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Executive summary

Outlook

Corrections of up to 10% are normal in financial markets, but in the latter stages of an expansion, such as 
we are in today, volatility can be even greater as markets react to changing economic conditions.

These economic regime shifts cause gyrations in markets as investors adapt to a new world of better 
growth, but tighter liquidity conditions, versus one of easy-money and lower-growth. With higher interest 
rates, the prices of financial assets need to adjust. Price earnings (P/E) multiples come down on stocks, 
and bond prices move lower as rates rise.

The adjustment can be smooth or violent. We experienced a lurch this October, with a sudden sharp 
rise in rates triggering a downward valuation adjustment across markets globally. The correction was 
exacerbated by political concerns, investors looking to bank some profits (such as in the technology 
sector) and algorithmic computer programmes triggering further selling.

However, the correction sets a new bar on valuation, and once the dust settles, longer-term investors re-
focus on fundamentals. Economic growth is still strong in the US, and solid elsewhere in the world. While 
interest rates have moved gradually higher, there is no sign that inflation is rising dramatically and, thus, 
further rate rises from here should be gradual. Central Banks are adjusting monetary conditions but not 
aggressively tightening. Fiscal policy – tax and spending initiatives – remains supportive in the US and 
could become more expansionary elsewhere, such as a promised ‘Brexit deal dividend’ in the UK.

Most importantly, investors in share markets are re-focusing on earnings. The improvement in economic 
growth is good for earnings of companies in the right sectors, with strong business franchises and low 
levels of debt. We are coming into the third quarter earnings season, which the Manager expects will help 
stabilise markets, as investors reward solid earnings, which are still expected to be double-digit in the US 
and positive elsewhere in the world. Stock selection remains a key driver of performance as latter-stage 
investing favours companies that deliver above-consensus earnings, guide to better times ahead and 
have secular growth or resilient business models. These characteristics define the types of shares the 
Manager favours in client portfolios.

The violent nature of the October sell-off has left investors questioning whether this is the start of 
something more ominous. The bull market that started in March of 2009 is now close to 10 years old; a 
duration that has, in the past, coincided with the end of a cycle and the onset of a sustained downturn in 
economic growth and, thus, share prices.

The Manager believes that bull markets do not die of old age, but end when certain economic conditions 
are present: growth overheating, surging inflation, excessive Central Bank tightening and peaking 
earnings. End-cycle investing also coincides with high levels of euphoria and complacency, as opposed 
to the scepticism and fear that characterise markets today.

The Manager sees October’s volatility as a correction and not the start of a bear market or downturn. It 
believes that we are in the latter stages of an economic expansion that has further to run. While volatility is 
higher in this phase of the cycle, share markets can still deliver strong returns. Indeed, returns in the final 
years of a bull market can be well into double digits.

As multi-asset class investors, the Manager uses diversification and tactical positioning to cushion the 
experience of volatility. It also sees recent turmoil as an opportunity to reposition portfolios in favoured 
names and assets where upside has improved.
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The Manager's strategy in summary
In the current economic climate, the Manager still believes that shares can continue to outperform bonds; hence, it 
remains slightly overweight in equities and underweight in bonds.

The Manager thinks value is emerging in the UK and Europe, and is using this period of correction to review names 
which represent attractive value and could benefit from a significant re-rating if some of the Brexit uncertainties lessen.

The Manager remains positioned in alternatives, which continue to act as ballast in more volatile times.

Stock selection remains a key driver of performance, and the Manager remains well-diversified across global shares in 
companies which have an attractive growth dynamic, strong balance sheet, significant positive cash flow and resilient 
earnings. Many of these firms are global leaders in their sectors. The Manager likes companies which continue to invest 
to expand potential growth and protect franchise value; key competitive advantages in a world of disruptive innovation.

In the following sections, the Manager looks at some of the issues causing volatility and how it assesses current 
fundamentals.
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Corrections are normal 

10 years on from the start of the 
global financial crisis, investors are 
reflecting upon lessons learned.

After a slow and hard-won recovery, 
the global economy today is in robust 
shape. However, fears persist on a 
number of fronts. Can the US equity 
market continue to perform well? Can 
politics derail the economy? Are we 
approaching the end of the cycle? 
Does the recent downturn signal a 
more ominous period ahead?

Fears are always present in financial 
markets and corrections in response 
to these fears remain a normal 
feature of financial markets. See 
Figure 1, which shows the frequency 
of 10% market corrections – at least 
one or two every investing year.

In the latter stages of an investment 
cycle, these corrections happen 
more frequently as markets adjust to 
changing economic and interest rate 
conditions. This explains the lurch 
downward in October.

When corrections happen, it is 
important to refocus on fundamentals 
– this narrative remains supportive.

Figure 1. MSCI US annual returns versus maximum year-to-date declines

Source: Bloomberg Finance L.P.

Economic fundamentals are solid

The US economy continues to 
experience standout growth. The 
labour market is tighter than ever, with 
more job openings than unemployed 
workers, which should translate to 
higher wages. The ‘average Joe’ 
is feeling more secure in his job 
and, hence, consumer confidence 
and spending remain supportive of 
further economic growth. In addition, 
savings levels are high in the US and, 
hence, consumers are more willing 
and able to spend in an environment 
that is both more economically and 
financially secure.

Strong business confidence and 
supportive fiscal measures have 
translated into robust growth in 
business investment, especially in 
technology. Investment growth in IT 
equipment and software has been 
accelerating since 2016 to above 
10%* in 2018, almost twice the rate of 
broader investment spending growth. 
The Manager sees these levels of 
technology spend as a sea change 
in corporate mentality. Technology is 
no longer an adjunct to operations, 
but a core part of business strategy. 
In its view, companies must use 
technology to improve productivity 
and efficiency in order to protect 
margins. Indeed, in Q2, while wages 

rose by 2.7%** in the US, productivity 
rose by 2.9%** on an annualised 
basis. Hence, unit labour costs were 
effectively flat. This means that 
increases in productivity can serve 
as an important counterbalance to 
rising wages and, hence, negate 
further inflation surprises ahead.

Outside of the US, activity has cooled 
modestly, albeit from high levels in 
2017. Nonetheless, data remains 
resilient on the whole and, excluding 
the transitory impact of higher oil 
prices, inflationary forces remain 
contained, allowing policy makers to 
slowly adjust monetary policy through 
less quantitative easing and gently 
raising rates. 

However, investors recognise 
economic conditions are changing. 
The Manager has moved from a 
slower growth world, with extremely 
low interest rates and inflation, to 
a world of better economic growth 
and rising rates and inflation, albeit 
still modest by historical standards. 
Economic regime shifts of this 
type cause gyrations in markets as 
investors adapt. With higher rates, 
the prices of financial assets need to 
adjust. P/E multiples come down on 
stocks and bond prices move lower 
as rates rise.

*Source: Bureau of Economic Analysis, US Department of Commerce.
**Source: Bureau of Labor Statistics, US Department of Labor.
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Source: Strategas

Figure 2. Average US equity P/E multiples by US inflation trancheAs seen in Figure 2, small rises in 
inflation and interest rates lead to 
downward adjustments in valuations.
With developed market average core 
inflation levels still below 2%, and US 
markets trading at 17 times forward 
earnings, the Manager thinks most of 
the adjustment is now behind us.

Looking to the end of the year, the 
catalysts for the US equity market 
regaining ground remain compelling: 
strong earnings growth and a 
robust economy supported by both 
rising consumption and investment 
spending. Stimulative fiscal policy, 
cash repatriation and record levels of 
stock buy-backs are also supportive.

Fundamentals and earnings are 
solid in other parts of the world and, 
given the recent correction in equity 
markets globally, this has created an 
interesting opportunity. 

Indeed, valuations globally are now 
back down to below average, taking 
a 20-year view (see Figure 3).

However, stock selection remains a 
key driver of performance as latter- 
stage investing favours companies 
that deliver above consensus 
earnings, guide to better times 
ahead, and are in secular-growth 
or resilient  businesses. These 
characteristics define the types of 
shares the Manager looks to own in 
client portfolios.

Can politics derail these 
fundamentals? 

While fundamentals remain robust, 
political risks continue to worry 
investors. In the UK, Brexit remains 
a central concern, and businesses 
and investors may have to wait until 
2020 or beyond for clarity on the 
UK’s future relationship with the EU. 
Although the risk of a disorderly exit 
remains high, the UK has a number 
of tools, both fiscal and monetary, at 
its disposal.

In the event of a “good” deal, the UK 
market may benefit from the reversal 
of the underweight position in global 
asset allocation.

Trade tensions continue, with China 

squarely in President Trump's sights.

The Manager thinks a negotiated 
settlement (as happened with Mexico 
and Canada) will happen at some 
point, but perhaps not until after the 
Midterm elections. The Midterms 
themselves offer a source of 
uncertainty – if the Republican Party 
loses the House to the Democrats, 
further tax cuts (which would be 
supportive of growth) look unlikely, 
although infrastructure spending 
might be accelerated, as this has bi-
partisan support. Midterm elections 
since 1928, no matter which party 
wins, typically coincide with market 
strength.

In some Emerging Markets, Dollar 
strength and tighter off-shore liquidity 
have caused fragilities to turn into 
visible cracks. The market has tested 
the credibility of Central Bank policy 
in both Turkey and Argentina in 
recent months, forcing their Central 

Banks to hike rates to defend falling 
currencies. Reassuringly, other 
markets with stronger fundamentals 
– such as in Asia – have been more 
resilient.

In Europe, Italy’s populist government 
remains a source of concern. Plans 
for an expansionary budget would 
break EU deficit rules, causing friction 
between the EU and Italy. While Italy 
remains a thorn in Brussels' side, the 
Manager expects that, as with past 
Eurozone crises, politicians will find 
a “fudged solution” to hold the EU 
together.

While politics and policy continue to 
be a source of market volatility, the 
Manager does not see any of these 
challenges as yet having any material 
impact on economic growth, at least 
in large parts of the developed world.

Figure 3. P/E multiples versus December 2017 and 20-year average

Source: Bloomberg Finance L.P.
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In summary, global growth remains 
solid to robust and earnings are 
still growing. While shorter-term 
measures of global activity have 
weakened and political risks remain, 
the conditions for the cycle to 
continue remain in place. 

A recap on positioning

In the current economic climate, the 
Manager still believes that shares 
can outperform bonds, although it 
expects more modest returns and 
higher volatility than in 2017.

Share exposure

The corrections this year mean that 
stocks are trading on more attractive 
valuations. Security selection – being 
in the right companies, delivering 
strong earnings – will continue to be 
a key driver of performance. Stock- 
specific risk and dispersion within 
the market remain high, which is an 
ideal environment for active portfolio 
management.

At a regional level, the Manager 
favours equities in the US, Europe, 
Japan, and certain Emerging Markets. 
The Manager will consider adding 
to its investments in Europe/UK 
depending upon Brexit negotiations.

High-quality businesses that are able 
to deliver superior earnings growth 
remain at the core of its portfolios. 
The Manager looks for companies 
that have their own growth drivers 
and “self-help” policies. Dependable 
and resilient business models with 
strong cash flows are also favoured.

Fixed income exposure 

Tightening monetary policy is 
beginning to force rate expectations 
higher and, so, the Manager remains 
underweight bonds.

The Manager maintains its strategy 
of being overweight investment 
grade corporate debt with shorter 
maturities and generous yields, and 
underweight longer-dated Gilts. 
Within corporates, it has a focus on 
high quality assets.

This allows the Manager to 
conservatively generate some income 
for clients, but reduces its exposure 
to a rising yield environment.

Alternatives

In alternatives, the Manager remains 
invested in a broad cross section of 
income-producing assets such as 
those with exposure to infrastructure 
with inflation protected yields. It also 
has exposure to a range of strategies 
that are largely uncorrelated to shares 
and bonds, and tend to do well in a 
more volatile economic environment.

Are we approaching the end of the 
cycle?

Given the longevity of the current 
cycle, some investors remain 
concerned that we may be entering 
a less favourable environment for 
shares. The Manager believes that 
we are in a later phase of the cycle. 
However, it is important to remember 
that bull markets do not die of old age.

Looking at history, a number of 
common features have been shared 
by previous bear markets. These 
include overheating economic 
growth, rampant inflation, aggressive 
central bank tightening, surging 
commodity prices, peaking earnings 
and worrisome credit spreads, to 
name a few.

Indeed, arguably:

This recovery is still the weakest 
on record and circa 30% below 
(in GDP terms) past recoveries 
coming out of a recession.

Interest rates have moved higher, 
but real yields are still far below 
2%. Since WWII, we have never 
had a downturn with real yields 
still negative for most economies 
and at circa 1% for the US.

Earnings growth is far from 
peaking. Earnings tend to peak 
at 15% - 20% above trend. We 
are far from these levels at the 
moment.

Credit spreads are still benign.

Figure 4. Positioning Q4 2018

Source: CBAM, as at October 2018.
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Source: Close Brothers Asset Management

Any research in this document has been procured and may have been acted upon by Close Brothers Asset Management for its own purposes. The 
information is being made available to you only incidentally. The views expressed herein do not constitute investment, taxation or any other advice and 
are subject to change. They do not necessarily reflect the views of any company in the Close Brothers Group or any part thereof and no assurances 
are made as to their accuracy. Investments may not be suitable for everyone. Past performance is not a reliable indicator of future results. The value 
of investments and the income from them may fall as well as rise and is not guaranteed. An investor may not get back the original amount invested. 
Unless otherwise indicated, all information and opinions expressed in this document are those of Close Brothers Asset Management and are correct 
as of October 2018.

Disclaimer
VAM Discretionary Funds are compartments of VAM Managed Funds (Lux).
VAM Funds is the brand for VAM Funds (Lux) and VAM Managed Funds (Lux).
This document is intended for use by professional financial advisers only. The distribution of VAM Funds and the offering of the shares may be 
restricted in certain jurisdictions. Private investors should contact their financial adviser for more details on any of the products featured. It is the 
responsibility of any person in possession of this document to inform themselves of, and to observe, all applicable laws and regulations of any relevant 
jurisdictions. Prospective applicants for shares should inform themselves as to the legal requirements and consequences of applying for, holding and 
disposing of shares and any applicable exchange control regulations and taxes in the countries of their respective citizenship, residence or domicile.  
Click for Important Information

http://vam-funds.com/documents/VAM%20Managed%20Funds%20(Lux)%20Disclaimer.pdf

