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“Whenever events have
flared up that might
threaten this recovery
(the euro zone crisis,
Ukraine, or – repeatedly
– Greece) rate expectations
have faded, more
quantitative easing (QE)
has been promised by
one central bank or
another, and bond
markets have rallied”

Lower energy costs, renewed corporate restructuring
and windfall export gains from the collapse of
emerging world currencies offer huge opportunities

The abrupt market correction last quarter now feels like
a logical response to gathering deflationary risks, and growing
worries over the credibility of central bank policy. A fear of
geopolitical fragmentation (especially the Syrian and migrant
tragedies) has added to concerns. After recent falls, though,
lower equity valuations and higher running yields are starting
to offer value. Yes, profitability has been damaged for
commodity and energy producers, and for the more indebted
emerging world companies. On the other hand, though, sharply
lower energy costs, renewed corporate restructuring and (over
time) windfall export gains from the collapse of emerging
world currencies offer huge opportunities. Meanwhile, with
lower bond yields and interest rates, global equity income
strategies are starting to look compelling.
For more than six years, the US Federal Reserve’s (Fed) stimulus
policy has both supported a remarkable bull market in equities
and underpinned an (albeit sub-par) global economic recovery.
Whenever events have flared up that might threaten this recovery
(the euro zone crisis, Ukraine, or – repeatedly – Greece) rate
expectations have faded, more quantitative easing (QE) has been
promised by one central bank or another, and bond markets have
rallied. This conveniently offers just enough economic growth to
sustain profits, but just enough worry to prevent actual rate rises.
It has proved a near perfect tonic for global markets.
What changed over the summer?
Two things appear to have altered the equilibrium in August.
First, the spectre of deflation is more worrying for markets than
in previous crises, because the sell-off in global commodity prices,
Chinese equities and emerging world currencies have all happened
simultaneously. This is already impacting global trade volumes
(see chart 1) and increases the risk of wider economic damage
to China, emerging markets and – potentially – the global economy.
Corporate profits have already felt the backlash in the commodity
and energy sectors, and there is concern that this could now extend
to the industrial and auto sectors (which are already facing the
widening VW scandal).
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Forward (mis)guidance?
The second concern is that Fed policy this time around
has served to confuse rather than comfort investors.
Chair Janet Yellen has allowed herself to become hostage
to global economic and market events, rather than
acknowledge good domestic reasons for finally ‘getting off
zero’ and lifting rates. Her perceived dithering is reflected
in rising equity market volatility and the extraordinary
press speculation on what is, after all, a numerically
insignificant increase.
It is not only the Fed that has seemed rather flat-footed
of late. The Chinese response to its stock market correction
has appeared heavy handed, and at times counterproductive.
Meanwhile in Europe, even the worst of the Greek and
wider euro zone crisis pales in significance compared to the
challenges and tragedy of today’s migrant crisis. The lack
of unified policy (where is the ‘United States of Europe’?)
suggests a more fragmented, divided Europe, and one where
fundamental concepts like ‘Schengen’ may ultimately come
under question. This year’s Spanish elections and next year’s
Brexit debate may well become wider polls on the wisdom
of a centralised Europe.
Unsurprisingly, equity markets are demanding a premium
for these uncertainties and for the associated risk
to profits, as China’s slowdown ripples out beyond the
mainland (China’s manufacturing PMI fell again last month).
With US and – increasingly – global valuations already
expensive, the correction has been sharp and widespread.

World equities have fallen more than 12% from their peak,
while emerging world currencies are close to decade lows,
and commodities prices near to levels seen last in the
depths of the 2008/9 credit crisis.
Pricing in today’s worries
Are the current political, deflationary and policy challenges
priced into global markets yet? We would argue that they
broadly are. To begin with, US and UK bond yields have fallen
back by almost 30bp over the last three months, while rate
rises have been delayed and the probability of QE either
being extended or increased in Europe and Japan has risen.
All have made equity yields look attractive.
For example, both the EURO STOXX 50 and the FTSE100
have gross dividend yields of more than 4% today, which is
more than twice the yield on a ten-year gilt and seven times
the yield on the German Bund. Despite the market volatility,
our income flows from repeatable and well governed
business models have been robust, with higher bank
dividends (finally) and a raft of ‘specials’ offsetting the likely
cuts in the commodity and oil sectors.
Second, we believe that continued QE programmes in Europe
and Japan (in the Bank of Japan’s case including direct
equity ETF purchases) will support equity assets, especially
when combined with active corporate restructuring agendas.
We are also considering adding to corporate bonds, where
spreads have widened and income again is compelling.

Signs of a global slowdown? The value of global export and imports fade as the dollar strengthens
and volume growth slows…
Chart 1: G7 and BRIICS – Merchandise trade in US$ billion
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Robotics, big data and
solutions for a smarter
planet are amongst the
disrupting influences
that could open up
profitable opportunities

“Despite the market volatility,
our income flows from repeatable
and well governed business
models have been robust, with
higher bank dividends (finally)
and a raft of ‘specials’ offsetting
the likely cuts in the commodity
and oil sectors”

Third, we believe that a strong dollar, while challenging for
US exporters (although many invoice in the US currency),
will offer windfall gains, particularly to emerging world
exporters. Emerging world consumers will benefit as sharply
lower food and energy costs feed into household budgets
(note that Chinese retail sales have accelerated this year
to 10.8% annualised).
Finally, our thematic drivers should, we believe, generate
top-line growth for selected companies even if overall growth
slows. Opportunities to ‘trade down’, demographic trends,
big data, robotics, and solutions for a smarter planet are all
potentially disruptive influences that can generate windfall
profits for key innovators and franchises.
In short, investors see the glass today as very much halfempty, with deflation risks, a Chinese growth crisis and policy
confusion at the top of their global worry lists. We may soon,
though, remember that not so long ago we thought that
cheap oil, cheap food and low interest rates were good things,
and that equity yields that were more than double bond
yields were a cause for celebration, not despair!
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Important Information
This document has been issued by Sarasin & Partners
LLP which is a limited liability partnership registered
in England and Wales with registered number OC329859
and is authorised and regulated by the UK Financial
Conduct Authority and passported under MiFID to provide
investment services in the Republic of Ireland. It has
been prepared solely for information purposes and is
not a solicitation, or an offer to buy or sell any security.
The information on which the document is based has
been obtained from sources that we believe to be reliable,
and in good faith, but we have not independently verified
such information and no representation or warranty, express
or implied, is made as to their accuracy. All expressions
of opinion are subject to change without notice.
Please note that the prices of shares and the income from
them can fall as well as rise and you may not get back
the amount originally invested. This can be as a result of
market movements and also of variations in the exchange
rates between currencies. Past performance is not a guide
to future returns and may not be repeated.
For the Fund of Funds range there is no minimum investment
period, though we would recommend that you view your
investment as a medium to long term one (i.e. five to ten
years). Frequent political and social unrest in Emerging
Markets, and the high inflation and interest rates this
tends to encourage, may lead to sharp swings in foreign
currency markets and stock markets. There is also an
inherent risk in the smaller size of many Emerging Markets,
especially since this means restricted liquidity. Further
risks to bear in mind are restrictions on foreigners making
currency transactions or investments. For efficient portfolio
management the Fund may invest in derivatives. The value
of these investments may fluctuate significantly, but the
overall intention of the use of derivative techniques is
to reduce volatility of returns. The Fund will invest in other
collective investment schemes, including both regulated
and unregulated collective investment schemes. Investment
in unregulated collective investment schemes carries
additional risks as such schemes may not be under the
regulation of a competent regulatory authority, may use
leverage and may carry increased liquidity risks.

All details in this document are provided for marketing and
information purposes only and should not be misinterpreted
as investment advice or taxation advice. This document
is not an offer or recommendation to buy or sell shares
in the fund. You should not act or rely on this document but
should seek independent advice and verification in relation
to its contents. This document does not explain all the risks
involved in investing in the fund and therefore you should
ensure that you read the prospectus and the Key Investor
Information document which contain further information
including the applicable risk warnings. The prospectus,
the Key Investor Information document as well as the annual
and semi-annual reports are available free of charge from
www.sarasinandpartners.com or from Sarasin & Partners
LLP, Juxon House, 100 St Paul’s Churchyard, London,
EC4M 8BU, Telephone +44 (0)20 7038 7000, Telefax
+44 (0)20 7038 6850. Telephone calls may be recorded.
Neither Sarasin & Partners LLP nor any other member
of Bank J. Safra Sarasin Ltd. accepts any liability or
responsibility whatsoever for any consequential loss of any
kind arising out of the use of this document or any part of its
contents. The use of this document should not be regarded
as a substitute for the exercise by the recipient of his or her
own judgment. Sarasin & Partners LLP and/or any person
connected with it may act upon or make use of the material
referred to herein and/or any of the information upon which
it is based, prior to publication of this document. If you are
a private investor you should not rely on this document but
should contact your professional adviser.
Additional Information for persons located
in South Africa
Collective Investment Schemes are generally medium
to long term investments. The value of participatory
interests may go down as well as up and past
performance is not necessarily a guide to the future.
Fluctuations or movements in exchange rates may cause
the value of underlying international investments to go
up or down. Collective Investment Schemes are traded at
ruling prices and can engage in borrowing and script lending.
A schedule of fees and charges and maximum commissions
is available on request from the scheme. Commission and
incentives may be paid and if so, would be included in the
overall costs. Daily forward pricing is used. A prospectus
is available from Prescient Management Company Limited,
T: +27 21 700 3600.

