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STATUS QUO UNCHANGED AS MARKETS REMAIN QUIET

This week, was much like last week, with Brexit and the US election mostly drowning out everything else. Headlines have been obsessed with Teresa
May’s first European summit, which yielded the rather meaningless soundbite of Britain remaining involved in decisions until Brexit. Given the prime
minister has already tipped her hand by announcing she’ll trigger article 50 in March, the Europeans can safely ignore all her bluster knowing they can
just run out the clock.
The US election looked even less of a contest after the third presidential debate, although there was nothing presidential about Donald Trump questioning
the legitimacy of the American electoral process. In most developed countries the proclamations of a reality TV clown wouldn’t be taken very seriously,
but when he has thousands of heavily armed fanatical supporters, there is more of a reason to worry. It is most likely though, that once the election is
over Trump will use his new position in popular culture to boost ratings rather than raising a militia.

THE MARKETS THIS WEEK
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UK: INFLATION RISES DESPITE STERLING DROP

Inflation rose to 1 per cent in September, the highest level in two years, with
economists forecasting a peak of 3 to 4 per cent as likely in 2018. The usual Bank
of England response to an increase in inflation is to hike interest rates, however the
BoE have not reacted to this jump and have stated that they are prepared to tolerate a spike in
inflation of more than 5 per cent. The upward pressure has strangely not come from Marmite,
but from rising prices for clothing, up 6 per cent this month; motor fuels, up 7 per cent over the
last year, and overnight hotel stays. These have been the dominating factors contributing to the
increase, however they have been partially offset by a fall in air fare and food prices.
The weakness in sterling has not yet had an impact on consumer prices, while the BoE expects
the change to take up to a year to come through. Inflation has actually risen faster than expected
last month, while the forecast from economists was 0.9 per cent, however this is still well below
BoE’s long-term target.

M&A: LOW GROWTH FORCING COMPANIES HAND

A difficult environment of low inflation and low growth makes it hard for companies to
grow earnings. The battle for market share is a zero sum game, and many are looking
to mergers or acquisitions to boost profits. This week British American Tobacco made
a $47bn offer to take full control of Reynolds American. The company already owns around
40 per cent of the shares, and the merger will target cost savings of $400m. Investors should
be wary that these actions are often only short term fixes and shouldn’t distract from the
underlying structural problems in the industry. Few mergers or acquisitions ever deliver the
cost savings projected, although do divert attention from a weak earnings report.
The same uncertainty is forcing private owners to delay flotation; lately, several companies
have pulled their initial public offerings or have had to reduce their offer prices. To name a few;
Misys, Pure Gym Group and TI Fluid Systems in the UK, OfficeFirst and Telxius in Europe, and
others in the US have been struggling to list publically.

EM: SAUDI BOND ISSUE FEEDS INVESTOR APPETITE

Saudi Arabia’s first dollar denominated bond issue is the largest of its kind within
emerging markets. Investor interest reached such a level that the Gulf kingdom was
able to borrow more than initially planned. The Saudi government is attempting to
shift the away from the economy’s reliance on oil in order to build a more diversified economy.
So far this year, Saudi Arabia’s fiscal consolidation scheme has reduced the budget deficit from
16 per cent to 13 per cent.
Interest rate cuts and central bank bond buying in the western hemisphere has driven $12tn
of government bonds to trade at negative yields. This has resulted in investors being drawn to
emerging markets with the promise of higher yields. In late 2015, the average emerging market
government bond yield was 6.75 per cent, but has fallen this month to 5 per cent. Since the
middle of the year, $20bn a month has poured into emerging market assets, and the external
debt of these economies has tripled in just the last 10 years. This has created fears that the
market is quickly becoming saturated.
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