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Portfolio commentary � Covering the quarter ended 30 September 2015 

 

 

 

Economic and Market Review 
  . Chinese growth concerns spark August equity market sell�off dubbed 'Black Monday'. 

  . Flight�to�safety drives government and investment grade bond prices higher. 

  . At its September meeting, the US Federal Reserve delays raising interest rates. 

 
The coining of 'Fed Fatigue' to describe investors' waning patience with the debate surrounding US interest rate lift�off is symptomatic of a quarter 
in which very familiar macro risks dominated: Grexit, Chinese slowdown, and a US interest rate rise. The Greek crisis, although only temporarily 
resolved (on its creditors' terms), improved sufficiently to allow most investors to near enough forget about it for the duration of the summer 
months. But Chinese concerns were not so easily overcome, and escalated to the point of catalysing a market sell�off in August which contributed 
to global equities experiencing their worst quarter since 2011. The MSCI World equity index lost 4.9%, led by weakness in commodity sectors, 
and the MSCI Emerging Markets index fell 14.8%. An associated 'flight�to�safety' away from risk assets kept downward pressure on bond yield 
curves, leading to capital gains for sovereign and investment grade bonds. 

The traditional early warning indicators of impending market turmoil – a drop in treasury yields and a spike in gold prices – were hardly evident 
in prior months. In fact, volatility had remained remarkably low throughout 2015 considering the misgivings investors have had over Greece and 
China. This subdued volatility has been particularly marked on the US equity market: the VIX index ("the fear index") of volatility on the S&P500 
has drifted along at below 15% for most of the year. We had expected that this would increase to more normal levels (by historical standards) 
as we edged closer to an interest rate hike in the US, but instead we saw an explosion in volatility, which doubled in a matter of days, spiking
to an intraday high of 53.3% on 'Black Monday', 24th August. 

There has been little in the way of 'new' worries to digest which would obviously have catalysed the current sell�off. However, fingers have been 
pointed at China's decision to devalue the yuan, with the move interpreted by some as a signal that Chinese policymakers are more concerned 
about the pace of economic growth than they are willing to let on.  

We have seen a number of 'risk�off' episodes in markets since the Global Financial Crisis and, from the evidence we have seen thus far, this just 
represents another one. Perhaps most significantly, the turmoil raised question marks over the likelihood of a September rate rise from the US 
Federal Reserve. The decision appeared finely balanced prior to Black Monday but the Fed subsequently declined to enact its first rate increase 
since June 2006, with accompanying statements making reference to the potential impact of an "abrupt" slowdown in China. Comments from 
Fed Chair Janet Yellen suggest that she still views lift off as likely in 2015, as she had previously indicated, but the futures market is pricing in a 
growing chance of rates remaining on hold into next year. 

We have previously explained how our focus on the next stage of the interest rate cycle is driving our positioning of portfolios. Despite recent 
developments, this continues to be the case; we still think that the first US rate hike will be the most influential driver of asset pricing this year (or 
next). It has been anticipated so keenly and for so long that there is little prospect of investors adopting a more long�term view until this hurdle 
has been cleared. The decision to delay has not helped investor confidence. Markets are struggling to look beyond US rate lift�off at the 
moment, and this myopia may result in some significant asset price moves when the first hike is announced. We will be alive to any 
opportunities to exploit asset mispricing if US policy decisions cause excess volatility. Emerging market equities would be one area that may offer 
up good long�term entry points. In the short term, capital outflows from emerging markets seem unavoidable, but the longer term implication of a 
US rate rise is that the global economy is on a firm footing, which can only be good for these economies.  

The nervousness caused by the current policy limbo has been illustrated by a steady stream of downbeat rhetoric from economic and market 
commentators. In contrast, we think that there is no cause for panic: the global economy continues to grow modestly with most leading indicators 
in the US and Europe suggesting further expansion, and this is compensating for weakness in China and other emerging markets. The potential 
for contagion from Chinese financial markets into the developed world real economy is in our view far less than current market activity suggests. 
Liquidity conditions remain favourable with QE in Europe and Japan, China is acting to stimulate its economy and the US will not tighten without 
evidence of economic resilience. We expect markets to recover in the coming months and we will be on the lookout for heavily discounted 
assets that could benefit. 
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Strategic benchmark 

There was no change to the strategic asset allocation during the quarter. 

 
 

Performance review 

The portfolio suffered a loss in the third quarter, in what was a volatile period for UK investors. Relative to its strategic targets, the portfolio's 
tactical positioning added value. 

Global equities recorded large falls in the quarter, which fed through to poor performance from the portfolio's equity allocation. The portfolio's 
positioning for the beginning of interest rate normalisation meant that the US Federal Reserve's decision in September to delay the first rate rise 
was not helpful.  

The impact of falling markets was cushioned to some extent by positive fund selection in the equity portion of the portfolio, where the funds 
chosen for exposure to Asian and emerging markets in particular held up better than their underlying markets. The Baillie Gifford Japanese 
equity fund, for example, benefited from its unhedged exposure to a strengthening Yen. However, the majority of the funds held could not 
avoid the losses which afflicted global equity markets during the quarter. 

Important information: Past performance is not a guide to future performance.Past performance is not a guide to future performance.Past performance is not a guide to future performance.Past performance is not a guide to future performance. 
 
 

Tactical portfolio 

Changes to tactical asset allocation were small and reflected movements in asset prices as much as alterations to the portfolio's holdings, 
which were restricted to adjustments to fund exposure within asset classes. 

The tactical position relative to the strategic asset allocation continues to be informed by our belief that eventual US interest rate rises are the 
most important event that the portfolio should be positioned for.  

 
 

Portfolio changes 

Equities 

Bought  Baillie Gifford Japanese B Acc 

The fund held up well in relative terms last quarter and we believe the managers' approach is capable of generating further good returns. 

 
Equities 

Bought  Fidelity Index Europe ex UK W Acc 

This tracker offers an efficient low�cost means of gaining geographic exposure. 

 
Equities 

Bought  Fidelity Index Japan W Acc GBP 

This tracker offers an efficient low�cost means of gaining geographic exposure. 

 
Alternatives 

Bought  GAM Star Keynes Quantitative Strategies GBP Inc 

An absolute return strategy that provides good portfolio diversification. 

 
Alternatives 

Bought  H2O MultiReturns Fund I/A (GBP) 

We believe this Fund is capable of producing a return profile which, although volatile at times, is a good diversifier due to its absolute return, 
uncorrelated mandate. 
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Portfolio changes  (continued) 

Alternatives 

Bought  Kames UK Equity Absolute Return B Acc 

This absolute return strategy can provide good diversification to existing holdings, which should boost the risk�adjusted returns. 

 
Alternatives 

Sold  Old Mutual Global Equity Abs Return GBP R Acc Hdgd 

This fund has performed reasonable well, but the size of the fund became a concern. 

 
Equities 

Bought  Old Mutual UK Alpha R Acc 

The strategy employed by the fund manager experienced a tough quarter, but we have confidence in his ability to generate good returns in 
the long term. 

 
Equities 

Sold  PictetJapanese Equity OpportunitiesHI USD 

The holding was sold after the fund was closed to new investments. 

 
Equities 

Sold  Schroder UK Opportunities Z Income 

The holding was sold following the departure of the fund manager. 

  
 
 

Important information 
Source: Liontrust Investment Solutions Limited. Please note this document should only be read in conjunction with the Wealth Solutions Service Brochure. The views expressed are 
correct only at the time of publication and are subject to change. This material is confidential and intended solely for the use of the person/s to whom it is given or sent and may not 
be copied, reproduced or given in whole or in part, to any person. It is not an invitation to subscribe and is only intended to provide information and opinion. Nothing contained 
within this document constitutes investment, legal, tax or any other advice. It should not be relied upon when making an investment or other decision.  

The asset allocation information provided represents our model portfolios, please note that the asset allocation of a client's individual portfolio may differ. The portfolio holdings 
represent holdings in the portfolio as at 30 September 2015.  

This material is issued and approved by Liontrust Investment Solutions Limited, authorised and regulated by the Financial Conduct Authority. FRN:_495713 
 


