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House View
As we head into the 
final quarter of the year, 
relative to our strategic 
weightings we retain a 
moderate overweight 
exposure to equities, 
reflective of the still 
reasonable growth 
momentum in the global 
economy and valuations 
which, with some 
exceptions, remain 
reasonable. We remain 

alert to opportunities within the market, and took 
advantage of the recent weakness in more cyclical 
assets to add some exposure to the large-cap mining 
sector. 

The Brexit question

With only 6 months until the UK’s planned exit 
from the EU on the 29th March next year, it is 
unsurprising that we have had many queries 
regarding how portfolios would perform under a 
“hard Brexit” scenario where the UK leaves the EU 
without a trade deal or agreed transition deal in 
place. Whilst making judgements on the long-term 
impact of Brexit - and the UK’s future relationship 
with the EU - is extremely difficult given the wide 
range of potential outcomes and variables at play, 
we are able to make more informed assumptions on 
how asset prices would likely perform on a near-
term basis under a hard Brexit. Importantly, given 
the globally diversified nature of our investment 
approach, we believe that our portfolios will remain 
resilient should the domestic economy deteriorate 
under such an outcome, whilst not leaving portfolios 
overly exposed should our base case – a soft Brexit 
with some form of trade agreement – play out. 

The hard Brexit scenario

The market is currently pricing in a roughly 20% 
probability of the UK leaving the EU without a 
trade deal. In such a scenario, we believe that the 

Pound would come under pressure – as it did in the 
aftermath of 2016’s EU Referendum - as the market 
prices in a weakening of the domestic economy and 
increased uncertainty around trade and business 
operations. Should this prove to be the case, our 
holdings in overseas currencies – which is gained 
largely through holdings in international equities and 
makes up around 31% of our mid-risk strategy at 
this time – would deliver strong gains owing to the 
translation effect from a weaker sterling. 

Furthermore, we take comfort from the fact that 
the UK equity exposure within portfolios is not 
representative of the underlying UK economy, with 
roughly 60% of the revenue generated by our UK 
equity allocation coming from overseas. As a result, 
should sterling weaken markedly, we would expect 
share price gains made from our holdings in global 
multi-nationals, such as GlaxoSmithKline and Royal 
Dutch Shell, to more than offset losses from our 
exposure to domestically exposed businesses, such 
as ITV. 

As we touch on in further detail later, we believe that 
the Bank of England could well react to a hard Brexit 
by cutting the base rate or at the minimum playing 
down expectations for future rate rises, in order 
to support the economy and house prices. Such a 
move would likely be positive for the price of longer-
dated bonds. However, it is possible that the MPC 
could take an alternative course and actually raise 
interest rates should they wish to defend the Pound 
and attract overseas capital. Notably, owing to our 
largely short-dated positioning within fixed income, 
we believe that our bond exposure will be resilient 
regardless of the outcome of the Brexit negotiations. 

Whilst later in this piece we outline our views on the 
US Dollar, it should be noted that the movements in 
the Pound will continue to be driven by the success, 
or lack thereof, of the Brexit negotiations. As a result, 
when discussing the future direction of the Dollar, 
this is most relevant to the value of the Dollar against 
the Euro, Yen and Emerging Market currencies, 
and the subsequent impact on global asset prices. 
Owing to its status as the world’s reserve currency, 
we remain comfortable having significant exposure 
to the US Dollar to protect against a negative Brexit 
outcome. 
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Market dynamics

A key driver of markets this year and last has been 
the direction of the US Dollar. 2017 and the first 
quarter of this year were characterised by a weak 
Dollar, which helped boost sentiment towards 
higher risk assets, particularly commodities and 
Emerging Markets, as – among other factors - 
debt denominated in Dollars, which is the world’s 
funding currency, became cheaper for companies 
to finance. Conversely, this trend has reversed 
over the last 6 months, which has placed pressure 
on the highly leveraged Chinese financial system 
as well as a whole swathe of Emerging Markets. 
Much as we were sceptical earlier in the year that 
the Dollar’s weakness was fully justified – we saw 
rising US interests rates as likely to eventually draw 
capital back to the US and push up the value of the 
Dollar – we are now cautious on expecting further 
strengthening of the Dollar from here. 

Our more cautious view on the Dollar is based 
largely on the US’s declining fiscal position, which 
we believe offsets somewhat the tightening of policy 
by the US Federal Reserve (the Fed). In particular, 
although the Fed continue to raise interest rates and 
have now done so 8 times in this rate hiking cycle, 
this must be put in the context of US fiscal policy 
which is exceptionally expansive for this point in the 
cycle. This is best highlighted by the fact that the US 
Treasury is expected to issue more than $1trn of 
debt this year in order to fund the Trump tax cuts 
and existing spending commitments. This factor, 
allied with the trade-weighted US Dollar which is 
overvalued by around 8% based on the widely used 
purchasing power parity (PPP) metric and America’s 
consistently large trade deficit, indicate that market 
sentiment towards the world’s reserve currency 
could turn again over coming quarters. 

The US fiscal 
deficit is 
growing 
despite the 
economy being 
close to full 
employment

Alexander George, CFA
Associate Director 
of Research
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Fixed Income

Following the Bank of England’s August rate rise 
which brought the base rate up to 0.75%, the bond 
market is pricing in only one rate rise over the next 
18 months, and long-dated Gilt yields continue 
to hover at very low levels, although the 10 year 
Gilt yield did creep up to 1.6% by the end of the 
quarter. As is a recurring theme for UK assets, much 
hinges on the outcome of the Brexit negotiations. 
An outcome which the markets view as a soft 
Brexit, which keeps the UK closely aligned with the 
EU and allows the economy to continue broadly 
uninterrupted, would likely lead to a moderate 
increase in Gilt yields as it would allow the Bank to 
proceed with their preferred path of steady rate 
rises. In contrast, a hard Brexit would create a 
greater degree of uncertainty, with the potential for 
either rate cuts, or rate hikes, depending on how the 
Bank choose to react to the sterling weakness which 
most assume would follow a hard Brexit outcome.

Reflective of the still unattractive valuations in the 
asset class, our positioning within fixed income 
remains reasonably cautious from a credit and 
duration perspective, with our exposure split broadly 
evenly between short-dated Gilts, and short- and 
long-dated investment grade corporate bonds. 
The risk-off environment which has taken hold 
over recent months has created opportunities, 
particularly within Emerging Market Debt, where the 
weakness in Emerging Market currencies as well as 
idiosyncratic factors affecting Turkey and Argentina 
among others, has pushed yields up across both 
local and hard currency (US Dollar) bonds to very 
attractive levels. We continue to monitor managers 
in this market, and may decide to allocate over 
coming months should we become sufficiently 
comfortable with the fundamentals within the asset 
class. 

UK Equities

Broadly speaking the UK market remains bifurcated 
between companies which generate their revenue 
globally, and domestically exposed companies. 
The former trade on valuation multiples which 
are largely in line with their overseas peers, whilst 
domestic stocks that are highly exposed to the 
state of the domestic economy, such as retailers 
and banks, trade on lower valuations than their 
core Eurozone and US counterparts. We believe 
that this “Brexit discount” does create opportunities 
for active managers, and whilst domestic cyclical 
stocks would almost certainly come under pressure 
under a hard Brexit outcome, it should be noted 
that a large swathe of UK domestically sensitive 
stocks are already trading on low valuations 
having under-performed since the result of June 
2016’s Referendum. A good example of this is the 
broadcaster ITV, which at the close of 2015, when 
the market was optimistic over the state of the UK 
economy, traded at c.280p. Following a de-rating in 
the aftermath of the 2016 vote, the company’s share 
price is now 160p, and trades on a dividend yield of 
almost 5%. 

One area we have been reappraising over recent 
months is our sector allocation within the UK 
market. We have had minimal exposure to mining 
stocks since our decision to sell down exposure 
to commodity funds in early 2013, with most of 
our favoured active managers largely avoiding 
companies in the sector – which accounts for around 
7% of the MSCI United Kingdom All-Cap benchmark 
- due to its high level of cyclicality and lack of pricing 
power. This positioning benefited portfolios over the 
subsequent three years, as slowing Chinese demand 
and over-supply drove down share prices in the 
sector. However, since early 2016, this positioning 
has been less beneficial as the Chinese fiscal 
stimulus, and signs of some supply cuts, have helped 
drive a rebound in share prices. However, this trend 
had stalled over recent months, as concerns over 
the trade war between the US and China, and the 
stronger US Dollar which tends to weaken global 
commodity demand, have caused a pull-back in the 
sector. 

Mining stocks 
had lagged the 
wider market 
prior to our 
decision to 
allocate

The recent share price weakness for the bellwether 
companies in the sector - foremost among which 
are Rio Tinto and BHP Billiton which mine key basic 
inputs such as iron ore, copper and aluminium - has 
given us a good opportunity to assess whether the 
sector’s fundamentals have improved sufficiently for 
us to neutralise our underweight exposure to the 
sector. 

An assessment of the sector shows that the listed 
companies in the sector have started to exhibit 
greater capital discipline, whilst excess capacity 
from China has also come out of the market as 

part of the Chinese administration’s attempt to 
curtail unprofitable and environmentally harmful 
production. Given that the sector experienced 
such a deep bear market over 2015, with even the 
highest quality companies in the sector seeing their 
share prices fall over 40%, we expect the focus of 
these businesses to remain on cash flow generation, 
and limiting capital expenditure (capex), for the 
foreseeable future. Such capital discipline bodes 
well for the returns of these companies over coming 
years as it will constrict supply growth. 

The UK’s 
four largest 
listed mining 
companies* 
have cutback 
significantly 
on capital 
expenditure 
over recent 
years

   A - MSCI Europe in GB (0.00%)
  B - MSCI Europe/Metals & Mining in GB (-10.99%)
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From a demand perspective, our expectation is that 
the Chinese authorities will try to ensure that their 
economy is not driven too far off track by increased 
US trade tariffs and there have already been initial 
signs of the government implementing a stimulus 
package which would involve increased spending 
on infrastructure projects. Further to this, we 
believe that the stronger US Dollar could well abate 
over coming months, a factor which would help in 
stabilising the outlook. 

These reasonable supply- and demand-side 
fundamentals are allied with valuations that are 
attractive, with Rio and BHP trading with dividend 
yields of 5.5% and 5.3% respectively, with these 
dividends covered around 2x by current earnings. 
Based on what we believe is a reasonable backdrop 
for the sector, in mid-September we took steps to 
neutralise our underweight exposure to the sector 
by adding a holding in a basic resources ETF across 
our mid-risk strategies and above. The fund provides 
exposure to the largest-listed European mining 
companies through a low cost passive strategy, and 
currently has c.19% and 15% of its value invested in 
Rio Tinto and BHP Billiton respectively. 

International Equities

Although we added significantly to US equities 
across our model and client portfolios following 
the 10% decline in the S&P 500 which occurred in 
early February, even we have been surprised by the 
degree to which the US market has outperformed 
all others over the last six months. As we had 
anticipated, the American market has been bolstered 
by very strong profit growth, around half of which is 
attributable to the Trump administration’s tax cuts. 
In contrast, the stronger US Dollar and the modest 
weakening of the Chinese economy has hit overseas 
markets, particularly Asia and Emerging Markets. 

Whilst we still believe that the prospects for US 
equities remain reasonable, we are somewhat wary 
that the stimulatory effects of the Trump tax cuts 
will not last forever, and that equity markets – which 

are inherently forward looking – will start to focus 
on the fact that US corporate profit growth is set 
to slow over 2019. In contrast, despite enduring a 
more challenging year, we believe the long-term 
fundamentals for these areas remain positive, 
particularly Asia which benefits from an attractive 
combination of low debt levels across the household 
and government sectors, good demographics and 
strong productivity growth. 

All three attributes are displayed by our favoured 
Asian market, India, although even this market came 
under pressure through the second half of the 
quarter having previously appeared immune from 
the wider Emerging Market weakness. India is a 
large oil importer which is a painful position during 
periods when the oil price increases rapidly, as it has 
done over the last six months, whilst the Rupee has 
come under pressure amid higher US interest rates 
and investors questioning the country’s persistent 
current account deficit. These are challenges which 
are common across many Emerging Markets, 
and our small weighting in the country – despite 
its strong long-term fundamentals – reflect its 
susceptibility to bouts of global risk aversion and 
idiosyncratic concerns. 

Continental Europe remains the home to many 
world-class companies, particularly within the 
healthcare, industrials and consumer sectors, with 
this fact often overlooked owing to the seemingly 
never ending concerns over the Eurozone banking 
system. Our favoured managers in European 
equities are generally heavily underweight the 
financials sector relative to their respective indices, 
and are poised to outperform should the market’s 
worries over Italy and Turkey persist. Within Japan, 
we have been pleased to see the government’s 
attempts to improve corporate governance bear 
some fruit, with corporates gradually increasing 
their returns to shareholders through dividends and 
share buybacks. 

The valuation 
gap between the 
US and Emerging 
Markets has 
widened so far 
this year

Alternatives

Despite concerns over Brexit, the UK commercial 
property sector has delivered reasonable returns so 
far this year with total returns in the 3%-4.5% range 
for our favoured open-ended funds. All of these 
funds reduced exposure to central London several 
years ago on valuation grounds and this has proven 
to be beneficial as the London market has started to 
soften since the Referendum result. Looking ahead, 
we take some comfort from these funds increasingly 
focusing on prime assets, a defensive move which 
should shield these strategies somewhat in the event 
of a marked weakening in the domestic economy. 
However, despite these factors, it is important to 
note that the liquidity challenges which come with 
investing in the commercial property market remain, 
and we retain a moderate underweight position 
(relative to our strategic weighting) based on our 
more cautious outlook for the domestic economy 
and valuations which certainly aren’t cheap. 

The UK-listed infrastructure sector, which we 
are invested in through our holding in HICL 
Infrastructure Trust, enjoyed a boost over 
the quarter as a takeover bid for John Laing 
Infrastructure at a 24% premium to the trust’s share 

price helped bolster sentiment towards the sector 
as a whole. John Laing and HICL are very similar, with 
both having the majority of their portfolios made 
of Public Private Partnerships (PPP) which focus on 
UK based, long-term government backed contracts 
for essential services such as schools and hospitals. 
Both stocks came under significant pressure over 
the first quarter as investors focused on the collapse 
of the contractor Carillion and the Labour’s party’s 
hostility to the sector as a whole. 

Whilst HICL’s share price did, as expected, give up 
some gains at the end of the quarter during the 
Labour party conference as talk of renationalisation 
resurfaced, we believe that nationalisation risk to 
HICL’s assets could only become reality should 
Labour gain a significant majority in the House of 
Commons, an outcome which we believe is unlikely 
at this time. Even were that to transpire, our analysis 
indicates that the government would be legally 
forced to pay a valuation which is not far from the 
current share price. With a starting dividend yield of 
over 5%, exposure to government-backed cash flows 
and a high degree of inflation-linkage, we believe the 
investment case for having a small weighting in HICL 
remains. 

Source: Factset, Deutsche Bank
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attractive, with Rio and BHP trading with dividend 
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International Equities
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attributable to the Trump administration’s tax cuts. 
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are inherently forward looking – will start to focus 
on the fact that US corporate profit growth is set 
to slow over 2019. In contrast, despite enduring a 
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done over the last six months, whilst the Rupee has 
come under pressure amid higher US interest rates 
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The valuation 
gap between the 
US and Emerging 
Markets has 
widened so far 
this year

Alternatives

Despite concerns over Brexit, the UK commercial 
property sector has delivered reasonable returns so 
far this year with total returns in the 3%-4.5% range 
for our favoured open-ended funds. All of these 
funds reduced exposure to central London several 
years ago on valuation grounds and this has proven 
to be beneficial as the London market has started to 
soften since the Referendum result. Looking ahead, 
we take some comfort from these funds increasingly 
focusing on prime assets, a defensive move which 
should shield these strategies somewhat in the event 
of a marked weakening in the domestic economy. 
However, despite these factors, it is important to 
note that the liquidity challenges which come with 
investing in the commercial property market remain, 
and we retain a moderate underweight position 
(relative to our strategic weighting) based on our 
more cautious outlook for the domestic economy 
and valuations which certainly aren’t cheap. 

The UK-listed infrastructure sector, which we 
are invested in through our holding in HICL 
Infrastructure Trust, enjoyed a boost over 
the quarter as a takeover bid for John Laing 
Infrastructure at a 24% premium to the trust’s share 

price helped bolster sentiment towards the sector 
as a whole. John Laing and HICL are very similar, with 
both having the majority of their portfolios made 
of Public Private Partnerships (PPP) which focus on 
UK based, long-term government backed contracts 
for essential services such as schools and hospitals. 
Both stocks came under significant pressure over 
the first quarter as investors focused on the collapse 
of the contractor Carillion and the Labour’s party’s 
hostility to the sector as a whole. 

Whilst HICL’s share price did, as expected, give up 
some gains at the end of the quarter during the 
Labour party conference as talk of renationalisation 
resurfaced, we believe that nationalisation risk to 
HICL’s assets could only become reality should 
Labour gain a significant majority in the House of 
Commons, an outcome which we believe is unlikely 
at this time. Even were that to transpire, our analysis 
indicates that the government would be legally 
forced to pay a valuation which is not far from the 
current share price. With a starting dividend yield of 
over 5%, exposure to government-backed cash flows 
and a high degree of inflation-linkage, we believe the 
investment case for having a small weighting in HICL 
remains. 

Source: Factset, Deutsche Bank
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It has been a challenging year for the absolute return 
sector, with well-known and widely used strategies 
such as Standard Life GARS struggling. Whilst many 
of these so-called “multi-strategy” funds, such as 
GARS, look to deliver broadly uncorrelated returns 
to that of equity markets, they can often get caught 
out from holding long positions in assets, such 
as Emerging Market currencies, which are highly 
correlated to returns from equities. Unfortunately, 
during challenging market conditions these positions 
can be detrimental for performance, as has proven 
to be the case this year. We continue to prefer 
non-directional long/short equity funds, which don’t 
make these large macro bets and are managed by 
experienced investors with differentiated investment 
processes and proven track records. 

Gold continues to act as an insurance policy within 
portfolios, with the precious metal tending to deliver 
positive returns during periods of heightened 
geopolitical risk. Furthermore, whilst the market is 
currently focusing on the fact that US interest rates 
are rising – and the gold price has been hurt over 
recent months as a result – the US government 
are simultaneously running a fiscal deficit which 
is more than 3% of GDP. We believe that the US 
government may well be setting the trend here, with 
anything approaching austerity almost impossible 
to implement in a modern western democracy 
where governments wish to, above all else, remain 
in power. This long-term trend could, at some point, 
benefit assets such as gold which have effectively 
fixed levels of supply and act as a store of value. 

Closing thoughts

Market conditions have been more challenging this 
year, with the US the only major equity market to 
deliver strong gains. Having increased exposure to 
the US market on weakness during the middle of 
the first quarter when we believed the market was 
over-reacting to short-term market noise, our most 
recent tactical tweaks have looked to take advantage 
of broad-based weakness in assets which have been 
negatively impacted by the strong US Dollar. With 
the ongoing Brexit negotiation process taking much 
of the headlines, we remain comfortable in our 
portfolio positioning given our significant exposure 
to overseas currencies and large-cap UK companies 
with international revenues. That said, we stand 
ready to adjust our model and client portfolios 
over the coming months should we deem it to be 
necessary. 

Market 
Commentary - 
Q3 2018

There was a significant 
divergence across global 
equity markets this 
quarter, with the US 
equity market continuing 
to the lead the way 
whilst other regional 
markets, including the 
UK, delivered more 
muted returns. 

US
The US economy grew at an annualised pace of 
4.2% over the second quarter, its fastest pace 
for four years and a marked acceleration from 
the revised up 2.0% rate of growth of the first 
quarter, with household consumption growth and 
business investment of 4% and 7.3% annualised 
respectively being the largest contributors to the 
figures. The third quarter witnessed Trump finally 
act on some of the anti-trade rhetoric which was so 
popular with much of his political base during his 
election campaign. In particular, in the first waves of 
tariffs the US imposed $34bn of tariffs on Chinese 
goods which, following retaliation by the Chinese 
administration, was followed by Trump instructing 
increasing tariffs on a further $200bn of Chinese 
goods from 10% to 25%. 

Despite President Trump’s very public comments 
questioning the continued tightening of policy by 
the Fed, the Federal Funds Rate was raised again 
in September, bringing the rate to 2.25% and the 
minutes from the meeting indicated that they will 
likely proceed with a further rate rise in December. 
The Fed are certainly in a challenging position, 
as the expansionary fiscal policy of the Trump 
administration is adding to inflationary pressures at 
a time when the economy – with an unemployment 
rate of just below 4% - is close to full employment. 
Notably, the year-on-year increase in the Consumer 
Price Index (CPI) stood at 2.7% in August and could 
well move higher over coming months as the impact 
of higher import duties on commodities start to take 
effect.

The second quarter was another strong one for 
US corporate earnings, with around 80% of S&P 
500 companies beating expectations and profits 
for the companies around 24% higher than their 
level in the second quarter last year, as corporates 
continue to benefit from the cut in corporate tax 
rates which were signed into law in December. This 
positive earnings outlook helped make US equities 
the strongest performing region over the quarter, 
as did strong technicals with significant domestic 
and international capital flows into US stocks. In 
particular, US corporates had up until the 15th 
September deadline to claim a 35% tax break on 
pension contributions before the rate fell to 20%, 
and it is believed that this has driven a very large 
one-off flow into US stocks over recent months. 
Over the quarter, the MSCI USA gained 7% over the 
quarter in US Dollar terms.

Alexander George, CFA
Associate Director 
of Research



8 9

It has been a challenging year for the absolute return 
sector, with well-known and widely used strategies 
such as Standard Life GARS struggling. Whilst many 
of these so-called “multi-strategy” funds, such as 
GARS, look to deliver broadly uncorrelated returns 
to that of equity markets, they can often get caught 
out from holding long positions in assets, such 
as Emerging Market currencies, which are highly 
correlated to returns from equities. Unfortunately, 
during challenging market conditions these positions 
can be detrimental for performance, as has proven 
to be the case this year. We continue to prefer 
non-directional long/short equity funds, which don’t 
make these large macro bets and are managed by 
experienced investors with differentiated investment 
processes and proven track records. 

Gold continues to act as an insurance policy within 
portfolios, with the precious metal tending to deliver 
positive returns during periods of heightened 
geopolitical risk. Furthermore, whilst the market is 
currently focusing on the fact that US interest rates 
are rising – and the gold price has been hurt over 
recent months as a result – the US government 
are simultaneously running a fiscal deficit which 
is more than 3% of GDP. We believe that the US 
government may well be setting the trend here, with 
anything approaching austerity almost impossible 
to implement in a modern western democracy 
where governments wish to, above all else, remain 
in power. This long-term trend could, at some point, 
benefit assets such as gold which have effectively 
fixed levels of supply and act as a store of value. 

Closing thoughts

Market conditions have been more challenging this 
year, with the US the only major equity market to 
deliver strong gains. Having increased exposure to 
the US market on weakness during the middle of 
the first quarter when we believed the market was 
over-reacting to short-term market noise, our most 
recent tactical tweaks have looked to take advantage 
of broad-based weakness in assets which have been 
negatively impacted by the strong US Dollar. With 
the ongoing Brexit negotiation process taking much 
of the headlines, we remain comfortable in our 
portfolio positioning given our significant exposure 
to overseas currencies and large-cap UK companies 
with international revenues. That said, we stand 
ready to adjust our model and client portfolios 
over the coming months should we deem it to be 
necessary. 

Market 
Commentary - 
Q3 2018

There was a significant 
divergence across global 
equity markets this 
quarter, with the US 
equity market continuing 
to the lead the way 
whilst other regional 
markets, including the 
UK, delivered more 
muted returns. 

US
The US economy grew at an annualised pace of 
4.2% over the second quarter, its fastest pace 
for four years and a marked acceleration from 
the revised up 2.0% rate of growth of the first 
quarter, with household consumption growth and 
business investment of 4% and 7.3% annualised 
respectively being the largest contributors to the 
figures. The third quarter witnessed Trump finally 
act on some of the anti-trade rhetoric which was so 
popular with much of his political base during his 
election campaign. In particular, in the first waves of 
tariffs the US imposed $34bn of tariffs on Chinese 
goods which, following retaliation by the Chinese 
administration, was followed by Trump instructing 
increasing tariffs on a further $200bn of Chinese 
goods from 10% to 25%. 

Despite President Trump’s very public comments 
questioning the continued tightening of policy by 
the Fed, the Federal Funds Rate was raised again 
in September, bringing the rate to 2.25% and the 
minutes from the meeting indicated that they will 
likely proceed with a further rate rise in December. 
The Fed are certainly in a challenging position, 
as the expansionary fiscal policy of the Trump 
administration is adding to inflationary pressures at 
a time when the economy – with an unemployment 
rate of just below 4% - is close to full employment. 
Notably, the year-on-year increase in the Consumer 
Price Index (CPI) stood at 2.7% in August and could 
well move higher over coming months as the impact 
of higher import duties on commodities start to take 
effect.

The second quarter was another strong one for 
US corporate earnings, with around 80% of S&P 
500 companies beating expectations and profits 
for the companies around 24% higher than their 
level in the second quarter last year, as corporates 
continue to benefit from the cut in corporate tax 
rates which were signed into law in December. This 
positive earnings outlook helped make US equities 
the strongest performing region over the quarter, 
as did strong technicals with significant domestic 
and international capital flows into US stocks. In 
particular, US corporates had up until the 15th 
September deadline to claim a 35% tax break on 
pension contributions before the rate fell to 20%, 
and it is believed that this has driven a very large 
one-off flow into US stocks over recent months. 
Over the quarter, the MSCI USA gained 7% over the 
quarter in US Dollar terms.

Alexander George, CFA
Associate Director 
of Research



11

US equities 
outperformed 
all other major 
markets over 
the quarter

UK
In their meeting in early August, the Bank of 
England’s Monetary Policy Committee (MPC) voted 
unanimously in favour of raising the economy’s base 
rate from 0.5% to 0.75%. This move was a reaction 
to the moderate bounce back in UK economic data 
over recent months, following a very weak weather-
affected first quarter, and the Committee’s aspiration 
to move the base rate away from the exceptionally 
low interest rates which were introduced at 
the onset of the financial crisis. The Committee 
maintained their wording that any future increases 
in the base rate would likely be at a gradual pace and 
to a limited extent, and we still expect this rate hiking 
cycle to continue to be very slow in comparison 
to previous cycles as the economy grapples with 
sluggish growth and the ongoing uncertainties 
created by the UK’s exit from the European Union. 

The ongoing Brexit negotiations remain a significant 
focus for markets, and the rejection of Prime 
Minister Theresa May’s so-called “Chequers Plan” by 
the EU leaders in mid-September did cause some 
volatility in UK assets. The plan outlined several 
key points, foremost among which were the UK 
maintaining a “common rule book for all goods” with 
the EU after Brexit, a frictionless border with the EU 

in Northern Ireland, and the UK Parliament having 
the ability to diverge from EU trade rules. Whilst the 
plan was seen by the EU leaders as being equivalent 
to letting the UK “have its cake and eat it”, it was 
equally unpopular with the so-called “Brexiteers” in 
the Tory party. This group, headed by Boris Johnson 
and Jacob Rees-Mogg, are hoping for a clean break 
from the EU and saw the Chequers plan as akin 
to a soft Brexit. Despite the rejection of the plan, 
markets are still expecting a deal to be reached by 
the deadline next March. Gilts yields did move up 
slightly over the quarter, with the 10 year Gilt ending 
the period with a yield of 1.58%.

To the surprise of markets, the inflation rate, based 
on the CPI metric, accelerated to 2.7% year-on-year 
in the most recent reading which covers the three 
month period to the end of July, with increased 
prices in recreational goods, transport and clothing 
among the key factors in the rise. Despite the 
stronger than expected inflation, the Pound failed to 
make much ground against the US Dollar and ended 
the period at just above $1.30. Having been the 
strongest performing major market over the second 
quarter, the UK market underperformed its US and 
European counterparts over the period with MSCI 
United Kingdom All-Cap ending the quarter down 
1.8% in capital return terms. 

Eurozone
The recent data from the Eurozone economy has 
indicated the currency bloc has seen a moderate 
pick-up in growth following a weak first quarter, with 
Eurostat’s revised estimate for second quarter GDP 
growth coming in at 0.4% quarter-on-quarter. The 
figure was bolstered by strong consumption growth 
in Germany, where low unemployment has helped 
boost consumer sentiment. The European Central 
Bank’s (ECB) monetary committee have outlined 
plans to end their substantial stimulus program by 
the end of the year and begin to look to raise the 
base rate – which is still negative at -0.4% - from 
the middle of next year, providing incoming data 
continues to follows the committee’s longer-term 
forecasts. Although the inflation rate for the currency 
bloc, as measured by the CPI index, stood at 2% in 
its most recent reading (which is exactly in line with 
the ECB’s target), this is largely attributable to the 
significant increase in energy prices over the last 
year with the energy price index 9.4% higher in the 
August than its level 12 months earlier. 

Concerns regarding Turkey and Italy continue 
to affect sentiment towards Eurozone assets, 
in particular the financial sector. August saw 
heightened concerns over contagion from the 
weakening Turkish economy, which has seen the 
Turkish Lira depreciate over 36% against the US 
Dollar since the start of the year, amid concerns 
regarding the economy’s double-digit inflation and 
interference in monetary policy by the country’s 
President, Recep Tayyip Erdogan. Turkish companies 
have borrowed aggressively from Eurozone banks 
over recent years, and the turmoil in Turkish financial 
markets has inevitably led to investor concerns that 
many of these borrowings won’t be repaid in full. 
Very late in the quarter, markets focused on the 
2019 budget plans for the Italian government, which 
if implemented would push the budget deficit to 
3 times that of the previous government’s budget 
plans. Markets are worried that this is a sign that the 
Italian government will reject austerity, and further 
add to the country’s already very high government 
debt, which at around 130% of GDP is one of the 
highest in the developed world. MSCI EMU, which 
aims to capture the returns of the largest-listed 
companies in the Eurozone, gained 0.2% over the 
quarter in Euro terms.

Eurozone 
banking stocks 
were hit by 
concerns over 
Turkey and Italy 
over the quarter
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The oil price 
has moved 
upwards so 
far this year

Asia
Official government data released during July 
showed that the Chinese economy grew 6.7% over 
the second quarter when compared to the same 
period a year earlier, only a moderate slowing 
from the 6.8% pace achieved over the first quarter. 
However, the Chinese authorities are renowned for 
massaging the official government data, and other 
indicators, such as the slowing property market, 
indicate that the economy has slowed to a greater 
extent. Furthermore, markets are clearly concerned 
that the trade tariffs being implemented by the US 
administration will have a disproportionate impact 
on the Chinese economy as China ran a c.$350bn 
surplus on trade with the US in 2017. In order to 
counter this slowdown there are indications that the 
government have already embarked on a stimulus 
package, although as always with China it is difficult 
to determine the eventual size and impact of the 
stimulus. 

Having been a driving force in pushing Emerging 
Market stock indices higher last year, this year 
has seen a pullback in the highly valued internet 
technology businesses, such as Tencent and 
Alibaba, which delivered such strong returns over 
2017, with these two stocks down 23% and 10% 
respectively in local currency terms so far this year. 
The former in particular has come under pressure 
from government regulation, with the government 
blocking the sale of one of Tencent’s most popular 
video games amid a crackdown on the video game 
industry. MSCI China H (which represents the 
performance of Chinese stocks listed in Hong Kong) 

ended the quarter down 0.7% in local currency 
terms, whilst onshore stocks were even weaker with 
MSCI China A Onshore returning -4.3% over the 
period. 

The preliminary reading for GDP indicated that the 
Japanese economy grew 0.5% q-o-q over the second 
quarter, well above the market’s expectation of 
0.3% growth. In August the CPI inflation rate for the 
economy rose to 1.3% year-on-year from 0.9% in 
July, driven by a jump in food prices and transport 
costs. The inflation rate continues to be held back by 
anaemic wage inflation, as the aging of the workforce 
and the gradual retirement of the “baby boomer” 
generation has resulted in the growth of average 
worker pay stalling over recent years. MSCI Japan 
returned 5.6% in Yen terms. 

Commodities
The oil price continued its push higher over the 
quarter as shown in the below chart. The oil market 
has become increasingly tight this year, as the US 
sanctions on Iran and the continued output controls 
from OPEC have combined to temper supply growth. 
The oil price, as measured by Brent Crude, ended 
the period at $83 per barrel, having started the 
quarter at $79 per barrel. Having reached a peak 
of $1350 per oz in March, the gold price ended 
the period below $1200 as the continued interest 
rate rises by the US Federal Reserve, as well as the 
stronger US Dollar, have curtailed investor demand 
for the precious metal. The gold price ended the 
quarter at $1192 per oz, having declined 4.8% over 
the period in US Dollar terms. 
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Fund Spotlight – 
Xtrackers Stoxx 
Europe Basic 
Resources
You may well notice the addition of a new fund to 
your portfolio in this quarter’s portfolio valuation. 
The Xtrackers Stoxx Europe 600 Basic Resources ETF 
was added, at a small weighting, to the Risk Strategy 
3 and above model portfolios in mid-September. 
The fund provides portfolios with a liquid exposure 
to the basic materials sector through a low-cost 
passive fund that tracks the Stoxx Europe 600 Basic 
Resources index. As the basic resources sector is 
largely comprised of mining companies, the fund 
has significant exposure to the London-listed mining 
stocks to which portfolios previously had minimal 
exposure. 

In this quarter’s House View, we have outlined the 
reasoning behind our increasingly constructive view 
on the mining sector, and our decision to neutralise 
our underweight exposure to this cyclical area of 
the market. Here we try to give a better insight into 
how we came about selecting the X-trackers fund, 
and why it differs from most of the commodity/
basic resources equity funds that investors such as 
ourselves would have traditionally invested in.

Choosing to go passive

When deciding the right fund to invest in when 
allocating to this area of the market, there were 
some key factors which led to us we choosing a 
passive strategy. These were; 

1. Ability to take a targeted exposure: Most 
global commodity funds invest in both energy and 
mining companies, with most allocating the majority 
of their capital to energy stocks. With our portfolios 
already having significant exposure to the energy 
sector, mostly through the UK-listed oil & gas 
behemoths Royal Dutch Shell and BP, our preference 
was for a fund that was predominately invested 
in the mining sector as this would most efficiently 
close our large underweight exposure to the sector. 
Following our assessment of the available options, 
there were in fact a small number of passive funds 
which provided a targeted exposure to the London-
listed mining stocks, such as Rio Tinto and BHP 
Billiton, to which we wished to gain exposure. 

2. Cost: Most active funds investing in this area of 
the market have ongoing charges figures (OCFs) of 
over 0.85%, whilst we could identify an investable 
passive strategy with total charges of around 0.3%. 
This lower cost is particularly attractive given that we 
had already identified a narrow number of stocks 
which we wished to gain exposure to. 

Selecting the Xtrackers fund 

Once we had decided to allocate to a passive 
strategy, there were very few which provided the 
targeted exposure to the European mining sector 
that we desired. Notably, passive funds which 
track the MSCI World Materials index, which is the 
nearest global equivalent to the European Basic 
Resources sector, have far greater exposure to 
companies which operate in the chemicals and the 
US construction industries, and thus these funds 
were ruled out of consideration. Of those funds 
which provided the targeted exposure we desired, 
the Xtrackers fund was the only one which was UCITs 
compliant, sufficiently large (the fund had an AUM 
of over €30m prior to our investment) and is listed 
on the London Stock Exchange with an active GBP 
trading line. These factors are particularly important 
in ensuring that we can easily buy and sell shares in 
the ETF. 
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The oil price 
has moved 
upwards so 
far this year

Asia
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costs. The inflation rate continues to be held back by 
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and the gradual retirement of the “baby boomer” 
generation has resulted in the growth of average 
worker pay stalling over recent years. MSCI Japan 
returned 5.6% in Yen terms. 
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passive fund that tracks the Stoxx Europe 600 Basic 
Resources index. As the basic resources sector is 
largely comprised of mining companies, the fund 
has significant exposure to the London-listed mining 
stocks to which portfolios previously had minimal 
exposure. 

In this quarter’s House View, we have outlined the 
reasoning behind our increasingly constructive view 
on the mining sector, and our decision to neutralise 
our underweight exposure to this cyclical area of 
the market. Here we try to give a better insight into 
how we came about selecting the X-trackers fund, 
and why it differs from most of the commodity/
basic resources equity funds that investors such as 
ourselves would have traditionally invested in.

Choosing to go passive

When deciding the right fund to invest in when 
allocating to this area of the market, there were 
some key factors which led to us we choosing a 
passive strategy. These were; 

1. Ability to take a targeted exposure: Most 
global commodity funds invest in both energy and 
mining companies, with most allocating the majority 
of their capital to energy stocks. With our portfolios 
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sector, mostly through the UK-listed oil & gas 
behemoths Royal Dutch Shell and BP, our preference 
was for a fund that was predominately invested 
in the mining sector as this would most efficiently 
close our large underweight exposure to the sector. 
Following our assessment of the available options, 
there were in fact a small number of passive funds 
which provided a targeted exposure to the London-
listed mining stocks, such as Rio Tinto and BHP 
Billiton, to which we wished to gain exposure. 

2. Cost: Most active funds investing in this area of 
the market have ongoing charges figures (OCFs) of 
over 0.85%, whilst we could identify an investable 
passive strategy with total charges of around 0.3%. 
This lower cost is particularly attractive given that we 
had already identified a narrow number of stocks 
which we wished to gain exposure to. 

Selecting the Xtrackers fund 

Once we had decided to allocate to a passive 
strategy, there were very few which provided the 
targeted exposure to the European mining sector 
that we desired. Notably, passive funds which 
track the MSCI World Materials index, which is the 
nearest global equivalent to the European Basic 
Resources sector, have far greater exposure to 
companies which operate in the chemicals and the 
US construction industries, and thus these funds 
were ruled out of consideration. Of those funds 
which provided the targeted exposure we desired, 
the Xtrackers fund was the only one which was UCITs 
compliant, sufficiently large (the fund had an AUM 
of over €30m prior to our investment) and is listed 
on the London Stock Exchange with an active GBP 
trading line. These factors are particularly important 
in ensuring that we can easily buy and sell shares in 
the ETF. 
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Fund positioning

As shown, the fund is reasonably concentrated with 
a combined weighting of c.57% in the UK-listed Rio 
Tinto, BHP Billiton, Glencore and Anglo American. 
These multi-national firms, which mine key basic 
inputs including iron ore, copper and aluminium, 
make up most of the UK-listed basic resources 
sector. Whilst the fund does have some exposure 
outside of the mining sector, most notably within 
paper and forestry, this exposure is less than 20% of 
the overall fund. 

Notably, mining companies should tend to trade 
at a discount to the wider market owing to the 
cyclicality of the sector and this is the case currently 
with all four companies mentioned above trading on 
reasonable valuations.  

Opposite we have highlighted some of the key 
valuation metrics for these companies. As shown, 
based on the EV/EBITDA metric, these stocks 
on average trade on a c.40% discount to the 
average company in the MSCI UK Large-Cap index. 
Furthermore, following a period of paying down debt 
and raising equity, these businesses now – with the 

exception of Glencore - have less debt (relative to 
their equity) than the wider market. This could help 
the resilience of these businesses should there be 
another downturn in global commodity prices. 

Of these four businesses, Rio and BHP tend to trade 
on higher valuations (based on Price/Book) than the 
other two firms, as they have some of the lowest 
costs of extraction in the mining industry and are 
subject to less political risk given that a large amount 
of their production is located in Australia. In contrast, 
Anglo and Glencore generate more production from 
Africa. 

Company
Weighting 

in Xtrackers 
Fund

Price/
Earnings

Price/Book EV/EBITDA
Debt-to-
equity

ANGLO AMERICAN 6.89% 9.62 1.42 5.07 43.29%

BHP BILLITON 16.10% 13.22 2.12 6.40 48.22%

GLENCORE 14.02% 9.94 1.31 6.96 70.10%

RIO TINTO 19.54% 8.77 2.07 6.03 30.50%

MSCI UK Large-Cap N/A 17.48 2.12 10.11 59.47%

Median figures are used for the MSCI UK Large-Cap

Earnings and EBITDA figures quoted are based on the last 12 months of reported data

Price/Earnings measures the company’s price per share divided by their profit per share

EV stands for Enterprise Value and is equal to a company’s market capitalisation plus the market value of its debt minus the value of the 
cash on its balance sheet. As it accounts for the debt and cash on a firm’s balance sheet, highly leveraged firms – which are inherently 
more risky – appear more expensive based on this metric. 

EBITDA stands for Earnings before interest, tax, depreciation and amortisation – it is often used as a broad measure for cash flow

EV/EBITDA is a widely used valuation metric which, unlike the Price/Earnings ratio, takes into account the debt on the company’s balance 
sheet

Top 10 index constituents

RIO TINTO ORD 19.54%

BILLITON ORD 16.10%

Glencore PLC 14.02%

UPM-KYMMENE OY ORD 7.34%

ARCELORMITTAL ORD 6.93%

ANGLO AMERICAN ORD 6.89%

STORA ENSO R ORD 3.83%

MONDIPLCPRE ORD 3.64%

TENARIS ORD 2.74%

NORSK HYDRO ORD 2.70%
Source: DWS, Index Provider; as of 31 August 2018

Source: Thomson Reuters as of 31 August 2018

Sector weightings of the index

62.03% General Mining

15.55% Paper

12.50% Iron & Steel

3.78% Gold Mining

2.70% Aluminum

2.49% Forestry

0.94% Nonferrous Metals

Performance

Owing to the fund’s concentrated sector exposure and the highly cyclical nature of the basic resources sector, 
the fund has a far higher volatility than the vast majority of other equity funds and will likely experience far 
higher drawdowns during periods of negative risk sentiment. For this reason, the fund is only held at a small 
weighting within portfolios. Since the fund’s launch in 2007, the fund has delivered returns which are broadly 
in line with that of the MSCI Europe Metals and Mining index. 

   A - MSCI United Kingdom All Cap in GB (83.97%)
  B - Xtrackers - Stoxx Europe 600 Basic Resources Swap UCITS ETF 1C GBP in GB (3.97%) 

  C - MSCI Europe/Metals & Mining in GB (-6.23%) 

30/11/2007 - 02/10/2018 Data from FE 2018

100%

80%

60%

40%

20%

0%

-20%

-40%

-60%

-80%
Dec 07 Dec 08 Dec 09 Dec 10 Dec 11 Dec 12 Dec 13 Dec 14 Dec 15 Dec 16 Dec 17

The Xtrackers 
ETFs return 
profile since 
launch



14 15

Fund positioning

As shown, the fund is reasonably concentrated with 
a combined weighting of c.57% in the UK-listed Rio 
Tinto, BHP Billiton, Glencore and Anglo American. 
These multi-national firms, which mine key basic 
inputs including iron ore, copper and aluminium, 
make up most of the UK-listed basic resources 
sector. Whilst the fund does have some exposure 
outside of the mining sector, most notably within 
paper and forestry, this exposure is less than 20% of 
the overall fund. 

Notably, mining companies should tend to trade 
at a discount to the wider market owing to the 
cyclicality of the sector and this is the case currently 
with all four companies mentioned above trading on 
reasonable valuations.  

Opposite we have highlighted some of the key 
valuation metrics for these companies. As shown, 
based on the EV/EBITDA metric, these stocks 
on average trade on a c.40% discount to the 
average company in the MSCI UK Large-Cap index. 
Furthermore, following a period of paying down debt 
and raising equity, these businesses now – with the 

exception of Glencore - have less debt (relative to 
their equity) than the wider market. This could help 
the resilience of these businesses should there be 
another downturn in global commodity prices. 

Of these four businesses, Rio and BHP tend to trade 
on higher valuations (based on Price/Book) than the 
other two firms, as they have some of the lowest 
costs of extraction in the mining industry and are 
subject to less political risk given that a large amount 
of their production is located in Australia. In contrast, 
Anglo and Glencore generate more production from 
Africa. 

Company
Weighting 

in Xtrackers 
Fund

Price/
Earnings

Price/Book EV/EBITDA
Debt-to-
equity

ANGLO AMERICAN 6.89% 9.62 1.42 5.07 43.29%

BHP BILLITON 16.10% 13.22 2.12 6.40 48.22%

GLENCORE 14.02% 9.94 1.31 6.96 70.10%

RIO TINTO 19.54% 8.77 2.07 6.03 30.50%

MSCI UK Large-Cap N/A 17.48 2.12 10.11 59.47%

Median figures are used for the MSCI UK Large-Cap

Earnings and EBITDA figures quoted are based on the last 12 months of reported data

Price/Earnings measures the company’s price per share divided by their profit per share

EV stands for Enterprise Value and is equal to a company’s market capitalisation plus the market value of its debt minus the value of the 
cash on its balance sheet. As it accounts for the debt and cash on a firm’s balance sheet, highly leveraged firms – which are inherently 
more risky – appear more expensive based on this metric. 

EBITDA stands for Earnings before interest, tax, depreciation and amortisation – it is often used as a broad measure for cash flow

EV/EBITDA is a widely used valuation metric which, unlike the Price/Earnings ratio, takes into account the debt on the company’s balance 
sheet

Top 10 index constituents

RIO TINTO ORD 19.54%

BILLITON ORD 16.10%

Glencore PLC 14.02%

UPM-KYMMENE OY ORD 7.34%

ARCELORMITTAL ORD 6.93%

ANGLO AMERICAN ORD 6.89%

STORA ENSO R ORD 3.83%

MONDIPLCPRE ORD 3.64%

TENARIS ORD 2.74%

NORSK HYDRO ORD 2.70%
Source: DWS, Index Provider; as of 31 August 2018

Source: Thomson Reuters as of 31 August 2018

Sector weightings of the index

62.03% General Mining

15.55% Paper

12.50% Iron & Steel

3.78% Gold Mining

2.70% Aluminum

2.49% Forestry

0.94% Nonferrous Metals

Performance

Owing to the fund’s concentrated sector exposure and the highly cyclical nature of the basic resources sector, 
the fund has a far higher volatility than the vast majority of other equity funds and will likely experience far 
higher drawdowns during periods of negative risk sentiment. For this reason, the fund is only held at a small 
weighting within portfolios. Since the fund’s launch in 2007, the fund has delivered returns which are broadly 
in line with that of the MSCI Europe Metals and Mining index. 

   A - MSCI United Kingdom All Cap in GB (83.97%)
  B - Xtrackers - Stoxx Europe 600 Basic Resources Swap UCITS ETF 1C GBP in GB (3.97%) 

  C - MSCI Europe/Metals & Mining in GB (-6.23%) 

30/11/2007 - 02/10/2018 Data from FE 2018

100%

80%

60%

40%

20%

0%

-20%

-40%

-60%

-80%
Dec 07 Dec 08 Dec 09 Dec 10 Dec 11 Dec 12 Dec 13 Dec 14 Dec 15 Dec 16 Dec 17

The Xtrackers 
ETFs return 
profile since 
launch



16

Dart Capital
4 Eastcheap London EC3M 1AE 
Tel: 020 7283 1117 
Fax: 020 7283 0891

Dart Capital Limited is registered in England and Wales. Company number: 2146006 
Dart Capital Limited is authorised and regulated by the Financial Conduct Authority. FCA registered number: 137569

Investment 
Managers

Richard Whitehead
richard.whitehead@dartcapital.com

Chris Bellchambers
chris.bellchambers@dartcapital.com

Andrew Savage
andrew.savage@dartcapital.com

Research 
Team

Alexander George
alexander.george@dartcapital.com

Michael High
michael.high@dartcapital.com

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 document is not intended for further distribution. This document 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.


