
Year to date, the Manager has been of the view that better economic data, stronger earnings 
and benign inflation would favour equities over bonds. This view has served the Manager 
well and it still believes that, looking forward, shares will outperform bonds, and that stock 
selection and active management will continue to add substantially to returns. Looking 
forward to 2018, the Manager expects the synchronised global growth recovery to continue. 
It particularly likes the fact that the recovery is broadening in terms of regional and sector 
depth, as evidenced by strong increases in manufacturing data and improvements in 
investment spend. Earnings growth remains positive and upward revisions continue. Inflation 
remains contained, suggesting a still benign liquidity environment and there are signs that, as 
monetary policy (interest rates) tightens, fiscal policy (tax and spending policies) will remain 
supportive to growth. 

However, the Manager acknowledges the risks to its outlook – a relatively less benign liquidity 
environment as developed world central banks continue to either raise interest rates or 
tighten stimulus conditions. This is not a great environment for bonds and, if it happens too 
abruptly, can impact share markets as well. The Manager will need to keep a watchful eye 
on possible increases in wage inflation as labour markets tighten. China is likely to be less 
accommodative as the country seeks to grapple with reform of the state-owned sector and 
liberalisation of other parts of the economy. Political risks remain omnipresent and, in the 
Manager’s home market, Brexit negotiations bring uncertainty; particularly as we enter the 
all-important trade discussions ahead. 

After such a strong year for risk assets in 2017, the Manager can safely say that returns 
are likely to be more muted in 2018. This often happens after periods of strong shares 
performance. Volatility is also likely to be higher as we have not had a significant correction 
in equity markets and/or a market pull-back in some time. However, the Manager does not 
see conditions present that would signal the start of a bear market. Analysis of the past 13 
major market peaks, moreover, (1929, 1937, 1946, 1956, 1961, 1966, 1968, 1973, 1980, 1987, 
1990, 2000 and 2007) shows that missing the last 12 months of the ‘average share rally’ can 
cost investors dearly in terms of returns, 20% or more. Hence, in terms of positioning, the 
Manager remains modestly overweight shares and underweight bonds. Within its regional 
equity allocation, the Manager remains underweight UK equities, with a disposition to large 
capitalisation shares benefiting from global growth. The Manager remains overweight regions 
most attractively positioned to benefit from the improvement in the global growth dynamic: 
the US, Europe, Japan and Emerging Markets. The Manager is laser-focused on security 
selection, favouring sectors and companies where it thinks earnings growth will continue 
to deliver next year, at the moment leading to an overweight in technology, industrial and 
select consumer and financial shares. The Manager is keeping a watchful eye on the risks, 
prudently trimming positions which have shown strong gains while adding to securities in 
sectors which have done less well, where it can see earnings and valuation upside.
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Constructive global economics

As 2017 draws to a close, strong economic growth and stable inflation indicate that a synchronised 
global expansion continues.

Growth indicators, such as the PMI surveys, point to buoyant activity across all the main economies, 
with both services and manufacturing looking robust. This is the first time in 50 years that 45 of 
the world’s largest economies are showing a positive and improving trend. Consumer confidence 
in the main economies (excluding UK) is at elevated levels. 90% of the world’s largest economies 
are registering manufacturing PMI data in expansion territory, the first time in over a decade. There 
are signs of a revival in investment spending as well, with expectations that increases in capex on 
technology and business equipment could contribute meaningfully to growth in 2018. The broad-
based nature of this recovery suggests continued strength in 2018, with most forecasters expecting 
global growth to pick up further next year, in excess of 3.5%. However, this level of growth is not 
excessive as it only brings us back to trend growth of the last 50 years, suggesting durability beyond 
2018.

Benign inflation

Commensurate with this benign outlook for growth, inflation measures have been firming, but still 
remain within target Central Bank ranges. In the UK, higher inflation has been driven by more 
transient currency effects. Despite tightening labour markets, wage inflation, so far, has remained 
nascent. This has allowed monetary policy to remain relatively accommodative, with increases in 
interest rates being well aired and gradual in nature.

Additionally, the adoption of a more supportive fiscal policy in the US, Europe and Japan should lend 
further growth support.

Elongating the cycle

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. Key to its durability, the Manager 
believes, is containing inflation and improving productivity growth, the latter of which has been low 
by historical standards. 

Late-cycle economies are often characterised by rising inflation caused by wage increases that are 
not countered by productivity improvements. This combination can lead to increased central banks’ 
tightening and lower profit margins for shares. Higher levels of inflation, moreover, can put pressure 
on valuation multiples. History shows that inflation levels over 3-4% can cause Price to Earnings 
(P/E) multiples to contract, even in the face of rising earnings. 

Hence, the Manager is keeping an eye on productivity gains. Encouragingly, productivity is highly 
correlated to improvements in investment spending, which is showing distinct signs of recovery. 
Increasing productivity could allow economies to grow without exerting too much inflationary 
pressure. Higher wages, in real terms, are also positive for consumers, as real buying power 
improves sustaining growth from the service and consumer side of the economy. 

Hence, improvements in investment which lead to higher labour productivity and stable margins 
could be the upside surprise for 2018. Similarly, a risk to growth next year is rising wage inflation 
without improvements in productivity, leading to increased Central Bank tightening.

Earnings growth remains supportive

2017 has seen significant earnings growth across regions, a trend the Manager expects to persist 
into 2018 with the support of a more buoyant growth environment. Revisions are moving higher with 
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expectations of double digit earnings for next year, a still positive environment for shares. 

However, at current valuation levels, share prices will be driven by earnings, as there is limited scope 
for margin expansion. Volatility is also likely to increase. This means that companies which do not 
deliver earnings in line with expectations will be met with punishing contractions by investors. 

Early signs of a recovery in investment spending and productivity suggest that profit margins should 
remain protected in 2018, even though they are already above average.

Bear market triggers

Markets in 2017 have benefited not only from strong gains, but also from relatively low levels of 
volatility and the absence of a significant correction, such as investors experienced in 2016. The 
Manager thinks this nirvana state is unlikely to continue next year. It expects some form of market 
pull-back or correction, if only because we are overdue one in a historical perspective. Also, as the 
cycle matures, volatility in risk assets tends to increase. 

However, the Manager’s analysis of prior bear markets shows that few bear market triggers are 
present at the moment. Bear markets are often associated with rapidly rising rates and inflation, 
slowing economic conditions and profits under pressure. The Manager does see these conditions 
present at the moment and, hence, is content to ride out the volatility, in the interests of delivering 
returns. 

Analysis of the past 13 major market peaks, moreover, (1929, 1937, 1946, 1956, 1961, 1966, 1968, 
1973, 1980, 1987, 1990, 2000 and 2007) shows that missing the last 12 months of the ‘average 
share rally’ can cost investors dearly in terms of returns, 20% or more.

The UK: a special case

While growth in the world has improved, there is no doubt that Brexit uncertainty has impacted the 
UK. The UK has gone from being the fastest growing economy pre the Referendum to the slowest in 
the G7 currently. Consumers have suffered from rising imported inflation while domestic businesses 
have seen slower growth and reduced foreign direct investment. The one bright spot in the UK has 
remained a pick-up in the manufacturing side of the economy, which has benefited from robust 
global growth conditions and lower Sterling. The Manager expects this more muted growth picture 
to remain a feature of 2018, until Brexit negotiations and their impact on the UK economy become 
clearer. If the UK can achieve a Canada-style trade deal with accommodation for ‘passporting’ for 
the financial sector, investors would breathe a collective sigh of relief. Until this picture becomes 
clearer, however, the Manager remains cautious on the UK, with risks to political leadership, growth 
and currency stability.

Portfolio positioning

Given the positive global growth environment (excluding UK), the Manager remains overweight 
shares, and underweight bonds. It has continued to maintain a small allocation to alternatives for 
diversification purposes which also contribute to growth and income.

At a regional level, the Manager remains modestly overweight the US, Europe, Japan and Emerging 
Markets. These regions benefit from continued growth in economic and earnings growth, with still 
benign liquidity and support from fiscal policies looking forward to 2018. The Manager remains 
underweight the UK, with a focus on large capitalisation global companies, which benefit from the 
global expansion as opposed to Brexit risks.

Given the uplift in global GDP and improved earnings growth, the Manager believes that it is well-
positioned to benefit from the ongoing recovery in earnings, albeit balanced with volatility-reducing 
assets to manage risk. 
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However, it remains watchful of risks ahead. 2018 will likely be a year of more modest gains in 
share markets with increased volatility. As such, the Manager keeps an eye on risks to growth such 
as possible slowdown in China or risks to the benign liquidity environment, more rapid increases in 
interest rates if inflation, particularly wage inflation, picks up materially from here.

Within shares

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

The Manager is overweight industrial and technology sectors, and select financial and consumer 
shares, which, to date, have delivered very solid earnings and share price returns. The Manager 
is seeking exposure to companies benefiting from ongoing investment in R&D and innovation to 
sustain competitive positioning. Transformational technologies such as automation will continue to 
drive growth and productivity.

The Manager is keeping a watchful eye on the risks, prudently trimming positions which have shown 
strong gains while adding to securities in sectors which have done less well, where it can see 
earnings and valuation upside.

Still cautious on bonds

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

At some point, the ending of easy monetary policy may force rate expectations higher, and the 
Manager remains underweight Government debt and longer duration bonds.

Alternatives

The core of its 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 against 
any pick-up in geopolitical risk. 

Asset Allocation – December 2017

Source: CBAM, as at 01 December 2017

Disclaimer
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

The information contained in this document is believed to be correct but cannot be guaranteed. Past performance is not a reliable indicator of future returns. The value of 
investments will go up and down, and clients may get back less than invested. Opinions constitute our judgment as at the date shown and are subject to change without notice. 
This document is not intended as an offer or solicitation to buy or sell securities, nor does it constitute a personal recommendation. Where links to third party websites are 
provided, Close Brothers Asset Management accepts no responsibility for the content of such websites nor the services, products or items offered through such websites.

To learn more about the VAM Discretionary Funds, please contact us at
sales@vam-funds.com or on +230 465 6860

Source: Close Brothers Asset Management
Close Brothers Asset Management is a trading name for Close Asset Management Limited.
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