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The expected correction is materialising (at

last!)

The correction started at the end of January but
it really took hold of the financial markets in
February, radically changing the general climate
seen at the beginning of the year. The charts
provided below highlight some salient facts that
have accompanied the drop in share prices.

The sell-off was not particularly surprising; in our
previous monthly insight we had already
expressed reservations about the euphoria grip-
ping investors, confirming our recommendation
to underweight equities in a diversified portfolio.

There are two important points worth mentio-
ning now that the correction is here. The speed
of the decline may seem surprising if we com-

The inflation issue was crucial in changing
investors’ attitudes in February. The problem is
not that they fear price rises, but that they feel
less sure about the path to be taken.

The question of “suitable” macroeconomic poli-
cies then becomes a legitimate source of doubt,
especially as the easing bias on the US fiscal
policy is not without risk — to the Federal
Reserve in particular. Investors are now contem-
plating the possibility of a quicker than expec-
ted rise in US key interest rates.

Although we do not believe the economy is
overheating, we could yet be entering the last
phase in the financial cycle; one that is less

“Flexibility is more appropriate than ever.”
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pare February’s events with previous episodes,
which lasted much longer. This immediately
raises a question: was the markets' rally over the
second half of February temporary or part of a
sustained trend?

There is something else we cannot ignore:
bonds did not provide a
safe haven when volatility
returned to stock markets.
It has been a long time
since we last saw such a
development. It reflects
the start of a new stage in
the financial and econo-
mic cycle. In other words,
the positive downward
correlation between
equities and bonds pro-
ves that the risk of the
global economy over-
heating is now embed-
ded in the minds of some
investors.

It seems premature to

talk of overheating, but the first signs of inflation
picking up should be confimed over the
months ahead. This keeps up the pressure on
central bankers committed to normalising their
monetary policies.

favourable over an 18-month horizon. This is
another way of saying that the Goldi-
locks scenario of 2017 is unlikely to continue.

Therefore, risk management remains key to
allocating portfolio assets. We still believe there
is no reason to overweight equities in the current
circumstances.

Does it mean that we were unres-
ponsive to the risky asset correc-
tion? Far from it.

Firstly, we took the opportunity
presented by the recent correction
to increase our weighting of equi-
ties, changing our positioning from
underweight to neutral. To do this,
we unwound most of the index
hedging that we had added over
the previous months.

We also strengthened certain inv-
estments to reinforce our regional
choices on markets: overweighting
Japanese, emerging and European
equities at the expense of the US and UK ones.

Our desire to manage the global risk to our
allocations led us to build up our alternative in-
vestments, especially on long/short equity stra-
tegies.
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VIX: a lasting upward trend in the

making?
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This reflects the thought process we have been
following for several months, namely that liquid
alternative investments merit inclusion in any
investment strategy in 2018. The addition of an
M&A arbitrage strategy at the end of last year
was most satisfying given the performance
delivered in January.

To manage risks, strengthening equity positions
has meant having to take profits on fixed income
— credit in particular. With little upside potential
remaining, we reduced exposure to investment
grade corporate issuers. This was part of a credit
risk reduction policy followed since mid-2017. In
contrast, we increased exposure to emerging
market debt, the carry on which looks attractive
as the macroeconomic fundamentals are impro-
ving in the countries concerned. Moreover, this
adjustment also allowed us to focus more on
the ESG aspect of our investment policy.

Stormy weather for bonds
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We continued to work on our thematic equity
component. Our favourite themes (robotics, digi-
tisation, US infrastructure, biotech) are unchan-
ged. However, we took advantage of the price
drop to diversify our biotechnology exposure, i.e.
we added an active management product to the
portfolios with a higher risk appetite.

In light of the above, the main bases for our tac-
tical allocation are unchanged, despite some
important adjustments.

In a nutshell, February's correction came at the
right time for us to seize some opportunities. We
assessed these in the context of our medium-
term fundamental views, which are broadly
unchanged.

USD/EUR: stabilisation would be
welcome
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Financial and macroeconomic conditions justify
our preference for equities over bonds. All the
more so as we think that a milestone has been
reached in getting to the final stage of the
financial and economic cycle that began in 2009.

However, although stock indices could still rise
towards the end of 2018, a new pattern of
volatility, involving more erratic movements in
these assets, is likely to take shape from now on.
This is a good enough reason not to abandon
risk management as a guiding principle of an
investment policy.

US & EU: keep an eye on financial

conditions!
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By way of example, the last few weeks have
allowed us to differentiate between the types of
risk taken in our portfolios. Profiles with a greater
willingness to bear risks have seen their weigh-
ting of equities increased relative to more de-
fensive profiles.

To conclude, the renewed volatility and the
events of February forced us to act, without
undermining our belief in the analysis that we
have been putting forward in recent months.

We will remain alert to fundamental develop-
ments and we would not hesitate to change
course if new factors were to influence our
global scenario. Flexibility is more appropriate
than ever now that the consensus forecast is
wavering.

Geneva, 28 February 2018
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IMPORTANT INFORMATION

This content is provided by Prime Partners SA and/or one of its entities (hereinafter “PP") for guidance only and is intended solely for internal use. In no way does it
constitute an offer or recommendation to buy or sell a security or carry out any kind of transaction. Neither does it constitute any other kind of advice, particularly to
any recipient who is not a qualified, accredited, eligible and/or professional investor. It is to be used exclusively by its intended recipient and must not be forwarded,
printed, uploaded, used or reproduced for any other reason. PP pays close attention to preparing and updating the information herein, which has been obtained from
sources deemed reliable. However, it cannot guarantee that the information is relevant, accurate or exhaustive. Consequently, PP and its directors, executives,
employees, agents and shareholders accept no liability for any loss or damage that may result from using the information herein. The content is targeted solely at
recipients who can understand and bear all of the implicit and explicit risks incurred. All investment decisions are taken under the recipient's sole responsibility and are
entirely dependent on the recipient’s (and his/her financial advisers’) own independent assessment of the recipient’s financial situation, investment objectives, specific
risks and eligibility criteria, as well as legal, tax and accounting implications, and own interpretation of the information. PP accepts no liability regarding the suitability or
unsuitability of the information, opinions, securities or products mentioned herein. Past performance of a security is no guarantee as to its future performance. The
content has been prepared by a department of PP that is not an organisational unit responsible for financial analysis. PP is subject to different regulatory and
prudential requirements. Not all securities and investment products may be available in all jurisdictions or to all recipient types. Recipients must therefore comply with
local regulations. There is no intention on PP’s part to offer securities or investment products in countries or jurisdictions where such an offer would be unlawful under
the relevant domestic law.
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