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Executive summary
Nearly 10 years on from the 2008 financial crisis, investors are asking three key questions in assessing markets 
in 2018:

How much longer can the economic cycle, which is long in duration by historical standards, last before rolling 
over into an economic slowdown?

Are rising interest rates and inflation undermining the case for risk assets?

As market volatility has risen in 2018, are we experiencing a correction or the beginnings of a more sustained 
market downturn?

The Manager believes 2018 will continue to enjoy strong economic and profits growth, but rising interest rates 
and inflation are bringing an added level of risk to markets. The Manager believes that shares will continue to 
outperform bonds. However, in contrast to 2017, when returns were high and risk (as measured by volatility) was 
low, the Manager expects more modest returns and increased volatility. In other words, risk assets can move 
higher, but investors will experience more bumps along the way.

Strategy in summary

The Manager expects the positive impact of continued strong economic growth to support earnings. Stock selection will 
continue to be a strong driver of returns.

Downturns can be disconcerting, but the Manager advocates taking a long-term view. These corrections make it possible 
for investors to purchase shares with strong fundamentals at attractive long-term valuations.

The Manager favours companies that are more exposed to the economic cycle, or have strong and growing top line 
growth with excellent cost control. It finds most of these companies in the technology, industrial and, selectively, consumer 
discretionary and financial sectors.

The Manager remains cautious of UK equities, given Brexit uncertainty and soft economic data, but still positive on our 
holdings in the US, Europe, Japan, Asia and Emerging Markets.

The Manager believes UK Government bonds offer unattractive yields and will be more sensitive to changes in interest 
rates and, hence, continue to favour short duration corporate bonds.

Within alternatives, portfolios hold a mix of assets offering diversified returns, including infrastructure indexed to inflation, 
some gold as a hedge against geopolitical risk, and absolute return funds.
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Source: Bloomberg Finance L.P., MSCI

Perfection cannot last 

In 2017, global equities delivered the best 
risk-adjusted returns in 30 years, achieving 
a total return of 22% in USD with the lowest 
volatility on record. Exceptionally, all 12 
months delivered positive gains (see Fig. 1) 
– a perfect year for returns. January 2018 
continued this trend with the best start to the 
year in more than 30 years.

However, in the first few weeks of February, 
the Manager has experienced higher 
volatility and sharp corrections in equity 
prices. This is not unusual. As also shown 
in the chart, a few red months are typical 
in share markets, even in years where the 
overall return is squarely in the green.

As we entered 2018, the Manager 
recognised that some corrective action is 
both likely and healthy. Corrections remove 
“froth” from markets, help reset valuations 
and become buying points for long-term 
investors such as ourselves to re-enter at 
lower prices.

Global growth trend continues 

2017 was a very strong year for global 
growth, with economic data improving 
throughout the year, a trend that has 
continued into 2018. Growth indicators, 
such as the Purchasing Managers’ Index 
surveys, point to buoyant activity across 
all of the main economies, with the US, 
Eurozone and China all in expansionary 
territory.

The recovery is not just global but broad-
based in nature with both service and 
manufacturing numbers moving higher, 
validating that the global economy is firing 
on multiple cylinders.

The Manager believes its breadth makes 
this recovery more durable and sustainable 
in nature. Indeed, the International Monetary 
Fund, in its recent report, called this the 
most powerful global synchronised upswing 
in a decade, updating their forecast for 
growth for 2018 and 2019 to 3.9% in both 
years (Fig. 2). 2017 marked the end of the 
post-crisis years of secular stagnation and 
2018 shows more of this positive growth 
acceleration.

Figure 2. IMF real GDP growth forecasts 2017-19

Figure 1. MSCI World Equity Total Returns

Source: DataStream, IMF.

MSCI: Neither MSCI nor any other party involved in or related to compiling, computing or creating the MSCI 
data makes any express or implied warranties or representations with respect to such data (or the results to be 
obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of originality, accuracy, 
completeness, merchantability or fitness for a particular purpose with respect to any of such data. Without limiting 
any of the foregoing, in no event shall MSCI, any of its affiliates or any third party involved in or related to compiling, 
computing or creating the data have any liability for any direct, indirect, special, punitive, consequential or any 
other damages (including lost profits) even if notified of the possibility of such damages. No further distribution or 
dissemination of the MSCI data is permitted without MSCI’s express written consent.
Past performance is not a reliable indicator of future results. An investor may not get back their original investment.
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At close to 10 years, however, the 
current economic cycle is somewhat 
long in the tooth which has caused 
some market participants to wonder 
how much longer it can be sustained. 
While the recovery may have gone on 
for longer than past post-recessionary 
periods, this recovery (even including 
the recent upswing) is still the weakest 
on record and circa 30% lower in GDP 
terms than prior recoveries (Fig.3).

Hence, the Manager believes that 
the recovery could continue for 
much longer. The recent pick-up in 
investment spending is important in 
this regard. In 2015, the contribution 
to growth from investment across the 
developed world was close to 0%. In 
the final quarter of 2017, investment 
spending in the major economies 
averaged 8%-10%. Investment 
spending is highly correlated to 
productivity growth, which has been 
unusually low.

Increasing productivity could allow 
developed economies to grow more 
than expected. Given the close 
relationship between investment 
and productivity gains, the Manager 
is encouraged that increases in 
investment spending could elongate 
the cycle, a trend that could be 
further boosted by tax incentives 
encouraging companies to increase 
capital spending.

The risk of rising inflation 

However, with this strong economic 
growth, investors are now faced with 
the risk of rising inflation. Inflation that 
most worries markets is wage inflation 
because, once embedded in the 
system, it is very hard to reverse. As 
economies grow stronger, companies 
tend to expand capacity and hire more 
workers causing unemployment rates 
to fall. Today, the US and UK are both 
experiencing tighter labour markets, 
with rates of employment dramatically 
improving in Europe as well. Looking 
at data going back 50 years, current 
levels of unemployment in the US, 
for example, would have resulted 

in wage gains of close to 5%. While 
wage gains are still less than 3% in 
the US and 1%-2% in other developed 
economies, rising wage gains will force 
interest rates higher in anticipation of 
inflation.

Central banks remain cognisant of 
the risk of wage inflation and have 
indicated they will drain liquidity and 
tighten monetary policy to prevent 
inflation rising too fast. The Fed in the 
US has already signalled three rate 
rises in 2017 and the Bank of England 
could raise rates, depending on Brexit 
and the pace of wage gains. The 
European Central Bank and the Bank 
of Japan are likely to slow the pace of 
liquidity injections as we move through 
the year. Hence, the new tune in 2018 
is modest rate rises, ongoing tapering 
and likely more hawkish central bank 
messaging around monetary policy.

However, a little inflation is good for 
shares – history shows that until 
inflation gets above 4%, and markedly 
so, share valuations are not materially 
impacted. Moreover, the current rate 
of inflation is still below central bank 
targets in most of the developed world.

Increases in investment spending, 
which lead to productivity gains, can 
also have a salutary effect on rising 
wages. Wage gains can be offset 
by increases in productivity. If wage 
gains coincide with rising productivity, 
inflation becomes less of a risk for 
markets. Indeed, markets can cheer 
the co-existence of rising wages 

(which helps consumer spending) with 
stable unit labour costs, if buttressed 
by productivity gains.

Increases in wage gains and fears 
of rising rates and inflation will, 
nonetheless, remain worries in 2018, 
causing the markets to swoon and 
reverse as investors digest and 
assimilate the new world of somewhat 
tighter liquidity.

Earnings growth remains 
supportive

Rising corporate earnings are a key 
driver for markets in 2018, supporting 
share prices and valuations. The 
global synchronised upswing is 
delivering strong earnings growth, 
with expectations continuing to 
move higher. Consensus earnings 
forecasts are now predicting double-
digit earnings gains in 2018 for the 
developed world, with higher forecasts 
for emerging economies.

Earnings, however, must continue to 
deliver in a rising rate environment. 
Rates and earnings are in a horse 
race in which the trajectory of earnings 
growth must always be slightly higher 
than any move higher in long-term 
rates to support share prices.

As in 2017, stock selection will 
remain critical to returns. Companies 
with earnings surprise on the upside 
versus expectations can continue to 
enjoy solid share price returns. But, 
this is a “don’t disappoint” market. 
Companies that do not deliver the 

Source: DataStream.

Figure 3. Comparison of current recovery to prior recoveries
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anticipated earnings, or disappoint 
versus higher expectations, can be 
met with immediate downward shifts 
in share price. In this sense, downside 
risk is greater than in the past.

The Manager's answer is to remain 
laser-focused on its global company 
research, seeking those excellent 
businesses delivering good guidance 
and earnings. The Manager is also 
reviewing companies that trade at 
more attractive relative valuations with 
clear and resilient business models.

The economic cycle and returns

To understand if we should fear the 
start of a sustained downturn, let us 
consider an investment “clock” which 
connects the stages of the economic 
cycle to market returns. This is 
depicted below with colour coding to 
make it easier to describe (Fig. 4).

Starting in the lower left corner (Red), 
we experienced the last bear market 
in 2008-2009. It lasted roughly 18 
months, which is very typical. Indeed, 
the last five bear markets over the 
past 50 years, have all lasted around 
18 months.

The next phase of the economic cycle 
is called Reflation (the Green area). 
Reflationary periods are normally 
characterised by improving economic 
growth, still falling inflation and very 
easy monetary policies as central 

banks cut rates and provide liquidity.

Typical reflationary periods normally 
last two years. What is so unusual 
about this cycle is that the global 
economy spent close to eight years 
(from late 2009 to late 2016) trying to 
reflate.

It looks as if we finally got there in 
2017 as the world economy shifted 
right to what we call “Goldilocks” – not 
too hot, not too cold (the Blue area). 
Goldilocks was precisely where we 
were by late 2017: strong economic 
growth around the world, still benign 
inflation and central banks only 
beginning to consider normalising 
interest rate policies. In Goldilocks, 
earnings growth surprises on the 
upside, and analysts scramble to 
upgrade their global growth and 
earnings forecasts. This is exactly 
what happened last year.

The Manager thinks 2018 remains in 
the late stage of Goldilocks as we have 
not yet entered the Orange area, called 
“Tougher Times Ahead”. This is where 
economies are clearly overheating, 
inflation is surging and central banks 
are aggressively tightening monetary 
policy in response. Tougher Times 
Ahead is a precursor to the end of 
the business cycle and the start of a 
new bear market. Financial markets 
are typically very bubbly during this 
stage, with euphoric levels of investor 

sentiment. Other signs of euphoria 
are extreme levels of bullishness, 
rampant mergers and acquisitions 
and initial public offering activity, and 
high participation of retail investors 
in the stock market. Markets are also 
characterised by lower and lower 
levels of stocks hitting new highs and 
an erosion in market breadth (investor 
exhaustion). The Manager does not 
see these extreme signs today.

The left hand side of the clock: 
bonds outperform shares

Bonds typically outperform shares 
during both phases in the left hand 
side of the diagram – the bear market 
and reflation periods – which is exactly 
what we saw. The shares that do well 
in both periods unsurprisingly tend to 
be safe haven companies, shares that 
have bond-like characteristics and 
more defensive types of companies. 
This pattern is consistent with this 
post-financial crisis experience.

The right hand side of the clock: 
shares outperform bonds

In phases on the right hand side of 
the diagram (Goldilocks and Tougher 
Times Ahead) shares outperform 
bonds. This is what happened last 
year and the Manager thinks will 
continue in 2018. The types of shares 
that do well in these periods are 
companies that are most exposed to 
an improving global economy which 
have also kept costs contained. 
These stocks, tend to show the best 
earnings upside surprise. Technology, 
industrial, and some consumer 
discretionary and financial stocks tend 
to show these characteristics. This is 
what is happening now, and where the 
Manager is largely positioned.

The latter stages of this investment 
clock are also consistent with a pick-
up in commodity prices and a more 
beneficial environment for emerging 
economies. The Manager expects that 
this will happen again. It is currently 
slightly overweight the emerging and 
Asian economies, and is looking to 
use the current pull-back to add to 
selective positions.

Source: DataStream.

Figure 4. Investment clock
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Does this always work?

It should be noted that one thing 
that can accelerate a move from 
Goldilocks to Bear Market is a 
significant policy error or geopolitical 
calamity. While there are many areas 
of political risk – Brexit, protectionism, 
NAFTA renegotiation and North Korea 
to name a few – the Manager does not 
see any of these being a destabilising 
force to global growth at this time. As 
always, the Manager keeps a vigilant 
eye on politics and geopolitics, but 
no risks seem to be of a character or 
magnitude to undermine the bull cycle 
for now.

A recap on positioning

In the current phase of the economic 
cycle, the Manager expects equities 
to continue to outperform bonds, but 
there will be a period of adjustment 
as market participants adapt their 
positioning across sectors. This 
is causing volatility to rise and 
asset prices to correct. Short-term 
downturns can be disconcerting, but 
these corrections make it possible 
for investors to purchase shares with 
strong fundamentals at attractive 
long-term valuations.

Hence, the Manager remains 
overweight shares and underweight 
bonds. It has continued to maintain 
a small allocation to alternatives for 
diversification.

Within its regional equity allocation, 
the Manager favours regions most 
attractively positioned to benefit from 
the improvement in the global growth 
dynamic: the US, Europe, Japan, Asia 
and Emerging Markets.

The Manager is cautious on the UK, 
where uncertainty remains high, 
growth is sluggish and Brexit remains 
a risk.

As ever, the Manager remains well-
diversified across asset classes, 
regions and sectors. Given the uplift 
in global GDP and improved earnings 
growth, it believes that it is well 
positioned to benefit from the ongoing 
recovery in earnings. However, 
the Manager sees higher volatility 
persisting and continues to look for 
ways to add to volatility-reducing 
assets to manage risk. Across asset 
classes, the Manager is adding to 
positions in favoured names on 
weakness.

Shares the Manager favours

High-quality businesses that are able 
to deliver superior earnings growth 
remain at the core of the Manager's 
portfolios. It 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.

At a sector level, the Manager is 

overweight the technology and 
industrial sectors which, to date, have 
delivered very solid earnings and 
share price returns, and selectively 
positioned in consumer discretionary 
(disruptors) and financial shares. It 
is also seeking exposure to long-
term secular themes, such as electric 
vehicles and cyber security.

Transformational technologies, such 
as companies exposed to automation, 
are also attractive as they continue to 
benefit from increases in investment 
spend and productivity.

A conservative bond strategy

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

At some point, tightening monetary 
policy may force rate expectations 
meaningfully higher, and, so, the 
Manager remains underweight bonds.

Alternatives for diversification

The Manager's alternatives allocation 
includes diversified sources of return 
including infrastructure investments 
(which offer yield and inflation 
protection), absolute return funds 
(a source of uncorrelated returns), 
and gold. As a safe-haven asset, 
gold should provide protection if 
geopolitical sentiment deteriorates.
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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 February 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 your 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

Figure 5. Positioning Q1 2018

Source: CBAM, January 2018

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

