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The outlook
A few months on from our last edition and,
although the weather is notably different, as far as
the financial markets are concerned, it’s very
much same old. Some key geopolitical issues
continue to fascinate market participants (albeit
bore the rest of us) – the progress, or otherwise,
of Brexit for the domestically minded and Donald
Trump’s continuing trade assault upon China,
although the wider ramifications of these issues
continue to befuddle most commentators. From an
economics perspective, most parts of the world
continue to roll happily along, although there has
been some slowing down of late, particularly in
Europe. As for the financial markets, global bond
yields continue to rise, while equities have sold off,
in some cases quite aggressively. Indeed, the
recent highs on Wall Street were obscuring the fact
that most financial markets (with the notable
exception of UK commercial property) were flat to
slightly down over the year to date.
Investment managers are not usually the most
humble of people. The answer to the question
“what’s the least likely phrase to come out of an
investment manager’s mouth?” is – “I don’t know”.
We’re paid and required to have opinions and
views about what might happen and to implement
our asset market views in portfolios. Likewise,
people expect us to be very well informed. Each
individual manager will implicitly or explicitly have
a model of the world which they use to inform
those portfolio views. That model will have been
formed over time by the manager’s experience of
how markets behave. Contrary to popular opinion,
we are no better than anyone else at predicting the
future. But the typical manager will compare the
current set of circumstances to those which
prevailed in the past and use that comparison and
his model to draw asset class conclusions.

The point of that little digression is this. Particularly
in the UK, but frankly almost everywhere else as
well, we are now (and have been for a while) in an
economic environment which is without precedent
and therefore our capacity to predict asset market
movements is extremely limited. We are about as
near to a “don’t know” moment as I can remember
in my professional career. What is the basis for that
assertion? Well, the Global Financial Crisis (GFC) of
2008/9 and the tenth anniversary of the inception
of which we have just “celebrated”, was in itself a
global economic event of unparalleled severity. Not
even the Great Depression could have rivaled its
extent. Moreover, the policy reaction to the GFC,
the Quantitative Easing (QE) undertaken by the
world’s major Central Banks, was equally
portentous. That it was necessary at the time there
should be no doubt – the recession of 2009/10 was
pretty severe, but the consequences of doing
nothing were just too awful to contemplate. To
remind ourselves, starting almost at once, the 4
major Central Banks not only reduced interest rates
to virtually zero, but also began to use newlycreated funds to purchase high-quality, fixed
income securities in the open market – the aim
being to provide liquidity to the markets and put
downward pressure on bond yields.
That policy is only just being reversed. The US
Federal Reserve began increasing interest rates
late in 2015 and started to reverse QE a little later.
But not before it had amassed a staggering
amount of assets – assets on its balance sheet
rose from around $1trillion in 2008 to around $4.3
trillion at its peak. The combined balance sheets
of the 4 Central Banks amounted to around $16
trillion at the start of the year. The Bank of Japan
owns a staggering 48% of its government bond
market.
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As for the financial markets, global bond
yields continue to rise, while equities
have sold off, in some cases quite
aggressively.

This, the first major consequence of the GFC, I have
written about before. Just how can we expect global
assets to behave when this unprecedented degree
of economic and monetary stimulus is reversed?
And, as the actions of the US Federal Reserve have
recently indicated, it will be reversed. While the
omens for sovereign bond markets, from such low
yields, look very uninspiring, analysts have pinned
their hopes on the reaction from other assets being
more orderly. But, to return to my earlier theme,
since there are no precedents for this kind of policy
reversal in history, we are very much in the dark.
Source: Fitch Ratings 20181
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This policy has indeed been successful in driving
down bond yields – but to an unprecedented extent.
Indeed, at one stage at the end of last year, it was
calculated that $10 trillion of sovereign bonds were
actually trading at negative yields – that is, their
purchase would guarantee a loss if held to maturity1.
It also had the effect of driving down the prevailing
yields on all competing asset classes as well – as
investors chased yield as they exited cash and bond
markets which exhibited none whatsoever, they
turned to other, more risky assets and increasingly
to illiquid vehicles to satisfy that thirst. As a
consequence, the valuations exhibited by many
public and private securities markets now look
elevated. The other consequence is that most asset
classes have done well in the last five years but have
also exhibited an unusual degree of correlation –
never has the phrase “a rising tide lifts all boats”
been more apposite.

We might hope for more orderly behaviour from
other asset markets in a relatively stable economic
and political environment, but 2018 seems to have
brought about heightened uncertainty on both
counts, exacerbated by our collective loss of
confidence in our political leaders. It is not healthy
when members of such an august body as the

United Nations are reduced to disbelieving tittering
in the face of Trump’s claim to have achieved more in
the first two years of his presidency than any other
US administration. But, more seriously, the attack
upon China’s trade surplus, in the form of punitive
tariffs, chips away at one of the pillars of the
post-war economic architecture – the opening up of
global trade which had been led ironically by the US.
We may hope that the practice of free trade has
made such enormous progress over recent decades
that the Trumpian initiative creates only a temporary
interruption to real economic activity. It also has an
impact upon sentiment - witness the poor relative
performance of emerging equity markets so far this
year. Asian markets too have performed poorly as
contagion from China has spread, in spite of their
more favourable fundamentals this time around.
Finally, what are we to make of Brexit?
Theoretically, by the time of the next edition, things
should be much clearer (!). But the inability of the
leaderships of both political parties to reconcile the
competing ideologies of the respective wings of
their parties (and the inability of the political
system to reorient along Brexit lines) has meant
that we have made no progress towards an orderly
exit solution in 2 years. It is increasingly likely that
because Parliament is at an impasse, we crash out
of the EU with no deal at all. That may not be good
for the EU but it may be far worse for us. Business
is right to complain about the uncertainty.
All this, as you may imagine, makes us suitably very
cautious about the road ahead. In more “normal”
times, we would be advocating a move to less risky,
monetary assets but the returns and volatility of bond
assets have almost kept pace with equities over the
past few years. This means there are no obvious safe
havens to retreat to. Investors should expect a period
of lowish returns and enhanced volatility.
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Is a storm brewing in
the Emerging Markets?
Emerging Markets are a fascinating area of global
equity markets and often cause confusion as to
which geographical area they refer to. Countries
seem to remain in the ‘emerging’ phase forever
and never actually emerge! For example, China
firmly resides in the region but we are all told that
the Chinese economy is almost as big as the
USA, so when will we actually invest separately
in China as a developed economy?
There are also other economies such as Vietnam,
Nigeria and the UAE which are incomparable but
with similar limited democracy in place, whilst
the last is actually very developed. Then there
are the likes of Venezuela, Mexico, Brazil and
Argentina – all with their own problems and
periodically very unstable.
Asia-Pacific is another area of confusion. Where
do the likes of Malaysia, Indonesia, Taiwan and

Singapore sit? Some of these present as very
developed economies but they overlap with the
likes of Hong Kong, a highly developed
principality which is part of China.
We all know about President Trump and his quest
to rebalance the trade deficit with China via the
use of tariffs. No matter how ill-founded we may
consider the economic thinking of this, Trump is
pushing it through, even if it inflicts pain and
objection from US corporations. He shows no
signs of weakening his bombastic approach and
is unlikely to back down. Quite simply, Trump
doesn’t do U-turns and appears to take plaudits
and credit for anything if he can fabricate
achievement. Meanwhile, during 2018, Emerging
Markets as a segment of the equity investment
universe has underperformed the US significantly
as Trump upped the ante in May, and within this,
China has been particularly weak - see below:

Source:
FE Analytics 2018

Past performance is not indicative of future performance.

Source: MSCI. MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any MSCI data contained herein. The MSCI data may
not be further redistributed or used as a basis for other indices or any securities or financial products. This report is not approved, endorsed, reviewed or produced by MSCI. None of the
MSCI data is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such.

Guy Stephens

Source: MSCI. MSCI makes no express or implied warranties or representations and shall have no liability whatsoever with respect to any MSCI data contained herein. The MSCI data may

MARKET FOCUS

During 2018, Emerging Markets as
a segment of the equity investment
universe has underperformed the US
significantly as Trump upped the ante.

We can see that the influences on the Emerging
Markets index are varied. The likes of Venezuela
and Argentina have had their own unique
problems, largely of their own making and nothing
to do with tariffs. Turkey has decided to fight its
own battle with the US on an entirely different
front, whereas China really has been in the
crosshairs of Trump’s trade policy. However,
before getting too granular on which country is
most or least affected, investors do tend to
approach Emerging Markets as a bucket and treat
all countries somewhat similarly. For example,
when the Turkish lira was getting pummelled due
to the US spat over Syria. This also affected South
Africa and Latin America more generally, as
investors suddenly decided that all Emerging
Markets were more risky than before.
A diversified approach to investing in Emerging
Markets is important. The investment thesis is
such that, in theory, economic growth in emerging
economies is higher than in developed economies.
However, politically the countries are far more
unstable, corruption is higher, currencies are more
volatile and legal structures more fragile. China
may be approaching superpower status, but it
should not be forgotten that western capitalist
rules and laws do not apply. An assumption that
profits and dividends will be fairly distributed to
shareholders, as in the west, would be naïve. That
said, returns can be attractive but they are also
volatile and international investors’ capital can
leave the region just as quickly as it arrives,
causing big swings in performance.
The biggest Emerging Market is China and the
Shanghai composite is almost 17% cheaper than it
was at the start of the year for a sterling investor,
despite all the positivity around the opening up of

the domestic ‘A’ share market to overseas investors.
Does this present an attractive buying opportunity?
Undoubtedly it will at some point but how bad is the
trade dispute with the US going to get? Some believe
Trump will end up putting tariffs on all Chinese
imports into the US, possibly as much as 25%. Others
believe he desperately wants the showcase
triumphant handshake of doing the deal to gain as
much political kudos at home as possible. Besides,
no-one will really understand whether the deal has
added much to the US economy. One thing we can
be sure of is that Donald Trump will claim that it is
the deal of the century and no other President has
achieved such a thing!
So, as with all investment decisions, there is the
decision to buy but most importantly when to buy.
We believe the tariffs will become more
acrimonious and more draconian before a deal is
done as the Chinese are showing no signs of
backing down and are refusing to even talk. We
should sit tight and observe from the side-lines,
but monitor closely because there will be a buying
opportunity into a region that offers superior
returns over the longer term for those with the
stomach for the risk.
Now that we have had the latest installment of
economic growth from China, we know that the
official numbers are unlikely to reveal anything of
concern. However the US is relentless in its
imposition of economic pressure, now scrapping
the postal treaty which enabled Chinese shipping
costs to dramatically undercut the West. This
could be a real game changer which could benefit
other regions such as Vietnam. A diversified
approach utilising experts within the region is vital
to avoid the worst of any stormy conditions.
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Focus on: 					
Exchange Traded Funds
Exchange Traded Funds (ETFs) are often touted as
a safe and favoured investment of every passive
investor. After all, they simply track the
performance of an index, currency or commodity.
Their popularity has steadily grown worldwide
since the early nineties and are favoured amongst
investors because they are low cost, tax efficient
and trade in a similar manner to companies listed
on a stock exchange.
A FTSE 100 ETF for example will simply track the
FTSE 100. It will replicate the performance of the
FTSE 100 by investing in the same companies that
make up the index and in the same weightings.
This is known as physical replication, and in
general will perform in line with the FTSE 100.
ETFs can also offer diversification in any portfolio
for those seeking alternative investment
strategies. The ability to invest in lean hogs (pork),
coffee, soybeans, oil and direct currency can
provide a real alternative investment strategy.
ETFs can also be used for hedging purposes; for
example, if you have a portfolio of FTSE 100
shares, then you may want to hedge against a
market fall and invest in an ETF that goes up in
value should the FTSE 100 fall in value. This is
known as going short. Investors are also able to
invest in leveraged ETFs which can enhance
returns, and losses. Unlike the aforementioned
‘physical’ ETFs, these are known as ‘synthetic’
ETFs. This is because instead of owning the
underlying assets, they will simply be exposed to
their price movements using derivatives.
However, like all investments there are risks
associated with investing in ETFs. You might not
be familiar with the name Kweku Adoboli, but he
was the rogue trader that cost UBS over £2 billion
in 2012, dwarfing the losses incurred by the more
famous rogue trader, Nick Leeson, who bought

about the collapse of Barings bank. The trades
were the largest unauthorised trading losses in
British corporate history. Kweku, disguised the
risk of his trades by using forward-settling ETF
cash positions. Although the full details of these
trades are unknown, it is likely that it involved
heavily leveraged ETFs.
Investors need to be wary of leveraged ETFs, as
these are generally only suitable for sophisticated
investors. There tends to be confusion on the
rebalancing process on these instruments.
However, many of these types of ETFs will tend to
have ‘daily’ in the name, as the only suitable
holding period for this instrument is one day.
For example, an investor may decide to go short
on the FTSE 100 and may desire leverage up to 3
times the movement of the index. This means
should the FTSE 100 increase 5% in one day the
value of your position would decrease by 15%, so
an investment of £1,000 would now be worth
£850. Should the FTSE 100 go down by 5% the
following day then the return would be 15% of
£850 and so your position would be £977.50. So,
an equal movement in an index over a period can
result in a loss. A volatile market will erode returns
over the long term.
This can be illustrated in the graph on the next
page. You can see the return offered by two FTSE
X3 leveraged ETFs (one short and one long) when
compared to the performance of the FTSE 100. The
long ETF has only marginally outperformed the
FTSE 100, this is despite being highly leveraged.
Over the period, the short ETF has lost almost 80%
of its value, so a £1,000 investment would now be
worth £244. Even if the FTSE 100 were to fall back
to 0% growth over the period, then the original
investment in the short ETF would only be worth
£498. A loss of 50% on the original investment.

FTSE International Limited (“FTSE”) © FTSE 2018. “FTSE ®” is a trade mark of the London Stock Exchange Group companies and is used by FTSE International Limited under licence.
All rights in the FTSE indices and/or FTSE ratings vest in FTSE and/or its licensors. Neither FTSE nor its licensors accept any liability for any errors or omissions in the FTSE indices
and/or FTSE ratings or underlying data. No further distribution of FTSE Data is permitted without FTSE’s express written consent.

Donald Maxwell-Scott
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ETFs are favoured amongst investors
because they are low cost, tax efficient and
trade in a similar manner to companies
listed on a stock exchange.

Source:
FE Analytics 2018

Past performance is not indicative of future performance.
As this illustrates, there are considerable risks when
investing in some types of ETFs. However, there are
other benefits; namely avoiding company specific
risk. Take BP for example, whereby mostly all its
revenues are derived from the drilling and
subsequent sale of Brent Crude in the energy
market. Nevertheless, company performance and
the commodity on which it is so heavily reliant don’t

So, those that want exposure to oil without
wanting to be exposed to company specific risk,
ETFs offer the perfect solution. Furthermore, if it
wasn’t for ETFs then the only way of gaining
exposure to commodities such as lean hogs would
be to buy them and store them at home, and I’m
sure your neighbours would have something to
say if you tried to store a parcel of hogs at home!
Source:
FE Analytics 2018

Past performance is not indicative of future performance.
always go hand in hand as the graph above illustrates.
As you will note, the time period in question is a
four-year period between the start of 2010 and the end
of 2013, whereby the commodity outperformed BP by
almost 50%. Many people will remember the
Deepwater Horizon oil spill in 2010 which subsequently
led to a very difficult time for BP, however, the price of
Brent crude remined unaffected by the spill.

It should be noted that many ETFs are domiciled
outside the UK, and therefore they are not covered by
the UK’s Financial Services Compensation Scheme. In
addition, during the days following the collapse of
Lehman Brothers, some ETFs were suspended from
trading as Lehman’s was involved in their market
making. It also became very difficult to replicate some
indexes whilst liquidity was so distorted. Very rare
circumstances, but nothing is ever risk-free.

The value of an investment with Rowan Dartington may fall as well as rise. You may get back less than the amount invested.
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Problems can occur if
the PoA has been drawn
up and it doesn’t include
a clause that deals with
discretionary portfolio
management.

Can you ever be too
young to make a
Lasting Power of Attorney?
I have been asked this question many times and
the answer has to be an emphatic ‘no’ if one is
conducting holistic financial planning.
What is it?
A Power of Attorney (PoA) is where one person
(known as the donor) gives another person (known as
the donee or attorney) authority to act on their behalf
or manage their affairs, both on a personal wellbeing
or financial basis. A donor can authorise a decision on
their behalf (treated as if the donor made the decision
themselves). It is a legal process, under the respective
law which facilitates this authority transfer. There are
various types of PoA’s, which include:
• Lasting (LPA)
• Enduring (EPA)
• Ordinary
The type of PoA determines when this
agreement needs to be registered. Some will
need to be done before the donor has lost
capacity and some as they are losing capacity.
Power of Attorney for Discretionary Fund
Managed Portfolios
Problems can occur if the PoA has been drawn up
and it doesn’t include a clause that deals with
discretionary portfolio management. This is an
issue which can be noticed too late, so it’s a good
idea to get agreements in place early.
In 2015, The Office of Public Guardian (OPG)
issued guidance on the completion of Power of
Attorney documents, in respect of accounts that
are discretionary managed. As this is classed as
guidance, it is down to the individual companies to
decide how to apply this guidance.
If the attorney is opening a discretionary managed
portfolio on behalf of the donor, the LPA/EPA must
contain specific wording to confirm that the
attorney has authority to delegate investment
powers to a Discretionary Fund Manager.

The 2015 OPG guidance stated specifically that a
PoA document must have an instruction from the
donor in section 7 of the LPA/EPA, in relation to
Discretionary Managed (DM) Investment Portfolios.
This is also applicable to Ordinary POA.
This applies if the donor:
• Has existing investments managed on a
discretionary basis by a financial institution
and they want this to continue; or
• They would like their attorney to have the
power to instruct a financial institution
to manage the donor’s investment on a
discretionary basis.
“My attorney may transfer my investments into a
discretionary management scheme. If I already
had investments in a discretionary management
scheme before I lost capacity to make financial
decisions, I want the scheme to continue. I
understand in both cases that managers of the
scheme will make investment decisions and my
investments will be held in their names or the
names of their nominees”
So whether you already have a Power of Attorney
in place or are making one, please check that if
appropriate this wording is included. Please do not
hesitate to discuss this matter further with your
Financial Adviser if you have any queries.

The value of an investment with Rowan Dartington
may fall as well as rise. You may get back less than
the amount invested.
Please note that advice relating to a PoA will
involve the referral to a service that is separate and
distinct to those offered by Rowan Dartington.
PoA’s are not regulated by the Financial
Conduct Authority.

This publication is not intended as advice and should not be construed as such. It may therefore not be suitable for all recipients and does not constitute
a personal recommendation to invest. If you have any doubts as to the suitability of this service, you should seek advice from your investment executive.
Many estimates and prospective figures quoted in this publication are forecasts and are not guaranteed. Rowan Dartington, its associate companies and/
or their clients, directors and employees may own or have a position in the securities mentioned herein and may add to or dispose of any such securities.
Rowan Dartington is part of the St. James’s Place Wealth Management Group. Rowan Dartington & Co. Ltd is a member firm of the London Stock Exchange
and is authorised and regulated by the Financial Conduct Authority. Registered in England & Wales No. 2752304 at St. James’s Place House, 1 Tetbury
Road, Cirencester, England, GL7 1FP.

