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Introduction:
The second quarter of the year has begun in positive fashion following the sharp sell-off seen in Q1 with 
major global equity markets now in positive territory year-to-date, and within touching distance of their 
January highs. Investor confidence is being rebuilt and sanity has returned to the marketplace. Interest rate 
rises in the US have now been priced into market expectations and the 3% US Treasury bond yield level, 
which so phased investors last quarter, is no longer viewed with the same degree of foreboding. Indeed, 
rates can be said to be currently in a “Goldilocks” phase; not too high to discourage business activity, but just 
high enough to provide rising income to investors. That includes retirees, whose higher income can infuse 
further growth into consumer spending.
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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 overweight. Major global stock markets have 
recovered most of the declines seen from the late-January peaks as investor confidence has gradually 
been re-established. The earnings season just ended in the US has been one of the best ever, with S&P 500 
earnings rising in excess of 20% year-on-year in the first quarter. The continued strength of the economy 
has underpinned corporate profits, which have also been boosted by the tax cuts implemented at the end 
of last year. So the stock market enters the traditionally quiet summer season with significant positive 
momentum behind it.

So what is the basis for not being outright bullish? Well, historically this is the worst time of the year 
for the stock market, as epitomised by the old market adage “Sell in May and go away...” Investors have a 
habit of cashing in gains in May, which sets the stage for steeper declines or (more often) dead money 
across the summer. Whilst exceptional earnings growth will supersede any near-term negative impact from 
rising rates, the market has shown that it will march to its own drummer; and right now, that beat has it 
zigzagging all over the place.

Thus, given this seasonal pattern, we would be in no rush to add new money to the market at the moment. 
We therefore advise a more cautious approach, taking advantage of weak market days over the long 
summer months to add to core long-term investments at more attractive prices.
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Recommended Investment:
Mercantile Investment Trust - 8% discount to NAV, 2.4% yield, 0.45% TER
Mercantile Investment Trust (“Mercantile”) is a well-established trust, having been founded in 1884, with 
over £2bn under management. It aims to achieve capital growth by investing in a diversified portfolio of 
predominantly UK mid-cap companies. The trust is managed by an experienced team at JP Morgan, backed 
up by analysts devoted exclusively to this under-researched area of the UK stock market. Stocks are 
selected on the basis of attractive valuations, good fundamentals and a positive outlook.

The trust has a solid long-term performance record, perhaps reflecting the fact that mid caps have a 
record of beating both large and small caps over the long term (whilst also incurring less volatility than 
the SmallCap index). It’s not entirely clear why this has been the case, but there is some evidence that mid 
cap stocks are less covered by analysts and are generally under-owned by investors. Over the five years to 
March 2018, the net asset value (NAV) has increased by 73.1%, against a rise in the benchmark of 61.3%. 
The trust has historically traded at a discount to NAV, though we believe that downside discount volatility 
is relatively limited from here given the trust’s active share buyback policy.

The portfolio is highly diversified with over 100 holdings and the top ten holdings representing less than 
20% of assets. A simple question investors should ask themselves before buying an actively-managed fund is 
“How many of its top 10 holdings look familiar?” If the fund contains the same old names (BP, GlaxoSmithKline, 
Vodafone etc), it is questionable how much value is being added versus a low-cost index tracker. The top 
10 holdings are Bellway, Spirax Sarco, Intermediate Capital, Beazley, Hiscox, B&M, Hays, GVC, Melrose & 
Inchcape - hardly household names. The investment management fee has just been reduced, resulting in a 
highly competitive TER of 0.45%.

We believe the trust is an ideal way to play the second tier of the UK stock market. The FTSE 250 offers 
investors opportunities to benefit from a skilful investment manager’s potential to outperform the index 
over time. As one of the largest and most liquid UK-focussed investment trusts, it provides an opportunity 
to outsource a Mid Cap allocation without liquidity constraints whilst reducing ‘company specific’ risk.

The trust pays a quarterly dividend and the historical yield currently stands at 2.2%. The trust also a 
progressive dividend policy, which has seen dividend growth of more than 6% over the last ten years. Its 
ability to grow its dividend is supported by significant revenue reserves.

In summary, we recommend Mercantile for investors looking for capital growth in an under-researched 
area of the UK stock market. Trading at a 8% discount to NAV, we rate the trust a strong buy.
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Tweet of the Month:
“In times like these, it is important to understand the causes of stock market volatility and how to minimise the risk”

Many investors become concerned when volatility occurs in global financial markets - particularly about 
the impact on their investments. In times like these, it is important to understand the causes of stock mar-
ket volatility and how to minimise the risk.

Why do markets move so much?
Markets are influenced by many things - industrial, economic, political and social factors can all have an 
impact. For example, consumer and business confidence affect spending and therefore company profits. 
Global trade and production naturally affect economic growth.

Poor political and fiscal decisions in some countries may lead to a flow-on effect in other countries who 
are owed money. And of course, natural disasters can cause major damage to any economy with no warn-
ing. During times of market volatility, it’s important to remember one of the fundamental principles of 
investing - markets move in cycles.

What is the effect of market volatility on portfolios?
In times of market volatility your portfolio may decline in value, but it is important to remember that mar-
kets move in cycles. Volatility is a natural part of the economic cycle. Markets are influenced by a range of 
factors and are inherently unpredictable.

Even regulators are aware of the phenomenon of volatility. The Australian ‘Securities & Investments Com-
mission’ states that, “negative returns from time to time are not inconsistent with successful long term invest-
ment.” History demonstrates that over the long term, the general trend of share markets has been upward.

Don’t lose sight of the bigger picture
Investment should be a long-term commitment. Shares, which usually form the largest part of most bal-
anced portfolios, are considered long-term investments. They are designed to provide capital growth and 
often dividend income over a period of five years or more. Think in years, not days.

The time frame for most investors may be ten years or more, so short-term volatility should not diminish 
the long-term potential of your investments. Growth assets (such as shares) tend to fluctuate in the short-
term, but have historically provided excellent returns for investors over the long-term.

When share markets fall in value, it may be tempting to sell up. However, trying to time the market by 
selling now and buying back later is a risky strategy that rarely results in investors coming out ahead. By 
taking a long-term view of investing, you can ride out any short-term fluctuations in the market and take 
advantage of growth opportunities over the long-term.

Diversification
Diversification is one of the most effective ways of managing volatility. It can help deliver smoother, more 
consistent results over time. Your portfolio benefits from being spread across a variety of asset classes, 
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Tweet of the Month (cont):
such as equities, alternatives & fixed income.

This diversification should help soften the effects of any share market falls as some asset classes often tend 
to do well whilst others are struggling. Also, spreading your assets around means you are less reliant on 
any one asset class at any particular time.

Understanding the implications of withdrawing
Before you withdraw from an investment you should understand all the implications, risks and costs in-
volved, such as:

i-Crystallising losses
If the value of your investment is falling, you are technically only making a loss on paper. A rise in prices 
could soon return your investment to profit without you doing anything. Selling your investment makes 
any losses real.

ii-Incurring capital gains tax (CGT)
Make sure you know what your CGT position (if any) will be before selling any asset.

iii-Losing the benefits of compounding
If you’re thinking about making a withdrawal from an investment, remember that it’s not just the with-
drawal you lose, but all future earnings and interest on that amount.

Understand your risk profile
At the end of the day, all investments carry some risk. How much risk you’re willing to accept will be in-
fluenced by your financial situation, time horizon and even your personality. If market volatility has caused 
you to reassess the way you feel about risk, it’s important that you see your investment manager or stock-
broker to discuss any necessary changes to your asset allocation.
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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  Chemicals   Oil & Gas Producers
2nd  Personal Goods  Construction & Materials
3rd  Banks    Oil & Gas Producers
4th  Chemicals   Industrial Transportation

This suggests a strategy which cycles a portfolio through the four strong sectors throughout the year - 
Chemicals from 1st January to 31st March, Personal Goods from 1st April to 30th June, Banks from 1st 
July to 30th September and Chemicals 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 Unilever plc in the second 
quarter (4166p, 20.6x P/E, 3.2% yield, 4.7% potential upside to average broker price 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 trade fairly flat for the first two weeks, and then prices drift lower 
in the second half of the month. Going short the market via a CFD before the final two weeks of the month would 
be the best way to capture this move.

Ramadan 
Observed by more than 1.5bn Muslims around the world, Ramadan involves abstinence from eating and 
drinking, as well as a strict control of desires. 

What has this got to do with investing you might think? Research published by Ahmad Etebari of the 
University of New Hampshire, Jedrzej Bialkowski of New Zealand’s University of Canterbury and Tomasz 
Wisniewski of the University of Leicester examined stock returns between 1989 and 2007 from 14 Muslim 
majority countries and found that monthly annualised stock dollar-denominated returns during Ramadan 
averaged 38.1%, compared to a monthly average of 4.2% during the other 11 months of the Islamic calendar. 
Surprisingly, stock market returns also exhibited less volatility compared to the rest of the year.

The benefits of Ramadan-type fasting are well known. It can promote both the physical and mental wellbeing 
of individuals. It detoxifies the body, makes people less tense and anxious and may also induce mild states 
of euphoria. Thus, Ramadan is an event capable of influencing the moods and decisions of its adherents.

The report concludes that the Ramadan effect can best be explained by a change in investor psychology. 
Ramadan is a religious month that affects almost every aspect of Muslim’s lives. Besides fasting and prayers, 
Ramadan promotes heightened social awareness and a closer relationship with ‘Allah’ and with fellow 
Muslims around the world. As a fundamental shared experience, Ramadan brings about a sense of solidarity 
among Muslims, enhances their satisfaction with life and encourages optimistic beliefs. This optimism affects 
investor sentiment and decisions, leading to the increases in stock markets.
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The implications of this study were obvious. Investors seeking fast profits in the Muslim world should try 
to profit from the Ramadan fast, buying shares prior to the start of Ramadan and selling them at the end 
of the holy month or preferably after Eid al-Fitr (the 3 day celebration that follows Ramadan). Buying an 
ETF such as the iShares MSCI GCC Ex-Saudi Arabia ETF on the 14th of May and selling on the 18th of June 
would be the best way to capture this move.

Option of the Month
Sell British American Tobacco plc August 3400 puts at 53p
Core defensive stock yielding 5.6% and with 50% potential upside to the average broker price target.
Click here to view our guide to the Traded Options Market.
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Investment Calendar:
1st May  Two Day FOMC Meeting starts
4th May                     US Nonfarm Payroll Report
7th May  May Day - LSE closed
10th May                   MPC interest rate announcement at noon     
15th May  New Moon (markets tend to reach a high point around this time)
   Ramadan (until 14th June)
16th May  ECB Meeting
18th May  Options Expiry day
28th May    Spring Bank Holiday - LSE closed
29th May   Full Moon (markets tend to reach a low point around this time)

Quote of the Month:
“The individual should act consistently as an investor and not as a speculator” - Benjamin Graham
It is important to remember that an investor is one who seeks a long-term return from an asset. For 
equities, this will take the form of an annual stream of dividends, allied to potential for long-term capital 
growth. Thus, the investor is seeking a return from the asset acquired and not merely speculating on short-
term movements of individual share prices. It is important to be consistent in this approach and not lose 
sight of the long-term goal when market conditions are difficult.

Economics:
The Bank of England held interest rates at 0.5% at its latest meeting last week. This reflected weaker than 
expected first quarter GDP growth of a mere 0.1%. While the severe winter weather was obviously a 
factor, the economy is nevertheless growing at a slower rate and growth forecasts for the full year have 
been trimmed back to 1.4%. In addition, inflation is falling faster than anticipated, with the latest monthly 
figure at 2.5% and further falls are expected. Overall, demand has weakened despite strong employment 
numbers with wage growth now marginally ahead of inflation. This is posing a dilemma for policymakers 
who, just a month ago, were pencilling in two interest rate rises this year. The Bank is now adopting a ‘wait 
and see’ policy so rates remain on hold for the time being.

The Eurozone economy posted weaker than expected GDP growth in Q1, though this was largely due to 
exceptional factors, principally the severe weather, an early Easter and strike activity in both France and 
Germany. Growth is expected to rebound to trend rate in the current quarter. With demand soft in recent 
months, it is not surprising that inflation remains subdued. Indeed, the latest core CPI figure showed a 
modest decline to 0.7% last month. Against such a backdrop, ECB policy remains accommodative and no 
change in policy is expected over the summer months. 

There was no change in interest rates at the most recent FOMC meeting at the beginning of May, though 
expectations remain for at least two more increases through the remainder of the year. This is now 
priced into markets and furthermore, there is less concern now that inflationary pressures are rising at an 
unacceptable rate. Indeed, the May payrolls report at 164,000 was below expectations but a fair bit ahead 
of the previous month’s revised figure of 135,000. The jobless rate is still falling and though wages are 
ticking up, they are not posing any immediate threat to economic growth.
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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, 2018 is likely to be a positive year 
for the stock markets.

May 
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. May is the 3rd worst performing month, rising just 50% of all the years in May, with an average return 
of -0.1%. There are only three months since 1970 where the market has an average return of below zero, the other 
two being June and September.

Second Quarter 
The FTSE 100 has risen 20 of the 34 years between 1984 and 2017, posting an average gain of 1.0%.

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 gloomier, 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 Dog 
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, rooster, 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 dog. The worst performing animals have been the 
rooster and snake. 
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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 8th year had been strong in recent decades until the sharp correction witnessed in 2008. Notwithstanding that, 
the year has still been positive in 14 of the 21 decades (67%), rising on average 2.9%.

Technical Analysis: 
Following a 541 point move to the upside (7.5%) in just one month, the FTSE 100 has given much needed 
cheer after the first quarter and is now up for the year. The 200-day moving average is now pointing up-
wards, a bullish sign. However, it would have to maintain its current level to confirm the uptrend. With the 
FTSE 100 now 324 points above its 200-day moving average, we feel this is unlikely and that a pullback is 
on the cards. The market is within 60 points of making a “double-top” and the RSI is seriously overbought at 
82%. Expect investors to take profits from here.

“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. 
ending 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 

(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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