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S&P 500	 2,474

Gold	 $1,268

GBP/EUR	 1.1077

GBP/USD 1.3014

Introduction:
Looking at the all-important US equity market, we see that 8 out of the 10 economic sectors are trading 
within 10% of their 52-week highs. Intuitively, one would conclude that this is a bearish signal and the next 
move would be lower. However, intuition can be a dangerous adviser. It is indeed a bullish confirmation 
of a broad-based market. Looking back at data since 1991, we see that investing only when there were 8 
or more sectors within their 52-week highs has not only outperformed a buy-and-hold strategy, but also 
avoided the meltdown of the 2002-2003 and 2007-2009 bear markets. 
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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 neutral. The indices have plenty of time to build on 
their gains – but first they need to make it intact through the summer months. The third quarter is pretty 
much dead money time. And August is a month that has historically seen large falls. As it is a month for 
holidays, trading volumes tend to be low, which can lead to increased volatility. In the US, Fed officials have 
expressed greater concern about stretched asset valuations and other risks to financial stability in recent 
months. Among the more notable recent comments, San Francisco Fed President John Williams described 
the stock market as “running pretty much on fumes,” and Dallas Fed President Robert Kaplan recently 
suggested that some market correction “might actually be a healthy thing.”

Despite this, there are plenty of reasons to remain long of this market. We continue to believe the earnings 
environment is positive and that the global economy remains healthy enough to support solid economic 
growth. Equity strategists from investment bank Citi are forecasting a 9% gain for global equities by mid-
2018 with all major markets reporting health earnings growth in 2017. That’s the first synchronised upturn 
since 2010.

We continue favouring Eurozone stocks where performance has lagged of late but where relative 
performance could pick up again on the basis of:

1-The Eurozone P/E multiple was outright expensive vs the World as of May, but has now corrected, and 
is back to the middle of the historical range
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Market Outlook (cont):
2-The Eurozone economy is recovering, with GDP expected to be in 2.0%-2.5% range. Eurozone PMIs, 
CESIs, credit growth and car sales are all stronger than in the US - this should drive better relative 
earnings trends

3-Rising bond yields could be a headwind for global equity valuations, but in the case of Eurozone stocks, 
this is a significant positive - the Eurozone equity market is heavy in financials, where the steepening yield 
curve helps Banks’ profitability.

In a sense, the upcoming strong earnings season and solid economic growth go hand in hand. We expect 
positive feedback from both to keep the stock market moving forward as autumn gets underway, even 
if stocks indulge in their usual summer siesta. We would continue to use any periods of uncertainty and 
retrenchment to establish or add to positions in blue-chip stocks.

Recommended Investment:

TwentyFour Income Fund (TFIF.L), 115.5p, 6.2% yield
It is no secret that we like investment trusts. Their fixed capital structure (which makes them easier for the 
Fund Manager to manage), low fees and transparent structure (they trade on the London Stock Exchange) 
all make them a very convenient way of investing.

TwentyFour Income Fund was launched in March 2013, when it raised £150m to invest in European Asset 
Backed Securities (‘ABS’). The fund is managed by TwentyFour Asset Management’s ABS team, which has 
£5.5bn of assets under management.

The fund has performed strongly since launch, generating an annualised NAV total return of 9% per year, at 
the upper end of the 6%-9% annual target. On top of this, management notes that since the fund’s launch, 
house prices across Europe have risen, unemployment has fallen and corporate defaults remain low. As 
such, they believe the risks have reduced.

The portfolio is diversified, with holdings in a variety of types of European ABS and the top ten holdings 
accounting for just 30% of the fund. At present over 70% of the fund’s exposure is to the UK and ‘core’ 
Europe, although it does have exposure to Spain, Portugal and Italy. However, investments in these countries 
tend to be of better credit quality. Approximately 8% of the portfolio is invested in non-rated credits, 
typically smaller deals that do not require an external rating and where the managers are comfortable with 
the risk and feel they are being compensated for illiquidity by the prospective returns.

The fund distributes all of its income each year and its latest full year dividend of 7.14p represents a yield 
of 6.2% on the current share price. All assets in the portfolio pay floating rate coupons, which will rise in a 
rising interest rate environment.

In summary, TwentyFour Income Fund has performed well since its launch, the floating rate nature of 
ABS coupons is attractive (producing a current yield of 6.2%) and the closed-ended structure is ideally 
suited to some of the universe’s smaller, less liquid investments. With discount risk largely mitigated by the 
fund’s triennial redemption opportunity, we think the current 0.6% premium to NAV (vs. the 2.3% average 
premium) represents an attractive entry point.
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Tweet of the Month:
“Orthodox financial theory such as the ‘capital asset pricing model’ has, according to recent research, been 60 years 
of wasted effort”

Conventional academic financial economics has been a massive mistake, and investors would have been 
better off ignoring it and instead learning from Benjamin Graham’s work on value investing in the 1930s 
and 1940s. This is the claim of a new paper by Eben Otuteye and Mohammad Siddiquee at the University 
of New Brunswick.  	

Bold as this claim is, it has mainstream support. Eugene Fama and Ken French, two leading conventional 
financial economists, have written that the CAPM “has never been an empirical success” and that most 
applications of it are “invalid”.

The model’s biggest claim is that equities’ returns should be positively related to their sensitivities to 
market returns - their betas. This, however, is simply false. Economists have known since the early 1970s - 
pretty much when the model was first tested - that the opposite is the case. It is low-beta stocks, not high-
beta ones, that do best. This has prompted some economists to believe, in the words of Eric Falkenstein of 
Pine River Capital Management, “there is generally no empirical risk-reward relation”.

This would have been no surprise to Benjamin Graham. He thought investors could have both low risk and 
high returns if they bought shares with a good “margin of safety” - companies whose share prices were well 
below their intrinsic value. To him, high returns were not a reward for risk, as the CAPM says, but rather a 
reward for the skill and diligence required to find undervalued companies.

And it is defensive stocks that often have Graham’s margin of safety. Many of these have what Warren 
Buffett calls “economic moats” - sources of monopoly power such as big brands that allow them to fend 
competition and so maintain profits thereby limiting their downside risk.

There’s a second failure of the CAPM - the fact that momentum stocks do well. Again, this wouldn’t have 
surprised Graham. He saw what the CAPM denies - that investors can be driven by sentiment. Often, he 
wrote, “Mr Market lets his enthusiasm or his fears run away with him.”

This raises the question: if Graham’s approach is so much better than the CAPM, why did academia choose 
the latter (and still teach it) and ignore the former?

Principally, it is because Graham’s approach is not so much a scientific theory as a guide to action. Its core 
concept - intrinsic value - is one that different investors estimate differently. This means it is difficult to 
test. The CAPM, by contrast, makes simple predictions - albeit ones that are based on false assumptions.
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Trader’s Corner:
Quarterly Sector Strategy

The following sectors 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, compared 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 
Micro Focus International Plc in the third quarter (2095p, 15x P/E, 3.2% 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.

Seasonal Tendency
In an average month, the market tends to drift lower for the first couple of weeks and then increase for 
the final two weeks. Going long the market via a CFD on the 14th of August would be the best way 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 
dollar 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, November has statistically been a weak month for GBP/USD, 
falling on average almost 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. Shire Plc.

Strongest Weeks
The week starting 21st August is the 4th strongest week of the year, rising 74% of the time, posting an 
average gain of 0.2%. Going long the market via a CFD would be best to capture this move.

Weakest Days
The 4th of August is the 2nd weakest day of the year, falling 73% of the time, posting an average loss of 
0.3%. The 10th of August is the 8th weakest day of the year, falling 68% of the time, posting an average loss 
of 0.5%. Going short via a CFD would be best to capture these moves.

Option of the Month
Sell GlaxoSmithKline December 1380 puts at 22.5p
Core defensive stock with 14% potential upside to the average broker price target, whilst yielding 5.2%. 
Click here to view our guide to the Traded Options Market.
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Investment Calendar:
August is the busiest month for interim announcements for both the FTSE 100 (30 companies reporting) 
and the FTSE 250 (80 companies). 
3rd August	 MPC interest rate announcement at 12 noon
4th August	 2nd Weakest Day of the Year
		  Nonfarm payroll report
7th August	 Full Moon (markets tend to reach a low point around this time)
10th August	 8th Weakest Day of the Year
18th August	 Options Expiry Day
21st August	 New Moon (markets tend to reach tops around this time)
		  4th Strongest Week of the Year
28th August	 Summer Bank Holiday (LSE closed)

Quote of the Month:
“As I’ve come to discover, investing is about much more than money. So as your wealth grows, I hope you will also 
come to realise that the money is largely irrelevant. And what you will want to do with the bulk of your wealth is 
give it back to society.” - Guy Spier
This quote is reminiscent of one of our favourite books, The Art of Money Getting by P.T. Barnum. The 
words ring true as much today as they did back when it was written in 1880 - “Of course men should be 
charitable, because it is a duty and a pleasure. But even as a matter of policy, if you possess no higher incentive, 
you will find that the liberal man will command patronage, while the sordid, uncharitable miser will be avoided.”

Economics:
UK consumers cut back on spending for the third month running in July as house-price growth slowed 
sharply, dealing yet another blow to the economy. The broad-based weakness is being blamed on a squeeze 
on pockets as inflation outpaces wage growth. The latest figures leave both household expenditure and 
the property market at their weakest in more than four years. Bank of England Deputy Governor Ben 
Broadbent said that the “maximum rate of pain” for consumers will soon pass, though any improvement 
could be modest.

The Eurozone economy has grown twice as fast as the UK in recent months, according to official figures 
that underscore the divergence between Britain and its neighbouring currency bloc after the Brexit vote. 
GDP in the 19 countries that use the euro expanded 0.6% in the second quarter of 2017, building on 
growth of 0.5% in the first quarter. The Eurozone is being bolstered by higher business optimism, strong 
domestic consumption and decreasing unemployment, which in June reached its lowest level since 2009. 
The healthier state of the bloc’s economy could support European Central Bank’s plans to begin a tightening 
of monetary policy in autumn, although headline inflation remained stable at 1.3% in July, below the ECB 
target of below but close to 2%.

The US economy saw 209,000 jobs created in July, helped by a wave of hiring in the hospitality industry. 
The unemployment rate edged lower to 4.3%, matching May’s figure which was the lowest since 2001. 
Many economists believe the gains have put the labour market at or near so-called full employment, and 
predicted that wages would rise as employers compete for workers. But wage growth, while steady in 
July, has not accelerated as many of the job gains have been in lower-paid industries such as leisure and 
hospitality. There could also be more slack in the labour market than anticipated with the number of part-
time workers looking for full-time employment little changed since June. 
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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.  Judging by the first 5 days, 2017 is likely to be a positive 
year for the stock markets.

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. August is historically the 7th best performing month, rising 56% of all the time, with an average return 
of 0.3%. It can see large falls, however. As it’s a month for holidays, trading volumes tend to be low, which in some 
years can lead to some increased volatility.

Third Quarter 
The FTSE 100 has risen 21 of the 33 years between 1984 and 2016, posting an average gain of 0.9%.

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. Some investors, therefore, tend to reduce exposure 
to the stock market from May. 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.

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. Since 1948, the UK market has risen 14 times out of 17 (82%) in US election years, with a rather 
extraordinary average annual return in those years of 33%. Generally, the UK market tends to rise in the 
few weeks leading up to the election.

Chinese New Year - Year of the Rooster 
Chinese calendar revolves around a 12 year cycle where each year is associated with an animal (rat, ox, 
tiger, rabbit, dragon, snake, horse, sheep, 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 rooster and the snake. This year is the year of the rooster, the worst year of the Chinese zodiac historically for 
equities, with negative returns averaging 2.7% for the S&P 500.
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Seasonality (cont):
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 7th year is not one of the stronger years, but has still been positive in 10 of the 21 decades (57%), rising 
on average 2.7%.

Technical Analysis: 
With the market just 45 points away from the recent high of 7,550, we feel a pullback is now on the cards. 
With holiday season in full swing, trading volumes tend to be low, which can lead to some increased vola-
tility. Volatility tends to lead to moves to the downside. With the ADX at just 14 (signalling the market is 
trendless), the market has set up a good shorting opportunity with the FTSE 100 lying at the upper Bol-
linger band.  We are looking for a pullback to the 7,325 area before considering re-entering the market.

“The illusion of randomness gradually disappears as the skill in chart reading 
improves” – John Murphy
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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. 

20 day moving average       

50 day moving average
200 day moving average 

(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)
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