
Market environment
The UK referendum over whether or 
not to remain part of the EU was the 
most significant event in the period. The 
equity market held up better than the 
political rhetoric implied, with the FTSE 
All-Share index finishing the first half of 
the year in positive territory. The fact that 
the constituents of the FTSE 100 index 
generate approximately three-quarters 
of their revenues overseas has provided 
a degree of comfort, both in terms of 
diversification and currency translation. 
It highlights the value of having an 
independent currency that can act as 
a shock absorber. It is indeed true that 
the more domestically oriented FTSE 
250 has experienced weakness, with the 
housebuilders, REITS and challenger 
banks feeling the most pressure. 
However, it is worth pointing out that this 
index represents less than one-fifth of the 
FTSE All-Share, in market capitalisation 
terms. 

Of course, the short-term equity market 
reaction may not be an accurate 
reflection of the long-term impact of the 
vote, and there may be considerable 
further adjustments to come. In 
particular, the outcome should bring into 
even sharper focus the national votes in 
several EU member countries over the 
next 18 months.  

Performance
The ‘A’ class of the fund closed 3.4% 
higher for the first half of 2016, versus a 
4.3% gain from the FTSE All-Share index.
 
It has been very interesting to observe 
how the fund has performed in light 
of recent events. While it was the right 
decision to avoid the domestically 
oriented mid-caps and to have exposure 

to gold and silver miners, it has been 
costly being overweight banks and 
underweight highly rated sectors like 
consumer goods. Holding cash in a 
rising market has also been a drag on 
performance. 

Of the three detrimental areas mentioned 
above, bank positioning was the most 
harmful. Our investments in Japanese 
mega-cap banks provided some 
cushioning from Brexit given their 
exposure to the rising yen, however 
these names were in the firing line back 
in January when the Bank of Japan 
adopted negative interest rates for the 
first time. 

Within the UK banks sector, performance 
has varied greatly. Broadly speaking, a 
low growth, low interest rate environment 
is bad for banks’ profitability. Despite 
this, HSBC and Standard Chartered have 
held up relatively well, both benefiting 
from having most of their operations 
outside of the UK. In contrast, RBS, 
Barclays and to a lesser degree Lloyds 
have come under pressure given their 
domestic focus. While the sector is in 
much better shape than it was during 
the financial crisis, it became apparent 
that valuations alone are not enough 
to protect banks in times of extreme 
uncertainly. Electing to leave the EU has 
made restructuring investment banking 
departments and divesting divisions even 
harder. 

Performance contributors
• Acacia Mining performed strongly 

as investors sought the safe 
haven qualities of gold. In terms 
of stock specifics, the relatively 
new management team continues 
to make strides in reducing costs, 

Semi-annual commentary H1 2016 For professional investors only

GAM UK Diversified

Past performance is not indicative of future performance. Performance is provided net of fees.

Andrew Green  
Manager of GAM UK Diversified



which positions each of Acacia’s 
three mines to generate free cash 
flow. More generally, in these times 
of rising debt, multiple quantitative 
easing and negative interest rate 
policy, gold justifies its place in the 
portfolio.  

• Hochschild Mining is more 
financially and operationally 
geared than peers, so materially 
outperformed as gold and silver 
prices rallied. The ramp-up of one of 
its mines also helped sentiment and 
alleviated balance sheet concerns. 

• BP was boosted by the Leave 
vote, as it generates revenues in 
US dollars and the vast majority of 
costs in sterling. It also reports in US 
dollars. 

Performance detractors 
• RBS performed poorly in the period, 

responding firstly to weak operating 
and profit dynamics and then 
latterly to the Brexit shock, which 
led to considerable downgrades 
to earnings estimates. The shares 
have fallen nearly 30% since the 
low point prior to the vote, which 
we think captures a considerable 
degree of the potential negative 
consequences. However, until 
wider sentiment improves, the profit 
outlook will remain unclear. 

• Vernalis detracted from 
performance as management raised 
additional funds from shareholders. 
The operating fundamentals of 
the business remain otherwise 
unchanged, though now have the 
support of a stronger balance sheet. 
Sentiment should improve as sales 
of their first marketed product start 
to gain traction in the second half of 
the year. 

• Aviva was not immune to the 
general sell-off that hit the life 
insurance sector. From a bottom-up 
perspective, Aviva’s balance sheet 
was significantly strengthened by 
the Friends Life deal, which in turn 
enhances its dividend paying ability. 
Furthermore, the shares are trading 
at a healthy discount to both NAV 
and embedded value.   

Positioning 
In a backdrop of weak growth and 
low interest rates, stocks capable of 
generating some profit growth that 
can fund a progressive dividend 
are extremely sought after and, as 
a result, have become increasingly 
expensive. Conversely, the stocks we 

typically analyse can look cheap on 
earnings estimates that presage a more 
challenging time ahead. Against this 
backdrop, our approach has become 
more nuanced than it has been in 
the past, but needless to say the vast 
majority of the portfolio still comprises 
recovery situations. 

Our portfolio can be bucketed into three 
themes. Approximately 70% falls into the 
recovery basket, with holdings such as 
Smiths Group, Pearson, Wm Morrison, 
Centrica, RBS, Serco and FirstGroup. 
The diversification basket, at around 
25%, holds the gold and silver plays, 
such as Acacia Mining and Hochschild 
Mining, as well as cash. This leaves the 
compounders, which bring balance to 
the portfolio and includes the likes of 
Sage and Smith & Nephew.   

The higher-than-average cash balance 
means the strategy is highly flexible. For 
example, we have used the recent share 
price weakness to top up positions in 
a number of existing names including 
Pearson, Centrica, Mark & Spencer and 
Barclays. However, at this stage in the 
cycle we believe return of capital is more 
important than return on capital, so we 
are happy maintaining our high cash 
weighting. 

Outlook
While it is impossible to determine the 
exact impact, a slowdown during the 
rest of this year and into the next seems 
likely. It is difficult to envisage much 
appetite for investment or hiring with 
material uncertainty about how trade 
and regulations will develop in the next 
few months and years. Adding fuel 
to the fire, the UK economy remains 
unbalanced, running a significant current 
account deficit, alongside a budget 
deficit. Despite this difficult environment 
it is telling that the yield on 10-year gilts 
has actually fallen since polling day. 
Furthermore, it seems increasingly 
apparent that if the economy does slow, 
the Bank of England stands ready to 
provide stimulus.   

The outlook for the UK equity market is 
more nuanced because prospects for 
company earnings, in particular the all-
important large caps, is impacted only at 
the margin. As mentioned previously, the 
FTSE 100 names generate three-quarters 
of their money abroad, hence benefits 
from weaker sterling. Furthermore, these 
large-cap stalwarts have multi-decade 
life spans, so short-term volatility has a 

limited impact on their intrinsic value. 

Moreover, tighter regulatory requirements 
and less dependency on short-term 
wholesale funding have made the UK 
banking system more resilient than it 
was eight years ago. Mark Carney has 
also triggered the countercyclical buffer, 
which has freed up capital to allow 
banks to lend more. Taken together, 
these actions should ensure there is 
sufficient liquidity and credit available in 
the financial system. On this basis, UK 
banks appear to be in better shape than 
some of their eurozone counterparts. 
In particular, the fragile state of Italian 
banks has recently been highlighted 
by the IMF in a stark warning that the 
health of the eurozone’s third largest 
economy is tied to the clean-up of bad 
debts. The IMF warned that lending 
growth on its own is not sufficient to 
improve profitability. Rather, a significant 
reduction of non-performing loans and 
robust growth is required to shore up the 
resilience of the Italian banking sector. 
This does not represent a change per se 
in what is already known but helps frame 
the debate over the health of the various 
banking systems.  

It is also worth pointing out that privately 
owned UK companies are cash-rich. 
While the current uncertainty may 
postpone investment decisions, the 
companies themselves are in good 
shape and should be capable of 
weathering lower growth. 

The decline in sterling has meant that 
some UK companies and assets are 
now significantly cheaper post Brexit. 
Whether that accurately reflects changes 
in fundamental prospects is hard 
to determine at this early stage, but 
such assets could prove interesting to 
overseas acquirers. A stumbling block to 
this outcome is if sterling rises in light of 
the growing political risk facing European 
countries over the coming year or so. 

We believe that conditions are becoming 
modestly more supportive for our 
contrarian and value style, even if there 
is not yet a wealth of opportunities to 
deploy our cash reserves into. We have 
benefited from moving into gold and 
silver, and are happy to maintain these 
positions for now.
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