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Market Watch
by Mark Maloney Managing Director, Gibraltar Asset Management Limited

Finance

Economic Outlook
The outlook for the UK
economy is continuing to
deteriorate with falling housing
prices, higher unemployment
and government borrowing
rising to record levels.
According to the Centre for
Economics and Business
Research, Britain's economy
will shrink by 2.9% in 2009, the
worst one-year fall in gross
domestic product (GDP) since
1946. As credit remains tight,
firms are likely to continue

cutting budgets and staff, adding
to cuts in consumer spending.
If this deleveraging scenario
occurs, a contraction of between
5% and 10% could be on the
cards, setting the UK economy
back by five years.
Equity Technical Outlook
With the FTSE 100 over 35%
off its recent high of 6732.40
reached in October 2007,
equities remain firmly
entrenched in a bear market.
The main indicator of the
movement's strength the RSI

(Relative Strength Index) is
standing at 53, above the signal
level of 50, which is a bullish
sign. The index is massively
below its bearish trend channel
with no technical support until
the 3,700 level. We expect the
market to trade sideways
between the 3,700 and 4,700
level over the coming months.
The Year Ahead
2008 has been an annus
horribilus for stock market
investors. The FTSE 100 index
has slumped over 33% and
unlike many other stock market
corrections, this time there has
been no place to hide.
But that was then and this is
now. You can't change the
past, and looking backwards will
get you nowhere. It's time to
look forward to 2009 and this
is traditionally the time of year
when financial commentators
like to get out their crystal balls
and give a prediction of where
the stock market will be in one
year’s time. More often than not
this pseudo science results in a
prediction of a 10% gain from
the market’s current level,
which is about as scientific as it
gets. 
A rather more useful exercise is
to identify the ways of making
money over the next 12 months
and thus benefiting financially
from the global recession. 
There are reasons to be
optimistic about 2009. Trends

exist that could boost stock
values and start an economic
recovery. The challenge today is
identifying which areas are
going to be experiencing
recovery first. Below are some
ways we believe investors will
be able to profit in this market.
Agriculture
Agriculture prices will likely
return to an uptrend as declining
investment and unpredictable
weather patterns lead to supply
shortages amidst an ever-
expanding population and
increase in inflation. Investors
can also easily purchase
underlying exposure via
exchange-traded funds ("ETFs")
that trade on the London Stock
Exchange ("LSE"). ETFS
Agriculture trades on the LSE
and gives investors exposure to
soybeans, corn, wheat, cotton,
sugar and coffee via the
underlying futures contracts.
Corporate Bonds
With spreads over treasury
gilts at record highs, current
valuations offer potentially
handsome rewards for the risk
with investment grade bonds
pricing in 3.5% default rates
(the worst five-year period since
1970 was 2.5%) and a severe
recession. Buying corporate
bonds brings substantial
diversification benefits to an
investor's portfolio. With
interest rates falling and gilts
trading at record highs, this is
an ideal area in which to invest
to boost income. The BBB-rated
defensive stalwart British
American Tobacco 6.375%
12/12/19, for example, yields
7.18% when priced at 93.75.
Emerging Markets
Despite having a torrid time in
2008 with the decoupling myth
being well and truly exploded,
emerging markets will
nevertheless be amongst the
first economies to emerge from
the global recession. Trading on
very low PE ratios, the stock
markets of Brazil, China,
Eastern Europe and India look
particularly attractive on a
medium-term time horizon.
Emerging market countries,
despite worsening conditions,
will keep growing faster than
developed countries whilst also
benefiting from significant
liquidity cushions to repay their
debt. These cushions are
multiples of what we saw during
the worst crisis ever for
emerging markets countries in
1998. The iShares BRIC 50 ETF
trades daily on the LSE and
gives investors exposure to
some of the largest 50
companies via just one share.
Gold
Some forecasters are predicting
that gold will reach a price of
$1,400 or more during 2009. A
panicked flight to safety could
certainly support this theory

along with any capitulation of
the US dollar following loose
monetary policies. The Lyxor
Gold Bullion Securities ETF
trades on the LSE and tracks the
spot gold price by holding
allocated gold in a bank vault at
HSBC, New York.
Infrastructure
Efforts by U.S., European and
Asian governments to stimulate
their economies with spending
on infrastructure will benefit
industrial stocks that had been
helped by the global building
boom, then punished severely
by the global slowdown. The db
x-tracker S&P global
infrastructure ETF tracks the 75
companies from around the
world and trades on the LSE.
Oil
When oil reached its high of
$147 a barrel few market
commentators believed it would
stay at that level. Likewise an oil
price of $40 per barrel does not
make any sense either. As
demand returns, particularly in
countries like India and China,
oil should rise from current lows
and find a "fair price"
somewhere around the $75
level (with help from OPEC, of
course). This will benefit the oil
majors such as BP, currently
trading on just 6.7x earnings and
yielding a whopping 6.2%
(covered 2.2 times). The ETFS
Crude Oil trades on the LSE and
tracks the underlying futures
contracts.
Preference Shares
With base rates falling and
banks offering derisory rates of
interest, irredeemable
preference shares offer above
market rates whilst being less
risky than ordinary shares. One
preference share that warrants
particular attention is the
General Accident 8 7/8%. This
is a cumulative pref which pays
a dividend twice a year on the
1st of January and 1st of July.
The shares are pricing at
106.5p, which puts them on a
yield of 8.33%. Having traded
above 150p in the last three
years, the shares are trading at
a multi-year low, which could
see investors pick up a nice
capital gain as well as lock in the
above average yield in the
years to come.
Stock Sectors
It is worth noting that moving
into cash to avoid falling
pricescan mean that investors
miss out on the rallies where
many of the most significant
gains can be made in just a few
days. 
We are currently invested
primarily in blue chips
companies with good earnings
visibility and little debt.
Sectorsinclude defensive
stalwarts such as aerospace
and defence (BAE Systems),
beverages (Diageo), food
retailers   (Tesco),   oil   &   gas
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producers (BP), pharmaceuticals
(GlaxoSmithKline), tobacco
(British American Tobacco) and
utilities (Scottish & Southern
Energy). 
One sector worthy of interest in
this economic climate is that of
pawnbroking. The second oldest
profession in the world, it
benefits during a recession
where demand for their services
naturally increases with more
customers finding their way
through their door to borrow
money. They lend borrowers a
sum equivalent to half the
goods value and charge 7-8% a
year. The loan is repaid at the
end of the term-usually six
months. Pawnbroking will
benefit additionally from the
rising gold price, as a full 97%
of the collateral they hold is in
the form of gold and diamonds.
Albermarle and Bond sticks out
with a yield of 3.2% (covered
2.2 times) and trading on 14.2x
earnings (PEG of 0.6 which
indicates that the stock is cheap
relative to its earnings growth).
The UK's largest pawnbroking
chain is enjoying a business
boom as the credit crunch has
curtailed consumer lending.
With 111 branches and carrying
little debt, the stock is the ideal
way of profiting from the golden
age of pawnbroking.
Volatility
The extreme stock market
volatility will decrease over the
course of 2009 with the VIX

already having fallen from 80 to
43 (the market believes the S&P
500 could rise or fall by up to
43% over the next twelve
months). Gone will be the days
of up 5% one day and down 8%
the next. Everyone knows we
are now in a recession and as
it is a known known in theory
this is already priced into the
stock market. We believe the
market will act in a pretty
trendless manner over the
coming months as a "V" shaped
recession looks increasingly
unlikely. As for the FTSE 100
itself, it will probably oscillate in
a range between 3,700 and
4,700. A good strategy to profit
from this is to sell short-dated
(one month) out-of-the money
(10% away from the spot price)
calls and puts (the right to
buy/the right to sell) on the
index. This is basically selling
volatility and by keeping the
options short, investors will
benefit from the fall in time
value (known as "theta"), which
occurs most in the 30 days prior
to expiry.
Conclusions
Despite the doom and the
gloom in the press, there are
reasons to be optimistic this
coming year. 
According to the rule of 20
stocks are currently cheap
(where the PE ratio of a
country's stock market plus the
country's rate of inflation is less
than 20) with the ratio currently

standing at 11.81. Even allowing
for a substantial fall in corporate
earnings next year, that looks
too cheap. Lower prices also
mean higher expected returns
and it is not unreasonable to
believe that the market will end
2009 higher after a 33% fall the
previous year. With aggressive
concerted interest cuts by the
major central banks, coupled
with fiscal stimulus and free
trade policies, it is difficult to

imagine this economic climate
deteriorating into a 1930's-style
depression. 
Interest rates are falling, which
particularly helps those with
mortgage payments to meet as
well as helping equity valuations. 
And investors should not lose
sight of the market being a
forward-looking discounting
mechanism. Much of the current
financial turmoil is already
priced in and as such the

market could have a good year
with the US and emerging
markets being the first to climb
out of recession. Financials will
be amongst the first sectors to
benefit, though we feel it is a
little early to open new positions
just yet.
In summary, we are expecting
a sustained market rally in the
3rd or 4th quarter of 2009, with
a solid economic recovery being
well underway in 2010.


