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Last summer, we explored how investors could use 
Business Property Relief (BPR) to help mitigate the impact 
of Inheritance Tax (IHT) on their legacy. By investing in 
qualifying companies quoted on the Alternative 
Investment Market (AIM), full relief from IHT, currently 
levied at 40%, is possible in as little as two years. The 
Close Inheritance Tax Service (CITS) has enabled access 
to this attractive relief since 2001 in simple, transparent 
portfolios with investors retaining access to their capital. 

Over the last 10 years, investing in smaller companies has 
been a successful strategy during an extended bull 
market which drove equity returns higher. Quantitative 
Easing (QE), low inflation and low interest rates were at 
the heart of this run, which was particularly evident on 
AIM. The two structural reasons for this, namely the 
inherent volatility of smaller companies and the faster 
growth profile of AIM constituents, saw the market post 
strong returns until October 2018. 

The liquidity injected by QE caused numerous distortions 
across almost every asset class. One of these distortions 
saw AIM, in common with a number of other global equity 
markets, become a “two-speed” market, where high 
growth businesses garnered ever higher ratings and lower 
growth companies were overlooked by investors. This has 
seen what are commonly referred to as “growth” 
companies markedly outperform their “value” peers over 
the last few years. 

There is a logical explanation for this divergence in 
performance. In financial theory, the most reasonable way 
of valuing an asset is to estimate its future earnings (or 
cashflows) and discount these for both the cost of 
borrowing money and the risk of holding those assets 
instead of cash. By doing so, one can ascribe a present 
value to an investment. A low interest rate environment  

places greater emphasis on earnings several years in the 
future, favouring high growth companies. Their future 
earnings are greater, and with a lower discount rate 
(borrowing costs are lower), their present value increases. 
Where a company’s profits are projected to grow at a 
slower pace, these future earnings (from the same 
hypothetical base) would be lower, and as such have not 
seen such an appreciation in the value ascribed to them 
by investors. 

Ultimately, markets have risen as participants have 
become accustomed to using a lower discount rate for 
the cost of borrowing and extrapolated that this rate will 
stay lower for longer, providing a rising tide for all assets. 
As has happened many times throughout history, many 
investors became complacent and less interested in how 
much they were paying for assets and more concerned by 
how quickly assets were appreciating. We opined that this 
was a market driven by momentum, not valuation, and 
that those companies with the most stretched (in some 
cases stratospherically so) valuation multiples were priced 
for perfection. 

In the last quarter of 2018, investors increasingly 
questioned the sustainability of a low interest rate 
environment. The Federal Reserve raised US interest rates 
four times in 2018 and reduced the size of its balance 
sheet (Quantitative Tightening) throughout the year, 
increasing the costs of borrowing in the world’s reserve 
currency. September’s Federal Open Market Committee 
minutes removed a longstanding reference to 
“accommodative” policy. The European Central Bank 
(ECB) stopped its latest QE programme in December. All 
the while, the impact of tariffs on the global economy 
started to bite, reducing corporate earnings forecasts. 
These had the combined effect of spooking equity 
markets and setting off an abrupt correction.  
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Important information 
This article is only intended for use by UK investment professionals and should not be distributed to or relied upon by 
retail clients.  The value of investments will go up and down and clients may get back less money than they invested. 
Past performance is not a reliable indicator of future returns. The information contained in this document is believed to 
be correct but cannot be guaranteed. Opinions constitute our judgment as at the date shown and are subject to change 
without notice. This document is not intended as an offer or solicitation to buy or sell securities, nor does it constitute a 
personal recommendation.  

Specific information 
CITS is a tailored discretionary investment portfolio management service that invests in both the Alternative Investment 
Market (AIM) and NEX Exchange (NEX) markets, with the benefit of major tax advantages introduced by the Chancellor 
of the Exchequer in his budget of March 2000. CITS is an Inheritance Tax mitigation service based on current tax law 
and practice. The tax treatment depends on the individual circumstances of each client and may be subject to change in 
the future. CITS invests in ‘qualifying shares’ in smaller companies which may be more volatile than investments in more 
established companies. Such companies can be subject to certain specific risks not associated with larger, more mature 
companies. Consequently this can make the CITS portfolios more volatile as the value of an investment may fall 
suddenly and substantially. CITS is considered suitable only for informed and experienced investors. 

Close Brothers Asset Management is a trading name of Close Asset Management Limited (Registered number: 
01644127) and Close Asset Management (UK) Limited (Registered number: 02998803). Both companies are part of 
Close Brothers Group plc, are registered in England and Wales and are authorised and regulated by the Financial 
Conduct Authority. Registered office: 10 Crown Place, London EC2A 4FT. VAT registration number: 245 5013  

As one might expect, the fastest growing companies, 
which had been ascribed the highest ratings, were the 
worst hit. While there was some indiscriminate selling on 
AIM, there was also a discernible pattern. In spite of 
unchanged guidance from Fevertree Drinks, boohoo and 
Hutchison China Meditech, their share prices fell by 
around 30%. Where high growth companies downgraded 
their earnings (or posted higher losses than expected), the 
impact of a lower forecast was a particularly dramatic de-
rating. Blue Prism and ASOS (the largest company on AIM 
in September 2018) saw their share prices drop 53.4% 
and 60.5% respectively. Between these five companies 
alone, £7 billion was wiped off the value of AIM.  

Against this backdrop, the Numis Alternative Markets 
Index fell by 20.4%, its biggest quarterly fall since the 
fourth quarter of 2008. The brunt of this was borne by the 
biggest companies in the index, with the largest 50 
companies on AIM falling by 26% on average. While this 
was a painful time for all investors on AIM, including CITS 
clients, there was a large dispersion of published returns 
from IHT services on the market. The average CITS 
portfolio returned -13.3% over the quarter, with other 
providers losing in excess of -25% during the same 
period. 

As it had during the corrections of 2008 and the third 
quarter of 2011, CITS offered relative protection against 
sharp falls on AIM. At the heart of this outperformance has 
been our disciplined approach to investing in smaller 
companies. By using our own conservative forecasts and 
using a consistently high discount rate (reflecting long-
term average interest rates) we seek to reduce the risk of 
getting caught up in market hype. This does not mean 
that we do not invest in fast growing companies, more 
that we will only do so at a price that represents a 
discount to their intrinsic value. Although the service has 
not been immune to indiscriminate market falls, we will 
never overpay. 

 

Fundamentally, we approach short-term volatility as an 
opportunity to invest in companies with robust, cash-
generative business models at more reasonable levels. 
Recent falls have meant that the number of companies 
that fulfil our valuation and quality criteria, many of which 
we have followed for a number of years, has grown; this 
has enabled us to diversify and strengthen portfolios. We 
are confident that this patient approach to investing on 
AIM will continue to serve our clients well.  

Since the turn of the year, more dovish commentary from 
the Federal Reserve and a new round of stimulus from the 
ECB have seen markets recover some of the ground lost 
in the fourth quarter. But where does that leave 
valuations? If central banks stick to their targets of 
normalising interest rates and unwinding QE over time, 
then we can expect further volatility in equity prices as 
participants acclimatise to a shift in policy that some of 
them will not have encountered before. For the reasons 
previously discussed, rising rate environments are positive 
for companies with strong balance sheets and “value” 
stocks, especially following an extended period of relative 
underperformance versus their “growth” peers.  

The correction has reminded us that, while certain AIM 
shares carry some attractive tax reliefs, the market can be 
a cruel mistress for inexperienced investors. Perceptions 
of “normal and reasonable” market returns have been 
reset. Given that investors have a potential 40% 
“headstart” for IHT, we would suggest that they focus on 
mitigating downside risk wherever possible. There are a 
number of ways in which this can be achieved, but 
consideration should be given to services that offer 
diversification, a long track record of capital protection in 
all market cycles  (in the context of smaller company 
investment), an experienced team, reasonable fees and an 
unblemished record of achieving BPR.  

With the potential for more volatility on the horizon, why 
put your clients’ capital at more risk than is absolutely 
necessary? 
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