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Market Review 31st March 2016 
 
There are two rules for successful long term investing. Rule One is “Never lose Money”. Rule Two is “Never forget 
Rule One” - very simple, straightforward advice from one of the most respected and quoted investors in history; 
Warren Buffett 

Not so easy to achieve in practice when faced with a very uncertain world, both economically and politically. So what 
helps us to achieve Rule One and how do we ensure that we obey Rule Two?  In simple terms; "keeping our eye on 
the knitting". There are a thousand and one distractions in the investment world; a complete overload of information 
and advice, some of it helpful, and in our opinion, some of it useless, or downright harmful. 

Our focus is on maintaining a balanced portfolio that will produce the income that clients need, together with a 
reasonable amount of capital growth to maintain, or increase the real value of investments. There is little point in 
achieving a high level of income for clients if it results in their capital falling by 50%. In this extreme scenario, clients’ 
capital would have to then rise by 100% to get back to where they started, achieving nothing but sleepless nights for 
clients and your Investment Manager. 

By maintaining our focus on the long term total return of income and capital appreciation, we can largely ignore the 
pitfalls of short term investment, the daily gyrations of the markets and the dangers of buying superficially attractive 
stocks at inflated prices. Maintaining a balance between different types of assets, fixed interest, equities, 
commodities, property and so on and further diversifying geographically and by sector and company size, helps to 
ameliorate falls in the markets when they occur. 

AP Moller - Maersk, the Danish shipping - to - oil conglomerate and the largest container company in the world, has 
been hit by a massive deterioration in its business, announcing that trade is worse than in 2008. The company posted 
a net loss of $ 2.5 billion in Q 4 of its financial year, against analysts' estimates of a $300 million profit. So much for 
analysts' forecasts!  This is not the type of company we wish clients to be exposed to, but does illustrate the 
magnitude of the slowdown in world trade. 

The conclusion from this is that capital destruction is easy to achieve and therefore it is even more imperative to stick 
to the knitting and concentrate on capital preservation. Of course, the current shakeout will provide opportunities for 
fund managers to find stocks that have unfairly, or indiscriminately been marked down and this is an example of 
where market volatility can actually be one's friend. At this level of the market, some very attractive dividend yields 
can be locked into, so long as the underlying fundamentals of those companies are sound. 

As a company, we did not participate in the "Melt-Up" of the market, when ludicrous prices were being paid for many 
stocks and we certainly have not been participating in the recent "Melt-Down", limiting falls in portfolios to well below 
that of the major markets. We are reasonably optimistic for the coming five-year cycle as we believe that clients' 
portfolios are positioned to benefit from the high quality investments within them, without having to worry about where 
the income is going to be generated. 

UK 

The recent period has been characterised by the marked weakness in Sterling, particularly against the US Dollar, but 
also against the Euro. Much of this has been caused by the perception that the UK still has an unbalanced economy, 
in which large amounts of money have been borrowed to fund growth. The UK's twin deficits, both fiscal and current 
account more closely resemble some of the troubled Emerging Markets, such as Brazil and Turkey, rather than its 
European counterparts. This is a reason why we are gradually diversifying both the capital and dividend risk by 
increasing our clients' global exposure. 

Rather than an interest rate rise, money markets are now pricing in another fall in rates, not the rise economists were 
predicting for 2016. Compounding this is the fear of Brexit, the possibility of the UK voting to leave the European 
Union in the coming Referendum. Everyone has their view on this, but the uncertainty is enough to keep the Pound 
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weak. As we do not have a crystal ball, we have not positioned portfolios to take account of what the outcome may 
be, as this would be a dangerous game to play. 

January was tough for the UK stock market, which initially fell nearly 10% by 20th January, before rallying. 
Fortunately, the funds we are invested in are not closely aligned with the FTSE100 Index and although one cannot 
avoid some exposure to a market downturn, clients have been cushioned to a large extent by having a minimal 
exposure to the areas that have performed the worst. 

We mentioned Hill and Smith, the West Midlands based company in our last Market Review and once again, this 
producer of safety barriers and other equipment needed in the current road improvement cycle in the UK and the 
USA, has managed to produce profits and dividends well above analysts' expectations. We invest in stocks, not the 
market. 

North America 

January saw some wide divergences in the performance of various US stock market sectors, with Materials falling 
10.6%, whilst the defensive Telecoms and Utilities Sectors were the best performers, up 6.8% and 4.9% respectively. 
James P Cullen, Chairman and CEO of Schafer Cullen, US asset managers that we know well and with whom we 
invest, has referred to the end of the "Melt- Up” Market.What this refers to is a period when a small number of very 
highly priced stocks with potentially high growth and low dividend yields dominate a market, driving it to unsustainably 
high levels and attract even more buying as their index weighting increases further! An example of this is the daily 
performance of the five most popular and expensive stocks in the S&P 500 Index of leading American shares, 
namely Facebook, Netflix, Amazon, Tesla and the Biotech ETF Fund.  

During the "Melt - Up" period, every day that the market rose, these stocks rose by two to three times the Index. 
When the market fell, they maintained their prices, or only fell marginally. This is clearly not sustainable indefinitely, 
although the phenomenon can persist for an extended period. 

James Cullen goes on to say that each time we have witnessed this type of market, such as the one leading up to the 
dot com bubble in 1999, when it bursts it is followed by an extended period of several years when value companies 
with high dividend yields and low price/earnings  ratios outperform strongly, even producing  capital  appreciation 
when markets are negative. 

Our funds are dominated by the types of stocks James is talking about, not only in the US, but globally. We are 
therefore confident that clients are well positioned, whether markets become even tougher, or see some period of 
recovery. We are buying stocks, not markets 

Europe 

The Managers at 2CG Senhouse, who manage European funds that we are invested in, have calculated that the fall 
in the oil price from $110 to $30 a barrel is equivalent to a pay rise of 3.5% for everyone in Europe. However, it is 
skewed more towards the poorer regions and the southern areas of Europe and this helps explain why Spain, 
Portugal and Italy are now starting to see better economic performance  

Although Europe as a whole has pedestrian economic growth, there are some first class international companies 
attractive enough for the Chinese to have recently bid for one of them; Syngenta is one of the largest companies in 
the world in the agri-business sector, providing crop protection, seeds and agro–chemicals, typifying the quality 
enterprises we invest in. 

Due to extremely low interest rates, investors in Europe are seeking out returns in the highest quality companies with 
sustainable dividend pay-outs and predictable income streams. They are also looking to property and property shares 
to supply them with a predictable rental income and we refer to this later on in our section on Property. 
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Far East 

Although we have some exposure to growth stocks in the Pacific Rim region, for the most part we invest in the Far 
East for income and income growth, followed by capital appreciation as an added bonus. This is because we do not 
wish our clients to participate in the Melt - Up when low yielding growth stocks are pushed to crazy valuation prices, 
only to be followed by an inevitable Melt – Down when fear takes hold and company results do not match 
expectations. 

We feel a safer way to approach these markets is to invest with managers who seek out companies with top quality 
management, a history that shows a progressive dividend policy, an excellent free cash flow to sustain the dividend 
policy and a strong balance sheet with relatively low debt. Korea Electric Power, AGL Energy in Australia, Coal India 
and Capital and Mall Trust in Singapore are all examples of companies that have huge cash flows and yields in the 
5% to 7% range. 

A recent meeting with Mike Kerley, Manager of the Henderson Asian Dividend Income Fund highlighted the benefits 
of adopting this income strategy, particularly in an uncertain world where the slowdown in China has caused less 
robust stocks to suffer heavily. The cautious approach may well secure greater overall returns in the long run and for 
far less risk. 

Japan 

Negative interest rates are designed to persuade companies, consumers & private investors to come off the side-
lines and channel money back into the real economy. Companies are not using money to invest in capital 
expenditure, or takeovers and the proverbially cautious Mrs Watanabe is reluctant to invest the household's spare 
cash in the stock market.  

Unfortunately, against her better judgement, she was recently persuaded to participate in the flotation of part of the 
Japanese Post Office, only to see her 100 Yen fall to 80 Yen in value, thus making her even more cautious. This 
cycle of deflation and inertia was not helped by prime minister Shinzo Abe's government's decision to raise the 
consumption tax from 5% to 8% in 2014, thus creating a consumer slump. From its peak last June, the market has 
fallen by 23% and we still remain extremely cautious, with only a minimal exposure. 

Emerging Markets 

Whilst Russia, Turkey, Brazil and some of the smaller Emerging economies have continued to suffer from a 
combination of a slowdown in demand from China and the oversupply of oil and other commodities, India has been a 
bright spot. With markets seemingly fixated on global growth concerns, India is very domestically orientated and is far 
less affected as only 25% of total GDP is from exports. India does not directly compete with China so falling 
commodity and energy prices are on balance positive, as India is a net importer of crude oil. 

Demographics are also favourable, with a fast growing young population; the 2011 census showed that 41% of the 
population is under 20 years old and so India does not have the issues familiar to Japan, Germany and the UK.  
Emerging Markets, on the whole will find life difficult in a period when investor's risk appetite has diminished, an over-
reliance on natural resources is seen as harmful as China has such a significant impact on their futures. 

Commodities 

At some point the commodity cycle will turn and so we wish to retain our very minimal exposure at this stage. The risk 
of holding a higher weighting in commodities is that they could fall further in price, or take an extended period to 
recover and in the meantime, the investor is not compensated with any income. 

Several of the unit trusts we invest in have actually bought mining company shares, but only where they are well 
managed, have the capacity to reduce costs significantly and where they can sustain an above average dividend 
payout, whilst we wait for share prices to recover. Rio Tinto and BHP Billiton are examples of this and we are 
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comfortable with this approach as it gives the managers the opportunity to buy world class companies at very 
depressed prices. 

Fixed Interest 

Although we have been reducing client's exposure to Fixed Interest investments in general and more specifically, to 
the higher risk element, the remaining core has provided a good income and a counterbalance to the more volatile 
equity markets in recent months. 

Schroder's Fixed Income team expect Global Corporate Bonds to outperform Government Bonds in 2016 and for the 
supply of new bond issuance to slow, helping to support the current valuations of bonds. With interest rate rises 
pushed further into the future in the UK, Europe and probably in the USA, bonds will not be challenged by higher 
interest rates. 

The main threat would be if default rates were to rise and this is likely in the more risky bonds that are issued by 
natural resources and oil exploration companies to which our clients are not exposed. However, default rates have 
been mercifully low and the bond funds we hold typically have over one hundred corporate bonds each and so the 
threat of any one company defaulting on its interest payments would have a minimal impact. 

Property 

Whether it be Continental Real Estate, Singaporean Shopping Malls or high quality office space in Los Angeles, the 
Global Property market is a central part of our overall portfolio construction. 

In Europe, record low bond yields are driving investors to search for alternative bond-like income. Germany has a 
high proportion of people renting and this sector has seen robust growth, due to high demand and exceptionally low 
long term financing costs. In Singapore, restaurant, beauty and health care related investments in REITS (Real 
Estate Investment Trusts) provide a high quality and excellent income stream for investors; asset backed, and in 
some of the most desirable locations. 

Douglas Emmett is a well-capitalised company in Los Angeles that dominates the sub-markets it operates in, creating 
operational efficiencies and pricing power with tenants and vendors. The management have a long term track record 
of value creation and have aligned their own interests with those of investors by having significant stakes themselves. 

RISK WARNINGS 

This Market Review aims to provide information and commentary on global markets without reference to 
products in order to help you make your own informed decisions. The views contained herein are not to be 
taken as advice or a recommendation to buy or sell any investment in any jurisdiction and it is not intended to 
provide personal advice based on your circumstances. If you are unsure of how suitable an investment is for 
you, please seek personal advice from your financial adviser.  

Any forecasts, figures, opinions or investment techniques and strategies set out are for information purposes 
only, based on certain assumptions and current market conditions and are subject to change without prior 
notice. All information presented herein is considered to be accurate at the time of production, but no warranty 
of accuracy is given and no liability in respect of any error or omission is accepted. 

TAXATION 

Levels and bases of and relief's from taxation are current levels and subject to change and also depend on the 
investor's own personal circumstances.  If in doubt about your Tax position, you should obtain professional 
advice. 


