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Strategy & Outlook

MARKET UPDATE ocToBER 2022

The third quarter saw continued volatility, a 14% rally for global equities in the first six weeks of the
quarter completely negated by quarter end, global equities returning -0.2% in euro terms over the
quarter. Bonds also fared poorly, an initial drop in yields more than reversing to leave 10-year German
bond yields almost 80 basis points higher on the quarter, with a similar rise in US 10-year yields.
Stubbornly high inflation readings and the resultant hawkish rhetoric from central banks, particularly
from mid-point of the quarter was the main driver of market volatility. At the end of the quarter, global
equities are down 13.5% year-to-date in euro terms, a number that is flattered by the 14% fall in the
value of the euro. Globally bond yields have risen by more than 200 basis points year-to-date, leading
to large drawdowns in bonds (more than 20%). The Federal Reserve has increased rate by 300 basis
points so far following 3 consecutive 75 basis point rate hikes and markets are currently pricing a
further 125 basis points before the year is out. Even the ECB has finally moved away from negative
rates, moving the deposit rate to zero in July and 75 basis points in September, with another 125 basis
points priced before year-end.

The rapid tightening of monetary policy has raised significant concerns that central banks will over-do
it. There are ample signs that inflation has peaked, and that the continued high inflation prints in the
US are now largely being driven by lagging components such as shelter which will continue to keep
reported data elevated for some time - even though current house price and rental data show that the
market has already slowed materially. Indeed, the Fed has continually moved the goalposts over the
course of the year, worrying about gasoline, (which is back to pre-invasion levels), supply chain issues
(while still an issue, or excuse, for certain corporates, the shortages have eased materially and freight
rates are falling rapidly), neon shortages (?!), inflation expectations (University of Michigan inflation
expectations have fallen from 3.1 to 2.7% in recent months), and are now focusing on lagging
indicators, while Chairman Powell appears obsessed with emulating Paul Volcker and focusing on
historic precedent rather than the facts at hand. The strong dollar and the rising risk that the Fed will
overtighten has pressured risk assets across the board.

Adding to the uncertainty, the final week of the quarter saw unprecedented volatility in the UK gilt
market. The UK’s unfunded and un-costed mini-budget led to the collapse of the gilt market,
particularly the long end. This opened the liability-driven-investment (LDI) can of worms, exposing LDI
providers and their pension fund clients to enormous collateral calls, which generated yet more forced
selling, leading to further collateral calls, the potential doom loop forcing an amazing about turn from
the Bank of England. The bank, which had only last week said they would begin actively selling their
large gilt holdings was forced to intervene, postponing these gilt sales for one month and offering to
buy large quantities of long dated gilts. The gyrations in the gilt market had a huge effect on other
asset classes, the largest bond market in the world seeing 25-30 basis point swings in yield, the rise in
yields leading to lower equity prices and a stronger dollar. The about-turn from the Bank of England
(which should be viewed more as yield curve control than QE) appears to have calmed things for now,
having removed a left-tail risk. But the path ahead for the UK remains extremely difficult: a large (>4%
of GDP) current account deficit combining with an unquantifiable government deficit, potentially
financed by the central bank does not make for a good look. The (eventual) agreement to get an OBR
costing for the mini budget has calmed things a little further.
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Strategy & Outlook continued

Whatever about the UK'’s policies, the events of the last week have shown just how difficult it will be for
central banks to shrink their balance sheets, with pockets of leverage in arcane sectors of the market that
nobody considers until something breaks. The move in yields had already seen the housing market in
the US grind almost to a standstill, and the gilt market fiasco has led to a significant number of mortgage
deals being pulled in the UK, if only temporarily. Indeed, the most hawkish Fed member (James Bullard)
said this week that they “need some time to assess the impact of balance sheet run-off” and that “the Fed
weighs the impact of international developments in the US”. Forward looking indicators suggest weaker
growth and much lower inflation. Monetary policy operates with a lag, and the Fed has raised rates more
aggressively than at any time in history. More rate hikes are to come (and are fully priced), but we are
more convinced than ever that we are near the end of this rate hiking cycle.

We remain near the upper end of our range from growth assets and continue to use derivatives to
tactically hedge around key event risks. Over the last week we have added to our long-dated European
bonds. We remain short sterling (vs the euro) but have closed our short position in gilts. Over the last
month we have been active within the growth asset content of the portfolio to ensure our holdings exhibit
the characteristics that will benefit most from our macro view, given some extreme moves in financial
markets over the summer. The portfolio has a p/e higher than the market (18x vs 14x), but for that
slightly more-expensive-than-the-market valuation, the portfolio exhibits EPS growth of 2x that of the
market (10% vs 5%), margins almost 2x (19% vs 10%) and return on capital of 2x (20% vs 10%), at a
time when the portfolio is also seeing small upgrades to earnings forecasts.

WARNING: Past performance is not a reliable guide to future performance.

WARNING: The value of your investment may go down as well as up.
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