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QUARTERLY UPDATE – SEPTEMBER 2018 
 
GLOBAL ENVIRONMENT 
 
Divergence is the appropriate term to describe prevailing macro and market conditions during the 
quarter. As the Citi Global Economic surprises indicator surged in early July, the U.S. economy continued 
to run close to full potential. As the U.S. FED increased its base rate for the 8th time in two years, its president 
J Powell indicated that further monetary policy tightening is to be expected as the domestic economy 
continues to expand, while record low unemployment at below 4% didn’t translate into significant wage 
pressures. Elsewhere, European PMIs decelerated and in China, both industrial production and services 
have been hurt by global trade disruptions. Rising interest rates globally put pressure on the weakest 
emerging market economies and in some cases (Turkey and Argentina), respective currencies declined 
more than 24% over the period.  Concurrently, local central banks increased their base rates to levels not 
seen in decades. Headline inflation in the developed world increased while upcoming sanctions on 
Iranian oil exports resulted in a significant increase in oil prices at quarter-end. 

The interest rate curve continued to flatten in the U.S. while 10Y interest rates added 20bps in September 
to settle significantly above the 3% threshold. The U.S. dollar, as measured by the DXY, appreciated 
significantly during the first seven weeks of the quarter before reversing gains to settle at a 70 bps 
appreciation against developed market peers. Broad commodities declined 2% as losses in industrial and 
precious metals and in agriculture offset gains in energy. The S&P 500 added 7.7%, outperforming every 
other major equity market as its strong economy was accompanied by a healthy earnings season. US 
Large caps outperformed small caps as well as easing global trade concerns in September led to 
significant profit taking. Contagion from emerging markets, coupled with local political developments in 
Italy hurt the European banking sector, Italian and Spanish banks in particular, which caused broad 
European equity indices to underperform. Global equities added 5% over the period while emerging and 
frontier markets underperformed with losses of 1.1% and 2% respectively. Global bonds declined 0.8% as 
tension in both the U.S. and the Eurozone periphery increased, while high yield spreads tightened. Yield 
spreads in emerging market external debt tightened significantly. 10Y inflation break-evens increased 2 
bps in the U.S. to 2.15% but stayed stable in Germany at 1.35%. 

 
PERFORMANCE REVIEW AND PORTFOLIO ACTIVITY 

The Silk Sustainable Real Assets Fund posted a negative return over the quarter ending September 28th, 
2018. The Fund lost 2.08% while the S&P Global Natural Resources TRN Index rebounded 1.32% and the 
Bloomberg Commodity TR Index slid 2.02% lower over the same period. 

On a monthly basis, the fund’s NAV shed 0.35% in July, rebounded by 0.37% in August and fell by 2.11% in 
September. 
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Energy equities increased 2.9% during the period as the sector continued to rerate. U.S. based exploration 
and production companies consolidated recent gains as rising oil prices and increasing U.S. exports 
translated into better than expected Q2 results. The commodity energy sub-sector index added 4.4% as 
the rally in Brent Crude continued while infrastructure constraints caused WTI’s front month prices to 
decline 1.2%. Longer dated contracts outperformed significantly, increasing by 7%; the Transatlantic 
spread widened to $9 again and is creating a favourable climate for downstream operators. The Fund’s 
energy equity strategy outperformed significantly as U.S. upstream companies, Marathon Oil and 
ConocoPhillips increased by more than 11.9% and 11.6% respectively. European majors Total and Galp 
Energia added more than 5% while Royal Dutch Shell and BP consolidated previous quarter’s gains. U.S. 
oil services company Schlumberger underperformed.  

We started the quarter with a relatively neutral allocation to energy equities as we took profits during Q2. 
In August and September, we initiated a position in downstream operator Phillips 66 and added 1% to 
our position in Galp Energia. Overall, we increased the Fund’s exposure to European majors while 
diversifying into U.S. downstream. At the end of the period, exposure to the sector stood at 22.2%.      

Infrastructure equities posted negative returns for the quarter. The DJ Brookfield Global Infrastructure Index 
lost 0.8% in Q3 as raising interest rates negatively impacted fixed-capital intensive sectors globally. The 
energy infrastructure subsector rebound continued with the Morningstar MLP Composite index returning 
6.6% on increasing NGL, natural gas and international oil prices, while the new projects’ pipeline is 
indicating significant growth opportunities in the U.S. South and Gulf Coast over the next 5 years. The 
Fund’s energy infrastructure strategy underperformed. Williams Cos and Western Gas declined 10% and 
8% respectively as the former closed its all-stocks acquisition of Williams Partners while the latter suffered 
from declining distribution coverage. Buckeye Partners, which is poised to benefit if Brent prices revert 
back to contango, rebounded 5% on solid Q2 results and a strategic review of the partnership’s activities. 
The common unit continues to yield more than 13% annualized.  

During the quarter, we took profits in Enterprise Product Partners and redeployed cash in late September 
to Western Gas while keeping the allocation to other infrastructure sub-sectors stable. Overall exposure 
to infrastructure stood at 17.3%, while the energy infrastructure subsector represented 13.7% of assets. 

Gold bullion prices declined by 0.7% in September, its sixth straight monthly loss as ETF investors’ 
redemptions accelerated to 57 tons over the quarter. In parallel, speculators increased their short positions 
to all-times highs while commercial increased their longs to levels last seen in 2001 as per CFTC data. This 
extreme divergence in positioning could result in a significant move in Gold Bullion prices in the near 
future. Gold stocks, as measured by the FTSE Gold mines index, crashed 17.5% even as Barrick and 
Randgold announced at the end of the period an all-stock merger worth USD 18 billion. Franco-Nevada 
held-up relatively better while Royal Gold and Ossisko Gold underperformed. 

During the period, we kept exposure to gold bullion and gold stocks stable at 9% and 5% respectively. 
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Timber equities had a  volatile quarter as rising interest rates and weather conditions translated to  more 
subdued housing activity in the U.S. The S&P Global Timber and Forestry Index declined 3.5% over the 
period as a deadlock in bilateral U.S.-Canada negotiations and falling lumber prices (lumber futures 
declined 39%) impacted Canadian wood producers which lost more than 20% on average. European 
timber stocks were impacted by natural disasters in Scandinavia before rebounding in August. The Fund’s 
strategy underperformed as Timber REITS were mechanically impacted by the sell-off in the REIT’s sector 
while the rally in U.S. paper stocks stalled. More cyclically exposed REITs such as Weyerehaeuser and 
PotlachDeltic declined in line with the rest of the sector while Catchmark’s price held-up better as the 
company’s Directors indicated having no intention to purchase Phaunos Timber Trust. International Paper’s 
stock price declined significantly during the last week of the period. 

At the beginning of August, we tactically reinitiated a position in Svenska Cellulosa before exiting at 
month-end. In September we increased exposure to International Paper and at the end of the month, 
we added 1% to Canfor on the new-NAFTA deal and stabilizing lumber prices. At the end of the period, 
our allocation to timber represented 15.8% of the portfolio. 

Water equities held-up better than expected during the period despite increasing pressure on U.K. 
regulated water utilities. The consolidation process in publicly-held and municipal water utilities in the U.S. 
continued with a series of deal announcements during the period. Suez rebounded 9.6% after better than 
expected Q2 results and improved guidance. Water technology continued to outperform as both Ecolab 
and Xylem increased more than 9% while water infrastructure posted mixed results with A.O. Smith losing 
9.5% on its Chinese exposure.  

We exited Xylem during the summer on valuation concerns which reduced our allocation to the water 
technology segment to 3% at the end of the period. We initiated a position SJW Group as its stock price 
dipped after California Water Service withdrew its tender offer while exiting our position in American Water 
Works. Our water utilities exposure (8.6%), is weighted towards regulated utilities (both in the U.K. and the 
U.S.) while we have allocated 6.1% to the water infrastructure segment. 

The allocation to broad commodities is limited to an ETF providing exposure to the asset class without the 
agriculture sub-sector. Despite its outsized exposure to the energy subsector, our ETF out-performed only 
slightly as concerns around global trade and its impact on global growth rates negatively affected  
industrial and precious metals prices. 

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 high cash level as potential impact from emerging and European 
economies slowdown on global growth increased pressure in the Real Asset universe. A possible stock 
market’s contagion from ongoing Argentina’s and Turkey’s currency crises and Italian political situation 
also led us to adopt a more cautious approach as multiples are demanding in the U.S. in particular. The 
decline in lumber and in wood producers’ stock prices and the late rally in oil prices created significant 
opportunities and we deployed cash selectively. We continued to increase the cyclical component in 
our Timber strategy while diversifying our energy exposure to downstream and European related names. 
We increased the distribution yield in our energy infrastructure strategy while keeping broad exposure to 
water utilities stable. We continued to exit the most expensive positions in our water technology sleeve. 
We kept exposure stable to gold and broad commodities. At the beginning of August, we reduced the 
portfolio’s over-all equity exposure by an additional 5% as we bought another option. Cash stood at 3.9%. 

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 are using 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 increases the overall portfolio’s implicit dividend 
yield while growth and impact of current oil and gas production in the U.S. are still not fully priced-in. The 
recent weakness in wood producers and in water infrastructure is increasing the appeal of the sub-sectors. 
We expect the fund’s cash level to stabilize at current levels while over-all equity exposure to increase 
over the quarter.  
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