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Introduction:
Last month we reversed our outright underweight position on the stock market and reverted to equalweight, 
noting that July was not a bad month historically for equities. We forecast that we did not see the market 
moving much either way.

As it happens, the market fell just 13 points (0.2%) with the market pretty much range bound. Our four 
recommendations (Carillion +6.4%, GlaxoSmithKline -8.8%, HSBC +6.5% and Vodafone +1%) were let 
down by Glaxo but still managed to put in a credible overall performance of +1.3%.

It is interesting to note that the VIX (the level of implied volatility in the stock market), at 13%, is some 
31.5% below its historic average of 19%. Whilst some would call that a classic sign of investor complacency, 
research from Deutsche Bank has found this not to be the case. Indeed, volatility has historically followed 
a clear cycle: peaking near recessions, falling gradually during recoveries and bottoming mid to late cycle as 
un-employment falls below the natural rate and the market starts to price in FED tightening. The current 
volatility cycle is indeed similar to previous periods in both duration and magnitude and is forecast to turn 
higher by the summer of 2015.

Economics:
Eurozone inflation fell to its lowest level in almost five years in July, bringing the threat of a dangerous 
deflationary spiral closer. The annual rate of inflation fell unexpectedly to 0.4% from 0.5% in June. It was 
the lowest level of annual inflation since October 2009, when prices were in negative territory. Economists 
had expected the annual rate to remain unchanged. The fear is that weak price pressures could ultimately 
trigger a dangerous deflationary spiral, where consumers and businesses damage their domestic economies 
by putting off spending amid expectations that prices will fall further still. In a better sign for the eurozone 
economy, the region’s unemployment rate edged lower to 11.5% in June from 11.6% in May. It was the 
lowest rate since September 2012. However, the rate of improvement remains modest. At this pace, it 
would take six years to reduce unemployment from the current 18.4m to pre-crisis boom levels just above 
12m.
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Economics (cont):
The UK is on course to be the fastest growing advanced economy this year and the Government’s economic 
policies have been endorsed by the membership of the ACCA for the first time since 2009. The consensus 
is that the economic recovery is firmly entrenched with its’ members believing that the Chancellor’s mix 
of stimulus and austerity is now well balanced.

Over in the US, the economy bounced back strongly in the spring, shaking off the effects of an unusually 
harsh winter. GDP, the broadest measure of the economy, grew by 4% on an annual basis, better than 
the average of 3% predicted by economists. Despite the good news the economic recovery remains the 
weakest since WWII with GDP growing by just 1% in the first six months of the year. The pickup in the 
economy in late 2013 was wiped out by one of the harshest winters on record and even at 4% the pace of 
recovery is considered sluggish.

Market Commentary (cont)

Technical Analysis: 
Last month, we felt that the FTSE’s trend had broken down and that we would not see the market moving 
much either way. In the event, the market closed just 13 points (0.2%) below its starting point. With the 
ADX at 11, the stock market is still directionless, though slightly bullish with the RSI at 55. We advise inves-
tors to buy into any dips and be aggressively long should the market fall to the 6,550 level.
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Seasonality: “History doesn’t repeat itself, but it does rhyme” - Mark Twain

The January Barometer 
Historically, the returns in January have signalled the returns for the rest of the year. If they are positive, the 
returns for the whole year tend to be positive and vice versa. First mentioned by Yale Hirsch in the Stock 
Trader’s Almanac in 1972, a variant has it that returns for the whole year can be predicted by the direction 
of the market in just the first 5 days of the year. 

Whichever variant you use, statistically 2014 is likely to be a down year if the past has anything to go by.

August 
The variation in performance that exists between the 12 months of the year is statistically significant. For 
example, December is the FTSE 100’s best performing month since 1984, rising 2.5% on average, 86% of the 
time. September is the worst month of the year, rising just 48% of the time, with an average return of -1%.

August is historically the 8th best performing month of the year, rising 59% of the time, with an average 
return of 0.6%. It is also interesting to note that the month of August has risen on average 90% of the time 
during bull markets, with declines not averaging more than 1%.

Sell in May and go away; don’t come back till St Leger Day 
Historically, this is the worst time of the year. Since 1966 to 2009, the FTSE All-Share has returned an 
average of just 0.7% between May Day and Halloween (it is known as the Halloween effect in the US) 
compared with 7.8% between Halloween and May Day.
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Seasonality (cont):
Our pagan ancestors knew this, which is why Beltane is a time of festivity (where people look ahead to 
fertility, plenty and joy) while Samhain marks the beginning of the “darker half” of the year. In March & April 
lighter evenings and warmer days cheer us up, which makes us more willing to take risks such as buying 
shares. So prices rise to high levels, which are difficult to sustain over the summer. In the autumn the darker 
nights make us more gloomy, with the result that prices fall to low levels from which they recover.

Second-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.

Chinese New Year – Year of the Horse 
The Chinese calendar revolves around a 12 year cycle where each year is associated with an animal (rat, 
ox, tiger, rabbit, dragon, snake, horse, goat, monkey, chicken, dog and pig). Each New Year starts between 
21st January and 21st February, the exact date being dependent upon a variety of complex factors. The best 
performing animals since 1950 have been the goat and the dog. The worst performing animals have been 
the chicken and snake.

This year is the year of the horse, a decent year historically for equities, with positive returns averaging ~7%.

Market’s Decennial Cycle 
Since 1801, the strongest years for the FTSE All-Share have been the 2nd, 3rd and 5th years in the decades. 
The market has risen 14 out of the 21 decades in these years, with an average return of over 4%. The 
weakest has been the 10th being the only year to have a negative average change (-1.2%).

The 4th year has been positive in 13 of the 21 decades, rising on average 6.2%.

Quote of the Month:
“Inflation is taxation without legislation” – Milton Friedman

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 remains at equalweight. Technically, the market has a slightly 
bullish bias with the RSI lying at 55, but we still see it trending within a narrow range during the historically 
dull summer months. 
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Market Outlook (cont):
Having said that, we would be ready to aggressively buy into this market on any dips. Our fundamentally 
constructive view on equities is based on the following factors:

1) The proportion of companies beating estimates is the largest in four years, at 78% in the US and  
 56% in Europe.
2) Year on Year Earnings per Share growth is coming out better than expected, at 11% in the US vs  
 6% projected at the start of the quarter. European equities thus far are growing at a 10% YoY rate  
 in Q2.
3) Investment bank Citi forecasts 9-10% global EPS growth in both 2014 and 2015.
4) European equities are benefitting from the Euro having weakened from its highs, thus becoming   
 less of an FX drag from the translation perspective. 
5) The US and Emerging Markets are seeing a pickup in activity. These regions are historically the key  
 drivers of growth and are likely to pull the Eurozone into recovery. In fact, the flash composite   
 Euro PMI for July has moved back to the recovery highs.
6) Although global interest rates are forecast to move higher over the next 1-2 years as global   
 economic growth accelerates, they are likely to stay below 2007 levels for some time. Equities   
 look much cheaper against bonds as a consequence.

In this market, we hold a preference for European equities (Barclays, BP, dx x-trackers DAX ETF), Mining 
shares (BHP Billiton & Rio Tinto) and Emerging Markets (iShares Emerging Markets Dividend ETF). 

Investors who are worried about excessive bullishness in the equity market may favour Emerging Market 
and Japan where, although Earnings Per Share are back above 2007 levels, their respective stock markets 
are still lower.

Tweet of the Month:
“Mining stocks are trading on a dividend yield premium to the UK stock market. Historically, that has been a signal 
of strong future returns”

Mining stocks have had a large impact on fund manager performance over the last decade, with returns of 
400%+ (2003-2008), -75% (2008-2009), 200%+ (2009-11) and-50% (2011-2012). Therefore, in this sector 
more than any other, it is imperative to try and get your market timing right.

Research produced by investment bank Citi has found that these big drawdowns have made many investors 
wary of the sector. However, there are reasons to be brave and to now be long of mining stocks, namely:

1) Attractive valuation. Mining stocks looked expensive at the end of the super-cycle in 2008 with the 
sector trading on a Dividend Yield (“DY”) relative to the market of under 30%, i.e. 70%+ DY discount. 
However, three years of underperformance has de-rated the sector which is now trading on a DY pre-
mium to the FTSE 100 of 30%. In the last 45 years, Mining has traded on such a premium only four times. 
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Trader’s Corner:
Quarterly Sector Strategy

The following sectors can be have been found to be the strongest/weakest in the FTSE 350 over the year’s 
four quarters:

Quarter Strongest Sector   Weakest Sector

1st  Industrial Engineering   Pharmaceuticals

2nd  Electricity    Construction & Materials

3rd  Software & Computer Services Oil & Gas Producers

4th  Beverages    Banks

This suggests a strategy which cycles a portfolio through the four strong sectors throughout the year – 
Industrial Engineering from 1st January to 31st March, Electricity from 1st April to 30th June, Software & 
Computer Services from 1st July to 30th September and Beverages from 1st October to 31st December. 
Over the last 10 years, this strategy would have grown a £1,000 portfolio into £13,300, compares with a 
buy and hold in the FTSE All-Share of £1,669.

Investors looking to trade this strategy could look to buy shares in ComputaCentre Plc in the third quarter 
(603p, 12.7x P/E, 3.1% yield, 17% upside to average broker target). More sophisticated traders may look to 
use a CFD to gain leveraged upside to the sector as well as create their own hedge fund by shorting the 
weakest sector whilst going long the strongest sector via CFDs.

Tweet of the Month continued:
On three out of the four occasions, investors were rewarded over the next few years for owning the sec-
tor. Basic Resources looks cheap, both on absolute terms (it trades on a P/E discount to the market) and 
relative terms, towards the lower end of a post-1985 range. On top of this, the sector is forecast to deliver 
~7% CAGR to end-2020.

2) High Free Cash Flow. A change in corporate behaviour, following huge mis-allocation of capital at the 
end of the super-cycle, is responsible for the improvement in prospective Free Cash Flow, which happens 
to be the highest Free Cash Flow in Europe as measured by 2014-16e FCFY less 2014-16 average DY. This 
would suggest that dividends are more than covered over the coming years and that there may also be 
room for companies to enhance shareholder returns via bigger dividends or buybacks.

3) Earnings/Balance Sheet improvements. Capex cut-backs and an improved supply/demand balance for 
commodities has led to higher capital returns and de-geared balanced sheets.

In summary, we think that the sector looks attractive for investors - both those seeking income opportuni-
ties and those looking to outperform the market. 

We particularly like BHP Billiton and Rio Tinto. BHP Billiton has an average broker target of 2125p (4.7% 
potential upside, 3.7% yield), likely to be driven there by its low current valuation, future growth and in-
creased operational efficiency. Rio Tinto has an average broker target of 3780p (11.4% potential upside, 
3.5% yield).
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Trader’s Corner (cont):
Seasonal Tendency

In an average August the market tends to drift lower for the first couple of weeks and then increase for 
the final two weeks of the month.

Going long the market via a CFD at market close on the 16th of August would be best to capture this 
move. 

Seasonality of GBP/USD

On 15th August 1971, President Nixon announced that the US was ending the convertibility of the US dol-
lar to gold and this led to the end of the Bretton Woods system and fixed-rate currencies, such as sterling, 
became free-floating. Since then, August has statistically been a weak month for GBP/USD, falling on average 
over 1.5%. Going short GBP/USD via a CFD would be best to capture this move. Alternatively, buying a 
share that derives the majority of its earnings in USD is an option e.g. BP Plc.

Strongest Weeks

The week starting 18th August is the second strongest week of the year, rising 76% of the time, posting an 
average gain of 0.4%. 

Going long the market via a CFD would be best to capture this move.

Weakest Days

The 4th of August is the 7th weakest day of the year, falling 70% of the time, posting an average loss of 0.4%. 

Going short the market via a CFD would be best to capture this move.

Recommended Investments:
Equities
1)easyJet – 1295p, 9.3x P/E, 3.1% yield
“Stay away from the airline industry” Warren Buffett once said. The Sage of Omaha’s dislike of airlines is 
notorious. Buffett is spot-on when he says that investors should avoid businesses that are rapidly growing, 
capital intensive, and unprofitable. Historically, the airline industry has fit into this category. However, that 
is not true of every single airline and we believe easyJet to be a case in point.

easyJet is a quality company trading on a very low valuation, having fallen almost 30% from its April highs. The 
shares are now trading on a sub 10x forward P/E multiple, a 12% discount to its two year average. Indeed, 
the sector as a whole has fallen 11% year-to-date with the selling pretty indiscriminate on concerns of the 
recent spoke in oil (although easyJet has hedged ~70% of 2015 kerosene requirements) and Lufthansa’s 
profit warning. We feel this is unwarranted. We believe that easyJet will achieve below inflation unit cost 
growth over the next 5 years and thus it will continue to enjoy a significant cost advantage relative 
to legacy carriers’ short-haul operations (~33% advantage). With only 9% of the intra-European market, 
growth opportunities for low-cost operators like easyJet remain compelling and could support a capacity 
CAGR of 8%.
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Investment Calendar:
August is the busiest month for interim results announcements for FTSE 350 companies.

1st August Nonfarm payroll report
4th August 7th Weakest Market Day
  Nonfarm payroll report
7th August MPC interest announcement at 12 noon
  ECB Meeting
10th August Full moon (markets tend to reach a low point around this time)

13th August MSCI Quarterly Index Review
15th August Options Expiry Day
18th August 2nd Strongest Market Week
25th August Summer Bank Holiday – UK closed
  New Moon (markets tend to reach tops around this time)

Recommended Investments Continued:
The airline has proven to generate through-cycle cash (FCF for 2014-2016 is expected to be 8.5%), has 
cemented itself as an industry leader (and possibly future consolidator), has no debt and is trading at a 15% 
discount to Ryanair. The company’s 15.5% ROIC is twice that of Ryanair, the “darling” of the sector, and is 
growing fast. As a result, Goldman Sachs forecasts that the company will deliver £500m of share buybacks 
per annum from 2016-2019, representing ~40% of the current market capitalisation.

J.P.Morgan Cazenove rates the company their pick of the sector and have placed the shares are on their 
‘Analyst Focus List’ with a price target of 1909p, suggesting 40% potential upside. Goldman Sachs is even 
more bullish with a 2010p price target (55% potential upside). 

The Hedge Fund community has for the first time in over a year turned net buyers of the stock and short 
interest in the shares is being unwound. So if you are jetting off for the summer, before taking off, we 
recommend you do the same and pack away some easyJet shares in your portfolio.

Market Commentary (cont)
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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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