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As the ‘back to school’ trade begins, we have continued to reduce
directional risk on the Fund. The medium-term fundamental
backdrop remains positive, but short-term considerations are likely
to increase volatility. At the very least, we want to lock in some
performance, in order to give us the flexibility to increase exposure
again should we see some temporary weakness.
As investors return to the market, there are a number of issues that
can cause short-term uncertainty.
The situation on the Korean peninsula continues to worsen. Kim
Jong-un has raised the stakes once again with his latest missile
launch over Japan and underground thermonuclear test. The
regional dimension to the crisis seems to be growing. Russia, China,
South Korea, Japan and the US are all now threatened and trying to
find a solution, and yet there is no agreement on a realistic pathway
to peace. The current Korean crisis is perhaps best seen as an early
example of regional powers led by nationalist leaders flexing their
muscles as the US retreats from its post 1945 role as the ‘global
policeman’. The stakes are high, and particularly dangerous given
the nuclear dimension. We do not expect catastrophe, we think
the cold rationale of deterrence still applies, but there are plenty
of opportunities coming up for Kim to cause more mischief. We
would expect more tests/threats to coincide with the 19th Party
Congress in Beijing in mid-October and Trump’s visit to China at the
beginning of November.
We are also wary that the political calendar in Washington DC in
September is crowded. Congress is trying to provide emergency
relief for Hurricane Harvey (to say nothing of the approaching
Irma) while avoiding a government shutdown and raising the
debt ceiling. Efforts to revive Obamacare are uncertain and the
White House wants progress on immigration and tax reform. It is
unrealistic to expect this all to be plain sailing given the polarised

political environment and the need to coordinate efforts with the
‘disrupter in chief’ in the White House. Congress is only scheduled
to sit for 12 days in September – they will be busy!
On a more practical level, we also want to free up more space
for the traditional September wave of new issuance. Although
issuance needs for emerging market sovereigns and corporates
into year-end are not overwhelming, supply may be frontloaded.
We are already aware of forthcoming deals for Turkey, South Africa,
Ukraine, Bahrain and Uruguay. It would be logical to expect even
more given low US Treasury yields and continued strong inflows into
the asset class. New issuance that we view as attractively priced
will be an opportunity, so it makes sense to reduce inventory in
preparation. Over the past week we have further reduced Argentina
and Ecuador, and taken off positions in Iraq, Brazil, Ukraine and
Azerbaijan in order to raise some cash.
We should emphasise that the positive medium-term view remains
valid. We are still long, particularly in local markets where the
disinflation trade remains intact. We have maintained our local
market positions in Egypt, India, Turkey, South Africa and we are
increasing exposure to Russia.
In summary, there is no major change of view, but a little more
portfolio flexibility to help us navigate September.
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