Discretionary Portfolio Service
Market Commentary for the Period 1st July 2017 – 30th September 2017
Global equity markets rose over the period in broad terms, led by strong returns across Asian and
emerging markets. Early in the quarter, the IMF downgraded its UK growth forecast for the year
following a weak first quarter. Their forecast for US growth was also reduced for the next two years
given the lack of clarity around the timing and nature of US fiscal policy changes. Conflict between
North Korea and multiple countries intensified, particularly with alternating comments between
Donald Trump and Kim Jong-un. Multiple central banks across developed economies announced
stimulus withdrawal measures or their intentions to reduce stimulus. Angela Merkel secured a fourth
term as German chancellor, while in Spain there was a substantial vote in favour of Catalonian
independence. Fixed income markets were little changed over the period.
US equity markets produced attractive returns over the quarter, despite escalating tensions with North
Korea and stimulus withdrawal announced by the central bank. Conflict between the US and North
Korea dominated the headlines with comments between leaders intensifying over the period. After
reports that the country was developing nuclear weapons, North Korea fired two missiles over Japan
which flew over Hokkaido Island before crashing into the North Pacific Ocean. Japan, US, China and
Russia condemned the test and the UN made attempts to restrict oil imports and ban textile exports
to North Korea in response. The US treasury was later authorised to implement sanctions against
firms and financial institutions conducting business with North Korea with similar measures in China.
Trump threatened to ‘totally destroy’ North Korea if forced to defend the US or its allies and later
threatened that the regime’s leaders wouldn’t be around for much longer. Kim Jong-un responded
saying that the whole world should remember it was the US who declared war on their country.
President Trump failed to pass the Healthcare Bill to replace Obama’s Affordable Care Act (known
as Obamacare) for the second time raising some doubt around his ability to pass other bills through
congress. He later scrapped two business councils after business leaders left given the Presidents’
handling of violent clashes in Virginia. He was later reported as saying at a rally in Arizona that he
would close down the US government if necessary to build his wall across the Mexican border. He
also said it would be likely he would terminate NAFTA at some point. Hurricanes Harvey and Irma
caused multiple deaths and left tens of thousands homeless, significantly impacting both Texas and
Florida. In Texas, over 20% of US oil refining capacity was temporarily taken offline causing a
significant rise in gasoline prices.
The Federal Reserve left interest rates unchanged whilst hinting there would be one more rate rise by
year-end in their most recent meeting. The central bank confirmed the details of their ‘balance sheet
normalisation program’ which is essentially a slow reversal of the bank’s stimulus implemented after
the 07/08 global financial crisis. In their statement, the bank commented that higher inflation would
be likely on a temporary basis driven by the hurricane aftermath. US second quarter GDP rose to
3.1% q/q (annualised) which far surpassed the previous quarter. Inflation rose to 1.9% y/y in August
due to rising shelter and gasoline costs following the closure of refineries in the Gulf coast due to

Hurricane Harvey. Unemployment unexpectedly rose to 4.4% in August, but remains at significantly
low levels relative to history.
UK equity markets were divided with mild gains in large cap stocks and stronger returns in medium
to small sized companies. In the House of Commons, the EU withdrawal bill passed its first hurdle
where the UK would no longer be bound by the European Court of Justice. There are believed to be
around 7,900 instruments passed in parliament which implement EU legislation currently. Theresa
May later delivered a speech in Florence on Brexit proposing a transition period where current market
relationships would continue on existing terms. May said the UK would honour commitments made
during the periods of membership paying an ongoing contribution to cover the UK’s side of the costs.
She confirmed that if results of negotiations were unacceptable, a ‘no-deal’ scenario would be
possible. Credit ratings agency Moody’s cut their rating for the UK by one notch on concerns over
weakening public finances and the impact of Brexit on economic growth. They expressed that policy
and legislative adjustments would limit the governments’ capacity to address other challenges such
as weak productivity growth.
The Bank of England maintained interest rates and the current level of stimulus at their most recent
meeting. They commented that some withdrawal of monetary stimulus is likely to be appropriate over
the coming months taking into consideration inflation which they expect to surpass 3% shortly. The
UK government recorded their first budget surplus since 2002 in July as more money came in from
self-employed tax receipts. A Treasury spokesperson commented that although they were making
good progress in strengthening public finances, the national debt remains too high. UK second quarter
GDP remained at 0.3% q/q with fixed investment proving the greatest driver of growth. Inflation rose
to 2.9% y/y in August driven predominately by rising costs for clothing and motor fuels.
Unemployment fell to 4.3% in July marking the lowest rate since May 1975.
European equity markets performed well as uncertainty subsided following multiple elections across
Europe. The German election resulted in a win for Angela Merkel and the CDU/CSU party alliance
with 33% of the votes, but this marked their worst result since 1949. Martin Schulz of the SPD party
won 20.5% of the votes but ruled out a potential coalition with Angela Merkel to form a majority.
The most likely scenario is now a three party coalition. All parties rejected working with the
nationalist AfD party which won 12.6% of the votes and will therefore enter parliament for the first
time. In Spain, around 2.3 million people voted on the independence of Catalonia with preliminary
results showing 90% in favour. The Catalan President reported that the region may move towards a
unilateral declaration of independence within the week following the results. The Spanish government
deemed the vote to be illegal, causing protests and riots.
The European Central Bank held interest rates and confirmed that current levels of stimulus would
run until the end of the year. President Mario Draghi expressed that discussions around reducing
stimulus would likely commence this autumn. Eurozone second quarter GDP rose to 0.6% q/q
boosted predominately by household consumption, fixed investment and exports. Inflation rose to
1.5% y/y in August driven by rising energy prices. Unemployment remained unchanged at 9.1% in
July which remains the lowest rate since February 2009.
Japanese equity markets recovered from a dip later in the quarter to deliver mildly positive returns.
Japanese Prime Minister Abe called a snap election to take place at the end of October, a year earlier
than scheduled, to overcome a national crisis following growing threats from North Korea. The Bank
of Japan maintained interest rates and levels of stimulus in their most recent meeting. The central
bank re-iterated points made in previous meetings. This included the expectation that the economy
would turn to moderate expansion and that the bank would continue with their stimulus measures
until inflation was sustainably above their 2% target. Japanese second quarter GDP rose to 0.6% q/q
maintaining a sixth straight quarter of growth, marking its longest run of expansion since 2006.

Inflation rose to 0.7% y/y in August, which was the highest rate since March 2015, driven largely by
a faster rise in food costs. Unemployment remained at 2.8% in August, the lowest rate in 23 years.
Emerging markets posted strong returns amid a period of multiple interest rate cuts, geopolitical
tensions and credit rating downgrades. Several central banks continued to cut interest rates across
emerging economies including Brazil, Russia and India by 1%, 0.5% and 0.25% respectively. All
decisions were based on falling inflation. Turkish Prime Minister Erdogan threatened to shut off the
pipeline bringing oil, typically 500 to 600 thousand barrels a day, from Northern Iraq to the market.
This was following an independence referendum to see whether Northern Iraq should become an
autonomous Kurdish region, which the Turkish President strongly opposed to.
Chinese second quarter GDP remained at 6.9% y/y, the strongest level in almost two years, driven in
part by a pickup in industrial output and retail sales. Credit ratings agency Standard & Poor’s cut their
rating for China and Hong Kong by one notch each. With China, they expressed concerns over a
prolonged period of strong credit growth increasing economic and financial risks. Ratings were also
cut for three foreign banks with primary operations in China on fears they would not be able to avoid
default if the country defaulted on its sovereign debt. With Hong Kong, the agency were troubled by
the potential spill-over risks should deleveraging in China be more disruptive than expected.
In fixed income markets, bond yields were largely unchanged with a marginal rise in the UK having
an adverse impact on prices. This was driven predominately by the Bank of England’s remarks that
they would likely take measures to address above target inflation expected shortly. Comments on the
withdrawal of stimulus from both the Federal Reserve in the US and the European Central Bank did
not have the same impact over the period. Yields on UK, US and German 10 year bonds ended the
quarter at 1.36%, 2.33% and 0.46% respectively.
Our comments below relate to our general approach to portfolios over the period. Actual activity on
trading accounts may differ from this depending on personal circumstances, and timing of investment.
Please refer to your Valuation and Transaction Statements for details.
Portfolio Activity
The Investment Committee has recently agreed to make a small number of changes to asset and fund
allocations in portfolios which they expect to implement shortly. Details will be included in the next
quarterly market commentary.
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House View
Despite the almost constant coverage of geo-political risks such as North Korea, financial markets
have remained fairly stable. Investors seem to be more focused on the actions of key central banks.
The general trend is that central banks are becoming less accommodative with rate rises and
withdrawal of stimulus expected in the US, as well as reduced stimulus in the Eurozone. The Bank
of England has also indicated that some withdrawal of stimulus will be necessary and interest rates
will rise faster than the market currently expects.

Loose policy by central banks has been a key determinant of the scale of rising equity and bond
markets since the global financial crisis. Therefore, removing or reducing stimulus alongside an
increase in the cost of borrowing is naturally expected to result in a headwind to further price rises.
Central banks are cognisant that any knee-jerk change in policy has the potential to upset markets and
therefore have communicated that this will be a slow and steady shift over time.
With regards to asset allocation, mixed forces impacting bond yields lead the portfolios to remain
predominately invested in strategic bond funds. These funds are more agile in their ability to trade
where managers are broadly unconstrained in investing across the fixed income marketplace. These
funds also tend to offer greater liquidity given their diversified approach. Dedicated exposure to
emerging market bonds delivers a differentiated risk/return profile complementing developed market
exposure.
Alternative investments help to broaden diversification within portfolios and, although they will
typically lag equity market returns, they are expected to provide a degree of capital preservation in
more turbulent periods. The Investment Committee has made significant changes within this segment
over recent periods investing into a range of complimentary and dynamic strategies to enhance
diversification benefits.
Bricks and mortar commercial property continues to be an area avoided in portfolios. The Investment
Committee feels that, although there are merits in having some exposure, it continues to prefer to
substitute exposure with a UK infrastructure position which focuses on specialist assets such as health
centres, schools, airports and renewables. When combined, these holdings typically offer a
sustainable yield, an element of inflation hedging and low relative volatility as part of an overall fund.
Developed equity markets continue to trade on valuations which are typically above historical
averages, however, the current market environment of low interest rates and low yields offered in
fixed income markets must be taken into consideration. Within the UK, investor sentiment was
recently recorded at the lowest level in 18 months, according to one particular index, making it an
unloved region among investors. While this applies to the market as a whole, many fund managers
will be taking the opportunity to invest in specific stocks or sectors at more attractive entry points.
The US remains a region where we feel considerably higher relative valuations are not justified taking
into account factors such as expected central bank tightening and political risk associated with
President Trump. This in part leads us to maintain our low relative position. In Europe, economic
fundamentals appear to be improving and we feel political risk has reduced following the recent series
of election results.
Emerging equity markets are supported by an improving economic backdrop, particularly with Brazil
and Russia showing significant recovery. These are the 3rd and 4th largest emerging economies and
therefore this has a large bearing in aggregate. We feel that China is a key risk with some concern
over the scale of rising debt levels which appear unsustainable. This is however discounted in part by
lower relative valuations and looking through to the longer term structural growth story of attractive
demographics, urbanisation and a growing middle class.
In summary, the increase in interest rates and reduction of stimulus from various developed central
banks will inevitably slow the return potential for conventional bond and equity markets as the cost
of borrowing increases and there is a reduction of asset purchases. Market volatility has been very
low relative to history and this dynamic is expected to cause a shift towards more normal market
levels. The Investment Committee has placed increasing emphasis on diversification of assets in
recent years to help lower volatility and enhance capital preservation. We continue to search for
market opportunity and remain positive on the medium to long term outlook.
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