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FUND MANAGEMENT DIARY 

Meeting held on 20th February 2018 

Disentangling the recent market turmoil  

 

• The stock market moves appear to reflect a re-assessment of the outlook for 

the United States economy and Federal Reserve policy, triggered by stronger than 

expected wages growth 

 

• Despite the recent falls, the S&P 500 still appears to be overvalued on several 

measures 

 

The stock market has been in turmoil in recent weeks. United States equities – as 

measured by the S&P 500 – fell by 10.2 per cent between 26 January and 8 

February. Almost three-quarters of that decline occurred on two days. The market 

has staged a partial recovery since then with the S&P 500 reversing around half of 

its losses by the end of last week. Notwithstanding the recovery so far, it’s worth 

keeping the recent moves in context. For example, at its worst the S&P 500 was still 

more than 26 per cent above its level at the end of 2015. 

 

However, the movements in financial markets appear to reflect something of a re-

assessment of the outlook for the United States and global economies. This was 

triggered by data showing an acceleration in United States wages growth, which 

exacerbated fears that the Federal Reserve is about to tighten policy more 

aggressively than previously anticipated. Admittedly, wages growth did only pick up 

a touch and interest rate expectations rose only slightly after the numbers were 

released. But this continued a trend which has seen both inflation and interest rate 

expectations move steadily higher over the last six months or so. 

 

This trend was furthered last week by the release of above-consensus United States 

consumer price inflation figures for January. While the data showed that both 

headline and core inflation held steady last month (at 2.1 per cent and 1.8 per cent, 

respectively), most analysts had been anticipating a slight dip. The monthly increase 

in core consumer prices was also the largest in twelve months. So the data have 

only added to growing concerns about how firmly the Federal Reserve will need to 

apply the brakes, reflected in a further jump in Treasury yields after the release of 

the consumer price inflation numbers. 

 

Inflation in the United States will likely rise before long. In particular, core inflation 

should rise to around 2.2 per cent in the spring, and to trend higher from there. And 

even though investors have revised up their expectations for interest rates recently, 
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should inflation accelerate aggressively then it is possible that the Federal Reserve 

would adopt a more hawkish position than currently expected.  

 

Should this occur and the Federal Reserve raises interest rates four times this year 

rather than three, then this does not necessarily mean that the S&P 500 will slide. 

There is not a mechanical link between increases in interest rate expectations and 

falls in the stock market. After all, the rally in the United States stock market in the 

past couple of years coincided with 125 basis points of rate hikes from the Federal 

Reserve and a marked increase in real (and nominal) Treasury yields. Nonetheless, 

given how markets have reacted to recent data, it is possible that the US stock 

market would face challenges. 

 

First, the valuation of the United States stock market appears stretched by most 

measures – even after the “correction” which began in late January. There is, of 

course, no definitive measure of equity market valuations – and there are at least 

four that make sense to look at. Shiller’s cyclically adjusted price to earnings ratio, 

which takes the ratio of the price of the stock market to the ten-year average of real 

reported earnings, is a popular gauge. But it is arguably more appropriate to use 

operating earnings, and it sometimes makes more sense to consider the past year’s 

earnings or expected earnings rather than a ten-year average. 

 

Regardless of which measure is used, though, United States equites appeared 

highly valued before the S&P 500 began to tumble. Indeed, all four measures of the 

index’s price to earnings ratio mentioned earlier were above the peaks that they hit in 

the run-up to the global financial crisis. Valuations are a bit lower after the slump in 

the index, but they are still high by historical standards.  

 

Even if US valuations do come under further pressure it is unlikely that they will 

collapse. This is because the decline in equilibrium real interest rates which has 

taken place in recent decades is responsible for much of the fall in bond yields. And 

this in turn has reduced the returns that investors require from equities. However, not 

all of the increase in the price to earnings ratio of the S&P 500 in recent years looks 

justified. 

 

What’s more, the recent cyclical rise in Treasury yields could have further to run, 

even if yields peak at a much lower level than they have done in past tightening 

cycles. And the United States budget deal reached on Friday 9 February – which will 

increase government spending and widen the budget deficit – only adds to the risk of 

higher Treasury yields and once higher yields in treasuries are achieved then this 

naturally reduces the appeal of equities relative to bonds.  This process is well under 

way in the US, but turning our attention to the UK and this relative appraisal of bonds 
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vs. equities has a long way to go, with the yield on the FTSE 100 still well above that 

of the FTSE Gilt index.  

 

Finally, turning back to US while also turning to the future, the United States 

economy will likely slow in 2019, as the cumulative effects of Federal Reserve 

tightening take a toll on activity just as the boost from fiscal stimulus fades. With 

expectations for earnings likely to suffer, and valuations looking even less attractive 

as bond yields edge higher, the stock market could start to face more pressure.  

 

  

Strategy 

 

As mentioned in last week’s diary, during the market movements we took the 

opportunity to top up our equity weightings.  

 

We believe that there are many challenges in the current environment and this is 

especially the case in the US, which is the furthest down the current economic cycle.  

However, we feel the current market conditions provide an opportunity to increase 

equity positions, with a bias towards companies linked to economic growth, which is 

expected to remain positive. We understand that investors were recently concerned 

about higher than expected rate rises in the US, however we are of the view that in 

order to continue an upward economic cycle, it is important that wages rise in real 

terms, in order to allow future consumption to rise.  

 

It is our view that the current shakeout of asset prices is a useful and necessary 

event.  The assets most at risk are those which have benefited from speculative 

interest or where the valuation is heavily dependent on a low interest rate 

environment. Growth stocks have benefitted considerably in the market rises and 

some of these stocks now look vulnerable.  

 

We remain of the view that the rate rising cycle will be gentle, but negative for fixed 

interest investments, which have a high degree of sensitivity to interest rate rises. 

We have already limited our exposure to these areas by holding short duration 

bonds where relevant.   
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Income 

The Rathbone Income fund lagged the rising markets of late 2017 causing the fund 

to fall behind its peer group.  This was due to the defensive positioning of the fund’s 

manager, who believed that valuations had become stretched.  In the falling market 

of recent weeks this fund has produced a relatively strong performance, fulfilling their 

expectations. 

 
 

Real Value 

The portfolio’s focus on short dated corporate bonds is performing well in the current 

environment, reducing losses relative to longer dated securities as yields have risen 

over the past month.  The Invesco Perpetual Tactical Bond fund has been the best 

fund during this period.  This fund has a flexible investment mandate, but in recent 

years has been positioned to reflect concern amongst the managers over valuation 

levels within fixed income markets.  This positioning aligns with the view of the 

Future Money fund managers. 
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Real Growth 

Real Growth’s short duration focus within the fixed income allocation is working well 

in the current environment.  Yields have increased recently and especially so 

amongst longer dated securities.  We expect this trend to continue over the medium 

term. 

 
 

 

 

 

Dynamic Growth 

The portfolio’s overseas equity positions have outperformed the UK equity exposure 

in recent months, as sterling strength has created a favourable transition for foreign 

currency positions.  The portfolio’s positions in Europe and the Emerging Markets 

have been the most resilient during the recent market falls and subsequent recovery. 
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Important Information  
 
Please note that the contents are based on the author’s opinion and are not intended 
as investment advice. This information is aimed at professional advisers and should 
not be relied upon by any other persons.  
 
Any research is for information only, does not constitute financial advice or 
necessarily reflect the views of the author and is subject to change.  
 
It remains the responsibility of the financial adviser to verify the accuracy of the 
information and assess whether the fund is suitable and appropriate for their 
customer.  
 
Past performance is not a reliable indicator of future performance. The value of 
investments and the income derived from them can fall as well as rise and investors 
may get back less than they invested. 
 
Important information about the funds can be found in the Supplementary 
Information Document and NURS-KII Document which are available on our website 
or on request. 
 
For any information about the Future Money funds please contact the authorised 
corporate director, Margetts Fund Management Ltd, on 0121 236 2380, 
admin@margetts.com or at 1 Sovereign Court, Graham Street, Birmingham B1 3JR.  
A copy of their Terms of Business which relates to investments into the funds can 
also be obtained using these contact details.   
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