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FTSE 100 5,500

VIX 33

GBP/EUR 1.15

FTSE 100 6,772

Resistance 6,840

Support 6,460

VIX 13.7%

S&P 500 1,763

Gold $1,335

GBP/EUR 1.1697

GBP/USD 1.6034

Introduction:
Since our last market commentary, in which we moved to overweight on equities, the FTSE 100 has risen 
253 points (3.9%). 

As expected, the debt ceiling can was kicked down the road and the markets took off in response.

Our Buy recommendation on Shire Plc (See trading note of 16th May 2013) at 2051p has gone up even 
further to 2762p, a total return of 35%. Again, we are recommending investors to hold on for further 
gains ahead with J.P.Morgan Cazenove and Goldman Sachs raising their price targets to 3200p and 3600p 
respectively.

Our recommendations last month performed well with Diageo rising 2.8%, Tesco up 1.9%, Unilever up 
2.1% and GlaxoSmithKline outperforming the wider market rising 4.1%,

Economics:
EC Commissioner Olli Rehn says he is seeing a broad based economic recovery taking place in Europe. 
He must have really good eyesight, given that Germany is really the only European economy posting any 
meaningful GDP numbers. Retail sales have fallen at the fastest rate in five months, mainly the result of a 
steeper contraction in Italy (which registered falling sales for the 32nd month running, equalling the survey-
record sequence recorded from March 2007 to October 2009) along with further falls in France and the 
weakest growth in Germany seen since May. 

Outside of the Eurozone, the UK is leading the way with its greater monetary options and improved credit 
conditions. House prices are on the move, 5.8% higher than last year and consumer sentiment has only 
dipped in October after a rise every month since May. The UK is on track to deliver GDP growth of 1.4% 
in 2013.

http://www.gam.gi/research/article/2013/5/13_05_16_sell_smith_nephew_buy_shire
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Across the pond, American companies added 130,000 jobs in October, less than economist’s expectations 
of 150,000. Coupled with negligible inflation (1.2% year-on-year) and the recent political brinkmanship 
that saw America’s economy grind to a halt this month, the FED last night voted to maintain the $85bn-a-
month bond buying programme. The most significant change to the statement was removing the reference 
to tighter financial conditions and maintaining that it could moderate purchases at one of the upcoming 
meetings. Investment bank Barclays believes that the FED will not begin to taper the pace of asset purchases 
until March next year, when it will be reduced to $70bn per month. Positive indeed for the near term.

Overall, UBS expects global growth to accelerate modestly over the next two years (from 2.5% this year 
to 3.4% in 2014 and 2015) as activity in the US picks up and a gradual European recovery continues. 
This latter recovery will depend to a large extent on the ability of the Eurozone to address the issue of 
debt sustainability - halting the rise in public debt amidst stubbornly high unemployment, whilst holding 
together Europe’s social fabric. As a result of divergent monetary policy between the US and the rest of 
the developing world, UBS anticipates a stronger US dollar over the next few years. 

Market Commentary (cont)

Technical Analysis:
Last month’s analysis (“with the 200 day moving average, we would buy into any pullback towards the 6400 level”) 
proved spot on. Indeed, it has rallied 5.9% since briefly falling below that key level. With the RSI now at 
dangerously overbought levels (93%), we feel that the UK’s main index is subject to a short-term correction 
and are targeting the 20-day moving average at 6580.
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Seasonality: “History doesn’t repeat itself, but it does rhyme” - Mark Twain

Fourth Quarter 
The fourth quarter tends to be a strong one for the stock market. For example, the FTSE 100 rose no fewer 
than 20 of the 25 years between 1990 and 2005, posting an average gain of 4.5%.

November - April 
Delaying re-entering the market from St. Ledgers Day to Halloween has yielded statistically significant 
outperformance with the FTSE All-Share rising an average 13.4% from Halloween to May Day since 1965. 
There is a 1-in-2,000 chance of this arising by chance in random data. One explanation for this is that as 
the nights draw in during winter, we become anxious and depressed, which means share prices fall and 
expected returns rise. This then leads to a decent winter rise.

First-Year U.S. Presidential Cycle 
The stock market tends to bottom out during the second year of each new presidential term and then 
recover strongly in the final two years. This is due to each Administration ensuring that the economy is 
strong by re-election time. Unfortunately, the excessive stoking of the economic fires creates excesses, 
including over-priced stocks, leading to poor stock market returns in the first two years of the next term.
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Tweet of The Month:

Market Outlook:
Over the long term (since 1962), the FTSE All-Share has returned 7.2% per annum and that does not include 
the average 3.8% dividend yield earned on top. Therefore, ‘strategically’, it pays to be in the market. Also, considering 
inflation averaged 6.2% over the same period, it is vital that an investor invests in equities in order to preserve the 
purchasing power of their money. However, markets can be subject to swings in the interim and investors should be 
mindful of these with a view to protecting their capital and thus maintain a ‘tactical’ view. 

Our allocation to the stock market reverts to equalweight. Whilst the medium term outlook 
remains very compelling, we feel that tactically, investors should look to take some risk off the table. The 
FTSE 100 has risen 9% since the end of June and with the RSI lying at an extremely overbought reading 
of 93%, the next month could see a healthy consolidation materialising. J.P.Morgan Cazenove notes the 
following:

1) Macro momentum is stalling. CESIs are approaching zero in both Europe and the US. The latest PMIs and 
IFO have moved lower. Payrolls have softened.
2) Q3 results are mixed. EPS revisions remain negative. Those who were staying out of the market because 
of the poor earnings backdrop might not feel the pressure to capitulate this side of year end.
3) All the equity run was explained by a P/E rerating. MSCI Eurozone is now trading on a 13.2x forward P/E 
multiple, 5% above the historic average of 12.6x. Catalysts for further multiple reratings are missing in the 
short-term, creating an air pocket.
4) Sentiment is bullish. RSIs are stretched. Complacency over the outlook for China is evident yet again.

Putting all of this together, we are less bullish in the short term than we were last month. This is not a 
fundamental change of direction - it is purely a tactical call. 

Indeed, given that many fund managers are lagging the benchmark, they could use the potential weakness 
to add to their equity positions. Also, equities continue to look attractive relative to bonds and seasonality 
is a support at this time of year. 

However, given the above we recommend that investors at least take some money off the table by reducing 
their exposure to cyclicals, whilst increasing their exposure to defensives. Autos for example are up 31% 
year-to-date, whilst utilities have underperformed the broader market by 8% year-to-date and by 50% since 
2008.  
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Recommended Investments:
Equities
1) Centrica - 356p, 12.8x P/E, 4.8% yield
The owner of British Gas is involved in the supply of gas, electricity and services for UK residential and 
business customers. Technically, the stock is close to a “double bottom” on the charts. Liberum has a 440p 
price target, indicating potential 24% upside.

2) HSBC - 684p, 11.5x PE, 4.8% yield
A banking and financial services giant, operating out of 7,200 offices in 85 countries, trading at the lower 
end of its trading range and much favoured by the investment analyst community. J.P.Morgan Cazenove has 
a 800p price target, suggesting 17% potential upside,

2) Flows out of active funds into passive equity vehicles
The positive aspect of a lower level of actively managed assets is an arguably less efficient market, with 
fewer people mining for a larger pool of alpha opportunities.
3) Wall Street sentiment has improved
While far from euphoric, equity sentiment has risen in 11 of the last 14 months. Strategists are now 
recommending a 53% allocation to equities-the highest in 17 months. While this is still below the traditional 
60-65% recommended equity weighting, it is in stark contrast to the low of 44% in July 2012.
4) The macro market is dissipating
The macro-driven “risk-on/risk-off” market of the last two years has already started to dissipate. Intra-
stock correlations have come down to average levels after remaining elevated since the crisis, a positive 
for active managers to add more alpha by applying their stock picking skills. 
5) Volatility is lower
Amidst the uncertainty-driven macro market, the VIX index spiked to as high as 80 during the financial 
crisis and climbed again during the crisis in Europe. But since mid 2012, it has essentially remained range-
bound, and has not climbed higher than 23.
6) Fundamentals are back in focus
With the end of the macro market, investors may finally be beginning to focus on fundamentals. Value 
strategies, such as low P/E and low P/S, remain the best-performing factors year-to-date. History suggests 
that after periods of extreme outperformance of risk (beta), valuation-led markets follow as investors 
become more selective and look for market dislocations caused by beta-runs.

What are the lessons to be learnt from the above? Well, as we can see, many of the above-mentioned 
factors are helping to create a better environment for the stock picker. Therefore, investors should focus 
on individual stocks, rather than passive index-tracking funds. Bank of America Merrill Lynch is advocating 
that investors favour dividend growth over dividend yield, as these stocks remain relatively inexpensive 
and may provide income oriented investors a better hedge against rising interest rates. They also believe 
it is time to rotate back into multinationals, following their underperformance against domestic-focused 
stocks, as they are now inexpensive, underowned, and look poised to recover as global growth accelerates 
and Europe exits recession.
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Chart Legend:

Technical Analysis Guide:
RSI (relative strength index) - indicates whether a security is overbought (above 70) or oversold (below 
30).  Also when the RSI moves above 50 that is considered bullish (or vice versa).

ADX (average directional index) - indicates whether a security is in a trend (above 20) or not in a trend 
(below 20). For trending markets moving averages work best when considering lines of support/resistance. 
For non-trending markets Bollinger Bands work best (sell at upper band, buy at lower band).

20 day moving average       

50 day moving average
200 day moving average 

bollinger bands       (an indicator that measures 2 standard deviations away from the 20 day m/a)

(signifies the long-term direction of the security - whether it is in a bull or bear market)
(signifies the medium-term direction of the security)

(signifies the short-term direction of the security. prices tend to gyrate around their 20 day m/a)

400 day moving average (signifies the long-term direction of the security - whether it is in a bull or bear market)
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