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FTSE 100 5,500

VIX 33

FTSE 100 6,980

Resistance 7,390

Support 6,940

VIX 16.1%

S&P 500 2,760

Gold $1,230

GBP/EUR 1.1267

GBP/USD 1.2801

Introduction:
Bulls are an ebullient bunch. Despite the stock market antics of the last few months, they have already 
moved on to the potential for a December rally. And they have history on their side. For the stock market 
tends to follow a predictable pattern in December. The first two weeks are characterised by a flat or even 
falling market. This is accompanied by investor pleas of “Where’s Santa?” and “Is the Santa Rally no more?” 
Then, from the 10th business day (14th of December this year), the market rallies to make December 
the FTSE 100’s best performing month of the year, rising 2% on average, 78% of the time. There is no 
definitive explanation for this Santa effect, but various causes have been suggested. These include fund 
managers window dressing their portfolios and positive sentiment in the market caused by the festive 
season accompanied by low trading volumes.
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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. The market has recently made, what 
is known in ‘technical’ parlance, as a “double-bottom” where it reaches a previous low. This usually marks 
the point at which investors capitulate and gloom is palpable. Yet soon after, stocks begin a recovery run, 
usually to new highs.

Recent double bottoms include August and September 2011; January and February 2016; and, most recently, 
February and March 2018. More substantial double bottoms marking the end of bear markets occurred in 
October 2002 and March 2003, and in November 2008 and March 2009.

However, investors still confront the same problems that originally caused stocks to fall. The Federal 
Reserve’s resolute rate-hiking implies that the era of QE and easy Fed liquidity is truly over. Oil prices are 
collapsing on fears of weak demand. Housing is sending mixed signals with builder sentiment and mortgage 
activity tumbling.

One healthy sign is that investors are not abandoning stocks; they are fiercely rotating away from former 
leaders but just as fiercely buying defensive names. We believe UK investors may look at switching out of 
UK domestic companies and into international blue chips prior to the Brexit vote in the House of
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Recommended Investment:
Apple Inc
After achieving peak prices in the $220s in September, Apple shares have returned to spring levels on a 
myriad of pressures. These include overall technology sector weakness, especially weakness in anything 
even slightly FAANG-related (Apple is the second A in FAANG, sitting between Facebook, Amazon, Netflix 
& Google); company-specific issues surrounding iPhone demand; and policy issues related to tariffs and the 
countries in which Apple products are manufactured. While serious, we believe the recent selling provides 
an opportunity for long-term investors with moderate risk tolerance to acquire the stock at levels last 
seen since the spring.

In discussing the possibility that the current 10% tariffs on Chinese imports would rise to 25%, President 
Trump raised the possibility of assessing a 10% tariff on all Apple products at the US border. We do not 
expect Apple to pass on a 10% hike to iPhone and Mac buyers, and would thus anticipate some margin 
pressure in US product sales. We would also expect a more rational trade arrangement between the US 
and China over time, though this may take years rather than quarters or months.

The bigger concern is that with nearly every smartphone market saturated, incremental changes in a 
handset’s capabilities are insufficient to drive a huge upgrade cycle. Although concerns about sagging 
demand are legitimate, Apple is well past the days of relying on significant unit growth; the company has 
grown iPhone-related revenue and profit by adding new features and raising selling prices. The vast base 
of installed iPhones also feeds Apple’s fastest growth adjacencies - in services and in products such as 
wearables - within the vibrant Apple ecosystem.

Apple may have overestimated demand for its new products in the near term. But long-term demand 
should be steadier. Smartphones are not just ubiquitous, they are the go-to device for more and more 
consumer and business functions. And Apple has put more value in the iPhone, including higher memory, 
better cameras, facial recognition technology, and more advanced processors. Ever more demanding apps 
require peak computational power and therefore iPhones have a limited shelf life.  As a result, we have 
seen some of the seasonality smoothed out of iPhone sales. Whilst the new product cycle may have been 
bumpier than most, we expect long-term demand to even out.

Investors have criticized Apple for its closed ecosystem. That system, however, has the effect of prompting 
consumers to buy iPads and Macs for system compatibility. Even more compelling for brand loyalty are 
Apple’s services, including iTunes (the world’s largest vendor of recorded music), App Store and iCloud, 
as consumers do not want the cost and complexity of pulling their media libraries out of the comfortable 
arms of Mother Apple.

Market Outlook (cont):
Commons on the 11th of December.

The question is: are investors uneasy about actual global malaise, or fears of global malaise? If it’s the first 
option, investors may need to rethink near-term asset allocation to reduce risk. If the fear of economic 
weakness overstates the reality on the ground, the current selloff could mimic the February-March selloff 
in one important way: presenting a good opportunity to buy quality assets at a discount. Times of sinking 
investor sentiment are often a good time to buy - for the stout of heart. Until we see otherwise, we’ll go 
with option number two.
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Recommended Investment (cont):
We expect ongoing negotiations on tariffs to not only raise political hopes for a solution, but to buffet 
Apple’s share price. Having pulled back from peak prices,  Apple trades at a significant discount to its own 
historical valuation and to its peers.

Less net cash per share, Apple trades at an average of 9.9 times earnings for 2019 and 2020, or at about 
69% of the wider market multiple - at a time when AAPL is poised to deliver 15% plus two-year average 
earnings per share growth and is the largest single component of S&P 500 earnings. That makes the stock 
incredibly good value. Investment research house Argus has a $225 12-month price target, suggesting 25% 
potential upside from these levels. Buy.
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Tweet of the Month:
“History warns us that good five-year periods in equities tend more often than not to lead to bad ones in the fol-
lowing five years, and vice versa”

Despite their recent wobble, US shares have enjoyed a fantastic run: the S&P 500 has risen 60% in the past 
five years. This fact alone should worry investors.

This is because history warns us that good five-year periods tend more often than not to lead to bad ones 
in the following five years, and vice versa. If we take five-year periods ending in December 2017, the corre-
lation between changes in the S&P 500 adjusted for inflation in one period and those in the next has been 
minus 0.26 since data began in 1870. This pattern has been especially obvious in recent years. The market 
did well in the five years to 1997; fell in the next five; rose between 2002 and 2007; fell between 2007 and 
2012; but rose strongly thereafter.

We see a similar pattern in the UK. The Bank of England has share price data going back to 1700. The cor-
relation between price changes in one five-year period and the next has been minus 0.15. This contradicts 
efficient market theory, which tells us that past returns should not help predict future ones, so our cor-
relations should be zero.

Why might this be? In a new book, “A Crisis of Beliefs”, Nicola Gennaioli and Andrei Shleifer suggest that 
investors extrapolate recent market conditions into the future: “they are excessively optimistic about the 
future in good times and excessively pessimistic in bad times”. This means that in good times prices rise too 
far and in bad ones they fall too much. This gives us a negative correlation between price changes in one 
five-year period and the next.

Professors Gennaioli and Shleifer say this tendency to overestimate the likelihood of good times continu-
ing to persist contributed to the 2008 crash. Years of stability led bankers to think that the future would 
be stable, which emboldened them to take too much risk. The same is true for investors and share prices.

Now, there is a caveat here. The negative correlations between returns in one five-year period and the 
next are not statistically very significant. This means we cannot rule out the possibility that they are in fact 
zero and our samples have just been unrepresentative. However, there is a reason why the correlations are 
so small. It is that sometimes, macroeconomic conditions have justified long bull markets. In the ‘50s and 
‘60s, for example, share prices continued to rise because investors learned that in the golden age of capi-
talism high profits and low inflation could last a long time (although not forever as they discovered in the 
‘70s). Similarly, in the ‘80s and ‘90s a rising level of corporate profits and long fall in bond yields produced 
a protracted bull market in equities.

Which poses the question: will macroeconomic factors remain favourable for shares? Will the next five 
years really give us surprisingly low bond yields and rising profits as the last five have? If they don’t, then 
the tendency for shares to fall because investors have overreacted to good times will reassert itself. In this 
sense, the medium-term outlook for the market is unusually risky.
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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 Johnson Matthey plc in the 
fourth quarter (3057p, 12.9x P/E, 2.9% yield, 15% potential upside to average broker price target). More sophisti-
cated 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 increase slightly in the first two weeks, but then rises strongly 
in the final two weeks. Indeed, this is the strongest two-week period in the whole year, with the three 
strongest days of the year all occurring in this period. Going long the market via a CFD on 14th December 
would be best to capture this move.

Option of the Month
Sell BP plc March 460 puts at 7p
FTSE 100 stock trading on a low P/E multiple of 11x, yielding 6.1% and with 19% potential upside to the 
average broker price target.

Click here to view our guide to the Traded Options Market.
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Quote of the Month:
“Mutual fund managers are trapped in this rather deadly vicious circle: the more successful they are, the more 
money flows into their mutual fund. Then, it is more difficult for them to beat the market averages or even to match 
their own past performance” - Ron Chernow

We have written previously on how continuous subscriptions and redemptions can make life more difficult 
for open-ended Fund Managers. This, along with cash drag and high fees, often leads to poorer performance 
vs their closed-ended brethren. In addition to these factors, distinguished writer Ron Chernow offers 
another reason to consider investment trusts. With their fixed capital structure, the size of the portfolio is 
limited and the ability to increase the fund’s capital to the potential detriment of existing shareholders is 
that much more difficult. This enables Fund Managers to trade more easily, as they are not dealing in such 
large sizes where they may have to pay higher prices to acquire stock and receive lower prices when it 
comes to selling.

http://www.gam.gi/uploads/files/Promo%20Links/a%20guide%20to%20traded%20options%20market.pdf
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Investment Calendar:
7th December   US Nonfarm payroll report
    New Moon (markets tend to reach tops around this time)
13th December  ECB Meeting
18th December  FOMC Meeting
20th December  MPC interest rate announcement at 12 noon
21st December  Options Expiry Day
22nd December  Full Moon (markets tend to reach a low point around this time)
24th December  Christmas Eve - LSE closes at 1.30pm
25th December  Christmas Day - LSE closed
26th December  Boxing Day - LSE closed
31st December  New Year’s Eve - LSE closes at 1.30pm

Economics:
Theresa May’s Brexit plan will deliver a 3.9% hit to GDP and workers’ wages will be lower than if the UK 
stayed in the EU, according to the best estimate of government officials. The analysis does not put a cash 
figure on the impact of a 3.9% lower GDP, but other independent experts have suggested it equates to 
around £100bn per annum, dwarfing the gain from ending the UK’s current contribution to EU budgets, 
which is only around £10bn a year.  We would not be surprised if the deal was voted down in the upcoming 
vote on the 11th of December.

The picture of the Eurozone economy is darker following November figures showing manufacturing 
activity falling to a 30-month low and services deteriorating to a 25-month low. The composite PMI for the 
Eurozone stands at its lowest level in 47 months. The slower order book and falling exports are behind the 
slowdown in the Eurozone PMIs as Trump’s tariffs trade war fears weighed on activity. The PMI readings so 
far in the fourth quarter are indicative of 0.3% GDP growth, with forward-looking indicators such as new 
orders and future expectations remaining worryingly subdued.

Federal Reserve Chairman Jerome Powell cast a bright picture of the US economy last week and appeared 
to suggest that the Fed might consider a pause in its interest rate hikes next year to assess the impact of 
its credit tightening. Powell’s comments ignited a huge rally on Wall Street, with the Dow Jones Industrial 
Average surging 617 points, its biggest one-day increase in eight months. The rate increases have gradually 
raised borrowing costs for consumers and businesses. Any slowdown or pause in the Fed’s rate hikes 
would be welcome news for a stock market that’s been battered by fears that the Fed’s continued credit 
tightening could end the long bull market. Higher rates tend to slow economic growth over time as well 
as pressure stock prices.
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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.

December 
The variation in performance that exists between the 12 months of the year is statistically significant. 
December is the FTSE 100’s best performing month since 1984, rising 2% on average, 78% of the time.

Fourth Quarter 
The FTSE 100 has risen 25 of the 34 years between 1984 and 2017, posting an average gain of 3.6%.

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.

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 
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, 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. 

This is the year of the dog and in dog years the S&P 500 has had an average return of 16.8% - the best average 
return of all the years of the Chinese zodiac.
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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: 
The technical picture is challenging with a downward-sloping 200-day meaning that the trend is to the 
downside. The FTSE 100 is 408 points below the 200-day, a discount that inevitably has to narrow at some 
point. What is more, the market is within 40 points of forming a distinctively bullish “double-bottom”. Of 
course, wider political concerns could have a large effect on the market, irrespective of the attractive tech-
nical set up. Should the Brexit agreement be voted down on 11th December in the House of Commons, 
the market could fall hundreds of points. We would be ready to buy at this moment, as we believe the 
international index would rebound from the initial shock on account of a falling pound.

“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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