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Higher Income Fund – Q3 2019 Commentary 
 
Quarter to end September 2019 
 
Performance 

 3 Months 6 Months 1 Year 3 Years 5 Years 10 Years 

Fund Performance (B share class) 0.64% 3.84% 1.98% 16.14% 31.34% 111.67% 

FTSE All Share TR GBP 1.27% 4.57% 2.68% 21.69% 38.89% 121.04% 

IA Mixed Investments 40-85% Shares 2.02% 6.36% 4.33% 20.17% 39.78% 96.97% 

Quartile 4 4 4 4 4 2 
Source: Morningstar.  Figures compared on a Bid to Bid basis with Net Income Reinvested.   

 
Review 
 
The third quarter of the year was broadly positive for global investment markets, as the world’s central banks provided 
additional monetary stimulus to combat the effects of the global manufacturing slowdown. In the US, the Federal 
Reserve (Fed) cut interest rates in July and September in an attempt to prolong the economic expansion in the face of 
a slowdown in the pace of growth and hiring. While in Europe, the European Central Bank (ECB) responded to the 
weaker economic outlook by cutting interest rates further into negative territory, restarting quantitative easing and 
committing to continue with asset purchases until it achieves its inflation target. Overall, global equities (as measured 
by the FTSE World Index) delivered a total return of 3.8% in sterling terms but underperformed most of the bond markets 
in developed markets over the three-month period.  
 
In the UK, political developments continued to dominate headlines and domestic market sentiment throughout a busy 
quarter. Boris Johnson won the Conservative Party leadership race and was appointed Prime Minister in July, 
immediately insisting that the UK will leave the European Union on 31 October whether a deal is reached or not. The 
situation led to the government losing its majority after a number of Conservative MPs defected to other parties and 21 
more were ejected for supporting parliamentary moves to avoid a no-deal Brexit. Meanwhile, the government was 
defeated in a number of votes, most notably MPs voted in favour of legislation blocking a no-deal secession and 
subsequently against holding a general election. These developments all occurred prior to the Prime Minister proroguing 
Parliament, a decision that was eventually ruled unlawful by the UK Supreme Court. Meanwhile, the Bank of England 
(BoE) shifted towards a more dovish stance surrounding monetary policy, with policymakers holding benchmarks rates 
unchanged but indicating that their next move could be a rate cut rather than a hike. The Bank attributed this to signs 
that Brexit-related economic headwinds and those associated with global trade tensions are intensifying. Against this 
backdrop, gilts and corporate bonds were among the strongest performing asset classes over the quarter, benefitting 
from the BoE’s dovish shift and risk aversion within the UK market. Domestic equities recorded modest gains over the 
period but lagged fixed interest indices and the broader global equity market.  
 
In continental Europe, ECB policymakers delivered their stimulus package in September, albeit disappointing against 
the more optimistic market expectations. Specifically, the central bank cut the main deposit facility interest rate by 10 
basis points to -0.5%, introduced a new tiered deposit rate system to protect banks, announced new targeted longer-
term refinancing operations (TLTRO) to support bank lending, and pledged to restart asset purchases in November, at 
a rate of €20bn a month. Furthermore, ECB President Mario Draghi committed the central bank to running the Asset 
Purchase Programme (APP) indefinitely. The stimulus measures were in response to a sharp deterioration in eurozone 
growth expectations, demonstrated by economic sentiment that fell during the quarter to its lowest in five years. Italian 
politics was also back in focus as the governing coalition of the right-wing League and populist Five Star broke up. 
Instead, Five Star formed a new coalition with the Democratic Party, which is expected to be less confrontational over 
EU budget rules. Against this backdrop, European equities delivered positive returns but underperformed broader global 
equities. 
 
In the US, the interest rate cuts enacted by the Federal Reserve in July and September had been anticipated prior to 
their implementation, however, both were also accompanied by more hawkish rhetoric from policymakers, much to 
President Trump’s irritation. Indeed, investor disappointment about the level of additional monetary stimulus is one of 
the reasons that US equities lagged the broader global equity market over the period. The US-China trade war remained 
another key driver of regional equity markets. The agreement reached between Trump and Xi at the end of June buoyed 
market sentiment through July, but an apparent breakdown in the negotiations at the start of August catalysed a bout 
of volatility that sent risk assets lower. Nevertheless, conciliatory statements and concessions from both sides helped 
markets recover in September. This back and forth of the US-China relationship had an adverse effect on manufacturing 
activity around the world. This can be seen in US economic data, with the closely watched ISM manufacturing activity 
survey falling into contractionary territory for the first time since August 2016.  
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In Asia Pacific, having outperformed expectations earlier this year, Chinese economic data highlighted that the domestic 
economy slowed in the third quarter. Industrial and manufacturing activity was held back by sluggish domestic demand 
and weak sentiment resulting from the ongoing US-China trade dispute. Meanwhile, consumption growth also 
decelerated, with tighter credit availability causing automotive sales to slow and food inflation accelerating sharply as a 
swine fever outbreak caused the cost of pork to double in a matter of months. Overall, regional equities lost value in the 
third quarter and unperformed broader global equity bourses, with both the Hong Kong equity market standing as the 
major laggard as demonstrations in the city continued.  
 

Performance 
 
Over the three-month period to the end of September 2019, the Higher Income Fund returned 0.64% on a total return 
basis, underperforming the FTSE All-Share Index by 63 basis points and the IA sector by 138 basis points. For the third 
quarter of the year, all allocations at an asset class level positively contributed to absolute performance, however, the 
fund was negatively impacted by its stock selection within UK equities, which underperformed the domestic market over 
the period. The primary driver of underperformance within this component of the portfolio was the fund’s focus on value-
orientated equities, as the so-called “quality growth” companies, which are characterised by their superior and defensible 
earnings growth, materially outperformed. The fund was also negatively impacted by its overweight allocation to 
investments in the domestic Financials sector, which was one of the main laggards over the period, as additional dovish 
rhetoric from policymakers at the Bank of England dampened the outlook for interest rates further. Conversely, the fund 
was positively impacted by its underweight allocation to the UK Energy sector, amid a sell-off in crude oil as demand 
concerns outweighed ongoing supply risks. Relative weakness in UK equities was partially offset by the strong returns 
delivered by the fund’s fixed interest portfolio as corporate bonds outperformed government bonds over the period. They 
benefited from the decline in global yields and more recently an improvement in risk sentiment.  
 
The fund’s allocation to overseas assets had a positive impact on absolute performance, however, returns failed to keep 
pace with the domestic equity market and thus, detracted from relative performance over the period. Standout 
contributors to both absolute and relative performance included the fund’s new investment in Taiwan Semiconductor 
Manufacturing Company (TSMC), a global industry leader in the design and production of semiconductor chips for some 
of the world’s largest technology conglomerates, including Alphabet, NVIDIA and Microsoft. The shares performed 
strongly over the period following the reporting of a number of positive new developments concerning the demand for 
the company’s services. Additionally, the fund’s holdings in the pharmaceutical giants Sanofi and Roche both positively 
contributed to fund returns, as both companies delivered better-than-anticipated second quarter results and released 
positive drug trial data during the period.  
 
In terms of investment activity over the course of the period, in response to the sustained period of low interest rates 
paired with heightened levels of volatility across most major asset classes, the fund increased its allocation to 
infrastructure funds. In our view, the sector that is largely focused on essential services such as schools, hospitals and 
renewable energy projects, provides the fund with exposure to secure and predictable revenue streams, which are often 
government backed, provide protection against future inflation and exude a low correlation to developments in the wider 
economy. During the period, the fund added to its existing allocations in GCP Infrastructure and the Sequoia Economic 
Infrastructure Income Fund. The fund also established a position in the aforementioned TSMC, augmented an existing 
position in the UK-listed specialist packaging firm DS Smith and top-sliced the fund’s holding in German insurance group 
Talanx following a sustained period of strong share price performance. 
 

Outlook 
 
We continue to believe that the current economic cycle is nearing its conclusion, however, we do not believe that the 
end is a near-term event, as the warning signs that we monitor do not suggest a sharp turnaround in the economic 
environment is imminent. Rather, our central case is that global growth moderates over the course of the year as the 
impact of loose monetary stimulus gradually rolls off. Globally, this expectation of middling economic growth should 
allow firms to continue generating healthy profits and cash flow, a positive backdrop for equity investors in particular. 
Amidst a persistent low-yield environment, income investors may find their options limited in terms of cash flow-
generating investments. Global rates are significantly lower than historical averages and due to structural factors 
tempering inflation, are likely to remain so for the foreseeable future. We therefore maintain a preference for equities 
over credit given the favourable relative valuation of the former. Within equities, we continue to hold a positive stance 
towards UK, continental Europe and Asia and negative view on the US on valuation grounds.  
 
There are a number of risks that we continue to watch closely that could affect this outlook. Firstly, within Europe, a key 
risk is if the European Union fragments in some way, either due to the rise of right-wing politics, or ripples from whatever 
“Brexit” deal is agreed. While the uncertainty of the Brexit outcome poses additional risks, arguably a Corbyn-led Labour 
government would have a greater impact on the domestic UK market. Another key risk continues to be the possibility of 
an overstimulation of the US economy, in order to continue its strong growth, which could become inflationary, forcing 
the Federal Reserve to tighten monetary policy more aggressively than is currently expected. This could consequently 
unsettle global investment markets. Geopolitical concerns also continue to present risks to our outlook, and this includes 
the escalation of the trade war between the two global economic superpowers, the US and China. Finally, we remain 
concerned about the levels of debt in the world, particularly sovereign and corporate debt, with net debt to GDP in the 
likes of China looking increasingly unsustainable. However, while as ever, some political and economic risks lie ahead, 
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we remain focused on finding new long-term investment opportunities in companies that have a sustainable competitive 
advantage, are run by strong management teams with a history of good capital allocation and prudent balance sheet 
management. 
 

Further Information 
 

To obtain further information please speak to your normal EdenTree representative, visit www.edentreeim.com or call 
our support team on 0800 011 3821. 
 

This document has been prepared by EdenTree Investment Management Limited for Financial Advisors, other 
intermediaries and other investment professionals only. It is not suitable for private individuals. This document has been 
produced for information purposes only and as such the views contained herein are not to be taken as advice or 
recommendation to buy or sell any investment or interest thereto. 
 
A full explanation of the characteristics of the investments is given in the Key Investor Information Document (KIID). Any 
forecast, figures, opinions statements of financial market trends or investment techniques and strategies expressed are 
unless otherwise stated, EdenTree Investment Management’s own at the date of this document. They are considered 
to be reliable at the time of writing, may not necessarily be all-inclusive and are not guaranteed as to accuracy. There 
is no guarantee that any forecast made will come to pass. Please note that the value of an investment and the income 
from it can fall as well as rise as a result of market and currency fluctuations, you may not get back the amount originally 
invested. Past performance is not necessarily a guide to future returns. 
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