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We head into 2018 with a slight overweight exposure 
to equities, having taken advantage of last year’s two-
speed market to add exposure to struggling areas where 
expected returns are still attractive. Although equity 
markets performed strongly last year with little in the way 
of volatility, we believe this belies the actual risk investors 
are taking on and we remain focused on ensuring that our 
managed portfolios will be resilient should the market 
environment become more challenging. 

The outlook for the global economy is as positive as it has 
been for several years, with synchronised growth across 
the US, Europe and most major Asian economies. However, 
this optimism is somewhat tempered by the fact that equity 
valuations broadly reflect this positive outlook whilst long-term 
structural headwinds to global growth, such as high household 
and government debt levels as well as aging populations, 
remain. 

Perhaps most importantly for the performance of stocks, this 
year is expected to see reduced support from Central Bank 
bond buying programmes – known as Quantitative Easing 
(QE) – which have been so successful in bolstering sentiment 
towards risky assets since their first implementation in March 
2009. In particular, over the last 9 years the combined balance 
sheets of the US Fed, ECB, BOE and BOJ have expanded 
by over $9 trillion, a process which effectively drove down 
bond yields globally and pushed investors into riskier assets. 
Importantly, although the US Federal Reserve have been 
gradually raising interest rates since December 2015, any 
impact of this tightening was offset by the continuation of 
the ECB and BOJ’s respective negative interest rate and QE 
policies. Although inflation globally remains benign, confidence 
over the growth outlook has led the ECB to start tapering their 
asset buying from this month, with the Federal Reserve set 
to go one step further and actually reduce the size of their 
balance sheet by selling bonds onto the open market. As a 
result, this year is set to be the first for many years where 
Central Banks aren’t adding further liquidity to global markets. 
This environment of gradually tightening liquidity will not be 
as conducive for global stocks as investors have become 
accustomed to over recent years. 

Alexander George, CFA 
Associate Director  
of Research
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The domestic political situation is, for obvious reasons, a key 
area of concern for both ourselves and many of our clients. 
Whilst the start of the EU exit negotiations has been more 
successful than we had initially anticipated, the shift leftwards 
in the UK political spectrum is of concern with the Conservative 
party maintaining only a tenuous grip on power. As outlined in 
last quarter’s House View, the very real possibility of a socialist 
Labour government brings with it the prospect of higher taxes 
on large corporates and high earners, the former of which 
would have a tangible impact on the UK stock market. 

However, it is important to note that, when investing in 
UK assets, this concern is offset somewhat by several 
key considerations. Firstly, we believe that a Corbyn-led 
government would lead to a weakening of the Pound, similar 
to that seen in the aftermath of the Referendum vote, which 
would see stocks that generate most of their revenue overseas 
perform strongly. Secondly, UK domestically sensitive stocks 
are already, as a group, trading at close to multi-year lows. 
This valuation support is particularly notable in an environment 
where US and European indices are close to all-time highs. 
Finally, if a recent widely followed fund manager survey 
by an American investment bank is to be believed, the UK 
stock market is currently the least popular asset class for 
global investors. When market sentiment is so extreme and 
expectations are so low, it often pays to lean against the wind 
and we do not believe that now is the time to reduce exposure 
to our home equity market. 

It should be noted that our domestic holdings continue to be 
counterbalanced against significant holdings in non-sterling 
assets, with all international equity funds held in unhedged 
share classes. Additionally, our portfolios have holdings in 
gold and US TIPS, both of which are US Dollar assets, and will 
appreciate in value should there be a fall in the Pound. This 
does mean that, during times such as last year when sterling 
appreciates, we do in fact miss out on some returns. However, 
this approach provides added ballast should the UK political or 
economic situation deteriorate further. 

The biggest trend driving global equity markets over 2017 was 
the outperformance of high growth stocks, particularly within 
the technology sector, as hopes over disruptive themes such 
as cloud computing and artificial intelligence helped drive 
investor flows into the sector. Whilst investors have been 
increasingly comfortable paying high valuations for stocks 
which offer the mere potential for strong future growth, the 
opposite has been the case for higher yielding stocks in more 
defensive sectors, such as consumer goods and healthcare. 
This trend has been particularly prevalent in the UK market 
where, for instance, the share prices of globally diversified 
companies such as GlaxoSmithKline and Imperial Brands are 
down over 20% from their highs reached in the first half of 
2017, with these stocks now trading on dividend yields of 
6.1% and 5.5% respectively. It is within this unloved area of 
the market where we are most confident that total returns will 
be positive over 2018 and we added to our exposure in high 
yielding UK equities during the latter half of the fourth quarter, 
a move we made following our decision, outlined below, to 
reduce exposure to lower quality bonds. 
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House View

With regards to our international equity exposure, we retain a 
significant allocation to the US market albeit slightly less than 
the representative international equity benchmark which has 
a weighting to the US of over 50%. The US remains home 
to many of the world’s most innovative companies, whilst 
corporate earnings are set to benefit from the corporate tax 
reform, which was signed into law in December. However, US 
stocks continue to trade on a marked premium to other major 
markets and we do have some concerns that having carried 
out significant share buybacks using borrowed funds, many US 
corporates will feel the pinch should borrowing costs continue 
to rise. 

European and Japanese equities continue to be moderate 
overweight positions for us, with the latter in particular having 
the potential to deliver strong shareholder returns as corporate 
governance improves and companies return more cash held 
on their respective balance sheets to shareholders in the 
form of dividends and share buybacks. Asian and Emerging 
Markets remain an important component of portfolios, with 
our favoured managers in these areas looking to identify 
companies which can benefit from the strong long-term 
demographics of these regions and the demand these young 
populations have for new goods and services. This is well 
illustrated by the example of India, where the majority of the 
population still do not have bank accounts and the market for 
products such as life insurance is still in its infancy. 

We retain an underweight exposure to fixed income reflective 
of the unattractive valuations of core government bonds, 
particularly UK Gilts where real yields remain sharply negative. 
The majority of our exposure is largely in shorter-dated, less 
interest rate sensitive bonds and we have been long-term 
holders of investment grade corporate bonds where we 
believe investors are still being adequately compensated for 
default rates, which we expect to remain low. Where we have 
been more active is with regards to our exposure to High 
Yield where, in late October, we made the decision to sell our 
exposure across all risk strategies. This decision was made 
on the basis that, following the strong performance of the 
asset class over the last two years, yields and credit spreads 
(the additional yield investors receive over that available on 
equivalent government bonds) had fallen to such a low level 
that we weren’t being sufficiently compensated for the risks 
associated with investing in the asset class. This is well 
illustrated by looking at the fluctuation in yields on the US High 
Yield index where, having peaked at almost 10% in February 
2016, the yield on the index had fallen to 5.4% at the time of 
we sold down our exposure.

Whilst High Yield bonds can make for a very good investment 
when investor risk aversion is high and credit spreads are 
elevated, during more benign periods such as now it is worth 
remembering that High Yield issuers are in this category for 
a reason, with most having very high levels of debt relative to 
their revenue and assets. As a result, this area of the market is 
highly sensitive to a downturn in global growth where investors 
will become more discerning and likely pare their holdings in 
lower quality bonds. This process would put upward pressure 
on yields and drive a downward move in bond prices. 
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Against a mixed domestic growth backdrop, we were 
pleasantly surprised by the performance of our favoured UK 
commercial property funds last year. Our managers in this 
space had for several years focused their efforts outside 
of central London, particularly within other big cities such 
as Manchester, where valuations were more attractive and 
prospects for rental growth stronger than that available in the 
capital. 

Whilst 2017 saw reasonable returns from two of our three 
Buy List long/short funds, one of our long term holdings in 
this space - Jupiter Absolute Return – struggled. The fund 
has a significant value bias whereby the fund manager looks 
to short sell (benefit from the fall in price of) stocks that are 
highly priced and the market expectations for which are 
extremely high. These short positions are offset against the 
fund’s long positions in out of favour, cheaply valued stocks. 
Whilst the fund’s manager, James Clunie, has executed this 
strategy successfully for many years, the momentum driven, 
low volatility market environment of the last 12 months has 
been more challenging for him. We continue to hold the fund 
and expect it to perform well should the current low volatility 
market regime come to an end.

Having been hit by concerns over UK political risk over recent 
months, we still believe that a modest allocation to UK 
infrastructure remains an important component of multi-asset 
portfolios. Our favoured trust in the space, HICL Infrastructure, 
offers a current dividend of almost 5% and has a high degree 
of sensitivity to UK inflation whilst we don’t believe that the 
Labour party’s plans to privatise Private Finance Initiatives (PFI), 
to which the trust has significant exposure, could be carried 
out in any significant size.

Although private investor interest in gold has subsided over 
recent months as more exciting fads such as Bitcoin have 
taken the spotlight, we remain comfortable with our exposure 
to the precious metal. Gold has retained its real (inflation-
adjusted) value for thousands of years, and it continues to act 
as a safe-haven during times of market and geopolitical strife. 

The price of investing when the proverbial sun is shining is 
that valuations tend to be expensive, as they are currently. 
Unfortunately, we believe that the almost serene calm that 
markets displayed over 2017 is unlikely to be repeated this 
year as conflicting factors such as diminished Central Bank 
intervention and a rebalancing Chinese economy impact 
market sentiment. We are cognisant that client portfolios 
have experienced six consecutive calendar years of positive 
returns, and we will not ramp up risk merely to keep up with 
the short-term performance of some of our more risk hungry 
competitors. As we demonstrated over 2014 and 2015, we 
tend to outperform our peers when market conditions are 
more challenging, an approach which allows for a smoother 
journey for our clients whilst still generating strong long-term 
returns. 

10%

8%

6%

4%
2011 2012 2013 2014 2015 2016 2017
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High Yield spreads have tightened significantly
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Quarterly Commentary 

UK 

As widely anticipated, the Bank of England’s Monetary 
Policy Committee (MPC) proceeded in raising interest rates 
for the first time since May 2007 in their meeting early in 
November, increasing the base rate from 0.25% to 0.5% in 
a reversal of the Bank’s decision to cut interest rates in the 
aftermath of last year’s EU Referendum. The interest rate 
decision had been well sign-posted in the minutes from the 
Committee’s September meeting and the move, along with the 
accompanying minutes and press conference which followed, 
actually caused a modest weakening of the Pound on the day 
of the announcement. Most notably, markets focused on Mark 
Carney’s comments that he expected that two further rate 
increases over the next two years would be sufficient; a slower 
pace of monetary tightening than many traders had expected. 
The MPC’s decision was a reaction to above-target domestic 
inflation, which stood at 3.1% in November, and domestic 
growth which has been stronger than many economists had 
expected over the first three quarters of 2017, with GDP 
growth for the third quarter coming in at 0.4% quarter-on-

quarter (QoQ). Notably, in contrast to previous years, the 
economy’s growth has been driven by the manufacturing 
sector, where strong demand from the Eurozone and the 
weakness of sterling has bolstered demand for UK produced 
goods, whilst the services sector has lagged. We expect this 
trend to continue over coming months as household spending 
continues to be squeezed by slowing growth in unsecured 
lending and weak real-wage growth. 

The progress of the ongoing EU exit negotiations has been 
closely watched by markets and the agreements on core 
issues such as the size of the divorce bill the UK will pay the 
EU and the rights of EU citizens in the UK both helped boost 
market sentiment towards the Pound. Sterling ended the year 
at $1.35 against the US Dollar having reached as low as $1.20 
in January. Gilt yields ended the period moderately lower, with 
the 10 year Gilt ending the quarter with a yield of 1.19%. MSCI 
UK All-Cap ended the period with a gain of 4.2%, although 
almost a fifth of this came in the last 30 minutes of market 
trading on the last day of the year as the so-called “Santa 
Rally” took hold. 

  A - Pounds Sterling in US (9.55%) 30/12/2016 - 29/12/2017 Data from FE 2018

Performance Line Chart

4 January 2018

Pricing Spread: Bid-Bid ● Data Frequency: Daily ● Currency: US Dollars

Data provided by FE. Care has been taken to ensure that the information is correct but it neither warrants,|
|represents nor guarantees the contents of the information, nor does it accept any responsibility for errors, inaccuracies, omissions or any inconsistencies herein.|

|Financial Express Limited Registration number: 2405213. Registered office: 3rd Floor, Hollywood House, Church Street East, Woking, GU21 6HJ. Telephone 01483 783 900|
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Sterling has appreciated significantly against the US Dollar over 2017
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US

The US economy grew at an annualised pace of 3.2% over the 
third quarter, the fastest pace in over two years. Growth was 
driven largely by buoyant consumer spending and business 
equipment investment, with the latter growing at an impressive 
annualised pace of 10.8%. The labour market remains in strong 
shape, with the unemployment rate standing at a 17 year low 
of 4.2% in November although Labour Department figures 
showed that average hourly earnings increased by only 2.5%, 
below economist’s projection of 2.7% growth. November saw 
President Trump appoint Jerome Powell as Chairman of the 
US Federal Reserve (the “Fed”). Having publically considered 
a number of possible candidates, several of which had radical 
views on the future role of the Fed, Powell’s appointment was 
greeted with relief by markets. Notably, he is already a serving 
member of the Federal Reserve’s committee responsible for 
setting monetary policy (known as the FOMC) and he is seen 
as largely representing a continuation of the status quo. On the 
back of the reasonable growth outlook for the economy, the 
FOMC proceeded to raise interest rates again in December, a 
move which brought the base rate, known as the Fed Funds 
rate, to 1.5%. 

Having failed in his attempts to pass healthcare reform, Trump 
finally succeeded in passing a major piece of legislation in 
the days leading up to the Christmas break with the Senate 
passing a bill which overhauled the federal tax code. The bill 
permanently lowers the top corporate tax rate from 35% to 
21%, as well as dropping significantly the tax rate on corporate 
profits repatriated from abroad. The changes are expected 
to add almost $1trillion to government debt over the next 10 
years, although the governing Republican party hope that the 
“trickle down effect” of higher corporate profits will provide 
a sufficiently large boost to GDP to offset this. The impact 
of the legislation is unlikely to be homogenous across the 
equity market, with sectors such as financials set to benefit 
disproportionately whilst the technology sector is seen as 
benefitting less, as many companies within the sector already 
have effective tax rates which are well below 20%. Hopes over 
the positive impact of the tax reform legislation helped drive 
the S&P 500 index to a 6.1% return in US Dollar terms over the 
period. 

Eurozone

Revised data from the EU statistics office, Eurostat, showed 
that the EU grew 0.6% over the third quarter, bringing the 
year-on-year growth in the trading bloc to 2.6% - its strongest 
annual pace since prior to the financial crisis. The continuation 
of this currency bloc’s positive momentum has been driven 
by strong consumer sentiment and business investment, 
with the latter bolstered by corporates investing in new 
equipment and machinery following many years of holding 
back on adding new capacity. IHS Markit’s composite flash 
Purchasing Manager Index (PMI), which uses survey data to 
monitor the output intentions of businesses in the services and 
manufacturing industries, showed the manufacturing sector 
continued this momentum through the fourth quarter with the 
preliminary figures for December giving its highest reading 
for over 17 years. Whilst the headline inflation figures for the 
currency bloc remain benign, with the November reading for 
the Consumer Price Index (CPI) showing year-on-year growth 
of 1.5%, the recent PMI figures have indicated that firms have 
started increasing prices as they react to capacity shortages 
and strong demand. 

In their November meeting, the European Central Bank (ECB) 
announced plans to cut the rate of bond purchases from €60bn 
per month to €30bn from January but the Bank’s President, 
Mario Draghi, failed to confirm an end date to the programme, 
indicating that it will continue the programme until at least 
September or beyond. MSCI Europe ex-UK ended the period 
down 0.2% in local currency terms. 
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Quarterly Commentary 

Asia

According to official data, the Chinese economy grew 6.8% in 
the 12 months to September, in line with market expectations. 
The 19th Party Congress took place in late October, with 
President Xi Jinping appointed for his second 5-year term. 
Along with the appointment, Xi was seen as consolidating 
his power base, with his decision not to appoint a future 
successor a potential indication that he may look to remain 
leader beyond the standard 10 year term. It is rumoured that 
he will attempt to curb many of the excesses in the Chinese 
financial system over this year and next, before attempting 
to rev up the economy later in his term. Chinese stocks 
enjoyed a particularly strong 2017, led by the technology 
behemoths Alibaba and Tencent. MSCI China H gained 
8.2% over the quarter in local currency terms. The Bank of 
Japan are expected to maintain the size of their monetary 
stimulus programme despite the economy growing at an 
annualised pace of 2.5% over the third quarter, based on 
official government data. Whilst the confidence of Japanese 
corporates is currently high, with the data showing strong 
capital expenditure from businesses, households are still 
reticent to increase spending with private consumption actually 
falling slightly over the period. MSCI Japan gained 8.4% in Yen 
terms over the period. 
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Going into 2018, international money managers are at their 
largest historical underweight position to the UK equity 
market given pessimism surrounding the ongoing ‘Brexit’ 
negotiations and gloomy outlook for the domestic economy. 
The unloved nature of UK equities as an asset class is 
reflected in the discount at which the market currently 
trades relative to its US and European peers. Indeed several 
UK listed multinational companies trade at significant 
discounts to their international peers with the only obvious 
reason being their domicile. We view this market dislocation 
as a potential investment opportunity and have recently 
increased the weight to UK large cap equities across all five 
of our risk rated strategies.

Within Risk Strategies 1 and 2, this tactical decision has been 
implemented through the addition of the Fidelity Enhanced 
Income fund. Many of you will be familiar with the Fidelity 
MoneyBuilder Dividend fund that has been held across all 
five of our risk strategy portfolios since December 2011. The 
Fidelity Enhanced Income fund, which has recently been added 
to our lower risk portfolios, uses an option writing overlay to 
boost the yield on the underlying stock portfolio. 

The Fidelity Enhanced Income fund and Fidelity MoneyBuilder 
Dividend fund have almost identical stock portfolios, with 98% 
name overlap. Michael Clark, manager of both funds, follows 
the exact same stock selection process in the Enhanced 
Income portfolio. Michael calculates the expected return from 
a stock based on the forecast dividends and an estimate of 
future value, with the minimum inflation adjusted return of 7% 
needed to justify investment. This approach tends to steer him 
to companies with robust business models and dependable 
levels of cash flow, such companies often reside in sectors 
such as utilities and consumer staples. The difference from the 
MoneyBuilder Dividend fund is in the call option writing on the 
underlying positions within the portfolio, a process managed 
by Fidelity’s Head of Derivatives, David Jehan. David will 
typically overwrite 55% of the stock positions within the fund 
in an attempt to boost the yield on the overall portfolio. Before 
explaining this process further, let’s take a step back and look 
at what a call option is and what a covered call payoff diagram 
looks like.

A call option gives the buyer the right, but not the obligation, to 
buy a specified quantity of the underlying stock at a set price – 
known as the exercise price. The option is exercised typically 
at a pre-specified date or anytime between two dates. To buy a 
call option, the buyer has to pay the writer of the option (or the 
seller) a premium/initial payment. By implementing a covered 
call strategy, David – as the seller – is writing call options on 
stocks held within the portfolio to gain the initial premium and 
therefore boost the yield generated from the portfolio. These 
options tend to be 3-month options, with the exercise price 
typically 10% higher than the current share price therefore, 
limiting the 3 month capital appreciation to 10%. 

Patrick Kearney 
Investment Analyst

Launch Date:  02/02/2009
Fund Size:  £543 Million 
Asset Class:  UK Equities  
Managers:  Michael Clark (Left) & David Jehan (Right)
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Fidelity Enhanced Income – Fund Spotlight

The below chart illustrates the payoff of a theoretical example 
for a stock. The purchase price for the stock is £50 and 
therefore at a current price of £50, the stock only portfolio 
has a payoff of £0. The covered call portfolio sells an option 
with an exercise price of £55 for £1, meaning that at a current 
price of £50 the covered call portfolio has a +£1 payoff. This 

changes however when the price of the stock advances past 
the exercise price of the option contract (£55) when any further 
upside is paid away to the option holder, leading to a maximum 
payoff of +£6 (£5 price appreciation plus the £1 premium) for 
the covered call portfolio. 

  Stock Only

  Covered Call

Stock	Price
42£											 8-£													 7-£													 -£									
43£											 7-£													 6-£													 -£									 Current	Price
44£											 6-£													 5-£													 -£									 Premium
45£											 5-£													 4-£													 -£									 Exercise	Price
46£											 4-£													 3-£													 -£									
47£											 3-£													 2-£													 -£									
48£											 2-£													 1-£													 -£									
49£											 1-£													 -£									 -£									
50£											 -£									 1£													 -£									
51£											 1£													 2£													 -£									
52£											 2£													 3£													 -£									
53£											 3£													 4£													 -£									
54£											 4£													 5£													 -£									
55£											 5£													 6£													 -£									
56£											 6£													 6£													 -£									
57£											 7£													 6£													 -£									
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Why forgo this potential upside? David is able to add roughly 
2.2% in additional yield by overwriting 55% of the portfolio 
throughout the year. This 55% does not represent a crude 
measure of each position weight within the portfolio but is 
an outcome of conversations between Michael and David. 
David will only write call options on stocks that Michael says 
he can, therefore avoiding missing out on the potential upside 
on stocks that Michael believes are cheap. An example of this 
process in action is shown in the below chart, which illustrates 

the points in time and the level of stock price valuation at 
which Michael instructed David to write call options on Legal & 
General. As shown by the below chart, David was writing lots 
of call options on the L&G position when the stock was trading 
around 240p both before the EU Referendum and after the 
rally following Donald Trump’s election. David however wrote 
no calls on the stock in the lead up to and following the EU 
referendum when the stock was trading on a more attractive 
level of valuation. 

The Fidelity Enhanced Income fund has a trailing dividend yield 
of 7.13%, a very attractive level given the high quality nature 
of the portfolio. Indeed the vast majority of stocks held within 
the fund are rated as investment grade bond issuers, a market 
that currently only yields c.2.74%. In a market environment 

where most assets look expensive relative to their history, UK 
large cap defensive equities could be the place to be in 2018 
and both of the Fidelity funds look well positioned to take 
advantage of any potential re-rating of the market.

Legal & General: changing overwrite activity in a volatile market

|0 Fidelity Enhanced Income Fund
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Legal & General: changing overwrite activity in a volatile 
market

Source: Fidelity International, as at 17 February 2017.
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