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 Market Overview – November 2011
Global Outlook

Over the quarter world equity markets remained extremely volatile with the S&P 500 index dropping close to 20% since its peak in April, followed by the biggest monthly rally seen since 1991 over the last month. Throughout October equity markets across the world experienced significant gains as investors once again implemented a ‘risk on’ mentality.  This was as a result of some clarity towards a solution to deal with the European sovereign debt crisis that came to light, if only for the short term. The continued spread of the European debt crisis from the peripheral countries to the core underlines a lack of confidence and a lack of political strength in the euro zone leadership.
The FTSE All World index rose over 8% in October. However, this was coupled with low volumes, adding to higher levels of volatility. The euro zone crisis continues to dominate market movements and politicians are under more pressure to indentify a true plan of action. Quantitative easing returned to UK economy in the form of asset repurchasing and the US Federal Reserve initiated its own stimulus in the form of ‘Operation Twist'. 
Key questions still surround the European banking system and its exposure to European peripheral debt. The outlook remains clouded with uncertainty and ongoing regularity and competitive challenges could lead to further downgrades. Recapitalisation of UK and European banks is very much back on the cards as capital buffers continue to appear thin. Within the UK for example Barclays is perhaps one of the worst positioned with c. $90Bn exposure to the PIIGS and a core tier 1 capital of c. $43Bn, compared to HSBC which has c. $38Bn PIIGS exposure and c. $125Bn core tier 1 capital. 
Equities were very much the strongest asset class over the month, across both developed and emerging markets. With the possibility of recession appearing in the earlier part of 2012, commodities remain far from their highs seen during the height of the Fed’s QE2 stimulus when they pumped c. $4Bn per day into markets. Brent crude oil was up over 10% on the month, following volatile movements over the summer. Towards the end of October commodities and oil in particular consolidated in preparation for statements indicating optimism on quantitative easing from the US Federal Open Market Committee. This month highlighted the continued increasing correlation of riskier asset classes as commodities, equities (across most regions) and higher yielding corporate debt moved collectively with reference to global macroeconomic pressures and euro zone sentiment. Gold showed a slight improvement, trading up c. +4% and ended the month at c. $1,722 per troy ounce. This provided some respite to the strong falls experienced through September, however Gold’s positioning as a ‘safe haven’ asset has been called into question. 

Despite macroeconomic concerns, Q3 earnings have been very strong once again and if anything provided some positive news with 74% of S&P 500 companies reporting third-quarter results that beat analysts’ forecasts. 
Focusing on global demand and quality brands has put a number of corporate entities (excluding banks) in strong long term positions. With the raised levels of volatility this can actually provide opportunities to pick up some of these high quality companies at more attractive valuations. In an atmosphere of uncertainty, but where high levels of inflation will guarantee losses on cash deposits, quality equities with solid market leadership, strong balance sheets and high levels of free cash flow are worth considering.  Investors with an appropriate risk profile and longer term time horizons can find attractive investments. 
UK

The FTSE 100 index rose c. +8.5% over October however the last few days of the month saw sharp falls once again as nervousness in markets persisted. GfK Social Research Managing Director Nick Moon said “Consumers’ outlook is becoming increasingly pessimistic about the U.K.’s general economic situation.” “The climate for major purchases has worsened, suggesting the government can’t rely on people spending their way out of the double-dip recession that is likely to be on the horizon.” 
Bank of England policy makers expanded stimulus in October for the first time since 2009 as Europe’s debt crisis troubled financial markets and data showed that UK gross domestic product barely rose in the second quarter.  The Monetary Policy Committee surprised markets as it voted to expand its quantitative easing program by £75bn, in an attempt to kick start a struggling UK economy. This will mainly be achieved via Gilt repurchases and reverse auctions. In an interview published during the previous month, Bank of England Markets Director Paul Fisher said growth may be “not much better than flat” in the fourth quarter and there is a “significant” chance of another recession. 

CPI (consumer price inflation) surprised many as it increased to +5.2% per annum for the month ending 31st September. The increase was largely the result of a 13% rise in gas prices and a 7.5% rise in electricity prices. The UK's six biggest energy companies have all pushed up domestic tariffs in the last year as a result of the rise in price of wholesale gas. The CPI increase is now almost double wage growth and this is also combined with the largest government budget squeeze since World War II. 

In the current environment we are focused on good quality high yielding equity. We favour companies that have robust cash flows, a track record of well covered dividend payments and high dividend growth rates. 

US

Over recent months the old phrase ‘when America sneezes, Europe catches a cold’ has to some extent been reversed.  US equities have been following European stocks lower over the summer and matching them for volatility, as the sovereign debt crisis lingers. US treasuries and TIPS eased slightly this month following their strong run over the summer and current yields on 10 year US treasuries remain near record lows. 

The S&P 500 bounced strongly following a poor summer, rising by +10.7% over the month but volatility remains elevated.  
American companies’ hiring plans reflected the worst employment outlook since January 2010 as demand slowed in the world’s largest economy, a survey by the National Association for Business Economics showed. Fewer companies project payrolls to rise in the next six months compared with a July survey. Yet claims for US unemployment benefits rose less than forecasted to a level that shows companies may be starting to slow the pace of dismissals. Other news also supported a difficult economic scenario, for business conditions the outlook for the coming months worsened, with the index six months ahead dropping to its lowest level since February 2009.
Following mixed economic data the Federal Reserve announced ‘Operation Twist’ in September involving the purchase of $400 billion of longer dated US treasuries (and selling shorter term bonds to offset this). Many investors were hoping for slightly more and indeed if liquidity in credit markets and macroeconomic data worsens, full QE3 may still be implemented. 
Similarly to the UK, one of the more positive streams of data of October and late September was that of Q3 corporate earnings. This coupled with ‘on/off’ positive news from Europe helped drive markets through the month. Indeed even many of the US large banks beat expectations quite considerably, including JP Morgan and Morgan Stanley. Corporate earnings have beaten expectations, on the whole, for 10 consecutive quarters.
Within the US we continue to prefer large cap stocks, in particular those companies which have reliable cash flows, a strong management team and powerful branding; particularly on a global scale. The US dollar weakened over the month as investors sold out of the currency on a safe haven view, yet over the last few days as sentiment concerning the euro zone plan faltered the US dollar rallied. We favour US equity over European markets. 
Europe

The Eurostoxx 50 index showed a positive return over the month, posting a gain of +9.45%. This followed optimism surrounding a clear path to how EU member states intend on dealing with the sovereign debt crises. On October 27th stocks across the world surged on news that EU leaders, attending their 7th heads of state summit in 2011, had agreed a new plan to tackle the debt crisis. The details of the plan included a recapitalization of European banks, 50% haircuts for Greek debt holders and the leveraging of the European Financial Stability Fund to €1 trillion. We remain concerned that little has yet to be actually achieved from euro zone policy makers.  Despite the market bounce across all equity markets seen through this month, the European crisis is far from abating. This was highlighted on the final day of the month, as fear and scepticism about the implementation of the EU deal saw equity markets tumble. 
One of the major issues at the heart of the euro zone is the view that a single monetary policy can not work alongside multiple fiscal policies and that the future success of the single currency will depend on a closer fiscal union. The difference between the euro zone and other economies around the world is that there is no lender of last resort with Germany blocking the use of the ECB to provide this facility. Therefore individual countries in the euro zone can not rely on expansive monetary measures to provide the stimulus needed to kick-start their economies. 

The result has effectively left a two tier euro zone with the divergence of the PIIGS and the Northern European countries. The default of Greece, according to credit market pricing is almost a certainty. Default is not necessarily a bad outcome but limiting contagion effects on the rest of Europe is essential. 
We remain underweight in this sector as we believe issues are far from being resolved. However there are small areas of specific opportunities mainly in terms of individual high quality holdings whose earnings are majority derived outside of the euro zone. 
Japan, Far East and Emerging Markets

Emerging markets increased by c. +11% over the month as the equity rebound spread to the emerging market regions. We continue to believe in the shift of power from the developed G7 countries towards the emerging markets and particularly China. 
Although there has been slowing economic growth in China as of late (9.1% in the third quarter) the growth rate remains robust on a relative basis. Data released shows that China has officially surpassed the United States as the EU’s largest trading partner. Bilateral trade reached $49.4 billion in July, accounting for 13.4% of the EU’s external trade. Europe’s exports to China have been growing particularly quickly, showing a 12.3% increase year-on-year.  Thus, China is a key factor in the potential resolution of the euro zone debt crisis
The emerging market’s weathered the 2008 financial crisis relatively well and looking forward countries within the region, in particular reference to Asia, are beginning to become less reliant on the west in terms of their exports. However, this is very much in its infancy and while emerging economies have decoupled from the West to some extent they are not immune to it and hence should the euro zone debt uncertainty drag on, this region will be hit as well. 

The Nikkei 225 Stock Average rose +3.3% over the month while the broader Topix remained flat. Signs are showing that a recovery is underway from the tsunami disaster even as manufacturers face a strong yen and weak global economy as exports rose for a second month in a row. Figures out show that exports rose +2.4% from a year earlier in September. The value of September exports was 5.98 trillion yen ($78.2 billion), while imports came to 5.68 trillion ($74 billion), up +12%. 
Japanese Finance Minister Jun Azumi announced during October that the government will counter “speculative moves” in currency markets, as the yen briefly reached a new record high against the dollar in New York on 21st October.  A supplementary budget announced on the 21st includes 2 trillion yen ($26 billion) in measures aimed at easing pressure from the yen's recent surge.
Due to the on going uncertainty in terms of the Yen, government intervention and stability of the underlying Japanese economy we remain relatively underweight in Japanese equity. 
Fixed Interest

The FTSE British Government All Stocks Gilt index was flat over the month, following the strong performance over the summer months. Although risk was back on the table for investors, Gilts remained stable as identified by the lack in yield movement.  With CPI for the month ending 31st September reaching 5.2% many traditional Gilts are yielding well below inflationary levels, for example at the time of writing the 10 year Gilt yield is c. 2.4%. 
The Bank of England began a further round of quantitative easing (QE) by buying £1.7 billion of treasuries falling within 3 to 10 year maturities. With the announcement of this new round of QE, sterling fell against most of its major counterparts on concerns that rising inflation will erode the value of the currency.

In terms of credit agency actions, Fitch cut Spain's sovereign credit rating by two notches during the month to AA-minus from AA-plus on the continuing euro zone debt crisis, weak economic growth prospects and doubts over the ability of the country's 17 regional governments to rein in spending. S&P have downgraded France’s largest bank, BNP Paribas from AA to AA- after a review in which they cited the banks exposure to Greece and more difficult economic and funding market conditions. Fitch also downgraded Italy to A+ and Belgium has been put on a negative watch by Moody’s.
Credit spreads (the difference in yield over treasury bonds based on credit worthiness) on high yield bonds have continued to stay relatively wide despite the recent bounce across the equity markets. High yield spreads peaked at 893bps during the month but have now fallen back. 
With UK interest rate policy expected to remain unchanged through 2012, the recent sell off in corporate bonds has made them more attractive to hold over the medium term.  Many companies are still in good shape and their bonds should offer some resilience in the weak economic environment.
Hedge Funds

The HFRX Global Hedge Fund index increased +0.8% month ending 31st October, following global financial markets posting strong gains through mid/late October and steep equity market declines in September. Also reversing steep September losses, commodities rose across energy, metals and agricultural assets, while the US dollar declined against other major currencies. US treasury yields climbed from record lows while credit markets posted mixed performance on improved liquidity. Equity hedge and event driven strategies posted positive performances only partially offset by negative contributions from macro and relative value strategies. 
Hedge funds increased bullish bets during mid October on commodities by the most since August, according to Bloomberg, on mounting optimism surrounding the global economy and boosting prospects for raw-material demand.  
Opportunistic hedge funds are picking up bargains in corporate bonds after a sharp sell-off this summer/autumn, preferring the sector to higher priced government debt.  A number of managers believe credit markets are now pricing in too-deep an economic slowdown and default rates that are too high. Consequently they are also investing in high-yield bonds in the United States and Europe, often taking long positions in short maturities (as well as senior secured bonds) while shorting longer dated bonds.  

Property

The Nationwide House Price index increased +0.4% in October and indeed they reported that the price of an average house was +0.8% higher year-on-year. On a commercial view the IPD UK Commercial Property index was up +0.6% for the month ending 30th September. Along with markets as a whole sentiment was slightly improved across most commercial property sectors but in particular office property witnessed the largest gain.

Following property’s uncertainty over the last few years, investors are slowly realizing that prime high cash generative assets (in terms of location, tenant and usage) are worth considering for re-including within portfolios. In times of general market volatility and uncertainty, quality cash flows with well backed yields can provide an important element of return. 
Even though we expect property to continue to be a relatively uncorrelated source of income, liquidity is still relatively low within this asset class. Our focus for this asset class remains high quality commercial or special situation property funds.
	Indices
	31-Jul-11
	31-Oct-11
	Quarter

	FTSE 100 index
	5815.19
	5544.22
	-4.66%

	FTSE 100 TR
	3874.38
	3729.34
	-3.74%

	FTSE 250 TR
	7124.05
	6517.76
	-8.51%

	FTSE All Share TR
	4140.44
	3951.27
	-4.57%

	FTSE AiM All Share TR
	890.34
	749.91
	-15.77%

	S&P 500 TR (US)
	2051.38
	1997.3221
	-2.64%

	Nasdaq Composite TR $ (US)
	3442.10
	3356.9598
	-2.47%

	FTSE E 300 TR €
	1627.59
	1505.83
	-7.48%

	HANG SENG TR (Hong Kong)
	47885.19
	42768.92
	-10.68%

	MSCI Emerging Markets TR
	381.06
	356.541
	-6.43%

	FTSE British Government All Stocks TR (gilts)
	2573.01
	2729.41
	6.08%

	APCIMS Growth TR
	2225.82
	2145.15
	-3.62%

	APCIMS Balanced TR
	2231.81
	2183.97
	-2.14%

	APCIMS Income TR
	2238.03
	2226.92
	-0.50%

	US $/£
	1.641
	1.614
	-1.65%

	Euro/£
	1.142
	1.157
	1.31%


Please note we have now moved to total return indices.
Source: Financial Express / FT/ Bloomberg
THE NOTES BELOW SPECIFICALLY RELATE TO THIS PORTFOLIO REPORT
· You should keep us informed of your current financial position and if your circumstances or objectives change please let us know as soon as possible.
· The prices used in this report were supplied to us by FT Interactive Data on a mid value basis for equities and a bid value basis for unit trusts and open-ended investment companies.
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RISK WARNINGS


The performance indicated for each sector and for the portfolio as a whole should not be taken as an expectation of the future performance.  Remember that investments and the income provided from them can fall as well as rise.


Investors should be aware that the price of your investments and the income from them can go down as well as up and that neither is guaranteed. Past performance is not a guide to the future. Investors may not get back the amount invested. Changes in rates of exchange may have an adverse affect on the value, price or income of an investment. Investors should be aware of the additional risks associated with funds investing in emerging or developing markets.


The information in this document does not constitute advice or a recommendation and you should not make any investment decisions on the basis of it. This document is for the information of the recipient only and should not be reproduced, copied or made available to others.
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