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Q2 market review
European populism back in the spotlight
Since the start of the year, heightening political and geopolitical tension has pushed up levels of volatility, and it is
becoming clear that investors are no longer able to rely on the Central Bank "put" coming to the rescue. During May
we saw some spectacular moves in Italian government bonds as European political turmoil returned once more. The
rumours of a planned bailout request of EUR250 billion by the Five Star Movement and far-right league raised concerns
over Italy's commitment to the Euro and of course the Eurozone more widely. This caused a sharp rise in the Italian
government bond yields and prices for the debt plummeted as investors panicked and sold these assets in place for US
and UK sovereign bonds. This resulted in a one day move of 190 basis points (bps) in the Italian 2-year government
paper, the first time there has been a move of over 100 bps in 2 year G7 government bonds since 1982. However the
rebound in prices was almost as fast as it became clear that investors had sold on the rumour rather than the fact. The
sector that was most impacted by these moves was Financials, particularly Japanese banks which invest heavily in
European sovereign debt. The market quickly moved on as the perceived risk passed and new elections looked to be
avoided, but what has stuck in investors' minds is the spike in volatility. Interestingly this quarter we also saw the
publication of International Monetary Fund (IMF) data showing Spain's GDP overtake Italy during 2017. The IMF have
forecast that Spain will become 7% richer than Italy over the next five years. A decade ago, Italy was 10% richer on
the same basis.
Trump induced volatility
Elsewhere, Trump's amplification of trade war rhetoric has spooked markets and generated another source of market
volatility. What started as China-specific trade tariffs representing a small portion of the overall trade figure has now
increased and looks to be incorporating the European Union, Canada and Mexico. According to a poll by Reuters, the
majority of economists interviewed thought that the tariffs could do more harm than good and LGT Vestra's research
department has been doing work on the potential impact of the US tariffs on inflation, and therefore on businesses.
For now we are keeping our exposure to US equities static but we will be watching the situation closely and may opt to
reduce the holding if we conclude tariffs are likely to have a net negative effect (over and above the benefit of tax cuts
and current levels of economic growth). It is most likely that we will be going down the route of becoming more and
more selective over the sectors and companies that we invest into. This quarter Trump also pulled the US out of the
nucleur deal with Iran, an act we had been anticipating. This caused the oil price to rise, something we also expected,
and as such we had increased exposure to energy in the portfolio via the FTSE 100 tracker ahead of the move. The
increase in the oil price may also cause inflation to be pushed higher, but over the medium to long term we believe the
deflationary pressures such as technology will keep a lid on general price rises.
Emerging Markets: we avoided isolated troubles
Emerging Markets (EM) generally had a difficult quarter impacted by the strengthening US Dollar and corresponding
increase in funding costs for those EM nations with high levels of US Dollar debt. Specific political dramas in Argentina,
Brazil, Turkey and Indonesia attracted most of the attention from investors and markets in these regions sold off in
response. Argentina and Turkey both suffered considerable currency pressure and raised interest rates to attempt to
counter this - Argentina from 27.25% to 40% and Turkey by 6%, and Indonesia raised rates for the first time since
2014. Since the start of the year, the spread on Argentine bonds has gone from below 400 to over 600, similar levels
to just before Macri's victory in 2015, despite a reformist government currently being in place. For comparison the
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spread on Turkish bonds is 400 bps. This sell off has provided some interesting opportunities for specialist managers,
however currently in the model portfolios we do not have specific exposure to EM debt. We do not believe these
country specific issues represent a systemic crisis, and in fact we are encouraged by the general stability of EM nations
as a result of the self-inflicted reform programmes they have been conducting.
Going back to 2009, investing in the Emerging Market region has returned 2% annualised (from Jul 2009 to Jun
2018), as the asset class has clearly found it difficult to fully emerge from its cyclical crisis of reliance on USD funding
(2013), the commodity sell off (2014-15) and corruption and political scandals (2015). However there is evidence to
suggest that this might be a good time to start to seriously consider an increased exposure to Emerging Markets (either
through bonds or equities). The significant boost in value that QE has given Developed Market assets over the past nine
years is starting to become unwound, which creates a more level playing field.
The performance of the Somerset EM fund over the past few years has been strong and is up over 20% in the last 24
months. The MPS portfolios didn't have any significant exposure to Brazil, Argentina or Turkish equities and so
managed to avoid the drawdowns experienced in these equity markets. Since these isolated EM troubles, we have
changed our implementation strategy in portfolios for Emerging Market equities, moving out of the Somerset
Emerging Market Dividend Growth fund and into a fund run by RWC, the Global Emerging Markets fund. The RWC
fund has exposure to a wider range of Emerging Markets, particularly Latin America which after the region's recent
difficulties and abrupt devaluation in both the Brazil Real and Argentine Peso, now looks to be becoming an attractive
place to allocate capital to. The RWC fund also has the flexibility to invest in frontier markets, which increases the
opportunity set for the fund manager.
US domination continues… for now
It has been clear that equity investors who replicated the big momentum trades this year have been rewarded for
following the crowd. Tech and consumer stocks were the outperformers and have led to US equities being the best
performing asset class for both the past quarter and past six months. The US market's global dominance is not only
justified on the back of its growth rate and the breath of opportunity but also better protection it provides in a risk selloff as investors switch allocation from the perceived riskier geographies. We have seen US equity prices increase in
value by over 300% since the Global Financial Crisis, as the geography is a clear beneficiary of quantitative easing (QE).
The question now is how long are equity prices going to continue to appreciate, as the Federal Reserve starts to
normalise the interest rate cycle. The US economy continues, for now, to expand at a rapid rate with ISM
manufacturing readings and construction spending for May coming in stronger than expected. Over the past few years
the US equity investors have ridden on the waves of QE and then more recently tax cuts and fiscal boosts. We believe
the impact of the tax reform is likely to continue to be felt over the next few quarters, and may provide further stimulus
for the US economy to grow more rapidly than previously expected. However we also view the US equity market as
reaching the mature end of the market cycle and in response to this, we have switched the allocation across all
portfolios out of the passive US large cap fund and into an active large cap US fund.
Looking outside of the US, last year the 'goldilocks' scenario of low levels of inflation, loose monetary policy support
from central banks and synchronised global economic growth gave huge support to equity markets. This year the
environment has to some degree changed, and we have seen a softening of data in Europe and in Japan. The US
however continues to grow on the same trajectory. This recent differential in growth rates could go some way to
explaining why there has been such a strengthening in the US Dollar this year, in comparison to the weakening of the
currency during 2017. The weakening in data in Europe and Japan is likely to be linked to the strengthening of both of
those regions' currencies along with an expected cooling off of what was a very strong macroeconomic environment in
2017. The European PMI (Purchasing Managers Index) figure recently peaked at 60 which is viewed by economists as
verging on uncontrollable levels of economic growth, so some softening has been welcome from those explosive levels.
Portfolio performance analysis
The best performing holdings in the portfolios over the past quarter have been the US equities funds, boosted by
strong performance in the tech sector; the Vanguard US equity index was up over 10% as was the Schroder US Mid
Cap fund. All four of the UK equity funds, the FTSE 100 tracker, the defensive Lindsell Train large cap fund, Schroder
Income and Old Mutual Smaller Companies fund also performed strongly over the past three months each returning
over 8%. Of course each of the UK funds play very different roles in the portfolio, but pleasingly over the three month
period each contributed positive performance. Despite slight slowing of economic growth levels in Europe and Japan,
our fund holdings in each of these regions produced good performance. In Europe large cap outperformed small cap
holdings, and the opposite happened in Japan but all four funds returned over 4.5% for the quarter with the large cap
European Dynamic fund up over 7%. In a positive equity market environment, one would not expect absolute return
funds to do particularly well, and as expected these funds were slight drags on performance. The Old Mutual GEARs
fund, down 2.7% for the quarter was impacted by unexpected instability in markets specifically experienced in June,
but also currency movements detracted from performance for these sterling portfolios. We continue to see merit in
holding absolute return funds across the portfolios, particularly as we are starting to see much anticipated increases in
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volatility creep back into markets. We believe this is likely to continue, a consequence of monetary policy divergence,
trade war tension and a maturing equity market cycle.
Model Portfolio Performance as at 30 June 2018
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Since
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2.64
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6.28
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1.02
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3.88
4.50
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7.76
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17.37
20.95
26.57
32.84
37.50

31.14
36.69
51.85
60.19
66.99

51.43
62.23
88.26
103.57
114.35

Portfolio positioning during Q2 2018
During April the holding in the Henderson UK Absolute Return was sold across all portfolios and replaced with the AXA
US Short Duration High Yield fund. As a result of post-MiFID II reporting, the Henderson fund is now publishing a cost
on external platforms of 3.3%. These include the OCF, transaction costs and incidental costs such as performance fees.
These charges are not new, investors have always paid them, but now they are very clearly stated on client reports.
Having challenged these costs with Henderson, they currently have no plans to reduce or remove elements of them, so
we sold the fund out of the portfolios. We have reallocated the capital to the short duration bond fund which is an
area of the high yield market we currently see value in.
During April the Lazard Global Listed Infrastructure fund was sold in the Cautious and Balanced portfolios and switched
into Lindsell Train UK Equity fund. Infrastructure is an asset class which has become vulnerable to potential increases to
interest rate rises, so by selling the holding out of the lower risk portfolios we are removing this element of interest rate
risk from the portfolios.
During June, as mentioned above, we sold the US passive tracker across all the portfolios and bought an active US
large cap fund run by Morgan Stanley – the MS US Advantage fund. As we get further into the economic cycle, and
interest rate rises continue on their path to 'normalisation', in the US we expect volatility to pick up and for
opportunities to present themselves, but we believe an active investment manager is better positioned to benefit from
this stock dispersion. During June we also sold the Somerset fund out of the Balanced, Growth and Adventurous
portfolios that held it. This fund has been replaced with an Emerging Markets fund run by RWC. We feel that RWC are
better placed to benefit from an emerging market upswing than the Somerset fund. The Somerset fund is a more
conservative house however they have had a weak start to the year with holdings in South Korea, Russia, Turkey and
Brazil suffering. RWC has an allocation to China and has some exposure to Brazil & Argentina so now seems like an
attractive entry point given the abrupt currency devaluation of the Brazilian Real and the Argentine Peso recently. The
RWC fund has also recently invested into South Korea following stock market weakness.
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Important information
LGT Vestra LLP, LGT Vestra US Limited and LGT Vestra (Jersey) Limited are affiliated financial services companies (each
individually an “Affiliate”) together known as
“LGT Vestra”.
This document is a marketing communication which is provided for informational purposes only and is intended for
confidential
use by the recipient. It is not to be reproduced, copied or made available to others. This is not an investment research
report as defined by the Financial Conduct Authority and has not been prepared in accordance with legal requirements
designed to promote the independence of investment research. The information presented herein is insufficient for
making an informed investment decision. This document is considered to be a general market commentary and does
not constitute advice or a personal recommendation or take into account the particular investment objectives, financial
situations or needs of individual clients.
This document is not intended and should not be construed as an offer, solicitation or recommendation to buy or sell
any investments. You are recommended to seek advice concerning suitability of any investment from your investment
adviser.
Past performance is not a reliable indicator of future performance; and the value of investments, as well as the income
from
them can go down as well as up, and investors may get back less than the original amount invested.
The information and opinions expressed herein are based on current public information we believe to be reliable; but
we do not represent that they are accurate or complete, and they should not be relied upon as such. Any information
herein is given in good faith, but is subject to change without notice. No liability is accepted whatsoever by LGT Vestra
or its employees and associated companies for any direct or consequential loss arising from this document. This
document is not for distribution outside the European Economic Area.
LGT Vestra LLP is a Limited Liability Partnership registered in England & Wales, registered number OC 329392.
Registered Office: 14 Cornhill, London EC3V 3NR. LGT Vestra LLP is Authorised and Regulated by the Financial Conduct
Authority and is a member of the London Stock Exchange.
LGT Vestra US Ltd is a registered Company in England & Wales, registered number 06455240. Registered Office: 14
Cornhill, London EC3V 3NR. LGT Vestra US Ltd is Authorised and Regulated by the Financial Conduct Authority and is a
Registered Investment Adviser with the Securities and Exchange Commission.
LGT Vestra (Jersey) Limited is incorporated under the laws of Jersey, registered number 102243. Registered office:
Charles Bisson House, 30-32 New Street, St Helier, Jersey, JE2 3TE. LGT Vestra (Jersey) Limited is regulated by the Jersey
Financial Services Commission in the conduct of investment business under the Financial Services (Jersey) Law 1998, as
amended.
The market views herein are drawn from the minutes of the LGT Vestra LLP Investment Committee which meets on a
monthly basis.
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