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Foreword

It doesn’t get easier to see into the future just because it's December. Our
advice evolves with the investment climate (we hope), not the calendar.

The market mood is grim again, but our views have changed only marginally
in the last month. The cycle is old, but stocks can weather the looming mix
of a sharp profits slowdown alongside rising US interest rates. Volatility is
not yet unusual. Gloom has been the norm since 2008 - and is not always
bad for investing.

US-China trade - and other - tensions persist despite the tariff truce. But
China knows its economy is still the most protected. Liberalisation has
made it wealthier, and its measured response (so far) is unsurprising.

The fortunes of Chancellor Merkel (for now) and President Macron are more
important for markets than the Italian budget. A rudderless eurozone could
be a big concern - but not yet an urgent one.

A rudderless UK is here now. There seems to be no visible majority for
anything. With little conviction, we expect an EU exit, eventually. We also
think the UK could weather ‘no deal’ better than government and bank
economists suggest - but don’t want to find out.

2018 was a difficult year. Prospective inflation-beating returns are still
available, we think. But we know that has not always been the case,
sometimes for long periods. In the essay below we remind ourselves when,
and why.

The next edition of Market Perspective will be published in February. We
wish readers everywhere a peaceful and prosperous New Year.

Ko bodner

Kevin Gardiner

Global Investment Strategist
Rothschild & Co Wealth Management
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When markets disappoint

Stocks and bonds can lag inflation - but needn’t

Conventional assets struggled in 2018... They can seem as cyclical and faddy as

The autumn/winter stock market sell-off conventional assets anyway. This time a year
eliminated 2018’s gains. Bonds have been ago, Bitcoin was riding high. Today, it looks like
lacklustre too. As we write, the year’s total a complicated answer to a question nobody’s
returns from most big stock and bond markets, asking.

in most currencies, trail most consumer prices
- and pay (figure 1). It has been a better year for
wage income than for investment returns.

There are few viable alternatives, then. To
compound the difficulties, we never know exactly
why conventional assets do what they do, at

Our primary aim as wealth managers is to try least in the short term. Nobody can know what
to preserve and grow the real value of clients’ precisely is motivating the many thousands of
assets over the longer term. At the risk of influential participants in those markets.

stating the obvious, this is not easy when the big

e ) ...but the macro picture is not grim
markets are underperforming inflation.

The setback has been big enough to have been
Individual years like 2018 may be tolerable, but worth avoiding - if it had been that predictable.

a run of them - or a bigger shortfall - would be Does it reflect an unexpected (by us) response
demoralising for investors and managers alike. to a macro picture that is broadly as expected,
Why bother with markets if they put the real long-  or an anticipation by the markets of a pending
term value of savings at risk? worsening in that picture - or a bit of both?

Perhaps less conventional assets might do better. A more testing mix of slowdown and still-rising

If stocks and bonds are struggling, maybe more US interest rates has always been on the cards.
exotic funds, or direct holdings in real estate, Synchronised, above-trend growth like that in
forestry, wine, classic cars and/or fine art, won't? late 2017 doesn’t happen often. US corporate

earnings don’t rise by roughly a quarter every
year - especially when one-off tax cuts have
driven a big chunk (perhaps half) of that. And
with US unemployment at a half-century low, and
real interest rates still firmly below trend, what
should a prudent central bank be doing?

In practice, such ‘alternative’ asset classes

are illiquid, unprotected - good luck with that
Leonardo attribution - and difficult to track. There
are few widely-used indices even of investible real
estate, let alone classic cars and paintings.

Figure 1: Selected asset classes, consumer prices and pay

Total return/growth in 2018, %, local currencies unless otherwise specified
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Source: Bloomberg, Rothschild & Co
Past performance should not be taken as a guide to future performance.
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But did such a mix have to hurt markets? US
slowdown - proxied by the ISM survey - has often
coincided with rising interest rates, and US stock
prices have typically risen, not fallen (figure 2).

It's not as if valuations now are outlandish - we
noted last month that they’re not.

So perhaps markets have got wind of more
testing times, or a looming (re-)escalation in
those trade tensions and other political risks?

We know that when things do go wrong for
business, corporate earnings don't just slow
down - they fall, a lot.

During the Global Financial Crisis (GFC),
developed world earnings as compiled by MSCI
fell three-fifths in dollar terms. After 2000’s
dotcom fiasco they fell by two-fifths. Both those
falls were amplified by companies having to write
off assets - banks in the GFC, and telecom and
media firms after 2000. After a plain vanilla
recession - in the US, then Europe - in the
early 1990s, they also fell sharply, by roughly

a third. They fell by almost a fifth when oil
prices slumped after 2014, though the market
response was muted.

Corporate balance sheets currently are less
likely to contain lots of dodgy loans (as per the
banks in 2007) or overvalued recent acquisitions
(as per telecoms and media in 2000).

Recession - and/or weaker oil profits - is more
likely given a US expansion in its tenth year. But
as yet, cyclical indicators - including the widely
watched US yield curve and unemployment
claims data - are not pointing to an imminent
slump. We have seen similar slowdowns on
several other occasions since the GFC. Third-
quarter growth in Germany and Japan was hit by
one-off factors including auto sector retooling

and natural disasters, which may lead to a short-
term rebound.

One of the key supporting pillars of the US
economy in this cycle is still intact - there are
few signs of macro imbalances of the sort seen
in 2000 and 2007. Specifically, US consumers
have not been borrowing recklessly, but are still
effectively providers of liquidity.

This is no guarantee of continuing growth -
maybe US households will now permanently
target higher savings rates than in the past

- but we think it mutes some potential risk.
Meanwhile, consumer confidence has been high,
and unemployment at a 50-year low.

If we're right about the macro climate, that
doesn’t guarantee a better 2019 for portfolios.
Growth, monetary policy, corporate profitability
and valuations affect markets episodically and
jerkily, not continuously and smoothly, which is
why the process is so hard to model.

Political tensions are not new

US-China tensions may hit markets even if the
macro climate is otherwise fine. Just when it
seemed as if an uneasy tariff truce had been
reached on the G20 sidelines, the US judiciary
demonstrated its independence by trying to
extradite a well-connected Chinese technology
company’s chief financial officer.

Geopolitical risk is not new, however, and bad
outcomes are not inevitable. Indeed, until

that judicial move at least, China’s measured
response to the US administration’s high-stakes
tariff gambits seemed to support our belief that
more positive outcomes have been possible.

China is by a clear margin still the most
protected and closed big economy, and knows

Figure 2: Periods of US slowdown and rising interest rates

US interest rates, the ISM survey and stock prices’ response
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Source: Datastream, Robert Shiller, Rothschild & Co
Past performance should not be taken as a guide to future performance.
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that the US administration has a point, however
clumsily it makes it. China also knows that
liberalisation has made it wealthier, and remains
in its own interests - it can afford to be relatively
constructive. History buffs will note the striking
reversal in fortunes in China’s offer to limit
exports of (synthetic) opiates.

Closer to home, the rudderless EU associated
with Macron’s apparent volte-face and Merkel’s
pending departure is also threatening investors’
appetite for risk. Italy’s budgetary mini crisis, in
contrast, looks overblown, and may be fading
already.

So too is what looks like a looming constitutional
crisis in the UK. A parliamentary vote on the
Withdrawal Agreement has been postponed.

There is no visible majority yet for any of the
three options realistically on the table (deal, no
deal or stay) and the UK government - we use
the term loosely - has no obvious plan of action.

We can only restate our belief that the lasting
damage to sterling-based portfolios of a no-
deal exit will be limited. A lower exchange rate
will help, and the UK economy is probably more
resilient than government and Bank of England
economists suggest. But we continue to hope
that we don’t have to find out.

Markets don’t have to deliver...

Market timing is really difficult - clearly - and if
we try to fine tune our advice now we may find
ourselves stranded out of the market if/when it
rebounds. We think long-term inflation-beating
returns are still available.

They do not have to be. There is no law of
markets that says they must do what we want

Figure 3: US long-term stock and bond performance

Real total return indices: US stocks and Treasury bonds (log scale, 1900 = 100)
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them to - that is, preserve and grow real wealth
on a long-term view. Historically, there have been
quite lengthy periods when they haven't.

Figure 3 summarises the last century or so of US
stock and bond returns. The UK experience (not
shown) is remarkably similar (continuous data for
other big markets are harder to get).

There have been three decades in which a 60:40
mix of stocks and bonds - a typical ‘balanced’
portfolio these days - failed to deliver an
inflation-beating outcome, and a fourth in which
it was marginal: the 1910s, 1940s and 1970s,
with the 1960s as the marginal one. There was
almost half a century in which it did little more
than match inflation, between 1936 and 1981.

On closer inspection, the immediate driver of
the poor returns was the government bond
market. In each of those decades, bond returns
fell below inflation, while in three of them - the
1970s being the exception - real stock returns
remained positive.

What those periods have in common, at the risk
of oversimplification, is that inflation itself was
relatively high in each of them. In three of the four,
the inflation was associated with war, and ‘too
much money chasing too few goods’, but in the
1970s, there was a bigger ‘cost push’ component
thanks to OPEC and poor industrial relations.

The fact that the UK’s inflation experience was
similar - if anything, it was more disruptive, and
in the 1970s, UK stocks struggled more than
both gilts and US stocks - suggests that there
was some common causality at work.

Given the recent obsession with deflation risk, it
is worth noting that the only deflationary episode
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here - the 1920s and 1930s - saw both US and
UK balanced portfolios, and both stocks and
bonds, delivering firmly positive real returns. This
is despite these decades including the 1929
crash and the subsequent Great Depression.

On reflection, this makes sense. Most bond
coupons and principals are fixed in nominal
terms, and their real worth is especially
vulnerable to prolonged inflation. Stocks are not
immune, but are arguably a sort of real asset
themselves - small portions of real businesses.

The reason US and UK stocks also did badly in the
especially inflationary 1970s is that businesses
then were also doing badly (profitability was poor,
partly because of the cost-push inflation).

Real stock returns were also poor (in the UK

as well as the US) in the 2000s, even though
inflation was low and bonds performed well - but
this followed the extreme overvaluations seen in
the dotcom episode.

Investment conclusions

Our top-down views are unchanged. Our
portfolio managers hold some specific
protection in anticipation of volatile stock
markets, but a more defensive restructuring
could leave us stranded if markets rally. A big
surge in inflation, and/or a recessionary drop in
profits, does not seem imminent, geopolitical
risks are manageable, and stock valuations
are now close to trend. Stocks can still deliver
inflation-beating long-term returns.

* We continue to view most bonds and cash as
portfolio insurance, not as a likely source of
real investment return.

* Most government bond markets look
expensive. US yields rose markedly, but have
now fallen back a little and again offer little
compensation for inflation and duration risk.
Elsewhere, most developed market nominal
yields remain firmly below likely inflation rates.

» Our preference for high-quality corporate
bonds to government bonds is fading, even
after their recent weakness. Their additional
yield is not compelling, especially at this
stage in the cycle, when corporate default
risk is rising, The room for outperformance
is most reduced in the eurozone, where
valuations have been highest, the European
Central Bank’s buying is about to cease and
local credit concerns pose some limited risk
to banks, but it is also shrinking in the US.

We continue to prefer relatively low-duration
bonds in the eurozone and UK, and are more
neutral in the US, where we also still see
some attraction in inflation-indexed bonds.
Speculative grade credit has cheapened

...but we think they can

This is why we are often focused on inflation.
The bigger it is, the harder it is to beat. It has
been associated with poor investment returns
- usually from bonds, but also, when disruptive
enough, from stocks too.

Even at today’s modest levels of inflation, the
prospective real returns on most bonds are
negligible or (in Europe) negative. But they
seem unlikely to be as weak as in the decades
identified here. And unless inflation becomes
much more disruptive - by pushing interest
rates up dramatically, and/or by hitting growth

- it seems unlikely to hurt stock returns. At
today’s valuations, and with trend economic
growth rates in mind, stock returns can outpace
inflation into the longer term - on average, if not
necessarily every year.

further, but still offers little headroom in our
opinion - net of default and loss, European
returns may struggle to match inflation. We
see little appeal in emerging market bonds
for multi-asset portfolios, even after their
recent sell-off.

We still prefer stocks to bonds in most
places, even the UK (where the big

indices are really global in nature). We

have few regional convictions, but still
believe emerging Asia’s structural appeal
remains intact, trade tensions and volatility
notwithstanding. We continue to favour a
mix of cyclical and secular growth over more
defensive bond-like sectors.

Trading currencies does not systematically
add value, and there are currently few big
misalignments among the majors. With risk
appetite low, the Swiss franc may continue
to stay stronger for longer than we’d thought.
Our wariness has shifted instead to the

euro - growth and interest rate carry are low,
medium-term political uncertainty has risen,
and it is not cheap. Cyclical momentum and
interest rate carry clearly favour the dollar,
which is also often seen as a safe-haven
currency - it is expensive, but not especially
so. The pound remains hostage to Brexit
tensions, but is competitive. The yen also
looks competitive, but its monetary policy
remains the loosest. China’s monetary policy
has loosened of late, and the yuan has fallen
back towards trend, but on a very long-term
purchasing power parity basis, it remains
the most obviously undervalued currency.
Overall, we have a small preference for the
dollar, and are least keen on the euro.
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Data correct as of
30" November 2018.

Past performance should not
be taken as a guide to future
performance.

Economy and markets: background

Growth: major economies

Business optimism: standard deviations from trend
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Source: Bloomberg, Rothschild & Co
Composite of the forward-looking components of manufacturing surveys
from China, Germany, Japan, UK and US loosely weighted by GDP
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Selected stock markets

Dividend yields, recent local currency returns (MSCl indices)

Yield (%) 1yr (%) 3yr (%)

10-yr US Treasury 3.0 -1.6 1.2
10-yr UK Gilt 1.4 2.0 9.7
10-yr German bund 0.3 1.6 4.5
10-yr Swiss Govt. bond -0.1 0.2 -1.3
10-yr Japanese Govt. bond 0.1 0.1 2.5
Global credit: investment grade (USD) 2.2 0.5 7.1
Global credit: high yield (USD) 7.2 -1.5 20.1
Emerging (USD) 6.2 -3.4 12.8

World: all countries 2.5 0.8 27.3
Developed 2.5 1.6 27.0
Emerging 2.9 -5.4 30.7
us 1.9 5.5 379
Eurozone 3.5 -8.1 2.7
UK 4.5 -0.6  23.6
Switzerland 3.2 -0.8 10.0
Japan 2.3 -4.6 9.5

Source: Bloomberg, Rothschild & Co

Selected exchange rates

Trade-weighted indices, nominal (1980 = 100)
Level 1yr (%) 3yr (%)

Source: Bloomberg, Rothschild & Co

Commodities and volatility

Level 1yr (%) 3yr (%)

US Dollar (USD) 110 5.4 3.7
Euro (EUR) 125 0.3 11.7
Yen (JPY) 90 3.1 10.8
Pound Sterling (GBP) 7 -1.0 -16.2
Swiss Franc (CHF) 157 3.4 1.9
Chinese Yuan (CNY) 130 -1.4 9.1

CRB spot index (1994 = 100) 182 -3.9 -0.4
Brent crude oil ($/b) 58.7 76 31.6
Gold ($/0z.) 1,223 -4.1  14.8
Industrial metals (1991 = 100) 240 7.4 36.1
Implied stock volatility: VIX (%) 18.1 60.2 12.0
Implied bond volatility: MOVE (bps) 52.4 12.0 -25.0

Source: Bloomberg, Rothschild & Co

Source: Thomson Reuters, Bloomberg, Rothschild & Co
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approach to managing wealth.
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Co Wealth Management UK Limited for information purposes only
and for the sole use of the recipient. Save as specifically agreed in
writing by Rothschild & Co Wealth Management UK Limited, this
document must not be copied, reproduced, distributed or passed,

in whole or part, to any other person. This document does not
constitute a personal recommendation or an offer or invitation to
buy or sell securities or any other banking or investment product.
Nothing in this document constitutes legal, accounting or tax advice.

The value of investments, and the income from them, can go down
as well as up, and you may not recover the amount of your original
investment. Past performance should not be taken as a guide to
future performance. Investing for return involves the acceptance of
risk: performance aspirations are not and cannot be guaranteed.
Should you change your outlook concerning your investment
objectives and/or your risk and return tolerance(s), please contact
your client adviser. Where an investment involves exposure to a
foreign currency, changes in rates of exchange may cause the value
of the investment, and the income from it, to go up or down. Income
may be produced at the expense of capital returns. Portfolio returns
will be considered on a “total return” basis meaning returns are
derived from both capital appreciation or depreciation as reflected in
the prices of your portfolio’s investments and from income received
from them by way of dividends and coupons. Holdings in example or
real discretionary portfolios shown herein are detailed for illustrative
purposes only and are subject to change without notice. As with the
rest of this document, they must not be considered as a solicitation
or recommendation for separate investment.

Although the information and data herein are obtained from
sources believed to be reliable, no representation or warranty,
expressed or implied, is or will be made and, save in the case

of fraud, no responsibility or liability is or will be accepted

by Rothschild & Co Wealth Management UK Limited as to or

in relation to the fairness, accuracy or completeness of this
document or the information forming the basis of this document
or for any reliance placed on this document by any person
whatsoever. In particular, no representation or warranty is given as
to the achievement or reasonableness of any future projections,
targets, estimates or forecasts contained in this document.
Furthermore, all opinions and data used in this document are
subject to change without prior notice.

Where data in this presentation are source: MSCI, we are required
as a condition of usage to advise you that: “Neither MSCI nor

any other party involved in or related to compiling, computing or
creating the MSCI data makes any express or implied warranties
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or representations with respect to such data (or the results to be
obtained by the use thereof), and all such parties hereby expressly
disclaim all warranties of originality, accuracy, completeness,
merchantability or fitness for a particular purpose with respect
to any of such data. Without limiting any of the foregoing, in no
event shall MSCI, any of its affiliates or any third party involved in
or related to compiling, computing or creating the data have any
liability for any direct, indirect, special, punitive, consequential
or any other damages (including lost profits) even if notified

of the possibility of such damages. No further distribution or
dissemination of the MSCI data is permitted without MSClI’s
express written consent.”

This document is distributed in the UK by Rothschild & Co Wealth
Management UK Limited and in Switzerland by Rothschild & Co
Bank AG. Law or other regulation may restrict the distribution of

this document in certain jurisdictions. Accordingly, recipients of
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applicable legal and regulatory requirements. For the avoidance of
doubt, neither this document nor any copy thereof may be sent to

or taken into the United States or distributed in the United States
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