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Over the quarter, the fund returned 3.0% compared to a benchmark return of 2.8%. The outperformance was
attributable to a positive contribution from the underlying asset classes, with global equity delivering strong
positive returns.

Market Overview
Asset classes have largely performed in line with changing but positive economic fundamentals this year. Global
equities have outperformed fixed interest assets and the US dollar has benefited from increasing interest rate and
growth differentials. The divergence in growth between the US and the rest of the world was not expected, and
Donald Trump’s strategy of “America first” has had a dampening effect on global trade and the value of emerging
market assets. Outside the US, the world is struggling with the higher cost of US capital, and the higher costs of
doing business imposed by tariffs. The outlook is not expected to change much, but the path will become rougher
as global liquidity becomes less supportive, US-China trade tensions escalate and the political backdrop in Europe
stays uncertain.

Trade war
Global trade continues to make headlines. The US imposed tariffs on another $200 billion of imports from China on
24 September. Up to now, investment markets have largely shrugged off the news as the initial tariff of 10% was
less than expected. If no progress is made, tariffs on Chinese imports will rise from 10% to 25% on 1 January 2019.
Furthermore, the Trump administration has threatened to follow up with a third round of tariffs on remaining
imports from China. The Chinese immediately retaliated with tariffs on $60 billion of US imports and showed no
sign of backing off. The response from China is not surprising, but the end result of these escalations will certainly
be much more damaging for the Chinese economy should some form of compromise not be achieved, which at this
point looks unlikely. But it is not just China’s economy which will be affected. The whole supply chain, including
many emerging Asian economies will also be influenced. Investors have been voting with their feet, as illustrated by
the significant outperformance of US equities over China and emerging markets equity indices.
China does however have other options to consider other than trade tariffs. Certain US companies with operations
in China such as GM and Apple sell more of their products in China than the US, and Chinese authorities could
institute certain measures or regulations which could be damaging for US subsidiaries operating in China in the long
run. Although the overall impact is somewhat uncertain – much supply will be derived from markets where tariffs
don’t apply – tariffs are nevertheless an additional cost to businesses. The effect is negative in the short run as
companies will defer investment spending, but certain economies could benefit as importers in the US and China
would switch to alternative suppliers. US companies in the meantime will have to decide whether to pass on the
higher import prices or absorb the higher costs. The first option will result in higher inflation for the Federal Reserve
to contend with and the latter option in lower profit margins and a slowdown in earnings growth. Both options
will act as a headwind for US equity investors and perhaps the US dollar. The threat of escalating trade
tensions alongside a more restrictive US monetary policy and fading fiscal stimulus will act as additional risks to
the global economy, which is already showing signs of a slowdown in growth momentum.
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Italy
Italy’s debt at 132% of GDP has for some time been a headache for the European Commission, as the sheer size
of outstanding government debt makes Italy too big to bail out and makes the economy very vulnerable to any
cyclical or external shocks. Past governments have been able to keep a tight rein on finances, but it has been
exactly these restrictive measures and structural reforms that have opened the door to a populist coalition
government. The new government has made many promises leading up to the elections earlier this year, which
include lower taxes and increased government spending in an effort to stimulate economic growth. Although this
may deliver some short term relief, structural reforms such as improved labour productivity are required to get
the economy on a more sustainable long-term growth path.

The budget deficit target of 2.4% of GDP was higher than previously promised by the government and much
higher than the European Commission would have wanted (although still below the 3% Maastricht requirement)
and higher than the recommendation made by the Minister of Economy and Finance, of 1.6% of GDP. Investment
markets reacted negatively: Italian equity prices fell sharply and bond yields jumped again. Italy’s government
debt position, without growth, is unsustainable. Borrowing more without simultaneously doing anything to correct
the growth problem is guaranteed to make the situation worse. The backstop that is the EU will not prevent that,
and markets will be doubtful of the EU’s willingness to do anything different than it did in the case of Greece –
which is a much smaller problem. Italy cannot have a currency devaluation to help it through, so it is caught
between the shambles that is Brexit, which has been an object lesson for potential leavers, and the necessary
domestic price adjustment that Greece continues to endure. As Italy’s cost of financing rises, and the government
continues to ignore the needed reforms, a disruptive outcome becomes a rising risk. The European Commission
is very likely to push back in October and the risk of a sovereign rating downgrade has just increased. That said,
the absolute level of interest rate is still low by historic measures, given the European Central Bank’s quantitative
easing program. Italy is now the ECB’s point of vulnerability, capping its ability to allow interest rates to rise, given
the exposure of the Eurozone’s banking system to Italian government debt.

Brexit
It is now more than two years since the United Kingdom European Union membership referendum was held in
June 2016. There are only six months remaining before the UK officially leaves the European Union in March 2019.
The outcome of the eventual “divorce” between the UK and the rest of the EU remains uncertain and will continue
to weigh on business confidence and economic activity until the terms have been agreed. Like most divorce
settlements, there will be a cost and no one party really wins. In time, both the UK and the EU will establish
relationships and access with new trading partners, but in the short term it will be complicated if free movement
of goods and people between the UK and EU is restricted. There is no certainty as yet that a deal will be done. It
has been suggested by the EU that November is the latest that a deal could be finalised. This will be a month after
the EU summit in October, which is expected to outline the terms of the UK-EU “divorce” or withdrawal
agreement. If a deal has been approved, MPs will be asked to vote in favour of a withdrawal agreement or “no
deal”. In other words, the next few months will be critical for the process of establishing and approving a Brexit
deal. Various sticking points are significant, such as keeping the Irish border open between Northern Ireland and
the Republic of Ireland. At present, it is hard to read the final outcome. Whether markets fully reflect the impact
and probability of a “no deal” outcome is impossible to say, but the risk remains material and significant price
adjustments (currency, interest rates) may be needed to cushion the shock and rebalance capital and goods
flows. Time is short.
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Looking Ahead
The US economy has been the leader of a strong global economy this year, but also the cause of volatility and
unpleasant adjustments elsewhere as the impacts of tariffs, trade renegotiations and sanctions start to bite. For the
US, the growth outlook for next year is less certain. The benefits from lower taxes will begin to fade as we enter
2019, and the Federal Reserve will continue to increase the policy interest rate. For now, this process remains one
of deceleration - foot off the accelerator; whether an inflationary surge will force it into full braking mode is a rising
but still remote risk. US companies will also have to deal with the implications of a trade war with China as well as a
higher oil prices. Earnings growth will certainly slow. Other risks are also material; Brexit looms and Italy will have to
find a solution to its debt problems. Prices have adjusted, but not so much as to discount extreme outcomes. We
have learned over time that it doesn’t pay to bet on political and macro events as the eventual outcomes are at best
difficult to predict. Our preferred strategy is to ensure that the portfolio is well diversified, while at the same time
keeping a close eye on the opportunities arising from valuation adjustments.
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