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LOOKING FORWARD WITH CONFIDENCE AND TREPIDATION
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Executive summary
With global economic data continuing to improve, the Manager has turned its focus from the outlook for growth to 
the likely path of inflation and interest rates. The Manager continues to believe that equities will outperform bonds 
this year, and that stock selection and active management will continue to add to returns.

Confidence

Asset prices have continued to respond positively to the improvement in global economic activity. Data in 
Europe, the US, Japan and Emerging Markets has surprised positively. Growth is less positive in the UK, but 
international companies the Manager owns are still benefiting. Better growth, globally, has also translated to 
better earnings for overseas companies it holds. 

The Manager believes that the current synchronised improvement in global activity can continue and that 
for now, at least, inflation remains relatively benign. With improving growth and tighter labour markets, the 
Manager is keeping a watchful eye on the inflation outlook ahead. 

Political stress, so far, has not materially dampened the improving pace of growth. Fiscal and monetary policies 
are still supportive of risk assets. 

Trepidation
With price earnings multiples at historical highs, the strong corporate earnings growth we have seen, so far, 
in 2017, was necessary to support prices. Year-on-year comparisons will become tougher to beat, even with a 
brighter economic backdrop. 

Interest rates are likely to rise from here, and extended valuations suggest that a correction or consolidation 
in markets is possible, but the Manager feels that the conditions necessary for a bear market are not in place. 

Political risk remains in a number of regions and could be a trigger for a bout of market uncertainty. However, 
at this point, politics is not having a material impact on growth, with the possible exception of the UK. 

Strategy in summary
Markets have been good to investors this year, with equities, in particular, delivering strong performance in 
absolute returns. 

The Manager expects the positive impact of a better growth environment and the prospect of higher interest 
rates to continue to favour equities over bonds, despite demanding PE multiples. 

Having trimmed risk entering the summer, a time that tends to be seasonally weaker for asset prices, the 
Manager is adding to equities and trimming its fixed income exposure somewhat. 

The Manager has added to US equities where the market offers attractive potential earnings growth, and the 
possibility of upside from tax reform and ongoing deregulation. 

The Manager has further cut its allocation to UK Government bonds, which offer unattractive yields and which 
will be more sensitive to changes in interest rates than equities. 

Within alternatives, the Manager has maintained an exposure to infrastructure indexed to inflation, some gold 
as a hedge against geopolitical risk, and some exposure to absolute return funds for diversification.
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Confidence
The economic environment of 2017 
remains supportive to risk assets as 
stronger global growth continues, 
with a number of indicators across 
global economies showing renewed 
strength.

Growth indicators are positive

Global trade growth shows signs of 
accelerating, and commodity prices 
are firming. China shows signs of 
stronger, if fitful, growth, and the global 
money supply remains supportive.

Business survey data, a leading 
indicator for future growth, points to 
a positive outlook for developed and 
emerging economies. In the US and 
Europe, economic growth continues 
to strengthen. Economic surprise 
measures, which track whether data 
surprised or disappointed, show 
that both regions have returned to 
positive territory. The relaxation of 
some calming measures in China and 
US Dollar weakness have boosted 

Figure 2. MSCI World – YoY earnings growth

Figure 1. Developed versus Emerging – PMIs

activity in Asia and Emerging Markets.

We are in the midst of a global 
synchronised growth recovery, with 
GDP likely to achieve 3.1% in 2017, 
about in line with the average for 
the last 20 years. PMI indicators 
are in expansionary territory in both 
Developed and Emerging Markets 
(see Figure 1).

Focus on inflation

With economic data continuing to 
improve, the Manager has turned its 
focus from the outlook for growth to 
the likely path of inflation and interest 
rates.

While global inflationary pressure 
remains subdued, central banks are 
voting to normalise the excessive 
liquidity injections of previous years. 
That said, with wage inflation ranging 
between nascent and non-existent, 
central bankers continue to enjoy 
some flexibility, and the Manager 

is sceptical of the likelihood of an 
aggressive rate hiking cycle.

On this basis, it expects the improved 
environment for global growth to 
continue into the year-end; albeit with 
potential for the rate of improvement 
to slow in 2018, as year-on-year 
comparisons become less favourable.

The shift to fiscal

While monetary policy may become 
somewhat tighter, fiscal policy 
remains more supportive. After years 
of austerity, expansionary fiscal policy 
looks more likely in a number of 
regions, including the US and Europe.

Earnings are improving

With the improvement in economic 
growth, earnings growth is also 
improving, with almost all global 
sectors and regions showing positive 
year on year earning growth as seen 
in Figures 2 and 3.

Source: Bloomberg Finance LP.

Figure 3. Regions and sectors with positive YoY earnings growth

Source: Bloomberg Finance LP.
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Trepidation
Is a correction on the cards?

Overall, the summer months have 
been relatively constructive, though 
the Manager notes that August and 
September were more volatile, with 
currency volatility increasing the risk of 
holding overseas assets. Nonetheless, 
the Manager has not seen the kind of 
broad-based downward correction in 
asset prices that might have helped to 
make investors more comfortable with 
valuations.

With strong data thus far, the rate of 
earnings improvement may now be 
on the decline as the year progresses, 
as comparisons become more 
demanding.

Given that asset prices remain 
elevated, we could easily see a market 
consolidation or pull-back, but should 
we be worried about the possibility of 
a bear market?

If we look at history, there are a number 
of conditions that bear markets have 
had in common. Oil prices have 
spiked in almost all instances. The US 
Federal reserve had been hiking rates 
and long-term yields were rising in the 
majority of instances. In most cases, 
equity valuations were extremely 
extended and contracted as rates 
rose. Consumer euphoria and a 
slowdown in manufacturing have also 
been common, along with geopolitical 
crises. Of these bear market triggers, 
the Manager believes that few are 
evident today.

Today, geopolitical risk is elevated 
in a number of regions, but this risk 
does not appear to be weighing on 
growth. Interest rates are likely to 

increase from here, but the Manager  
does not expect them to rise steeply. 
As the graph in Figure 4 shows, the 
changes in interest rates that have 
caused recessions in the past have 
been sharp and aggressive ones. 
Valuations are arguably extended 
by historical standards, but not as 
expensive as past market peaks, and 
earnings growth is offering support.

While changes to the outlook for 
interest rates and above average 
valuations do suggest that a 
correction or consolidation is possible, 
the Manager feels that the conditions 
necessary for a bear market are not 
in place.

Political risk remains elevated

There is no lack of things to worry 
about in the political and geopolitical 
arenas.

UK

In the UK, Brexit negotiations continue, 
and economic data has seen some 
deterioration. Given Prime Minister 
May’s weakened position and reliance 
on the DUP, uncertainty arguably is 
greater.

The Manager expects currency 
to continue to be an adjustment 
mechanism, with the Pound potentially 
further undermined by the UK’s large 
current account deficit.

The Manager remains underweight 
in the UK with most of its exposure 
to international earners: companies 
which benefit from a Sterling 
decline and are less impacted by 
any weakness or uncertainty in the 
domestic economy.

US

The pace of US legislative progress 
has been disappointing, and political 
controversy continues to undermine 
President Trump’s ability to get 
things done. Ongoing tensions with 
North Korea and other nations have 
provided ample distractions.

However, the Manager still expects 
some tax reform and fiscal stimulus, 
but probably not until early 2018. Much 
of the early euphoria around Trump 
stimulus has dissipated, and so, any 
progress on tax reform could be taken 
as a positive surprise for markets.

Tax cuts, in particular, would be 
favourable for many of the shares the 
Manager owns, which might benefit 
from a cash repatriation amnesty, 
lower overall tax and increased 
incentives for investment spending.

Europe

In Europe, economic data continues to 
be encouraging, with positive surprise 
in both domestic and investment 
indicators. The election in Germany 
has not given Merkel the easy coalition 
she, no doubt, would have favoured, 
and the Catalan independence issue 
raised questions over European unity. 
Elections in Italy still lie ahead.

In summary, political surprise and risk 
have been a feature of markets, and 
the Manager believes will remain so. 
As long as politics does not undermine 
the improving tone for growth, then 
events may increase volatility (which 
has been unusually low) without 
necessarily changing the trend in 
markets.

Source: CBAM, DataStream.

Figure 4. Fed funds effective rate and recessions



4

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 2017.

Source: CBAM, October 2017 

Constructive outlook: remains more supportive for equities

To benefit from the improvement 
in global growth, the Manager is 
adding to cyclical sectors such 
as financials, which are also 
benefiting from less regulation.

Transformational technologies 
and secular growers such as 
automation, e-commerce and 
electric vehicles will continue to 
drive growth and productivity. The 
Manager has direct exposure in all 
these areas.

Whilst valuations are richer than 
the global average, the Manager 
continues to remain slightly 
overweight the US, believing it still 
offers attractive potential earnings 
growth. Trump’s policy measures 
may take longer to filter through 
than the Manager had hoped, 
but they could still offer a boost 
to corporates, the extent of which 
is not fully appreciated by the 
market. 

The Manager also remains 
overweight Europe, and modestly 
overweight Emerging Markets 
and Japan, where companies 
are continuing to trade on less 
demanding valuations and to 
deliver positive earnings surprise. 

The Manager remains underweight 
the UK and continues to favour 

Investment Strategy

Positioning 

As multi-asset class investors, 
the Manager remains well-
diversified across asset classes, 
regions and sectors. Given the 
uplift in global GDP and earnings 
growth, the Manager is positioned 
to benefit from a recovery in 
earnings, balanced with volatility-
reducing assets should sentiment 
deteriorate.

Having trimmed risk before the 
summer, the Manager is adding 
again to equities now that the 
period of seasonal softness 
is behind us. The Manager 
continues to be underweight in 
bonds and the Manager maintains 
a small allocation to alternatives 
for diversification.

Equity 

High-quality businesses able to 
deliver superior earnings growth 
remain at the core of the Manager's 
portfolios. It favours companies 
that have their own growth drivers 
and “self-help” policies.

At a sector level, the Manager is 
overweight consumer, industrial 
and technology sectors which, to 
date, have delivered very solid 
earnings and share price returns.

international earners, given the 
continued risk to growth from 
Brexit-related uncertainties.

Bonds

While inflation remains subdued, 
the Manager remains underweight 
bonds generally. At some point, 
the end of easy monetary policy 
or fears of inflation may force rate 
expectations higher, causing bond 
markets to correct. 

The Manager maintains its strategy 
of being overweight investment 
grade corporate debt with shorter 
maturities, and underweight longer-
dated Gilts. 

The Manager has further trimmed 
its Gilts' allocation, given the 
increasing likelihood of an interest 
rate rise and the asset class’s 
unattractive return prospects.

Alternatives

The core of the Manager's 
alternatives allocation currently 
is long-dated infrastructure 
investments (which offer yield and 
inflation protection) and gold. As 
a safe-haven asset, gold should 
provide protection in the face 
of any geopolitical conflicts or 
controversies. North Korea remains 
a potential destabilising force.

Disclaimer
VAM Funds is the brand for VAM Funds (Lux) and VAM Managed Funds (Lux).
The distribution of this document and the offering of the shares may be restricted in certain jurisdictions. 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
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