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MARKET & REBALANCE COMMENTARY - Q4 2018
EXECUTIVE SUMMARY
•

2018 was unexpectedly challenging for financial markets despite the supportive backdrop of above trend global
economic growth and below target inflation

•

Investor confidence was shaken at the beginning of the fourth quarter when the Chairman of the Federal Reserve said
US interest rates were a ‘long way’ from neutral; with markets already worrying about growth, this ultimately proved to
be the catalyst for the ensuing sell-off seen in the final months of the year

•

Major equity markets fell more than 10% during the period, hitting their 2018 lows just before Christmas, as escalating
Sino-American trade tensions, the looming spectre of a ‘no deal’ Brexit and budget proposals from the new ‘populist’
Italian government all added further fuel to the fire

•

The MPS strategies posted falls over the period, most notably across the higher-risk models, while the positive returns
delivered by sovereign bonds failed to offset the equity losses experienced by a multi-asset investor

•

During the quarter we selectively trimmed the strategies’ international equity exposure, initiated a US Treasuries holding
as a diversifying position and deployed the strategies’ cash weightings by introducing a new absolute return fund idea

The table shows the performance of the MPS strategies for the 3 month, 1, 3 and 5 year periods to 31 December 2018.
Strategy/Benchmark/IA Sector

Q4 2018 (%)

1 Year (%)

3 Years (%)

5 Years (%)

IA Global

-12.15
-10.64
-11.42

-6.87
-3.13
-5.72

32.04
43.20
32.59

41.46
65.55
45.91

MPS Growth
Strategy Benchmark(2)
IA Flexible Investment

-9.69
-8.96
-8.27

-6.92
-5.39
-6.72

18.29
25.60
18.07

23.82
37.71
26.31

MPS Balanced
Strategy Benchmark(3)
IA Mixed Investment 40-85% Shares

-8.00
-7.44
-7.89

-5.77
-4.61
-6.11

16.80
22.53
16.55

23.47
35.00
25.48

MPS Global Income
MPS Global Income Composite Index
IA Mixed Investment 40-85% Shares

-8.18
-7.21
-7.89

-5.32
-3.17
-6.11

20.61
30.30
16.55

30.26
50.14
25.48

MPS Income
Strategy Benchmark(4)
IA Mixed Investment 20-60% Shares

-6.72
-6.55
-5.40

-5.21
-4.44
-5.10

14.40
19.11
12.19

21.02
31.10
19.07

MPS Conservative
Strategy Benchmark(5)
IA Mixed Investment 20-60% Shares

-4.40
-4.60
-5.40

-3.76
-3.19
-5.10

12.53
16.38
12.19

19.29
29.85
19.07

MPS Cautious
MPS Cautious Composite Index
IA UK Gilt

-2.20
-1.10
1.60

-2.53
-1.29
0.25

9.39
8.51
13.25

18.06
31.96
29.35

MPS Global Growth
Strategy Benchmark(1)

Source: Quilter Cheviot Limited, Financial Express, 28 January 2019. All figures to 31 December 2018. Strategy performance is shown gross of
management fees with all income reinvested, real returns may vary. IA Sector returns are net of the underlying fund manager charges while
benchmarks will not include any charges. Past performance is not a guarantee of future results.

INVESTMENT INSIGHTS
For our latest INVESTMENT INSIGHTS, please visit our website via the relevant link:
For financial advisers: https://www.quiltercheviot.com/uk/financial-adviser/insights/
For private clients: https://www.quiltercheviot.com/uk/private-client/insights/
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TACTICAL POSITIONING OVERVIEW – 31 DECEMBER
2018
Markets will undoubtedly be more volatile in 2019 than in recent
years. There are a number of events on the horizon that have fairly
unpredictable outcomes, and investor wariness has increased as
a consequence. Cognisant of these concerns in the final months
of 2018, we reduced several long-standing international equity
allocations, while also diversifying the strategies through the
introduction of several new alternative holdings.

MPS BALANCED STRATEGY TACTICAL
POSITIONING – 31 DECEMBER 2018

However, despite the fears looming large in many investors’ minds,
we still see opportunities across equity markets, particularly given
how attractive valuations are in the wake of the recent sell-off. We
believe equities could deliver reasonable returns for the year-ahead,
and indeed have positioned the strategies accordingly, with a tactical
tilt towards risk assets (and in particular international markets)
remaining in place at the beginning of 2019.

Q4 2018 STRATEGY ATTRIBUTION ANALYSIS
All index and fund returns are quoted on a total return basis in sterling terms. Please note that not all strategies may
hold the investments detailed below. Further information relating to a particular strategy and its current allocations can
be obtained from your usual Quilter Cheviot representative.
Fixed Interest: Volatility impacted global bond markets over the fourth quarter, with UK and US yields falling sharply in the
final weeks of the year as investors sought shelter in perceived ‘safe haven’ assets. The FTSE Actuaries UK Conventional
Gilts All Stocks index delivered a return of 1.9% over the period, dragging total returns for 2018 as a whole back into positive
territory – albeit very modestly – with a gain of 0.6% over the twelve months. Index-linked gilts also enjoyed a strong finish
to the year with a total return of 2.0% over the quarter, while sterling credit, emerging market debt and high yield bonds all
delivered a negative return to cap a mixed 2018 for diversified bond investors.
As a result of the core strategies’ allocation to government bonds, the fixed interest component of these portfolios delivered
a positive return over the quarter, though failed to offset the severe falls experienced by equity markets during the period.
The Allianz Gilt Yield and Allianz Index-Linked Gilt funds posted a total return of 1.9% and 3.0% respectively, the latter
performing strongly due to a combination of tactical duration trades and cross-market exposure. Within the strategies’
credit exposure, the Royal London Sterling Credit fund returned -0.4%, marginally behind its index, while the PIMCO Global
Investment Grade Credit fund returned -0.3%. Lastly, the M&G Optimal Income fund endured a difficult quarter, returning
-2.5%. A relatively recent addition to the core strategies, the fund was impacted primarily by the weak returns seen in US and
Eurozone credit markets.
During the quarter we implemented a number of changes to the strategies’ fixed interest holdings, selectively trimming
the conventional UK government bond exposure while adding to existing index-linked and credit fund holdings. We also
introduced a new position – the Vanguard US Government Bond Index fund – which enjoyed a strong finish to the year.
Further details of the rationale for these changes are outlined in the relevant section later in the commentary.
Equities – UK: In keeping with other developed indices, the FTSE All-Share index fell sharply during the fourth quarter,
returning -10.2% to cap a miserable year for the domestic equity market. The headline index ended with a total return
of -9.5% for 2018. Interestingly, this figure masked a large disparity between the performance of large- and mid-sized
companies, with the FTSE 100 returning -8.7% in 2018 and the FTSE 250 (ex IT) index faring significantly worse, with a
total return of -15.2%. For active equity managers, 2018 proved to be another difficult year, with the final six months in
particular proving challenging. The strategies’ UK equity exposure finished very marginally behind the index for the year as
a whole. During the quarter the Investec UK Alpha fund was the largest detractor to relative returns, returning -12.3%, albeit
outperforming the market for the full twelve month period.
Equities – North America: After peaking shortly before the end of September, the US stock market subsequently
experienced a torrid final three months of 2018. The majority of these losses were seen in December with the market
experiencing the biggest monthly fall since February 2009. It was also the worst December performance by US stocks
since 1931, while the Christmas Eve trading window failed to deliver any festive cheer, finishing as the worst on record for
that day. A rally in the final few sessions of the year meant that the FTSE North America index finished with a total return
of -11.5% for the fourth quarter. However, and perhaps surprisingly for investors reeling from the severity of Q4’s sell-off, the
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index finished 2018 in positive territory from a sterling investor’s perspective, with the strength of the dollar versus the pound
resulting in a total return of 0.8% for the year. Technology, Healthcare and Consumer Discretionary stocks were the biggest
contributors to the market’s return in 2018, with Amazon and Microsoft finishing top of the pops. The Financial sector was
the biggest sector detractor, while AT&T, Facebook, GE and Philip Morris had the largest impact from an individual stock
perspective. Meanwhile, ‘value’ companies outperformed in the fourth quarter, although ‘growth’ names finished well ahead
over the full twelve month period.
The strategies’ active fund holdings underperformed over the quarter, with the Iridian US Equity (-18.9%), Sands Capital US
Select Growth (-16.0%) and Vulcan Value Equity (-15.0%) funds all trailing the market. While the performance of the Sands
strategy was particularly pleasing over 2018 as a whole, a period when many active managers struggled, the allocation to the
region was undermined by the performance of the Iridian US Equity holding in the second half of the year. We wrote in
further detail about this strategy in last quarter’s commentary.
Equities – Europe ex UK: 2018 was a difficult year for European equities. The economy continued to grow during the
first half of 2018, albeit at a slower pace than in 2017. However, the second half of 2018 was a trickier environment and less
supportive of economic growth; consumer demand fell, the oil price rose eating into company profits, and production
capacity issues and labour shortages became more pressing.
The FTSE Developed Europe ex UK index returned -11.1% in the fourth quarter, finishing with a total return of -9.8% for 2018.
The Banks, Materials and Industrials sectors lagged over the year, while Utilities outperformed. The strategies’ holdings in the
JOHCM Continental European and Henderson European Selected Opportunities funds finished behind the index over the
quarter, returning -12.1% and -11.6% respectively. The funds returned -10.2% and -9.8% for the full year, marginally
disappointing relative to the broader market, but comfortably ahead of the peer group average.
Equities – Japan: The Japanese stock market was caught in the same maelstrom of global investor concerns over the
quarter, returning -12.4% to finish with a total return of -7.9% for the year as a whole. Very few Japanese fund managers
outperformed over 2018, though the strategies’ holding in the Baillie Gifford Japanese Income Growth fund was one
position that did manage to finish ahead of the index. In the fourth quarter, however, the strategies’ allocation lagged the
broader market.
Equities – Asia Pacific ex Japan: Asian equity markets recorded a negative return over the quarter, albeit outperforming
other regions. The FTSE Developed Asia Pacific ex Japan index returned -7.6% during the quarter to post a total return of
-8.7% for 2018. While countries with high current account deficits and / or a sizable amount of US dollar denominated debt
generally suffered over the year, the ongoing trade dispute between the US and China had a more negative impact across
Asia.
The strategies’ allocation – incorporating a broader range of emerging Asian market exposure than the above index
– collectively outperformed over the quarter to recoup some of the ground lost earlier in the year. The BlackRock Asian
Growth Leaders fund, which endured a difficult period from April to September, returned -4.0% over the period, with stock
selection in South Korea and Taiwan adding to performance while the fund’s overweight allocation to India and Indonesia
also contributed to return. In contrast, the Veritas Asian fund returned -8.7%, with its allocations to China and consumer
stocks impacting over the period as these exposures came under pressure. The fund has been gradually reducing the
elevated cash position held earlier in the year as opportunities arise from the sell-off, and we continue to rate the manager
and investment philosophy extremely highly.
Equities – Emerging Markets: The FTSE Emerging Markets index was a notable outperformer during the fourth quarter
when compared to other regions. That a fall of ‘only’ -3.9% should be highlighted as a relative positive demonstrates just
how difficult a period the quarter proved to be. The index fell by 7.6% for the year as a whole, albeit these figures again
mask what was a considerable disparity in returns across the underlying geographies that comprise the index. In Q4 Brazil
performed strongly as investors took cheer from Jair Bolsonaro’s election, with the market gaining ground after a period of
weakness earlier in the year. Conversely, China and Taiwan fell. The strategies’ holdings – the Lazard Emerging Markets and
Janus Henderson Emerging Markets Opportunities funds – both outperformed the index over the quarter with returns of
-3.2% and -2.9% respectively. Style and regional biases (namely a tilt towards ‘value’ stocks and an underweight position to
Asian companies) benefited the allocation during the period.
Alternatives: Long-only equity managers were not alone in struggling to navigate 2018’s market landscape, with many
Absolute Return and Hedge Fund managers enduring an equally difficult year. Some of the reoccurring themes behind the
underperformance seen across a range of differing strategies included the impact of investor deleveraging as crowded
positions unwound; sharp sector and factor reversals; trend following funds being caught out by the quick reversal in
market direction in October; and the speed and severity of equity market falls, which did not last long enough for some of
the hedges or protective positions in multi-asset and macro portfolios to kick in. The MPS strategies’ ‘basket’ of diversified
holdings posted a negative return over the period, albeit less than that seen from equity markets, with the Aspect
Diversified Trends holding – a smaller, more volatile position – the largest detractor with a return of -12.3% during the
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quarter. While this might seem outsized, Aspect is the only fund within the portfolios that can take a materially net short
position, a characteristic that would serve it (and the allocation) well in a protracted bear market correction. However, during
the course of 2018, the whipsaw nature of equity market sell-offs and the subsequent rallies prevented this holding from
benefiting from a sustained trend. At the other end of the spectrum, the larger holding in the LFIS Vision UCITS Premia fund
returned -1.1%, significantly better than many of its peers.
Across the strategies’ Commercial Property allocation, the Aberdeen UK Property Feeder Unit Trust delivered a positive
return of 0.4% to cap a pleasing year with a gain of 4.4%. The BMO Property Growth & Income fund, a smaller weighting
within the allocation, fell 6.3% over the quarter as listed property companies sold off aggressively.

Q4 2018 STRATEGY CHANGES
Please note that the activity detailed below many not apply to each MPS strategy. Further information relating to a
particular strategy and its current allocations can be obtained from your usual Quilter Cheviot representative.
To summarise, the key changes made to the strategies’ asset allocations during the quarter were as follows:
•

We selectively reduced the strategies’ exposure to North American equities, trimming the long-standing ‘overweight’
position to this market

•

We selectively reduced the strategies’ exposure to Japanese equities, trimming the long-standing ‘overweight’ position
to this market

•

We used the proceeds to introduce a ‘tactical’ unhedged exposure to US Treasuries

•

We selectively increased the strategies’ exposure to Hedge / Absolute Return funds, adding a new holding to the
allocation

•

We selectively reduced cash weightings across the strategies, investing the proceeds received from the ongoing
liquidation of the GAM Star Absolute Return Bond fund.

At the fund selection level, the strategies’ conventional gilt weightings were reduced during the quarter, part of a decision to
further diversify across a range of differentiated bond exposures. The proceeds from the reduction in the Allianz Gilt Yield
holding were used to add to existing positions in the Allianz Index-Linked Gilt, PIMCO Global Investment Grade Credit,
Royal London Sterling Credit and M&G Optimal Income funds.
The introduction of the US Treasuries exposure – outlined above – was obtained through the purchase of the Vanguard US
Government Bond Index fund. As well as providing an additional element of protection within the strategies, the purchase
of this position also meant that we avoided repatriating the proceeds from the reduction of the US and Japanese equity
positions to sterling, a move we felt prudent given continuing Brexit uncertainty.
Finally, we introduced a new Alternatives allocation – the Mygale Event Driven UCITS fund – to sit alongside the strategies’
existing absolute return holdings. This is a European-focused, global event driven fund that combines exposure to merger
arbitrage opportunities, catalyst driven investments, relative value opportunities and more tactical special situations. Merger
arbitrage will typically have the highest exposure in the portfolio and entails, for example, buying the shares of an acquiree
company in a cash takeover in anticipation that the deal spread tightens and hence generates an investment profit. The fund
has historically exhibited quite low volatility, and complements well the other Hedge / Absolute Return holdings within this
allocation.

CONCLUSION
We may not face as strong a backdrop as we did in 2018, but things still look encouraging. We agree with the consensus
view that global economic growth is likely to be around 3%, but stress that this is not recession territory. The main
contributors to growth will, as usual, be the US consumer and China, with Japan and Europe likely to lag by a considerable
margin. The lingering impact of US tax cuts will help support activity in the first half of 2019, as will fiscal stimulus measures
(such as increased public spending or tax cuts) in China and to a lesser extent in Europe, where austerity is being eased in
France, Italy and the UK. Central banks, including the European Central Bank, will aim to reduce net asset purchases and
move towards neutral real interest rates, but there is no need for restrictive conditions at this time. Employment and wages
have been increasing modestly, while lower oil prices will provide short-term relief for headline inflation. Recent comments
suggest that the Fed will be more measured in its monetary stance, and will adjust policy in either direction as necessary
during the course of the year.
The litmus test for markets over the next three months will be the financial results that companies report for the final quarter
of 2018. Apple’s recent sales warning rattled investor sentiment, and while there may be more disappointments to come,
we still expect profits to rise across the majority of industrial sectors this year. Company analysts are currently estimating
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earnings per share growth of around 6-7% in every major investment region bar Japan, where estimates come in at a little
over 2%. Couple this with the recent fall in share prices, and the valuations of most markets are looking attractive on a
forward-looking basis.
March certainly has the potential to be one of the busiest months for news. By the end of the first quarter of 2019, we will
have a better sense of the likely path for US interest rates, and should know whether the US and China have managed to
come to a longer lasting truce over trade. We will also know if the UK is leaving the EU with a deal or not, or even postponing
the whole event. However, if the Withdrawal Agreement passes, it could be a catalyst for more positive feeling amongst
investors globally. UK assets would react strongly, with domestic sectors like banks and housebuilders most exposed to a
potential ‘Brexit bounce’.
In conclusion, markets will undoubtedly be more volatile in 2019 than in recent years. There are a number of events on the
horizon that have fairly unpredictable outcomes, and investor wariness has increased as a consequence. However, we still see
attractive opportunities in many markets, and believe equities could deliver reasonable returns. As such, we believe investors
should take a more optimistic view of 2019.
Source: Quilter Cheviot, Financial Express, February 2019

(1) T
 he strategy benchmark was the Global Growth Composite from strategy launch to the beginning of July 2011 changing to 100% FTSE UK Private
Investor Global Growth Index to 3 April 2018 and then 100% MSCI WMA Private Investor Global Growth Index thereafter.
(2) T
 he strategy benchmark was 100% FTSE UK Private Investor Growth Index to 3 April 2018 and then 100% MSCI WMA Private Investor Growth Index
thereafter.
(3) The strategy benchmark was 100% FTSE UK Private Investor Balanced Index to 3 April 2018 and then 100% MSCI WMA Private Investor Balanced Index
thereafter.
(4) T
 he strategy benchmark was 100% FTSE UK Private Investor Income Index to 3 April 2018 and then 100% MSCI WMA Private Investor Income Index
thereafter.
(5) The strategy benchmark was the Conservative Composite up to the beginning of July 2011 changing to 100% FTSE UK Private Investor Conservative
Index to 3 April 2018 and then 100% MSCI WMA Private Investor Conservative Index thereafter.
The following disclaimer is with regard to our distribution of data from MCSI indices to you, the recipient/user:
The MSCI information may only be used for internal use, may not be reproduced or redisseminated in any form and may not be used as a basis for
or a component of any financial instruments or products or indices. None of the MSCI information 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. Historical data and analysis
should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information is provided on
an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of its affiliates and each
other person involved in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly disclaims
all warranties (including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability
and fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, in no event shall any MSCI Party have
any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost profits) or any other damages.
(www.msci.com)
Performance data for the above benchmarks is therefore shown as a combination of both benchmarks over relevant time periods, and may differ
from the performance calculated for one of these alone. Full details of the history of the strategy benchmarks are available upon request.

QUILTER CHEVIOT

Investors should remember that the value of investments, and the income from
them, can go down as well as up and that past performance is no guarantee of
future returns. You may not recover what you invest.

One Kingsway
London WC2B 6AN

This document has been prepared for information purposes only and is not a solicitation or an offer to buy or sell
any security. It does not purport to be a complete description of our investment policy, markets or any securities
referred to in the material. The information on which the document is based is deemed to be reliable, but we have
not independently verified such information and we do not guarantee its accuracy or completeness.

t: +44 (0)20 7220 7103
w: quiltercheviot.com

Quilter Cheviot Limited is registered in England with number 01923571, registered office at One Kingsway, London
WC2B 6AN. Quilter Cheviot Limited is a member of the London Stock Exchange and authorised and regulated by
the UK Financial Conduct Authority.
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