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QUARTERLY UPDATE – JUNE 2018 
 
GLOBAL ENVIRONMENT 
 
Risk assets posted mixed results during the second quarter of the year. As global financial conditions 
continued to tighten, positive corporate earnings supported developed market equities while the U.S. 
Dollar appreciated against its peers. Investors become increasingly selective in the emerging and frontier 
markets and countries with high current account and budget deficits saw further deterioration of their 
domestic markets, affecting equities, bonds and currency markets. The political crisis in Italy resulted in a 
sharp increase in the Italian 2 and 10 year yields while yields on German debt fell to levels not seen since 
2017. The U.S. economy continues to grow and the latest jobs reports are indicating further improvement 
of the market while low unemployment rates started to increase pressure on wages.  Headline inflation 
has stabilised above 2%. Global trade concerns put pressure on selected sectors in global markets, in 
particular within Asia the Korean won, the Singapore dollar, the Taiwan dollar, the Japanese yen and the 
Chinese yuan registered significant declines during the second half of June. At an OPEC meeting at the 
end of the quarter, the Cartel and Russia agreed to increase the production quota by 1 million barrels a 
day. 

As the interest rate curve (as measured by the difference between 10Y and the 2Y government bond 
yields) flattened by 14 bps in the U.S., the U.S. dollar appreciated by 4.8% against its major developed 
market peers. Broad commodities increased 0.40% as energy and livestock outperformed, while the 
potential disruption of global trade caused industrial metals to decline 5% in June. As the pace of the oil 
inventories decline in the U.S. accelerated, oil prices rallied further during the first two months. The S&P 500 
rebounded 3.4% while smaller companies with less international exposure increased 7.8% over the period. 
Global developed equities added 1.8% for the quarter. Emerging and frontier markets under-performed 
significantly with losses of 7.8% and 15.1% respectively. Global bonds declined 2.5% as tension in both the 
U.S. and the Eurozone periphery increased, while high yield spreads stabilized. Yield spreads in emerging 
market external debt widened significantly. 10Y inflation break-evens increased 7 bps in the U.S. to 2.13% 
but stayed stable in Germany at 1.36%. 

 
PERFORMANCE REVIEW AND PORTFOLIO ACTIVITY 

The Silk Sustainable Real Assets Fund posted a positive return over the quarter ending June 29th, 2018. 
The Fund increased 4.38% while the S&P Global Natural Resources TRN Index rebounded 5.44% and the 
Bloomberg Commodity TR Index edged 0.4% higher over the same period. 

On a monthly basis, the fund’s NAV grew by 4.79% and 1.84% in April and May respectively and fell by 
2.2% in June. 
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Energy equities increased 11.7% during the period as the sector rerated after months of relative 
underperformance. U.S. based Exploration and Production companies surged 22.4% as rising oil prices and 
strong global demand led to an increase in production in major basins in the country. The commodity 
energy sub-sector index added 10.7% as the rally in both Brent Crude’s and WTI’s front month prices 
continued while longer-date contracts underperformed; the Transatlantic spread increased to $10 before 
declining to $5 and favoured downstream operators. The Fund’s energy equity strategy outperformed 
significantly as U.S. upstream companies, Marathon Oil and Hess increased by 29.6% and 32.7% 
respectively, while European majors posted muted performance with Royal Dutch Shell and BP posting 
solid gains while Galp Energia increased by only 3%. U.S. oil services company Schlumberger 
underperformed.  

We started the quarter with a relatively high allocation to energy equities as we reinvested in the sector 
during February and March. At the end of May, we took profits in Hess and in ConocoPhillips and then 
reduced exposure to BP in June. During the first days of the political vacuum created by the Italian 
legislative system, we exited our position in ENI. At the End of June, we reinvested in Schlumberger as the 
company has little exposure to stranded shale oil basins in the U.S. Overall, we decreased the Fund’s 
exposure to European majors and North American E&P companies while increasing positions in oil services. 
At the end of the period, exposure to the sector stood at 17.8%.      

Infrastructure equities posted positive returns for the quarter. The DJ Brookfield Global Infrastructure Index 
rebounded 4.2% in Q2 as sector rotation and raising interest rates related pressure started to abate at the 
end of the period. The energy infrastructure subsector rebounded from multi-month lows as the 
Morningstar MLP Composite index returned 12.7% on increased oil and natural gas production in the U.S. 
The Fund’s energy infrastructure strategy outperformed and was yielding 6.8% at the end of the period. 
The move towards simplification of the structures continued and in May, three tender offers from General 
Partner targeting MLPs were announced, including Williams Co and Williams Partners. The deal offered a 
premium, while the new structure should benefit from improved credit ratings and a less onerous debt 
load while having significant growth prospects in east coast states. Kinder Morgan succeeded in selling 
its potentially conflictual Trans Mountain pipeline project to the Canadian government. This exit allows the 
company to concentrate on less complex natural gas projects in the Permian.  

During the quarter, we kept allocation to the strategy stable and at the end of June, exposure to 
infrastructure stood at 16.6% of the Fund’s assets while the energy infrastructure subsector represented 
13.3%. 

Gold bullion prices fluctuated within a $70 range and finished the quarter down 5.5% as rising U.S. dollar 
and higher interest rates regime created stronger headwinds. Despite ongoing geo-political uncertainty 
and a significant correction in Bitcoin prices, ETF investors’ redemptions caused a decline of more than 
50 tons in their holdings over May and June while futures open positions as per CFTC data declined from 
record highs. Gold stocks as measured by the FTSE Gold mines index, stabilized. Both Royal Gold and 
Franco-Nevada rebounded more than 7% as solid Q1 results helped to improve investor interest while 
Osisko Gold Royalties declined 2%.  

During the period, we kept exposure to gold bullion stable at 9% while we increased exposure to Royal 
Gold by 1%. 
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Timber equities posted solid performance in April and May before the profit-taking in June mitigated the 
overall return (the S&P Global Timber and Forestry Index added 1.4% over the quarter) as ongoing and 
lengthy NAFTA negotiations were exacerbated by President Trump remarks during the G7 summit in 
Canada. The Fund’s strategy outperformed as Timber REITS rebounded from theirs low reached in February 
and March. Oversold conditions laid solid foundation for a rebound in pure timberland plays such as 
Rayonier which increased more than 10% while REITS with local wood producing facilities such as 
PotlachDeltic underperformed. Solid earnings and increased activity in the home-building sector again 
favoured imported Canadian wood products, resulting in a record highs for lumber futures (+10% over the 
quarter) while Interfor and Canfor added another 5% in U.S. dollars. After several months and protracted 
negotiations with Smurfit Kappa’s management team, America’s leading paper producer International 
Paper suspended its take-over attempts to concentrate on organic growth in a sector where demand 
remains surprisingly strong. The company’s stock prices rebounded to pre-tender-offer levels before 
retreating at the end of June.  

At the end of April, we reduced our position in Rayonier before increasing exposure to PotlachDeltic in 
May as the newly formed company underperformed. At the end of the period, our allocation to timber 
represented 16.7% of the portfolio. 

Sector rotation and a repricing of raising interest rates helped the water utilities sub-sector to outperform 
other subsectors, causing water equities to decline 1.1% over the quarter. Regulated utilities both in the 
U.K. and the U.S. benefited from renewed investor interest after publication of Q1 results. SJW’s ongoing 
take-over attempt on Connecticut Water Service caused Eversource Energy to bid for the company while 
California Water Service launched a bid on SJW itself. Both unregulated water names in the portfolio 
(Veolia and Suez) declined more than 5.5%. Weakness was concentrated in the water infrastructure sector 
as demanding valuations resulted in significant profit taking in Xylem (-12%) at the end of the period, 
while Ebara, the Japanese pump manufacturer declined 10% after missing estimates. In contrast, Mueller 
Water where we initiated a position at the beginning of the year, rebounded more than 8% after first 
quarter results and a series of rating upgrades.  

In May, we sold shares in nVent Electric, corresponding to the spin-off from Pentair and we initiated a 
position in Chinese waste water treatment specialist CT Environmental as the ongoing review of PPP is 
nearing its end in the country. Mid-June, we exited our position in Roper Technologies on valuation 
concerns.  Our water utilities exposure (9.6%), is tilted to regulated utilities (both in the U.K. and the U.S.) 
while we have allocated 6.1% to the water infrastructure segment and 2.6% to the water technology 
sleeve of the portfolio. 

The allocation to broad commodities is limited to an ETF providing exposure to the asset class without the 
agriculture sub-sector. As corn prices dropped more than 9%, the agriculture sub-sector declined by 8.5%. 
Our position outperformed significantly as the ETF increased 3.6% capturing both the surge in oil prices 
and the stabilization in industrial metals.  

We kept the allocation to the asset class stable at approximately 9% over the quarter. 
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PORTFOLIO OUTLOOK AND STRATEGY 

We started the quarter with a relatively low cash level as the ongoing tightening cycle both in Europe 
and in the U.S. created opportunities in the real asset universe in February and in March. During the 
rebound, we took profits progressively in our energy equities and water infrastructure strategies. We 
increased the cyclical component in our timber strategy while adding additional drivers to performance 
in our water utilities strategy and increased exposure to late cycle oil services company. We kept exposure 
stable in timber, gold and broad commodities. At the end of the period, we reduced the portfolio’s over-
all equity exposure by 5% as we bought an option. Cash stood at 6.8%. 

The portfolio still has a clear bias to European and Canadian equities as the valuation metrics are currently 
less expensive than other regions, while offering similar or higher earnings growth potential. 

We adopted a very dynamic approach in energy equities where increasing U.S. oil and natural gas 
production, coupled with infrastructure, trade and geo-politics related factors are met by healthy levels 
of global demand. Our exposure to energy infrastructure continues to offer elevated dividends while the 
growth and impact of current oil and gas production are not fully priced-in. The recent weakness in water 
infrastructure increased the appeal of the sub-sector while we still evaluate unregulated water positions. 
We expect the fund’s cash level to decline. 
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