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Growth and earnings trump Trump and trade

Executive summary
Markets have recovered in the last three months as investors have responded to continued evidence of solid 
economic and earnings growth. However, given volatility and weakness in Q1, returns for the year are fairly flat.

Fundamentals remain constructive. Global growth is strong, particularly in the US where, at above 4% quarter on 
quarter annualised, growth in the second quarter has recorded its best reading in ten years. Elsewhere, growth 
momentum has slowed somewhat, with Europe and UK showing the greatest relative weakness. However, globally, 
growth still remains positive and inflation is relatively benign. Most encouragingly, investment spending by 
companies continues to strengthen, which can help to elongate the cycle and serve as a counterbalance to rising 
wages.

Corporate earnings continue to be resilient, again led by the US which is expected to show another quarter of over 
20% earnings growth (albeit buttressed, somewhat, by one-off tax cut gains). Profits growth, elsewhere, also looks 
solid. As earnings have grown faster than markets this year, valuation multiples have improved. Price earnings 
(P/E) multiples at the index level are now back to long-term trend.

With expectations high, companies that do not deliver earnings can be met with sharp downward adjustments 
in share prices. Divergence in share price performance during 2018 has meant that it is very much a year in 
which being in the right sectors and stocks continues to be crucially important. In the current economic climate, 
the Manager still believes that shares can continue to outperform bonds, but acknowledges that stock-specific 
volatility is much higher than in 2017.

Market breadth is narrow, with only a few sectors continuing to deliver above-average gains: technology, consumer 
discretionary and energy, for example. The Manager would like to see a broadening of this leadership to carry 
markets higher but, in any event, expects modest returns from here as we head into the year end.

The Manager remains slightly overweight equities and underweight bonds. Within regions, the Manager still favours 
the US and has benefited from strong stock-specific returns in sectors which have been outperforming. The UK 
Index continues to be attractively priced, with an above-average dividend yield, offering income and exposure to 
sectors that do well in the later stages of the cycle. Recent GBP weakness has been a positive for this market, 
which has significant overseas earnings. The Manager has trimmed exposure slightly in Europe, but continues to 
maintain its exposure to Asia and Emerging Markets.

Within bonds, the Manager thinks yields are likely to remain subdued given the still-benign trends on the inflation 
front. However, it continues to favour higher-yielding investment grade corporate bonds with a shorter maturity 
over longer dated Government debt. The Manager can achieve higher returns with less interest rate risk through 
this short duration corporate strategy.

While Q2 has seen a satisfactory rebound in equity markets, investors are well aware of a myriad of market risks: 
trade war, President Trump and his unpredictable style, Brexit negotiations, Middle Eastern tensions and Russia, 
which all remain points of stress. For now, investors are willing to look beyond signs of escalating trade tensions 
as they have not yet impacted growth. The fallout seems limited at the moment, but volatility will likely remain high.

As each quarter closes, the Manager tries to look ahead beyond 2018 and understands where we are in the longer-
term bull market cycle that began in March of 2009. It believes that bull markets do not die of old age but, rather, 
end painfully when certain conditions are present. While the Manager does not see these conditions present at the 
moment, it remains vigilant in watching for, and monitoring, cycle-end signals.
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What has been going on in 
markets?

At the half-way mark of the year, it 
is fair to say that 2018 has been a 
choppy year for markets. Despite 
strong performance in the second 
quarter, only the US has delivered 
positive returns on a year-to-date 
basis, with some regions declining in 
local currency terms.

Escalating trade tensions have 
especially troubled markets, causing 
volatility to be higher than in recent 
years, and significantly higher than 
the levels seen in 2017.

The muted performance seen in most 
equity markets has been mirrored in 
other asset classes as well. As shown 
in Figure 1, equities, bonds and 
alternatives have all had a rocky start 
to the year; rising, then falling and 
then rising again to end the quarter 
roughly flat for the year.

Market leadership has been narrow 
with only a few sectors – technology, 
consumer discretionary and energy 
sectors for example – accounting for 
the lion’s share of positive market 
gains. However, it is still a ‘risk on’ 
market as the more defensive sectors 
of the market – consumer staples, 
utilities and telecommunications 
– continue to underperform, down 
around 10% for the year (Figure 2).

Volatility is classic late cycle market 
behaviour and, the Manager believes, 
favours its multi-asset, diversified 
approach. It is also the type of market 
that rewards its focus on research 
and active management approach, 
where good stock selection has 
continued to add to portfolio returns.

Fundamentals remain solid but 
growth is less synchronised

The US is experiencing the best 
growth in 20 years, with a number 
of factors coinciding. Fiscal stimulus 
from President Trump’s package of 

Figure 2. MSCI World Sector performance year to date

Figure 1. Asset class performance year to date GBP

Source: Bloomberg Finance L.P., data to 30 June 2018.
Past performance is not a guide to future performance.

Source: Bloomberg Finance L.P., data to 30 June 2018.

tax and spending support has added 
fuel to an economy that was already 
recovering. As economic growth 
reaches above 4% quarter on quarter 
annualised in the second quarter, 
consumers have been supported 
by a buoyant job market, with more 
job openings than unemployed 
workers for the first time in close to 
20 years. Of greatest note are clear 
signs of strengthening in corporate 
investment spend.

In the first quarter, for example, 
investment spending by companies 
in the US Index was up a record 
15% in the US, over 65% of which 
was focused on technology and 
automation.

This type of investment helps to 

support the expansion and elongate 
the cycle from a productivity 
perspective. The impact of 
technology is no longer isolated 
to the way we shop and access 
information online. A willingness to 
embrace digital trends is now critical 
to corporate success in every sector 
of the market. The digitalisation 
of established and industrial 
businesses is still at a nascent stage, 
given evolving opportunities in the 
cloud, robotics, artificial intelligence 
and the industrial internet of things. 
Embracing technology is critical to 
survival in the corporate arena and a 
key investment theme.

Outside of the US, activity has cooled 
modestly, albeit from higher levels in 
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Source: Bloomberg Finance L.P., data to 30 June 2018.

Figure 3. Year to date changes in P/E and components of return2017. Europe and the UK have shown 
the greatest loss of momentum. 
However, Sterling weakness over 
the quarter provided positive support 
to UK shares, given the market’s 
more international orientation. While 
domestic growth remains subdued, 
UK companies can benefit from 
growth elsewhere in the world, a 
competitive currency and the benefit 
of currency gains on overseas profits.

The Manager believes that liquidity 
conditions remain supportive 
of growth. Central Banks in the 
developed world are looking to 
continue to normalise interest rates 
as we move through 2018. However, 
given that inflationary forces, so far, 
remain contained, rate increases are 
likely to be gradual in nature.

Earnings are the positive surprise

Better economic growth has 
translated to robust earnings growth. 
The US is expected to show 20% 
plus earnings growth for the second 
quarter in a row, whilst elsewhere in 
the world, earnings are expected to 
remain positive. In 2018, earnings 
have been increasing at a rate well 
ahead of the move in stock markets, 
meaning that equity valuations have, 
on the whole, become less rich. As 
seen in Figure 3, P/E multiples have 
actually contracted this year and are 
now back at levels close to long-term 
trends.

This is good news for investors as it 
provides greater scope for markets to 
move higher, as long as companies 
deliver against expectations. 
However, stock volatility is high. 
Companies that disappoint versus 
expectations can be met with savage 
declines in their share prices. 
Hence, stock picking in 2018 is 
more treacherous than in the past, 
supporting the Manager's laser-focus 
on deep fundamental research.

Political risk has weighed on 
sentiment

While fundamentals remain robust, 
the fear that trade frictions between 
the US and its trade partners will 

intensify further has weighed on 
sentiment. A trade war would be 
negative for global growth, especially 
in regions more exposed to global 
trade, such as Emerging Markets 
and Europe. While the risk of this 
scenario has increased, the Manager 
believes that the magnitude of tariffs 
contemplated is still small in overall 
economic terms and dwarfed in 
the US by the magnitude of fiscal 
stimulus.

In this sense, the Manager does not 
see trade frictions as (yet) having a 
material impact on global growth.

Where are we in the cycle?

Given the longevity of the current 
cycle, some investors remain 
concerned that we may be 
approaching the end of this bull 
market run and are about to enter a 
less favourable environment for risk 
assets. The Manager believes that we 
are in a later phase of this economic 
and market cycle, but 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. 
Economically, bear markets coincide 
with a downturn in economic 
conditions, a recession typically 
caused by aggressive Central Bank 

tightening in response to run-away 
inflation. The Manager does not 
see this at the moment. Other ‘tell’ 
indicators include high levels of 
investor euphoria, high real rates 
of interest and significant widening 
in credit spreads. Currently, these 
indicators are not flashing red.

Accordingly, the Manager does not 
currently see evidence that we are 
approaching the end of this market 
and business cycle. Moreover, due 
to long-term disinflationary trends 
and the productivity enhancements 
made possible by rising business 
investment, the Manager believes 
that we might well see this cycle 
extended much further than in the 
past.

In summary, global growth remains 
robust and earnings are growing. 
While shorter-term measures of 
global activity have weakened and 
political risks (particularly in terms of 
Trump and trade) have increased, the 
conditions for the cycle to continue  
remain in place.

For now, growth and earnings trump 
Trump and trade.
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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 July 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 Q3 2018

Source: CBAM, as at 31 July 2018

A Recap on Positioning
The strong earnings backdrop and market volatility have meant that risk assets are now trading on more attractive 
valuations, offering investors upside support. However, the Manager expects market turbulence to continue, and s 
positioning its investments accordingly.

In light of this view, the Manager remains modestly overweight risk assets. Within its portfolios, it continues to hold 
those fixed income instruments that it believes to best offer protection, and a broad selection of alternatives for 
diversification and to reduce volatility. As ever, the Manager remains well-diversified across asset classes, regions 
and sectors.

Shares the Manager favours

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, particularly 
companies willing and able to 
embrace automation and technology 
as a core component of business 
strategy. The Manager believes 
winners over the long run will be 
those shares on the right side of 
digital and technological change.

Within its regional equity allocation,  
the Manager continues to favour the 
US, but has trimmed its allocation to 

Europe, where activity has weakened. 
It has added marginally to the UK as 
Sterling has weakened. The UK Index 
continues to be attractively priced, 
with an above-average dividend 
yield, offering many attractive global 
companies in sectors that do well in 
the later stages of the cycle.

A conservative bond strategy

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

The Manager maintains its strategy 
of being overweight investment 

grade corporate debt with shorter 
maturities, and underweight longer-
dated Gilts. Within corporates, it has 
a focus on high quality assets.

Alternatives for diversification

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