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Paraplanner of the Year 2017

Richard Whitehead
Chief Executive

Kirsty Stone Paraplanner of the Year 2017
I am delighted to report the following achievement within
our great business:
Kirsty has been successfully recognised as the Paraplanner
of the Year 2017.
In the words of the Chartered Institute of Securities &
Investment who award this title, “This highly prestigious
award has established itself as the ultimate award for
UK Paraplanners, whatever their levels of experience. It’s
designed to test a Paraplanner’s core knowledge and skills,
and provides a platform for Paraplanners to demonstrate
their all-round excellence.”
Kirsty had to highlight her technical knowledge through
a case study and was further interviewed by the recently
appointed Head of Financial Planning at the Institute, along
with other notable members of the financial planning
community.
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House View

Alexander George, CFA
Associate Director
of Research

Heading into the final quarter of the year, we remain
cautiously optimistic on the prospects for equities aided by
global economic growth which is at its strongest level for 6
years. However, high valuations in many areas of the market
and latent macroeconomic risks do highlight the need for
effective diversification within portfolios. Before we go on
to detail our portfolio positioning more broadly, we have
spent some time below outlining our thoughts on the UK
political and economic backdrop, as well as its potential
impact on financial markets.
Notwithstanding the ongoing EU exit negotiations, the evolving
domestic political landscape remains an area of close attention
for us given the clear shift we are seeing away from the
broadly business friendly policies of the last 35 years. Having
entered June’s General Election expecting the Conservative
party to extend their majority, markets are now having to
consider the increasing likelihood that the Labour party could
soon gain power under a socialist mandate. Labour’s strong
showing in June’s General Election appears to have further
emboldened the party’s leadership in their shift back towards
the policies of “Old Labour”, with a larger state sector to be
paid for with higher taxes on big business and high earners at
the top of their agenda. With this in mind, along with our more
cautious outlook for the domestic economy outlined later in
this piece, we believe that retaining significant exposure to
overseas currencies remains an important element of portfolio
diversification.
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A large proportion of the fall in the unemployment rate over the last 5 years has been made up of workers on self-employed and
zero-hour contracts.
The Bank of England have carefully set the stage for a
potential November rate rise, a move which would reverse
their decision to cut rates in the aftermath of last year’s EU
Referendum result. A cursory glance at the headline figures
would appear to support the case for multiple rate rises, with
the unemployment rate at a multi-decade low and inflation
well above the Bank’s 2% target. However, as we have
spoken about in this space previously, we believe that cyclical
and structural challenges the UK economy faces will limit
policymakers’ ability to carry out anything other than a limited
number of small rate rises.
On a cyclical basis, whilst economists can point to the low
unemployment rate as indicative of the economy’s strength,
we believe this is distorted by the growing proportion of
workers who are either self-employed or working in the
“gig economy”, where working hours are unstable and
worker bargaining power is low. This factor, along with
technological advancements such as automation and artificial
intelligence, have resulted in wage growth which is far
weaker than economists would expect given the low level of

unemployment. Secondly, we expect inflation – which has
been driven largely by the weakness of the Pound since last
year’s Referendum vote - to peak at only slightly higher than
its current level, thus lessening the pressure on the MPC
to tighten policy. Finally, although the long-term impact of
Brexit will not be known for many years, we do expect the
ongoing exit process from the EU to have a negative impact
on business investment, as firms delay committing to the UK
economy until there is greater clarity.
On a structural level, we still have concerns over the high
household debt levels within the economy, with consumers
having shown little desire to delever since the financial crisis.
Alongside the hard data, one just has to observe the number of
adverts for interest-free loans available when purchasing bigticket items from cars to household furniture on an anecdotal
basis, to realise that UK consumers have been incentivised to
borrow now and pay later. Further to this, with house prices
stabilising in the south of England following 30 years of
explosive growth, this key driver of household sentiment is no
longer acting as a tailwind for household spending.
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UK household debt to GDP is only marginally lower than it was at the peak of the financial crisis
We believe that the global economy is on a firmer footing, led
by the Eurozone and Emerging Markets which are witnessing
their strongest growth for over half a decade. Having seen a
significant weakening of their currencies over the 2011-2016
period, Emerging Economies are now facing a more benign
outlook, aided by the bounce back in global commodity prices.
Alongside this, the Eurozone has been seeing strong industrial
production and household spending, bolstered by improved
consumer sentiment. Whilst we still have concerns over the
Chinese economy, given the explosive debt growth the world’s
second largest economy has experienced over the last decade,
it is has become increasingly clear that Chinese policymakers
will likely continue to apply significant fiscal stimulus in order
to avoid a large slowdown in growth.
Across our low and mid-risk managed portfolios we continue
to hold significant allocations in short dated Gilts and
investment grade bonds. Given our view that UK base rates
will not increase much quicker than the market is currently
pricing in, this area of the market provides a more attractive
alternative than holding cash. The riskiest areas of the fixed
income universe - led by High Yield and Emerging Market Debt
- have rallied strongly from their lows in early 2016 aided by the
bounce back in global risk appetite. We have been long-term
holders of the former and may look to reduce exposure should
spreads tighten further.
Our equity exposure remains broadly neutral when compared
to our long-term strategic weightings. On a regional basis,
we continue to tilt away from the US market where we see
valuations as reasonably high and profit margins, which are at
elevated levels, as having the potential to move downwards
over coming years. Having been out of favour with global
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investors last year, this year has seen significant investor
flows into European equities on the back of improving growth
dynamics in the region and more attractive valuations than in
the US market. Continental Europe has been a longstanding
overweight position for us and whilst we remain optimistic on
European stocks, we are cognisant that investor sentiment
has now broadly caught up with our more positive outlook
for the region. Although we are, as noted earlier, somewhat
cautious on the domestic economy, this does not necessarily
translate over to UK equities given that the UK equity market is
increasingly international in its make-up. Most notably, whilst
it is well known that over 75% of FTSE 100 revenue comes
from overseas, it is less widely broadcast that this international
flavour extends down the market cap spectrum with well over
half of revenue for the small-cap AIM market being generated
overseas. Furthermore, more domestically exposed stocks,
including well-known names such as ITV, trade at a large
valuation discount to their peers in other markets and can
provide significant opportunities for adept stock pickers.
We remain positive about the Japanese market. In addition to
the market being broadly out of favour with global investors
and thus fairly cheap, we are excited that improvements in
corporate governance we are seeing will help unlock the huge
amount of cash on company balance sheets and boost returns
to shareholders. We have retained moderate allocations to
Asian and Emerging Markets throughout their turbulent recent
history and thus we have not had to join many of our peers
in ramping up exposure to these areas over recent months.
The opportunity set within Emerging Markets is particularly
interesting as many companies, faced with a less buoyant
macroeconomic environment over recent years, have had to
focus on becoming more capital-efficient.

A noticeable trend we have seen over recent years has been
that, faced with falling yields available on high quality bonds
and weaker than hoped for economic growth, investors have
increasingly crowded into stocks which are perceived to
offer sustainable growth. This flow of capital has provided a
strong tailwind for “growth” managers - high profile examples
include such luminaries as Fundsmith Equity and Lindsell Train
- which naturally favour these types of businesses. Whilst the
outperformance of these aforementioned managers is certainly

not attributable solely to style factors, we do expect these
types of funds to struggle should we enter a rising bond yield
environment – particularly given the expensive valuations these
dependable growth companies now trade on. As a result,
we believe that investors need to be wary of stocking their
portfolio full of these types of funds, and we therefore prefer a
blended approach which is better suited should there be a shift
out of the current low yield, low volatility market regime.
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The underperformance of the value style so far this year (shown in blue) has largely tracked the move down in bond yields.
One of our holdings in the alternatives space, HICL
Infrastructure Company, a London-listed investment trust that
is primarily invested in UK Public-Private Partnerships (PPPs)
such as hospitals and schools, was caught in the crosshairs
late in the quarter as the Shadow Chancellor outlined plans to
bring existing PPP contracts back under government control.
Whilst such a move would surely deter many institutional
investors from investing in the UK economy as a whole, it
can’t be ruled out given the left leaning nature of the party’s
leadership. We met with management of HICL in the last week
of the quarter and we remain comfortable with the quality of
the contracts which back the trust’s 5% dividend yield, with
any attempt by the government to terminate these contracts
at below market value likely to lead to a protracted legal battle.
It should be noted that we have only ever taken a controlled
weighting in HICL, reflective of risks such as this.
Gold continues to provide important diversification within
portfolios, with the precious metal rallying strongly at times of
heightened geopolitical risk such as that experienced early in
September because of the escalating tensions in North Korea.
Furthermore, whilst western Central Banks are on the whole
currently looking to raise interest rates, we don’t believe that it

would take a significant deterioration in growth for these same
policymakers to consider halting tightening monetary policy
and perhaps even restarting their Quantitative Easing policies.
Should this tail-risk scenario play out over coming years, we
would expect gold to be a particular beneficiary.
We retain significant exposure to uncorrelated absolute
return funds which help balance portfolio risk. We have
carefully selected the funds we use in this space, favouring
non-directional long/short equity strategies managed by
experienced investors which utilise their own differentiated
investment process. It should be noted that the funds we use
in this space are a far cry from the offshore hedge funds of
yesteryear, in that they all offer competitive fee structures,
daily liquidity and high levels of transparency.
In an environment of very low bond yields and equity markets
which are far from cheap, balancing risk within portfolios is
increasingly challenging. Whilst global economic momentum
appears to be reasonable at this point in time, this could easily
weaken owing to the structural challenges facing the global
economy, foremost among which are high and persistent debt
levels across households and governments which we expect
to limit long-term growth potential.
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Quarterly Commentary

Alexander George, CFA
Associate Director
of Research

It was another reasonable quarter for risk assets, although
returns for sterling investors were more muted due to the
strengthening of the Pound over the period.

12 months to the end of July, much to the chagrin of politicians
and monetary policymakers alike.

Despite the decidedly mixed growth outlook, the Bank of
England have set the stage for a 25 basis points increase in
The UK economy grew only 0.3% over the second quarter,
base rates in their November meeting, a move which would
the weakest pace of growth of any of the G7 countries,
bring interest rates back up to 0.5%. The move is a reaction
driven by a slowdown in consumer spending and weaker
to inflation, which has remained well above their target
than hoped for business investment. Over the first half of the
throughout this year and, as measured by the Consumer Price
year the manufacturing sector has been a bright spot for the
Index (CPI), increased to 2.9% year-on-year in August. The
economy, as exporters have seen strong demand from the
Pound has rallied on this news and, having reached a low
Eurozone aided by the weaker Pound. This strength appeared
of $1.20 against the US Dollar in January, now sits at $1.34,
to continue into July, with the sector growing 0.5% over the
having appreciated a further 2.9% over the quarter. It should
month according to Office for National Statistics (ONS) data,
be noted that a rate rise is by no means a certainty, and weak
whilst consumer spending has also showed signs of picking
retail sales figures, which are set to be released less than two
up, with retail sales growing 1% in August. The unemployment
weeks before the MPC’s next meeting in early November, has
rate fell to 4.3% in the three months to July, below the
Bank
Performance Line Chart
the potential to dissuade the Committee from moving. MSCI
of England’s estimate of the sustainable long-term level. This
UK All-Cap gained 1.3% over the quarter.
increase in employment has not however translated into wage
growth, which remains anaemic, standing at just 2.1% for the
Pricing Spread: Bid-Bid ● Data Frequency: Daily ● Currency: US Dollars
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Both the Pound and the Euro have rallied strongly against the US Dollar so far this year
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Revised figures showed that the US economy grew at an
annualised pace of 3.1% over the second quarter, a pick-up
from the 1.4% annualised pace of the first quarter. The figures
were bolstered by consumer spending which grew 3.3%, its
fastest pace for a year, whilst business spending on equipment
grew at a very strong 8.8% annualised rate. In spite of inflation,
which has fallen back below their target of 2%, the US Federal
Reserve appear intent on moderately tightening US monetary
policy through the remainder of the year. Most notably,
having purchased over $4 trillion worth of US Treasuries and
mortgage backed securities since starting their Quantitative
Easing programme in March 2009, the US Federal Reserve
are now planning on reducing the size of their balance sheet
in a process known as Quantitative Tightening (QT). QT is
essentially a process whereby the Federal Reserve will let the
old bonds they hold mature, whilst not investing in new ones.
Furthermore, in September’s meeting of the Federal Reserve’s
Monetary Policy Committee (known as the FOMC), the majority
of members indicated that they expect to raise interest rates
again in December, guidance which caught markets somewhat
off-guard and caused a rotation into sectors, such as banks,
which are seen as benefitting from higher rates. US Treasury
yields ended the quarter broadly unchanged, with the 10 year
Treasury yield standing at 2.33% at the end of the period.
Having struggled to enact any of his legislative agenda during
his first 9 months in office, investors became increasingly
optimistic towards the end of the quarter that President
Trump’s plan to cut corporate and household tax rates may
actually come to fruition. Foremost among Trump’s plan is to
cut the top rate of income tax to 35%, whilst also lowering
the corporate tax rate from 35% to 20%. Whilst there are
signs that some form of resolution will be reached, it remains
to be seen whether the fiscally conservative Republicans in
Congress, who under the Obama-administration refused to
back unfunded tax cuts, will back a plan which will likely cause

a multi-trillion Dollar increase in the fiscal deficit over the next
10 years. Having lagged so far this year, US small and mid-caps
recaptured some ground in the last two weeks of the quarter
on the announcement, buoyed by the prospect of stronger
domestic growth and lower tax rates. The large-cap S&P 500
index gained 4% over the quarter in US Dollar terms.
The Eurozone economy continues to enjoy its strongest
prolonged period of growth since the onset of the financial
crisis, with the Gross Domestic Product (GDP) for the bloc
growing 0.6% over the second quarter, whilst year-on-year
growth was revised up to 2.3%. Despite the fact that inflation
as measured by CPI continues to undershoot the ECB’s 2%
target – it stood at 1.5% in the year to August – the European
Central Bank (ECB) looks set to gradually withdraw their
Quantitative Easing (QE) programme early next year in a sign
of their confidence in the currency bloc’s economy. The relative
strength of the Eurozone economy has driven a flow of capital
out of the Dollar and into the common currency, with the
Euro having now appreciated 11.9% against the US Dollar so
far this year. This currency strength has started to impact on
European equity returns, as a stronger Euro reduces the value
of overseas revenue generated by Eurozone companies.
Having overcome the potential flashpoints of the French
election and the Italian Referendum, markets were caught
slightly off-guard by the less market friendly outcome of
September’s German election. Although Angela Merkel has
remained in power, her party’s share of the vote fell to only
33%, whilst the far-right Alternative for Deutschland (AfD) party
made significant inroads. This development will make it more
difficult for France and Germany to drive further integration
across the Eurozone and it did cause the Euro to fall back from
its 2 and a half year high against the Dollar. MSCI Europe ex-UK
gained 3.9% over the quarter in local currency terms.
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Quarterly Commentary
index. MSCI China gained 13.6% over the quarter in US Dollar
The Chinese economy grew 6.9% year-on-year over the
terms, although the less tech heavy MSCI China A gained a
second quarter according to official figures, an impressive
more sedate 7.6%. Indian growth slowed to an annualised
rate of growth which is expected to slow moderately over the
pace of 5.7% over the three month period to the end of June,
remainder of the year as the government look to slow growth
with the recent imposition of a Goods and Services tax blamed
in the shadow banking sector. The Chinese equity market has
by many for the slowdown. MSCI India underperformed most
had some of the strongest performance of the major global
Performance Line Chart
other leading Emerging Markets over the period, gaining only
markets so far this year, bolstered by the exceptionally
strong
2.5% in US Dollar terms.
returns of the technology behemoths – Tencent, Alibaba and
Baidu – which account for around 35% of the MSCI China
Pricing Spread: Bid-Bid ● Data Frequency: Daily ● Currency: US Dollars
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Chinese internet stocks, which make up the majority of the MSCI Emerging Markets Internet benchmark, have seen explosive
share price growth so far this year
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regarding the supply emanating from the numerous hurricanes
which hit the south-eastern United States in late August and
September. The oil price, as measured by Brent Crude, ended
the period up 20.1% in US Dollar terms. Safe haven demand
helped boost the gold price late in August, with North Korea’s
firing of a missile over Japan leaving investors fearing a
potential nuclear conflict between the rogue state and a US-led
coalition. However, indications that the Federal Reserve will
proceed with another interest rate rise in December did help
temper this rally, and the gold price ended the period up only
3.1% in Dollar terms.
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Views from the Monument – UK Equity Income

Patrick Kearney
Investment Analyst
Neil Woodford is widely known within the UK retail investor
market, largely for the very strong performance generated
during his time managing money at Invesco Perpetual.
However, recent headlines within the financial media have
been less kind to Woodford following a poor period of
performance that his flagship UK Equity Income fund has
delivered to its unit holders.
Whilst we at Dart previously held Woodford’s Invesco
Perpetual High Income fund, we decided not to buy his UK
Equity Income product when he left Invesco to set up his own
company in April 2014. This decision was primarily based
on a concern held before the announcement regarding his
departure for Invesco that stopped us buying the fund – the
increasingly large and more speculative tail to his portfolio with
a number of holdings in smaller companies that often did not
contribute to the portfolio’s overall yield.
A look back at the Tech bubble and the Financial Crisis
Woodford built his stellar track record largely on the
performance of his funds during two substantial equity market
sell offs; the bursting of the tech bubble in the early 2000’s
and the 2008 financial crisis. His Invesco Perpetual High
Income fund held up significantly better than both the UK
equity market and the wider peer group, with the majority of
this outperformance as a result of what he avoided rather than
what he owned within the portfolio.
When the tech bubble was at its peak a company could
reportedly add millions to its value by simply adding “.com”,
“.net” or “Internet” to its name. In fact, three professors from
Purdue University found in their 2001 study that the “dotcom
effect produces cumulative abnormal returns on the order of 74
percent for the 10 days surrounding the announcement day”.
Woodford, an income investor focussing on dividends and
cash flow, was not caught up in companies worth millions of
pounds but that did not yet turn a profit and he largely avoided
the sector. This call led to his fund underperforming as the
sector led the market with astonishing returns however when
the ‘bubble’ burst at the start of the millennium, Woodford’s
cautious approach paid dividends and his fund outperformed
both the market and many of his peers who were caught up in
the ‘New World’ of the internet.

The financial crisis of 2008 was a similar story for Woodford
given that the outperformance of his fund was largely driven
by sectors that he avoided within his portfolio, most notably
the banking sector. Again Woodford stuck to his principles as
an income investor and built a portfolio of more reliable stocks
such as the tobacco names and consumer staples companies
which were on very attractive valuations and paying investors
handsomely in the form of dividends.
Tail wagging the dog?
As aforementioned, a key concern of the Committee regarding
the Invesco Perpetual High Income fund in February 2014 was
the growing number of small weightings in smaller companies
within the portfolio – often referred to as a portfolio’s tail. A
number of these stocks were more speculative in nature, often
not generating a profit, in sectors such as biotechnology – not
typical holdings within a UK Equity Income portfolio. When
Woodford left to set up his own company, his newly created
Woodford UK Equity Income fund maintained a number of
positions in these types of investments.
Whilst we accepted Woodford’s ability as a bottom up stock
picker, we preferred to invest our client’s money in more
traditional UK Equity Income managers who centre their
portfolios on more established large cap dividend paying
companies. Woodford outperformed the IA UK Equity Income
peer group significantly over the first 18 months managing his
new fund, as shown in the chart below, however our internal
analysis at the time suggested that a number of these portfolio
tail holdings were significant contributors to this relative
performance. Two names that were significant contributors to
Woodford’s excess return over this period were Allied Minds
and 4D Pharma, both very small companies who are yet to
make a profit. The performance of these two stocks is shown
in the accompanying charts relative to the IA UK Equity Income
peer group.
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Pricing Spread: Bid-Bid ● Data Frequency: Daily ● Benchmark: IA UK Equity Income ● Currency: Pounds Sterling
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This period of very strong relative performance has been followed by a period of weaker relative performance, as is so often
the case with investing. Unsurprisingly this reversal in fortunes has coincided with a number of these small cap stocks falling
significantly in value. The charts overleaf show the relative performance of both the Woodford fund and the two aforementioned
stocks over the prevailing 21 month period.
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Conclusion
Whilst this piece may come across as “kicking a tail wagging
dog when it’s down”, that is not the intention. We believe
that Woodford’s UK Equity Income fund provides investors
with a spicier allocation to UK Equity Income, with a mix of
the traditional income compounders as well as an exposure
to some high growth smaller companies. Within your UK
Equity allocation we view the UK Equity Income funds as a

lower volatility exposure to the asset class. The Threadneedle,
Rathbone and Fidelity funds are predominantly invested in
large cap dividend paying stocks that are more defensive
in nature. Where we view it appropriate, typically in Risk
Strategies 3 and above, we allocate directly to UK small
and mid cap equities ensuring that we have a detailed
understanding of where our risk exposures lie, therefore
enabling a more holistic management of the overall portfolio.
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This document does not constitute advice or a personal recommendation or take into account the particular investment objectives, financial situations or
needs of individuals.
This research has been prepared with all reasonable care and is not knowingly misleading in whole or in part. The information herein is obtained from sources
which we consider to be reliable but its accuracy and completeness cannot be guaranteed.
The opinions and conclusions given are those of Dart Capital Limited and are subject to change without notice.
The value of securities and the income from them may fluctuate. No responsibility is taken for any losses, including, without limitation, any consequential loss,
which may be incurred by anyone acting on information in this document.
It should be remembered that past performance is not necessarily a guide to future performance.
The opinions or advice given as to taxation and related matters are based upon our understanding of current UK law and Inland Revenue practice. Legislation
is not final and is subject to change.

