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Quarterly Commentary
The second quarter of 2016 continued the trend of elevated volatility that has persisted since the latter half of
2015. After global markets got off to a strong start in April, May saw renewed concerns about the trajectory and
sustainability of global growth after a weak US jobs report spooked markets. Comments made by the Federal
Reserve seemed to indicate there was limited scope to raise interest rates in June or July, and the subsequent
uncertainty introduced by the Brexit vote likely means that more than one rate hike for the remainder of the year
is unlikely.
Brexit dominated headlines in June – firstly as the market took the view that a ‘Remain’ vote was the most likely
outcome, followed by substantial volatility and a dramatic sell-off in the wake of the referendum proving to go the
other way. Following dovish central bank comments that temporarily calmed markets, equity markets finished
June strongly, with the most notable outcomes a dramatic weakening (to thirty year lows) of the pound relative to
the dollar, combined with a very strong rally in bonds to historically low yields.
On the topic of Brexit, the long term implications for the UK, European and global economy are unclear, and given
the political process that now needs to play out, we think the uncertainty will persist until there is more clarity on
the next leader of the British government, and the approach to addressing the result of the ‘Leave’ vote. However,
whatever the ultimate nature of the relationship between the UK and Europe, none of the recent developments
bode well for global growth, either in the short or medium term. The possibility that further referenda on the topic
of EU membership may be held in several European nations should not be discounted, given the sense of euroscepticism that currently prevails. Speculating on the likelihood of such votes is unproductive, but what is certain
is that the climate of uncertainty this will foster will likely put further pressure on much-needed investment
required to reignite economic growth.
Unsurprisingly, equity as an asset class underperformed over the quarter, as investors again fled to the relative
safety of fixed income. At the end of June, roughly $11.7 trillion of sovereign debt was yielding zero or less,
according to research done by Fitch. Several sectors of the equity market – predominantly those that pay high
dividend yields, such as utilities or telecommunications – are trading at all time high valuations, with dividend
yields well below long term averages. The chart below shows the average P/E of the S&P 500 Utilities sector over
a 15-year period, as well as the dividend yield.
As can be seen, the rerating of equities with supposedly bond-like characteristics has been a feature of markets
post the global financial crisis. In particular, we think that a sector such as utilities – which has no effective pricing
power to speak of – is now at very extreme valuation levels, and does not adequately reward investors for the risk
being assumed. As such, we are not inclined to pursue these opportunities.
Finally, it is worth remembering that earnings growth – particularly in the US – has been much lower than
expected. As an example, the growth in earnings for the S&P 500 for the quarter ended June 2016 was estimated
to be 9.5% in July 2015, only to be revised lower to 4.2% in December 2015. At present, expectations are now for
year-over-year earnings growth of -4.4% for this quarter. While earnings are likely forming a base to grow from for
2017 as the negative effects of a stronger dollar and lower oil price start to fade, we think consensus expectations
are still too high, and thus prefer to remain cautious in deploying capital. During the second quarter no changes
were made to the asset allocation. We did however increase the exposure to the Melville Douglas Equity fund at
the expense of third party funds.

