internally, the squabble in the Conservative Party has been followed by “radio silence” and although a knee-jerk 
reaction is undesirable, more clarity over policy will be expected, particularly by the Euro-Sceptic wing of the Party 
before the Tory Conference in October. 

Meanwhile, a quarter per cent cut in interest rates from the Bank of England and a commitment to a further £ 70 
billion of quantitative easing (money printing), with the aim of softening the post Brexit situation have been the main 
policy responses. Interest rates are now at their lowest point since the Bank of England was created in 1694. Strange 
times indeed! Yields on 10 Year Gilts are now at an all-time low of 0.6%. 

While we wait to see the effects of all of this further down the road, UK companies are getting on with their business 
of innovation and enabling others to innovate. Fidessa, a software company is a major supplier of solutions to 
enterprises where rapid change is necessary and investment banks are currently major customers. 

Spectris is a testing and measurement company, who have just reported good progress in Asia generally, but 
particularly in China. The company is focussed on high end products relating to innovation, research, development 
and automation. Hugh Yarrow, Manager of the Evenlode Income Fund thinks this now represents the beginnings of a 
transition in the Chinese economy to an era of “smarter growth”, as previously China's growth has been dependent 
on more and more capital to generate each marginal unit of economic growth. 

So, as we can see, companies in the UK are having a significant input into the changes needed, as the Far East 
moves to the next stage of the economic cycle. 

  

EUROPE 

The worldwide Swiss giant agro-chemical company, Syngenta has just passed regulatory clearance in the USA for its 
takeover by the Chinese company ChemChina. Obviously, global leaders of this stature, that just happen to be 
headquartered in Europe, although in this case not in the EU, are very attractive in terms of their product innovation 
and the difference they can make to agriculture, still a vitally important part of the Chinese economy. 

While the Eurozone is focussed on elections in France and Germany next year and in Italy later this year, the latter 
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cannot even bail out some of its oldest banks. Internet and mobile banking means that banks are finding it 
increasingly difficult to maintain relationships with customers and products are now much easier to compare on- line. 

As Charles Glasse and Chris Garsten, Managers of the Waverton European Income and European Growth Funds 
point out in their 31st July 2016 Fund Factsheet, “The crunch in net interest income thanks to the ECB's zero interest 
rate policy is merely the final nail in the coffin for some”.  So much for “one size fits all” in Europe, but perhaps, 
perversely, this lack of flexibility has forced what was an inevitable process in any case. 

  

NORTH AMERICA 

Brexit could not happen. It did. Donald Trump can't win, must not win. Hillary Clinton will win, must win. Well, maybe, 
but we cannot make our investment decisions based on what might happen. Politicians are up for re-election again in 
four years, whereas companies we invest in, such as Johnson and Johnson have been around since 1887, when 
Robert Wood Johnson joined his brothers to create a line of ready-to-use surgical dressings and now the company 
has annual sales in excess of $70 billion and has paid an increased dividend every year since World War II. 

Companies such as this have longevity, but not because they are stagnant and unchanging. They have survived 
through the best and worst efforts of politicians and a variety of economic cycles and world crises precisely because 
they innovate, develop their corporate culture, improving their brands and gaining a reputation for reliability. 

We referred to the “Melt-Up “ period in our previous Market Review and this refers to the long period we have seen 
up to the middle of last year, where nearly every day a handful of mega capitalisation stocks such as Facebook, 
Amazon and Tesla rose by two or three times the S&P 500 Index in the US, not falling back when the market 
retreated. We felt that this was clearly unsustainable and so it has proved to be. 

Schafer Cullen, a US Fund Manager we respect and with whom we are invested for clients, have seen their High 
Dividend Equity Fund double the performance of the S&P 500 Index over the last twelve months. Whilst we would not 
expect that level of outperformance to continue, we believe that we are in for a prolonged period of outperformance 
from the defensive, income paying stocks that characterise their portfolio. 

  

FAR EAST 

The 10 - 12 % fall in the value of Sterling has clearly helped the performance of our overseas holdings, particularly in 
the Pacific Region, some Funds improving by between 15% and 20%, post Brexit. We have already highlighted 
China, but India is increasingly looking much more favourable. 

Under the Modi government, a series of structural reforms has been put in place and infrastructure developments 
such as railways, roads, bridges, irrigation and other schemes have been given high priority. The Budget earlier this 
year brought in a series of pro-business measures and this saw Indian stocks perform well. 

Although change is essential, continuity is also important and the appointment of the former deputy Governor of the 
Central Bank of India, Urjit Patel to the position of Governor, follows the retirement of the internationally respected Mr 
Rajan. On a world stage, he had been credited with stemming the decline in the value of the Rupee and getting 
inflation under control. This will be seen as very positive and bodes well in that confidence in the Central Bank is 
essential if India is to get the inward investment it needs. 

  

JAPAN 

The Prime Minister, Shinzo Abe is still looking to the Bank of Japan to provide further stimulus to the economy when 
it meets in late September. The country is still mired in slow growth and Schroders’ forecast for GDP growth of 0.7% 
for 2016 is hardly inspiring. 
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At a micro-economic level, there are companies out there that are prospering and now paying reasonable dividends, 
but we remain wary. We will be looking at a Japanese Income Fund, managed by Baillie Gifford later this year, but 
we will need some convincing as to the merits of increasing our very low existing exposure here. 

  

EMERGING MARKETS 

A bright spot has been the resurgence of a number of Emerging Markets and in a nod to the Olympic Games in Rio, 
Schroders, a major investment house refers to Brazil “leaving the starting blocks”. Political turmoil resulted in the 
impeachment of the former President Dilma Rousseff and has been a distraction, but business confidence has 
soared over the last year. 

Perhaps this is a result of the inauguration of President Temer, who is well regarded and this gives hope for a return 
of foreign investors, as well as a turnaround in infrastructure spend and some improvement in the living standards of 
the forgotten masses. 

The Emerging Market story of young populations, growing middle classes and excellent potential is still intact, but 
quite often it is the political framework that has been inadequate. We can see from India and Brazil, the difference 
that change can make to investor sentiment. 

  

COMMODITIES 

The prices of physical commodities are beginning to return to being in balance with supply. An over-supply rather 
than lack of demand has caused the recent problems, but as we have seen in previous cycles, projects are 
mothballed and exploration and production curtailed. 

Some of the diversified mining companies such as BHP Billiton and Rio Tinto have had the capacity to reduce costs 
enormously and we should see the benefits accrue over the coming years. 

  

PROPERTY 

Post Brexit, a number of UK Property Funds decided to place a moratorium on redemptions and we totally agree with 
this policy, as it protects existing investors who are in physical property for the long term. It may take several months 
before redemptions are allowed again, but there is no problem if clients do not need to sell immediately. Property 
Fund Managers cannot hold so much cash that would enable them to meet any level of redemptions, however large, 
and in any case, investors should not panic over short-term considerations, such as Brexit. Property is there to 
provide an income rental stream and some asset appreciation over time. 

The outlook for global property is good, provided clients are in the right assets in the best locations. The Managers of 
two funds that we hold, the Schroder Global Cities Real Estate Fund and the Premier Pan European Property Share 
Portfolio Fund are both optimistic for commercial and residential properties they hold in places such as London, 
Munich, Zurich, New York, Los Angeles, Tokyo and other major locations. 

In Europe, we have seen the continued fall in Bond Yields increase the demand for bond-like-income, which raises 
the attraction of well let Continental European Properties, most notably in the German Residential Sector. Low cost 
financing, coupled with rental growth offers the rare attraction of a reliable and growing income. 

We have had meetings with all our property managers and remain confident in their ability to achieve rental growth 
and asset price performance over an economic cycle. 
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FIXED INTEREST 

Bearing in mind the comments made in our Introduction, we are relatively lowly weighted in Fixed Interest 
investments, most of it being in High Yield Corporate Bonds, rather than Government debt. This is with Managers we 
know well and see regularly, so that we are confident that the yields are sustainable and the risk taken is acceptable. 

In many countries, the toolbox is almost empty, as far as interest rate options are concerned, as rates are either 
already close to zero, or in some cases, negative. This is unprecedented and the situation cannot continue 
indefinitely, but it could remain with us for an extended period. 

  

CONCLUSION 

As you may have gathered from our Market Review, although we are realistic about political and economic worries, 
we take a more optimistic stance than many doom- mongers particularly as far as global equities and the income that 
they can achieve are concerned. We are more interested in the ability of companies to innovate through reinvesting 
in their own businesses, thus providing the future returns from which a growing income stream in the form of 
dividends can be returned to shareholders. In a low interest rate environment those companies will be seen as 
valuable commodities themselves and their share prices rewarded with upward ratings. That combination of income 
and capital growth is your Total Return as an investor. It’s that simple. 

 

RISK WARNINGS 

This Market Review aims to provide information and commentary on global markets without reference to 
products in order to help you make your own informed decisions. The views contained herein are not to be 
taken as advice or a recommendation to buy or sell any investment in any jurisdiction and it is not intended to 
provide personal advice based on your circumstances. If you are unsure of how suitable an investment is for 
you, please seek personal advice from your financial adviser.  

Any forecasts, figures, opinions or investment techniques and strategies set out are for information purposes 
only, based on certain assumptions and current market conditions and are subject to change without prior 
notice. All information presented herein is considered to be accurate at the time of production, but no warranty 
of accuracy is given and no liability in respect of any error or omission is accepted. 

TAXATION 

Levels and bases of and relief's from taxation are current levels and subject to change and also depend on the 
investor's own personal circumstances. If in doubt about your Tax position, you should obtain professional 
advice. 


