
 

Active Asset & Factor Update  

 
We recommend reading these notes in conjunction with our commentary on the Investment & 
Economic Outlook.   
 

A Timely Reminder 
 

The golden rule of asset allocation is to work out the efficient frontier for an agreed risk profile and 
then stick to it. Asset Allocation represents between 80% and 95% of the total return a portfolio 
will produce so messing with the standard approach can have a significant effect on returns.   
 
We have for many years “added value” by suggesting a change of emphasis where we feel there 
is a long term argument for or against a sector.  Whilst we have been successful in this approach, 
any meddling will inevitably carry the risk we get it wrong and client’s portfolios will underperform. 
 

Exchange Rates 
 
The general view over currency traders seems to be that the pound will remain volatile as Brexit 
continues. The big winner currently is the Dollar, whilst the Euro is also dragged down somewhat 
by the UK’s negotiations. 
 
With our equity weightings being heavily international, it is worth noting that many of the funds we 
use are denominated in different currencies. Most are not hedged, meaning that returns will be 
affected by changes in the exchange between the UK and whatever the foreign currency is 
(usually US Dollars). 
 

UK Equities 
 
Recent market activity has seen the FTSE 100 return to a level of just above 7,000, last seen in 
February 2017, which means that returns for the last year have been at best neutral, as the current 
gross yield of the FTSE 100 is 3.8%, and possibly negative after all costs are taken into account. 
 
At the end of the last millennium the FTSE 100 stood at 6,930 with a yield of 2.5%. This means 
that over the last 18 years the UK’s biggest company index has been static. 1999 was the end of 
the dotcom boom so one could argue that the market was grossly inflated at the time and by 
March 2003 the market was at 3,600. The market peaked again in 2007 (6,700 in October) and 
troughed again in 2009 (3,830 in February). Since then it has been creeping back to the 7,000 
level we see today. 
 
 
 
 
 



 
There is a good argument to suggest that returns are best gained from market volatility rather 
than long term hold, i.e. wait until a pre-set FTSE figure (i.e. 6,000) and pile in then returning to 
cash when the market exceeds say 7,200.  The purchase side of this argument works but the sale 
side doesn’t due to the higher yield from assets than from cash (even after charges).  The lack of 
capital growth does however reinforce our argument for low cost passive investments which lose 
less when there are falls / no growth in the market. 
 
If you refer to our notes on investment cycles (11.2016 Investment Cycles And Factor Based 
Investing) it is also interesting to note just how near we are to proving the Reinhart, Reinhart & 
Rogoff research correct.  They showed that market falls due to government excessive borrowing 
(not linked to war) led to stagnant markets for up to 20 years. 
 
If the FTSE 100 had risen by inflation since 1999 it would now stand at 11,400. 
 
From a valuation perspective, the FTSE All-Share is now trading at its cheapest level for last two 
years, with the market on 13.1x forward P/E versus a long-run average of 14.1x.  
 
Looking ahead, we still remain cautious about the UK and favour international equities.  The UK 
represents around 8% of global value.  Our allocation is higher than this but much lower than a 
typical UK fund manager who will be looking at 60% in the UK equites. 
 

US Equities 
 
The US had a very good year in 2017 and it is continuing in 2018, with the S&P trading at 15.7x 
P/E.  
 
The pickup in US growth has been amplified by stronger global growth and the US government’s 
$1.5 trillion tax cut for corporates and individuals. Together these are likely to boost GDP growth 
to around 2.75% in 2018.  
 
While the White House argues that stronger growth means higher tax revenues, most 
commentators see the president’s latest $4.4 trillion budget proposal (including $200 billion of 
federal spending to improve infrastructure) as unsustainable. 
 
One day the rest of the world is going to demand a great deal more return to finance the US 
overspending, but it seems the party whilst the ship sinks is nowhere near over yet! 
 

European Equities (x UK) 
 
There isn’t a huge amount of comment on Europe going forward, we remain of the view that the 
stranglehold of the Euro and the political agenda of the parliament are not conducive to long term 
economic returns. However, from a low base Europe might do well in 2018. 
 



 

Global Growth 
 
In 2018, earnings growth is forecast to continue its positive trajectory with analysts expecting the 
global economy to continue growing at its fastest pace in seven years. Furthermore, 90% of 
markets are now growing above trend.  
 

Emerging Markets  
 
Our faith in emerging markets has paid-off in the last two years.  We have been taking profits at 
annual reviews, however for new clients we remain positive emerging markets with allocations 
between 5% and 10% dependent upon risk preferences. 

 
Factor Considerations  
 
With our concerns over the market in late 2017 through to the recent falls, we have been switching 
funds into value and minimum volatility stock.  It has to be said, these have underperformed up 
to the correction but now look somewhat better choices. 

 
Sector Considerations  
 
Many clients will now hold healthcare specific collectives as well as the new automation and 
robotics index fund. The reasoning here is that these are growth sectors in their own rights which 
should perform well in most markets. 

 
Gold  
 
Rising market uncertainty should further support gold prices higher and reflect positively on the 
share price of precious metals miners.  
 
We have been hedging into gold for up to 8% of the portfolio however we have used a physical 
gold ETF rather than a precious metal funds which invest in the mining of same. This is (in our 
view) a lower risk hedge however it will not perform as well as a the geared producers, should 
markets rise significantly. 
 

Fixed Interest  
 
The expectation of higher interest rates has already been built into fixed interest prices however 
a sharper than expected rise (which is forecast by many) will lead to lower capital values. We 
continue to believe that fixed interest stock is will not provide investors with the low-risk returns 
they seek. 

 



 

Commercial Property  
 
We have been diversifying our commercial property recommendations, reducing the larger funds 
towards smaller funds, investing in different sectors of the market and allocating towards different 
lease types. 
 
We continue to believe that long term commercial property is a valid income investment even if 
capital growth is limited. When we consider the alternative income providers of fixed interest and 
cash we believe our approach remains reasonable. 
 

Summary 
 
After such a long period of benign returns from assets it is understandable that investors 
(ourselves included) are nervous about the markets. However, we believe that returns from a 
well-diversified portfolio will be a great deal higher than can be achieved from cash, when taking 
a long term view.  
 
We continue to favour value and minimum volatility over growth and momentum factors, although 
we are not afraid to diversify client funds into sectors we believe have the best long term growth 
potential.  
 
The information and statistics provided in this bulletin have been taken from a number of sources and are available upon request.  
The figures are approximations and conjecture and should not be relied upon.  You should not take action on any comments made 
herein without a personal consultation and discussion with your financial adviser.  Figures given today will change tomorrow.  
ADLS 27/02/2018. 
 
Investments are subject to market risk, including the possible loss of the money you invest. Bond funds are subject to the risk that 
an issuer will fail to make payments on time, and that bond prices will decline because of rising interest rates or negative 
perceptions of an issuer’s ability to make payments.  Diversification does not ensure a profit or protect against a loss in a declining 
market. Performance data shown represent past performance, which is not a guarantee of future results. Note that hypothetical 
illustrations are not exact representations of any particular investment, as you cannot invest directly in an index or fund-group 
average. 
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