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Executive summary
After an almost perfect year for returns in 2017, markets were ripe for a correction and increased volatility, and this 
came in spades in Q1. The catalysts were, initially, the prospect of tighter liquidity and anticipated interest rate rises 
in February, triggering the first sell-off in risk assets. Markets briefly rebounded and then corrected again on fears 
that threatened tariffs and increased protectionism by the US could evolve into a full blown trade war. Recently,  
markets have been moving up and down on headline news, which can be unsettling for clients.

The message of the Manager is simple. It continues to believe that 2018 will be a year of modest positive returns, 
with bouts of market turbulence. The Manager is currently in a corrective phase, which, looking at history, could 
last two to three months, but which typically sets the foundation for better gains throughout the rest of the year. 
While risks have risen, the Manager continues to see solid fundamentals.

Indeed, despite the turbulence, there is a lot for investors to cheer. Global growth is still positive and improving, 
albeit with less momentum than in the latter half of 2017. The capex recovery remains intact and is potentially 
supportive of productivity gains in the months ahead. Earnings, meanwhile, are expected to be strong in Q1, and 
could serve as a catalyst to stabilise markets. While valuations are not cheap, the correction has returned markets 
to below long-term fair value, which is supportive if earnings gains in Q1 deliver as expected.

The base case remains that trade friction (the source of recent market volatility) will not have a lasting economic 
or inflationary impact, although for the moment the war of threatened tariffs continues. Elsewhere, the Manager 
expects continued moves higher in interest rates and inflation, a less benign environment than last year, but not an 
extreme form of tightening. Geopolitical tensions remain, in particular Syria and Russia, the outcome of which are 
uncertain, but none at the moment seems severe enough to impact global growth and confidence.

Bouts of market volatility create opportunities for active managers such as the Manager. Recently, it has trimmed 
its overweight position in equities and is now only modestly overweight. At a regional equity level, the Manager 
remains underweight UK equities, still favouring the US, Europe, Japan and Emerging Markets, where it continues 
to find attractive opportunities, now more cheaply priced. In bonds, the Manager is conservatively positioned 
largely in short duration corporate credit as it expects rates to rise slowly from here on. It continues its search for 
uncorrelated returns in its alternatives exposure and is likely to add further in this area as the year progresses.
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Are we through the correction?

After a perfect year for returns in 
2017, with strong returns and low 
levels of volatility, 2018 was ripe for a 
correction, particularly after markets 
hit new highs in January. 2017 had, 
in retrospect, all the hallmarks of 
the perfect Goldilocks scenario for 
risk assets: strong economic and 
earnings growth in an environment of 
benign liquidity, few fears of inflation 
and still low rates. Most of these 
positive factors are still in place, but 
perhaps less pronounced than last 
year. The initial sell-off came on the 
back of strong wage gains in the US, 
a reminder that economies such as 
the US and UK, which are near full 
employment, can see increases in 
wages, and thus inflation, ahead. 
Markets, then, initially rebounded 
as investors assessed the damage 
from tightening liquidity to be less 
severe than initially believed. The 
correction, then, restarted on trade 
frictions. Currently, this is only a war 
of threats and words, initiated by the 
US, but leading to fears of escalating 
threatened tariffs from China. At the 
sector level, many that have been 
leading returns have been affected: 
technology on fears (the Manager 
believes overblown) of rising 
government intervention; industrials 
as the trade spat has escalated; and 
financials on somewhat flatter yield 
curves and increased volatility. While 
recent months have certainly been 
challenging for investors, corrections 
are important and a normal part of 
investing in risk assets. They also 
help to remove froth from markets 
and reset valuations to be more in 
line with longer-term trends.

Are we through the correction? This 
is hard to say, but, as seen from 
the charts opposite, corrections 
are not only a normal feature of 
financial markets, but are normally 
characterised by two to three moves 
of 10% or more up and down before 
markets stabilise (Fig. 1). Corrective 

Figure 2. S&P 500 Price Performance before and after -10% or Greater Corrections (Since 
1990, Indexed to 100 at Correction Trough)

Figure 1. MSCI World Price Level in GBP vs. 1m 10% Falls

Source: Strategas.

Source: Bloomberg Finance L.P., to March 2018.

markets are often excellent buying 
opportunities (Fig. 2), but the 
corrective phase can last up to three 
months. 

While valuations are not excessively 
cheap, they are now back down 
to below average levels, using the 
average of the last 20 years by way of 
comparison. This level of value offers 
investors a much greater margin of 
safety and can be supportive to future 
gains, particularly if earnings growth 
continues as the Manager  expects. 
(Fig. 3).

Additionally, the occurrence of a 
correction in a given year does not 
preclude positive returns. In over half 
of years when a correction of 8%-
12% has occurred, the calendar year 

performance has still been positive. 

Finally, active management tends 
to shine in this more volatile kind of 
market. The research by the Manager 
shows that active managers perform 
better in an environment of increased 
volatility, even though it feels much 
more uncomfortable and riskier 
compared to the more benign market 
conditions of last year.
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Source: Bloomberg Finance L.P. Last = April 2018.

Figure 3. Price to Forward Estimate PE multiples versus December 2017 and 20Y Average – 
MSCI US and MSCI World indices

But what are the fundamentals 
telling us?

Global economic growth remains 
strong this year and, while the pace 
of momentum has slowed somewhat 
(not atypical in Q1), the Manager still 
thinks the global economy is tracking 
to deliver an improving growth number 
of 3.5% to 3.9%, an increase from last 
year and the best level of economic 
growth in over 10 years.

However, unlike last year when 
inflation was still low and tepid in 
absolute terms, strong economic 
growth has begun to contribute to 
higher inflationary expectations. 
As growth accelerates, the risk in 
economies close to full employment 
(such as the US and UK) is that 
increases in wage gains will ultimately 
feed through to higher inflation.

While the Manager expects inflation 
to continue to firm, it expects it to 
strengthen more gradually than past 
economic cycles for two reasons. 

First, investment spending has been 
growing strongly and productivity 
gains may follow. Increases in 
productivity (low by historical 
standards) could assuage the impact 
of wage increases. Second, while 
economic data continues to be very 
strong, an ageing demographic, a 
globally competitive economy and 
technological forces all continue to 
weigh on labour’s ability to negotiate 
strong wage gains.

Recognising this fact, central banks 
have adopted more of a tightening 
bias versus 2017; however, this is 
largely precautionary. Inflation is still 
largely below central bank targets and 
looks to be moving higher only slowly. 
The aim of central banks, moreover, 
is price stability. Hence, they will look 
to normalise rates, either to prevent 
economies from overheating or wage 
gains becoming fully entrenched in 
inflation expectations.

While the Manager expects the 

narrative of less benign liquidity and 
higher rates in 2018 to continue, 
rates in absolute terms are still low by 
historical standards.

Moreover, a little inflation is good 
for shares – history shows that until 
inflation gets above 4% and markedly 
so, share valuations are not materially 
impacted. Shares can still move higher 
in a rising bond yield environment 
as long as earnings growth remains 
supportive.

Can earnings continue to deliver?

Rising corporate earnings are likely to 
be a key driver for markets in 2018, 
and Q1 earnings could well be the 
trigger to stabilise markets. Indeed, 
earnings must 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. 

The base case is that economic 
growth remains robust, rates rise 
gradually and earnings will deliver. 
However, as we have already seen 
so far in 2018, stock-specific risk is 
higher in a more volatile environment. 

Companies whose earnings surprise 
on the upside versus expectations 
could see a nice rebound from current 
share price weakness. But 2018 
remains a “don’t disappoint” market. 
Companies that do not deliver versus 
expectations can expect continued 
share price weakness. In this sense, 
the market is more asymmetric to the 
downside than in the past. 

The Manager's answer is to remain 
laser-focused on its global company 
research. Many of its holdings are 
now trading at much more attractive 
relative valuations, giving the Manager  
greater confidence in the potential for 
share prices to rebound as the year 
progresses.

But what are the risks of a trade 
war?

In recent weeks, concern intensified 
that the US and China may be on 
the brink of a trade war, with US and 
global stocks declining, along with the 
US Dollar.

Trump has long been vocal about 
tackling trade practices that do not 
protect US intellectual property (IP) 
and which are viewed to have harmed 

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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Geopolitical fault lines are shifting

While many of the geopolitical risks 
that were front of mind in 2017 have 
subsided somewhat (tensions with 
North Korea for example), others have 
intensified such as those between 
the US, Syria and Russia, which are 
beginning to weigh on markets. As 
UK investors, the UK’s relationship 
with Europe also remains a risk. As 
ever, the Manager remains watchful. 
Geopolitical tensions remain, but 
none at the moment seems severe 
enough to significantly impact global 
growth and confidence.

A recap on positioning

Global growth remains solid and the 
Manager expects positive upcoming 
news on Q1 earnings to be a catalyst 
for equity markets to stabilise, 
particularly in light of more attractive 
valuations.

In this environment, the Manager 
is modestly overweight shares and 
underweight bonds.

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

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

Within these regions, the Manager 
favours shares of high-quality 
businesses that are able to deliver 
superior earnings growth, and these 
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. 

At a sector level, the Manager is 
overweight the technology and 
industrial sectors which, year to date, 

production and employment.

While several countries have been 
cited as offenders, China – which 
accounts for over half of the US’s 
ballooning trade deficit – is squarely 
within his sights.

As part of the Made in China 2025 
initiative, China is seeking to become 
dominant in a range of technology 
areas. The US recognises that China 
is likely to be a more significant 
competitor in technology innovation 
in the future, an area in which the US 
has historically believed that it has 
held a competitive advantage. Trump, 
in moving to protect IP and reverse 
the size of the US trade deficit, is 
ostensibly protecting both current and 
future US profits.

Clearly, an all-out trade war would be 
negative for global growth, inflation 
and for financial markets, including 
the US. The Manager believes that 
Trump knows this, and will not want 
to undermine the US stock market 
(indeed, he takes full credit for its 
strength in 2017) or his ambitions for 
US growth after recent tax reforms.

The Manager's expectation is that 
current friction on trade is a ‘Trumpian’ 
negotiating tactic. However, China 
is not one for rolling over and has 
embarked on measured retaliation. 
It will be a few months before the 
threat of tariffs take hold. The base 
case is not a trade war but continued 
trade friction that will likely result in a 
negotiated settlement.

Should relations deteriorate, certain 
stocks could be affected more than 
others. The Manager is looking 
to identify vulnerable products, 
industries and companies, but also to 
find opportunities. Some companies 
could benefit from restrictions, and 
the Manager will be seeking specific 
areas in which one country may have 
a stronger position over another. Once 
again, being an active manager can 
help defray, and maybe even benefit 
from, trade volatility.

have still delivered very solid earnings 
and share price returns, despite 
recent weakness. The Manager is 
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 
spending.

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

Within the alternatives space, the 
Manager is focused on finding 
investments that deliver uncorrelated 
returns, as these securities offer better 
protection at times when traditional 
asset classes are suffering losses. 
The Manager also holds gold. As a 
safe-haven asset, gold should provide 
protection if geopolitical sentiment 
deteriorates.

In conclusion

The Manager still sees solid 
fundamentals for 2018, albeit in an 
environment of greater turbulence 
and risks. It continues to expect 
modest positive returns for this year; 
however, it will feel bumpier and more 
uncomfortable a ride than the more 
benign environment of 2017.
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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 March 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

Figure 4. Positioning Q2 2018

Source: CBAM, as at 31 March 2018

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

