
 

 

This Newsletter has been published by LW CONSULTING,  
a trading style of CONSULT LWC LTD which is authorised and regulated by the Financial Conduct Authority  

 
MARKET REVIEW 28TH FEBRUARY 2017 
 

INTRODUCTION 

Firstly, the bad news. "World economic recovery faces inflation headwind" is the headline of 
Schroder Economics Group's February edition of their excellent "Economic and Strategy 
Viewpoint" publication. They see global inflation rising to 2.7% for 2017, up from 2% in 2016, 
driven mainly by higher oil prices and some pressure on higher wage costs. 

Secondly, the good news. Schroders see inflation moderating back to 2.3% for 2018 and 
remaining around this level and so if this is the case, it is a fairly short - run phenomenon. 
Inflation, if contained at this sort of level can be beneficial for some sectors and certainly helps 
with the management of client portfolios. Technological advances continue to drive down costs 
and so can help contain inflation in the longer term. 

However, even with inflation at a level of 2.3% per annum, the value of your income and capital 
would erode by 12% over a five year period. This is why we are very focussed on growing your 
dividend income by well in excess of 2.3% per annum, in order to maintain, and hopefully, 
improve the real purchasing power of that income. At the same time, we need to be invested in 
assets that are capable of growing in excess of the rate of inflation (on average) so that the real 
value of your capital is capable of rising over time. 

Our emphasis must remain on companies that have the ability to grow dividends in excess of 
inflation, whilst retaining the ability to reinvest in their own businesses in funding future growth. 
In consequence, we do not seek out companies with superficially attractive, high dividend yields 
if we believe that they may struggle to maintain future dividends, or are putting undue strain on 
balance sheets, or preventing them from committing sufficient cash to fund Research and 
Development. 

Short-term gains in dividend income can soon be wiped out by companies forced to reduce, or 
even pass on dividend payments when they face a cash crisis. Another consequence tends to 
be a sharp fall in share prices, as investors perceive that such companies are more risky than 
first perceived, a  "double whammy" in modern parlance. We prefer to stick to the slowly, slowly 
approach of investing in funds that select quality companies at a reasonable price, and, where 
there is a margin of safety, so that if economic conditions are tough, their share prices and 
capability to continue paying dividends isn't compromised. 

Thirdly, more good news comes in the form of Global Economic Growth forecasts being revised 
upwards to 3% for 2018, as modest improvements are seen in the UK, Japan and the BRIC 
economies of Brazil, Russia, India and China. The US position is still less certain, but we 
believe that clients are positioned in funds capable of performing well, even if the American 
economy slows moderately. 
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UK 

The Brexit debate will rumble on, but in the meantime companies are getting on with what they 
are best at and taking opportunities when they arise. An example is Tesco's £3.7 billion surprise 
takeover of Booker, which was welcomed by the market. Booker is a huge food wholesaler and 
also owns the convenience shop brands, Budgens and Londis. Booker is the largest cash-and-
carry firm in the UK, supplying over 700,000 stores. As Tesco's Chief Executive, Dave Lewis 
commented, the merger "would create the UK's leading food business". 

One takeover that failed to materialise was American company Kraft's opportunistic bid for 
Unilever, which was rejected and Kraft quickly withdrew when it realised the depth of opposition. 
However, the unwelcome bid focussed Unilever's management on their vulnerability and the 
need to make efficiencies and cut costs in order to enhance shareholder returns. 

Lloyds Bank reported its highest annual profit in a decade, with pre-tax figures showing a rise of 
158%,; provision for PPI fell dramatically and Lloyds re-iterated its commitment to paying 
dividends; being described as a lean, mean dividend-making machine for years to come. 

Rather than causing stagnation or inaction, Brexit may well have stimulated companies towards 
even greater efficiency, rather than waiting to see the outcome of negotiations. However, some 
investment plans will certainly have been put on hold and only time will tell whether these plans 
come to fruition, once things become more clear. 

One theme in this Market Review will be "The Enablers"; those companies who provide others 
with the technological solutions to improve productivity, reduce costs and manage complex 
businesses. Ultimately, this will prove to be anti-inflationary by driving down costs and improving 
the profitability of businesses who invest in this technology. Those providing the technology will 
be in demand and their businesses will tend to have a large repeat business or fee element, 
making their cash flows more predictable, as well as their profits and ability to pay dividends. 

 

EUROPE 

Based on a selection of Purchasing Managers Indices (PMI) that measure business confidence, 
forecasts for Eurozone economic growth have risen to 1.8% for 2018, not earth shattering, but 
this is only an average and conceals many pockets of potentially higher growth, both at a 
country and individual company level. We just need to cast the net wider and trawl for the best 
opportunities. 

This brings us neatly to the Waverton European Income Fund, which has been a consistently 
good performer. Over the last year, its two best performing stocks have been involved in the 
management and harvesting of fish stocks. They discussed one of these with us in detail; 
Marine Harvest. The demand for salmon, in particular is high and prices are strong and there 
are very few competitors of any size in this area that have the expertise to carry on operations 
with scale. It is obviously environmentally friendly and beneficial in terms of diet so here is an 
example of Fund Managers adding value who think outside the box. 
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Germany, France and Italy have all had their economic growth forecasts revised upwards, but 
the main worries still emanate from the political landscape; the Dutch election on March 15th, 
the French elections in April and May whilst currently mired in corruption allegations, also 
Germany's Angela Merkel's lead in the polls have been dramatically cut, all pointing to a very 
uncertain situation. Oh! And of course, Italy is due to hold an election in the first quarter of 2018 
and if the anti-establishment, anti-austerity Five-Star Movement gains control, there will be 
serious implications for how Italy is governed and even a possible exit from the Euro. 

For the markets to be taking all this in their stride possibly shows that company share prices are 
not overvalued on the whole, otherwise they would have been in retreat long ago. The global 
nature of many European companies and the specialist nature of many in Northern Europe, 
involved in the "Enabling, High Value-added" end of the market indicate there are plenty of 
advantageous opportunities. 

 

NORTH AMERICA 

December saw 156,000 new jobs created in the US, which is encouraging, but this needs to be 
tempered by the 2.9% annual rise in average hourly earnings, the largest gain since 2009. This 
increases the probability that the Federal Reserve will increase interest rates in the Spring. 
Again, this harks back to our inflation theme. Small business optimism has surged and the 
National Federation Of Independent Businesses Index soared to its highest level since 2004. 
We do have a good exposure to medium and smaller companies in the USA, believing that they 
will outperform their larger brethren. 

The migration to internet shopping saw two of the largest retailing and anchor tenants of US 
shopping malls, Macys and Sears announce closure of over one hundred stores each. The 
message is clear, that companies who do not react fast enough to the new retailing dynamic will 
suffer in this environment. Marks and Spencer are in a very similar position in the UK, whereas 
Inditex, owners of the Zara brand successfully manage to open new stores with their vertically 
integrated structure with capability to restock an item within a week when reacting to fast-
changing consumer fashion demands. 

It is difficult to come to any sound conclusions regarding the Trump Presidency, but that reflects 
the nature of the beast. Uncertainty is bound to prevail and it doesn't seem as bad as many 
have feared, but nor is it as good as some optimists hoped. Infrastructure spend will surely be a 
major theme and  the figures that Trump has broadcast will certainly have to be revised 
downwards when the true cost of the policy is examined. 

There are a number of scenarios that one could paint for the Trump Presidency concerning 
protectionism, China dumping US Treasury Bonds, a "phenomenal" stimulus package which 
sees US GDP Growth hit 4% in 2018 and so on. All of these have probabilities assigned to them 
by political and economic analysts, but we need to steer a course that enables our clients to 
benefit from more favourable outcomes and prove less risky should a more unfavourable 
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scenario emerge. 

We recently met with the Miton US Opportunities Fund team in London and they are strongly in 
favour of those "Enabling Companies" we talked about. Two of their best performing stocks 
have been Broadcom and Red Hat, neither are household names in the UK. yet, the first 
supplies semiconductors for communications and industrial end-user markets and the second 
has infrastructure software and services that enable large companies to run their IT Systems 
more efficiently as part of the new paradigm. 

A high degree of predictability concerning cash flows emanates from fee contracts and repeat 
business and Red Hat has just signed a major contract with the US Navy. All this tends to be 
anti-inflationary as it cuts costs, increases efficiency and is also very positive for the share 
prices of these companies. 

We discussed innovation in our previous Market Review and we see this amply demonstrated in 
many of the companies we discuss, both with US Fund Managers and others around the globe. 
For that reason, we remain positive on the USA as a place to invest. 

 

FAR EAST 

We discussed the positives regarding India in our last Market Review, being somewhat 
uncertain regarding the Chinese economy. However, we would like to re-visit the latter in light of 
more positive signs. 

Roderick Small, Investment Manager with Baillie Gifford Fund Managers In Edinburgh recently 
wrote an article headed "China - The world's Best Consumption Story ?." The essence of this 
was that historically China has been seen as as an economy dominated by manufacturing and 
exports. However, the re-balancing to the "new economy" has already tipped the scales in 
favour of consumption and services, which now contribute more than 50% of Gross National 
Product and 90% of Gross Domestic Production growth. Retail sales are up 10% year-on-year 
and sales of SUVs have grown by 40% in the last twelve months. 

A truly staggering statistic is that whereas the USA's e-Bay generated a total merchandise value 
of $80 billion for 2015, the Chinese online retailer, Alibaba generated $14 billion in just a single 
day last year! 

The key to China's success has been its rapid adoption of technology, which in many consumer 
areas, lead the world. When it comes to hailing a taxi, China has adopted Uber far more quickly 
and with higher usage than any other country in the world. Many people in Shanghai don't even 
carry wallets anymore, but use Alipay, (Alibaba's mobile wallet app.) via their mobile phones. All 
of this is good for economic growth, which has again been revised upwards in China and it is 
also beneficial for global trade in general, as a growing middle class, with more sophisticated 
tastes and higher disposable incomes demand a whole range of goods and services. 

We met the Manager of the Marlborough Far East Growth Fund recently and she was very 
positive on the outlook for the Pacific Rim region in general, but particularly focused on 
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companies who enable others to cut costs and those that benefit from such innovation. An 
example is POSCO, Korea's largest steel producer, who restructured and saw its annualised 
returns of 42% thrash the benchmark, where 0.7% was the norm. 

The Internet of Things is a big driver, with the connectivity of electronic devices, from home 
appliances to cars growing rapidly and other areas such as agriculture, medical monitoring and 
satellite providers featuring strongly. Much of this is a major theme of investment in the Far East 
and will continue to drive investment returns. 

 

JAPAN 

Reforms are starting to come through in Japan and certainly there is an improved culture in 
terms of paying dividends to shareholders. We are currently looking at a small number of 
Japanese income funds that might prove useful, but only if the economic backdrop is 
favourable. Certainly, the Japanese domestic investor is starting to allocate more to equities 
than previously, driven by low to negative returns on fixed interest investments. 

Japan has suffered in terms of getting its tax structure right and deficits have plagued the 
country, partially caused by the reluctance of domestic consumers to spend sufficiently. Some 
of its large monolithic companies have had to restructure while others have opted for a more flat 
corporate structure, rather than the very unwieldy pyramidal structure which is often 
inappropriate in a fast moving innovative world. 

 

EMERGING MARKETS 

EM's are a very disparate group of countries and offer a complete range of possibilities from 
high growth opportunities to very risky investments. South Africa, Turkey and to some extent, 
Poland are generally driven by political agendas and have not actively worked to fundamentally 
improve their fiscal and macro - economic environments. 

On the contrary, Brazil has changed its political landscape and the outlook is now more positive 
for both its citizens and investors alike. Emerging Markets now have some of the world's best 
and biggest IT companies and almost 25% of the MSCI Emerging Markets Index is now 
represented by IT companies. Traditional sectors such as materials and energy now only make 
up 15% of the Index, so they are not now to be considered as merely a "play on commodities" 

We have seen quite a recovery in EM's over the last year and still believe further growth is 
possible, despite the strength of the US$ and the more protectionist stance of Donald Trump. 

 

COMMODITIES 

Prices of major commodities such as oil and copper have made a major recovery, reflecting the 
supply/demand equation coming back into balance, as world trade has picked up and many 
mines and oil wells were closed and projects mothballed, thus cutting supply. 
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Companies such as Rio Tinto and BHP have been able to cut costs dramatically and quickly 
and this has been reflected in their margins increasing and profits recovering. However, it is 
inflationary to some extent, but many of these input costs from commodities do not feature so 
strongly now as a percentage of total manufacturing costs as more efficient methods of 
production and replacement materials are found. 

 

PROPERTY 

Some profit - taking has been experienced in Pan European Property Shares, following an 
excellent run, but the quality of the individual companies we hold remain strong, with excellent 
tenants and top class locations. 

London Residential Property has suffered from a dearth of transactions post Brexit, making it 
hard to value certain types of property. There is evidence that some buyers are coming back 
into the market, but it will take time to see any sustained pickup. 

Globally, clients' have benefited from exposure to major cities such as Los Angeles, Berlin, 
Shanghai and Singapore and many others, where demand for top quality offices and multi-
purpose units has been high. Rental growth has been positive and underlying property values 
have reflected scarcity value and it is policy for our preferred fund managers to only invest in 
those areas where land is a scarce resource and where the astute management of property 
portfolios will continue to secure a steady return. 

 

FIXED INTEREST 

High Yield Corporate Bonds, giving returns of 5% to 8% have been a good diversifying element 
in portfolios over the last six month period, when equity returns have been a more modest 3% to 
5%. These corporates have been able to pay interest due to clients on time and generally 
capital values have held up well. 

We continue recommending reducing overall exposure to Fixed Interest investments, where 
appropriate, particularly those providing a low yield, as we fear that capital values could be 
eroded if expected inflation rates exceed what is predicted. However, a proportion of Fixed 
Interest investments is helpful in providing a base for your income requirements. We certainly 
do not wish to try and secure the same income yield by switching into very high yielding 
equities, where capital values could be subsequently eroded due to dividends being reduced, or 
even stopped. 

 

CONCLUSION 

The Manager of the Premier Global Alpha Growth Fund, Jake Robbins probably summed up 
what we do best in his Fund Manger Insight newsletter of January 2017, when he said that he 
invests in those companies that have a high combination of the following three characteristics, 
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Quality, Value and Growth, "designed to create a portfolio that can perform well regardless of 
the market environment." 

As we cannot predict the political and economic future, there is a need to have some degree of 
certainty when investing and this comes from the fact that people want to spend money, 
companies want to make money and we want our clients to benefit from these certain facts. 

 

RISK WARNINGS: Past performance is not necessarily a guide to future performance. The value of 
investments in the Stockmarket held directly through individual shares or indirectly through collective 
investment vehicles, as well as any income derived from them can go down as well as up.  Investment returns 
cannot be guaranteed and you may not get back the full amount invested.  The stockmarket should not be 
considered as a suitable place for short-term investment  

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


