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e Short-term risk is the
"cost’ of long-term returns

e When markets fall, losses
only crystallise, if sold. And
yet this can be the best

time to buy KEeEP CALM
J Wit.h.markets being I.ed by STAY INVESTED
politics, not economics, we BE PATIENT

could be "living with
volatility” for a while

Key points

1. Investors familiar with investing in risk (non-cash) assets understand that
short-term risk is the “cost” of long-term returns.

2. When (not if) markets fall, valuation losses only lock in or “crystallise” if a
position is sold. And yet this can be the best time to buy.

3. With markets being led by politics in the White House, not economics, we
could be “living with volatility” for a while.
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Trump's policies, if held in
place, put the global
economy atrisk. Orisita
negotiating ploy?

Tariff threats impact both
growth and inflation - so
equities and bonds are both
under pressure

Trump's Trade War unleashes volatility

Trump's “Liberation Day” set the stage for a global trade war. A slew of “reciprocal”
tariffs were announced on 2nd April 2025. These set a base tariff of 10% for all
countries from 5th April 2025. Additional surcharges from 9th April penalised those
countries where the US has the largest trade deficit (where the value of imports exceed
exports). Trump wants renegotiate trade terms and bring more manufacturing back to
the US. Whilst his rhetoric threatened this (as he had done before in 2018), few
expected that his policy step would be as extreme and as global.

The threat of tariffs set off a rapid chain of events whereby 1) fear of a US/global
recession increased negatively impacting global equities, 2) fear of persistent tariffs
that stoke inflation, would be negative for bonds, 3) the severity of selling pressure was
exacerbated by “leverage” (the use of borrowed money to invest) as it was in August
2024. These three factors meant that US (and hence global) equities suffered a rapid
correction and the value of government bonds also declined (reflected by rising yields).
Whether tariffs were Trump's firm policy or a negotiating ploy, it's a dangerous game to
play. Markets reacted negatively, with a theoretical 60/40 Equity/Bond Portfolio -8.64%
to 9th April 2025 (London close).

60/40 EQUITY/BOND PORTFOLIO
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Source: Elston research, Bloombergdata, as at 9-Apr-2025

Portfolio: 60% World Equity/40% Global Bonds unhedged in GBP terms

Bessent hits the “Pause” button

On 9th April, US Treasury Secretary Scott Bessent announced a 90 day pause in tariffs
whilst trade negotiations took place. This u-turn was possibly triggered by stress in the
US bond markets. With US bond yields surging and the Dollar slumping, Trump was
risking a “Liz Truss Moment,” which risked undermining US financial stability. On
announcement of the pause on 9th April (after London close), US equities surged
+9.5% in a few hours, reversing half of the declines.

Lessons from this and previous declines

Whether the Financial Crisis of 2008, Trump Trade War of 2018, Covid Shock of 2020, or
Russia-Ukraine War of 2022, these large declines are stressful to experience, but can
also be an opportune time to buy, rather than sell. How should investors navigate
these extreme market moves? We think a simple mantra of “Keep Calm. Stay
Invested. Be Patient. (and top up if you can).” can be helpful. In this note, we
explain why.
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Keep Calm: balancing short-run risk and long-run returns.

Investors familiar with investing in risk assets (i.e. assets other than cash & equivalents)
o understand that short-term risk is the “cost” of long-term returns. Holding a handful of
Keep calm... short-runriskis | jndividual companies exposes investors to “company-specific risk,” but by holding a
the cost of Iong—run returns portfolio of funds which together have thousands of companies means that “company-
specific risk” is eliminated. The focus is then purely on the mix of assets or “asset
allocation” to drive returns.

Capital markets theory - and factual evidence - shows that the higher the level of risk of
an asset, the higher its potential return. But not all asset classes perform well at the
same time or all the time. So by being diversified within and across asset classes,
investors can maximise the odds of a solid long-term return across different market
conditions. That way, so long as a portfolio has been broadly diversified, short-run risk
becomes the necessary “cost” of long-term returns. This can be illustrated by the
premium of equity returns over cash. When looking at short-run (rolling 1 year) equity
returns, investors can get understandably nervous when the level of volatile equity
returns falls below the return on nil-volatility cash.

Rolling 1 year returnsin GBP
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But a longer-term view When measured over longer time-frames (e.g. rolling 10 year) the return premium of
shows the equity return equities relative to cash is very visible, regardless of short-term moves. But it means
"oremium” for accepting accepting volatility.
volatility Rolling 10 year returns in GBP
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What level of downside risk
can be tolerated for a
portfolio? Thisis an
investor's "risk budget"

Short run declines are
extreme, but how do actual
1year returns compare to 1
year potential downside
risk, or VaR, in a risk
budget?

Stay invested: and remember your risk budget

When (not if) markets fall - as they periodically do - the valuation losses shown on
statements only lock in or “crystallise” if a position is actually sold. If allowed to recover
to the level at or above their original cost, there is no actual economic loss experienced
- just a fluctuating value. However if you sell an investment when it's showing a
valuation loss, then that loss is “crystallised” and becomes permanent. Given much of
a year's returns can be the result of a few significant up days, crystallising losses, rather
than letting them run can be detrimental overall. This is because the losses are locked
in, and there is no scope for recovery.

One measure of risk budget is “Value at Risk” or “VaR.” This statistic is a probabilistic
measure to evaluate potential downside risk. A portfolio with a -10% 1 Year VaR (to
95% confidence), means a portfolio has a 1 in 20 (5%) chance that it could decline by -
10% in any 1 year period based on thousands of simulated outcomes. So if you are
comfortable with a risk budget in theory, check how a portfolio is doing against that
risk budget in practice.

The chart below shows the 1Y VaR of a 60/40 Portfolio of Equities and Bonds is -15.77%
and the 1 year valuation decline to 9th April 2025. Whilst the severity of recent market
moves is extreme over the short run the realised 1 year total return on that portfolio is
only -0.86%, which is still within the 1 Year VaR risk budget for that portfolio. Reminding
oneself that such potential losses were considered acceptable is a good discipline.

60/40 Equity/Bond Portfolio
1Y Potential Downside Risk (VaR ) vs 1Y Total Return to 9-Apr-25
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Source: Elston research, Bloombergdata, as at 7-Apr-2025
Portfolio: 60% World Equity/40% Global Bonds unhedged in GBP terms
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The strongest recoveries
can happen after the
sharpest falls

Be patient... and top up if you can

History and experience has taught us that the strongest returns typically come in the
period following severe market declines. Whilst this was not true for protracted
recessions such as 2000-2003 following the dot-com crash, it has been true for the
Global Financial Crisis of 2008, the Trade War of 2018 and the Covid shock of 2020.
There is no assurance that it will be the same this time round. The chart below shows
(in red) the peak-to-trough downside of a market shock. It also shows (in green) the
rebound of returns in the 12 months following that shock. This is another illustration
to show that selling as a result of a shock is detrimental (because of foregone
subsequent returns). Indeed, a shock could be seen as a buying opportunity to top up
if investors can.

60/40 Equity/Bond Portfolio: Decline & Recovery
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Portfolio: 60% World Equity/40% Global Bonds unhedged in GBP terms
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Where next from here

We think it's important to look through the noise and focus on earnings growth
potential for Equities, and interest and inflation outlook for Bonds, whilst ensuring
portfolios are diversified with exposure to Alternatives.

As the outlook for the key macro factors (growth, inflation and rates) keeps changing,
so too will asset prices.

But for investors with medium to long-term time horizons the return premium relative
to risk-free assets is worth the volatility, and a disciplined approach is required to avoid
making behavioural errors when markets experience short-term bouts of volatility.

What is essential is that your investments are aligned to a risk-return profile that suits
your needs, objectives and time-horizons: and this is for ongoing discussion with your
financial adviser.
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Lessons from 2018

Remember 20187 In 1g18, Trump announced increased tariffs
against key trading partners. Then markets moved on and focused
on earnings growth. There was an outright US/China trade dispute
in 4918 that created fears of a global recession. Then in Jun-19 it was
resolved (18 months after the initial announcement) and markets
started to focus on rate cuts. So Tariff policy is material and creates
risk to the economy. But it's important to look for pathways through.
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Source: Elston research, Bloomberg data, all in GBP terms.
Summary

Having “lived with inflation” since the Russia-Ukraine war, we could
be “living with volatility” for a while. Investing in risk assets such as
equities deliver a long-term premium to zero-volatility asset such as
cash. Butit can occasionally require nerves of steel. This is one of
those occasions.

With markets being driven by politics (tariff policy) which could have
major impacts on key macroeconomic factors, we could be living
with volatility coming from the White House for some time.

So whilst remaining braced for volatility, it could pay off to remember
those three key rules: Keep Calm, Stay Invested, Be Patient.

Getting in touch

If you would like to find out more or discuss any of the above, please
contact your financial adviser.

Disclaimer

The content of this newsletter is aimed at retail
consumers. The commentary is intended to provide
you with a general overview of the economic and
investment landscape which is written by our
investment partners. Itis for your general
information purposes only and does not constitute
investment advice. It is not an offer to purchase or
sell any particular asset and it does not contain all
of the information which an investor may require in
order to make an investment decision. Please
obtain professional advice before entering into any
new arrangement. We cannot accept responsibility
for any loss as a result of acts or omissions taken in
respect of any articles.

Notice

Investments carry risk. The value of your
investment (and any income from them) can go
down as well as up and you may not get back the
full amount you invested. Past performance is not a
reliable indicator of future performance.
Investments should be considered over the longer
term and should fit in with your overall attitude to
risk and financial circumstances.

Contact us

For more information, please contact your financial adviser.

NOTICE

For information only. Not a financial promotion or personal recommendation.

Source: Prepared using research from Elston Consulting
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