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MANUFACTURING OUTPUT (USA)

You pays your money and you takes your chance

Either US manufacturing output is contracting or it is not. Last week, the Institute for
Supply Management (ISM) reported a decline in its Purchasing Managers’ Index (PMI)
from 49.1 in August to 47.8 in September. That was worse than expected and suggests
that output has contracted for two consecutive months. Meanwhile, IHS Markit’s PMI,
also released last week, suggests output increased in September with their index
moving from 50.3 to 51.0. Nevertheless, the ISM survey is cause for concern. Concern,
but not alarm. US manufacturing accounts for just 12 percent of the economy.
Meanwhile, the service sector accounts for around 80 percent. The alarm bells would
sound if sub-50 survey results looked likely there. Services though, remain in
reasonable health.

MONETARY POLICY (USA)

A closer cut

Last week saw a dramatic shift in expectations for monetary policy over in the USA.
Seven days ago prices in the bond market reflected a likelihood that we would see just
one more 25 basis point cut in the target for the Fed Funds rate during 2019. The
December meeting was the clear favourite in terms of timing while the probability of a
rate cut in October was priced at just 45 percent.

Today, the same prices reflect a 76 percent chance of a rate cut at the October
meeting. In addition, market participants consider that a further rate cut in December
is not altogether unlikely. As for me, I’m not brave enough to bet against the market
on this occasion.

MANUFACTURING OUTPUT (China)

Hooked on debt

I regard the Chinese economy with increasing nervousness. It’s not the current
slowdown that concerns me particularly. Slowing output growth is likely an inevitability
and, if it is associated with a transition from ever-increasing and ever-more inefficient
investment to growing worker incomes and consumption, it is no bad thing. Instead, it
is the immediate policy response that worries me. More, faster construction and
boosted bank lending push against that much-needed transition. Mind you, it does
look as if the policy response about which I am so critical is actually working. Last
week, we learned that manufacturing output improved during September as measured
by both the official and private (Caixin) Purchasing Managers’ Index surveys.

EMPLOYMENT (Euro Zone)

Not so good

The European Union’s statistics body, Eurostat, counts unemployment at 7.4
percent of those economically active citizens inside the euro zone. On the face of
it, that’s very good news because it represents the lowest level since May 2008.
The bad news is, of course, that unemployment at 7.4 percent is still very high.
Indeed, it amounts to something like 12.2 million. The highest numbers of
unemployed can be found in Greece (17.0 percent) and the lowest numbers are in
the Czech Republic (2.0 percent). Mind you, the real tragedy lies below the
headline and it tells of sky-high rates of unemployment among the young. Youth
unemployment stands at close to 1-in-3 in Italy (27.0 percent), Spain (32.2 percent)
and Greece (33.0 percent)
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FOREIGN EXCHANGE (UK)

One of many worlds

Sometimes, the equity and bond markets give us a tantalising glimpse into what might
come to pass. I think that something approximating a no-deal Brexit is reasonably well-
signalled in the way the markets (the foreign exchange market, the bond market and
the equity market) reacted to the referendum result back in 2016. But how the
markets might react to some kind of deal is less well signalled. In that regard, Friday’s
extraordinary reaction to the Irish Taoiseach’s visit with Boris Johnson on the Wirral
might serve as a guide.

For a start, the pound capped Thursday's gains against the dollar with another 2.0
percent on Friday to bring about a 3.5 percent increase. Gains against the euro were to
closer to 3.0 percent and against the Canadian dollar the pound climbed around 2.5
percent. But it was against the yen that the pound really shone, with a near-5 percent
gain. That suggests that safe-haven assets – of which the yen is one – were hit hard.
Indeed, the yield on the 10-year gilt climbed more than 30 basis points from 0.42
percent on Thursday to 0.71 percent on Friday - leaving fund investors down
something like 1.5 percent on the day.

Meanwhile, the CBOE UK 100 index gained 0.6 percent. In that case the pound’s gain
acted as a headwind, just as it did for returns on overseas assets – the CBOE Eurozone
All Companies index gained 1.9 percent but it translates into a loss for sterling
investors. In contrast, the CBOE UK 250 index flew like a rocket with a 4.5 percent
increase. CBOE’s UK Small Companies index increased a respectable 1.3 percent. At
the same time, defensive sectors faired least well - healthcare lost 2.0 percent,
consumer staples lost 1.4 percent and telecoms gained just 0.9 percent. The exception

to that rule comes in the form of utilities which, in the aggregate, gained 3.7 percent.
On average, the more cyclical sectors gained the most. Consumer staples increased 3.1
percent and financials returned 4.5 percent.

I’m not sure there is anything there – barring the huge, broad-based run up in the
prices for utilities stocks – that comes as a surprise. More importantly, there is
certainly nothing there to lead me to believe there are unexplored risks for those with
properly-diversified portfolios.

I’m happy with my current positions but if, for some reason, you wanted to hedge
explicitly against the ill-effects of a surprisingly ‘good’ Anglo-EU exit agreement, there
are some obvious lessons here.

First, consider selecting GBP-hedged share classes for your overseas exposure. That’s a
costly venture in the long run (hedged share classes are more expensive than
unhedged classes) but might pay-off well in the short-term, particularly for Japanese
assets.

Second, trim your exposure to index-linked gilts and limit your duration in conventional
gilts. Third, bulk up on British mid-cap stocks and maintain a healthy weight in small
cap stocks.

Finally, I notice some of the best performing UK funds over that period of time are run
by what I consider to be good-old-fashioned value mangers. If you’ve fallen out of love
with value, you might want to take a look at that again.
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CONSUMER AND PRODUCER PRICE INFLATION (USA)

No signs yet

If there’s one thing with the potential, right now, to affect both the equity and bond
markets detrimentally and acutely, it is a sustained rise in interest rates. And only thing
that I can think of that would nourish such a rise in rates is ‘sticky inflation’ – the sort
of inflation that might stick around rather than the sort associated with more
ephemeral causes like currency shifts. It is fortunate, then, that there’s no sign of
inflation anywhere that I can see.

Last week, US inflation as measured by the Consumer Price Index was estimated to
have held steady at an annual rate of 1.7 percent during September. At the same time
commercial inflation, as measured by the Producer Price Index fell to 1.4 percent from
1.8 percent in July.

ECONOMIC OUTPUT (UK)

Off the hook

Following a decline of 0.2 percent during the second quarter, there was a chance that
a second and consecutive quarter of contraction would give rise to headlines heralding
a recession. Assuming that we don’t see a significant revision in what is naturally
volatile data, a recession now seems unlikely.

Last week, the Office for National Statistics published its monthly estimate for gross
domestic product, updating the series to the end of August. The most recent month
brought a disappointing decline of 0.1 percent but it also brought about an upward
revision in July’s estimate, from 0.3 percent to 0.4 percent.

Output during the three-month period up to and including August is thought to have
increased 0.3 percent. Now, 0.3 percent hardly represents a breakneck pace of
increase but it’s far from a reverse. The consensus now calls for positive growth when
the full third quarter data is compiled; the estimates I have seen range from 0.1
percent all the way up to 0.4 percent.
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INFLATION (UK)

Ooh

The Office for National Statistics (ONS) has more measures for inflation than you can
shake a stick at. The Consumer Price Index (CPI) is the most familiar of those and it
increased 1.7 percent in the 12 months to the end of September. Core CPI, which
excludes the effects of more volatile price changes in energy products and alcoholic
drinks, also increased 1.7 percent over the same period. CPIH which adds owner
occupiers’ housing costs (OOH), and which may one day replace CPI as the reference
index for the Bank of England’s inflation target, increased at 1.7 percent too.
Meanwhile, the older Retail Price Index (RPI) increased at 2.4 percent. The implications
are benign; the Bank’s Monetary Policy Committee is under no pressure to alter rates
in either direction.

ECONOMIC OUTPUT (China)

An inevitable disappointment

According to official data, China’s economy expanded at a rate of 6.0 percent during
the third quarter. That’s below expectations for growth of 6.1 percent, down from 6.2
percent in the second quarter and, as it happens, it represents the slowest pace of
growth for 30 years. The Chinese stock market dropped 1.3 percent on that news.
Quite why lower growth continues to surprise everyone is a mystery to me. Perhaps
I’ve not bought into the whole ‘Xi Jinping Thought on Socialism with Chinese
Characteristics for a New Era’ quite as enthusiastically as my contemporaries. Anyway,
expect yet more stimulus from policymakers. Expect that, in turn, to bring positive
effects in the short term but be aware that it will be at the expense of prospects in the
longer-term.

EMPLOYMENT SITUATION (UK)

Still strong

The ONS, having crunched the numbers for the three months up to and including
August, estimates unemployment in the UK to be at 3.9 percent of the ‘economically
active’ population. That’s a little higher than the prior month’s 3.8 percent estimate
but there is little doubt the labour market remains as tight as it has been for a
generation or so. Meanwhile nominal wages (including bonuses) have grown by 3.8
percent, meaning that incomes are up 1.9 percent higher than inflation. Indeed, wage
growth has outpaced inflation by more than 1.0 percent for almost a year now. And
thank goodness for that, because without solid consumer spending the UK economy
would be in recession by now.

INFLATION (Various)

Looking for trouble

If there’s one thing with the potential to bring asset prices crashing down, it is a
paradigm shift in the outlook for interest rates. Nobody – including me – expects rates
to head higher; not here, not in the US, not in Europe, not anywhere. And that is why
we should keep our eyes pealed. Accordingly, here’s the most recent core inflation
data from around the world… USA, 2.4 percent. Netherlands, 2.2 percent. Norway, 2.2
percent. Canada, 1.9 percent. UK, 1.7 percent. China, 1.5 percent. New Zealand, 1.5
percent. Germany, 1.4 percent. Ireland, 1.0 percent. Spain, 1.0 percent. France, 0.9
percent. Italy, 0.6 percent. South Korea, 0.6 percent. Switzerland, 0.4 percent. Japan,
0.3 percent. I’m conscious of a two-tier split there, but overall I’d say the coast is clear.
For now.
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MONETARY POLICY (Euro Zone)

Enough to preserve the euro, but not more

Last week’s meeting of the Governing Council was Mario Draghi’s last in a remarkable
eight-year stint as President of the European Central Bank (ECB). In the event, the Bank
reiterated its commitment to maintain a policy rate of interest at no more than -0.5
percent until such time as inflation, currently sitting at 0.8 percent, converges with its near-
2.0 percent target. Allied with negative rates and forward guidance, the ECB is due to re-
commence asset purchases at a monthly pace of €20 billion on Friday (01 November),
again until such time as inflation matches its policy objective.

It seems to me that Super Mario’s legacy is secure – he was instrumental in preserving the
euro during a period of mortal danger for the European Monetary Union project. But his
legacy is tainted to some extent. I think negative interest rates and below-target inflation
reflect a degree of failure.

Not that Mario would agree, of course. He believes that ‘negative rates have stimulated
the economy and affected positively employment’ and any undesirable side effects are
offset by that improvement in the outlook, at least in the short term. Of course, it’s difficult
to prove a counterfactual; we simply do not know what would have happened had rates
not been driven beyond the zero bound. The outlook may well have been worse, or it may
have been better.

Mind you, any criticism I might have of Mario Draghi is tempered when I consider his
contribution in the round. Monetary policy, in my view, is most effective when combined
with sensible fiscal policy. And that just hasn’t been the case for most of his tenure. It is
unfortunate that Mario Draghi’s dynamism wasn’t matched by that of policymakers at a
national level.

MONETARY POLICY (USA)

Me too

The bond market is betting on a 25 basis point cut in the target for the Fed Funds rate –
from 1.75-to-2.0 percent to 1.50-to-1.75 percent - when the federal Open Market
Committee meets this week. I am too. Or, more accurately, I’m not betting against it.

Beyond that, I must admit to being sceptical that we will see another cut in December. As it
happens, that’s not out of kilter with broader market expectations. As far as I can tell, the
market assigns only a 20 percent likelihood of a further cut in December. That, incidentally,
rises to 40 percent by the January meeting with the 50/50 mark not reached until the April
sitting.

POLICY (UK)

Momentum not with Momentum

I’ve given up trying to pinpoint the moment we’ll get a general election. It may be that we
get a better idea this week, then again it may not. Meanwhile, I am keenly observing both
the polls and betting markets. Today, the Conservatives have a commanding lead over
Labour. The last 10 polls average out to reveal the blues attracting 36 percent with the reds
on 25 percent. The Liberal Democrats get 18 percent and the Brexit Party sports an 11
percent following. Up until last week the bookies had a hung parliament as the most likely
outcome but now a Tory majority has taken poll position with odds slightly better than
evens. The chance that we all have to sing ‘oh Jeremy Corbyn’ between mouthfuls of
couscous and applaud the downfall of capitalism is priced at 16/1.
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While a reasonable course of action regarding investments may be formulated from the application of our research, at no time will specific recommendations or customised advice be given, and at no time may a

reader be justified in inferring that any such advice is intended. Although the information contained in this document is expressed in good faith, it is not guaranteed. Cormorant Capital Strategies Limited will not

accept liability for any errors or loss arising from the use of this document. Readers are directed to our terms and conditions.

Cormorant Capital Strategies Limited, registered in England, number 05346579. Our registered address is 84 Bromefield, Stanmore, HA7 1AQ.

Crown copyright material is reproduced with the permission of the Controller Office of Public Sector Information (OPSI). Bank of England data reproduced with kind permission of the Bank of England.

(1) MSCI United Kingdom Value, Bats 100, Bats 250, Bats UK Small Companies, S&P 500, Euro Stoxx 50, Nikkei 225, MSCI Brazil, MSCI Russia, MSCI India, MSCI China, Financial Analytics (2) MSCI United Kingdom, MSCI

World ex Value, MSCI Emerging Markets, MSCI United Kingdom Value, Bats 100, Bats 250, Bats UK Small Companies, Barclays Gilt 1 – 5 Years, Barclays Sterling Gilts, Barclays Sterling Gilts 15+, Barclays UK

Government Inflation Linked Bond, Financial Analytics (3) MSCI World, Barclays Global Convertibles, Barclays Global Treasury, MSCI World ex UK Large Cap, MSCI World ex UK Small Cap, MSCI World ex UK Value,

MSCI World ex UK Growth, MSCI World, MSCI World Equal Weighted, MSCI World High Dividend, MSCI World Minimum Volatility, MSCI World Momentum, Financial Analytics (4) MSCI World Consumer

Discretionary, MSCI World Consumer Staples, MSCI World Financials, MSCI World Health Care, MSCI Industrials, MSCI World Materials, MSCI World REITs, MSCI World Technology Hardware & Equipment, MSCI

Telecommunications Services, MSCI World Utilities, Financial Analytics (5) SPDR FTSE UK All Share ETF, SPDR S&P 500 ETF, SPDR MSCI EMU ETF, SPDR MSCI Japan ETF, SPDR MSCI Emerging Markets ETF, SPDR

Barclays Gilt, iShares Index-Linked Gilts, iShares Global Corporate Bond ETF, iShares Global High Yield Corporate Bond ETF, Mixed Assets assume separate equal weighted parcels of equity and bond exposure (6)

Financial Analytics, overseas exposure assumes equal weight in US, Europe, Japan and Asia (7) Reference National Life Tables, Office for National Statistics, sustainable income assumes life expectancy, a gross 5

percent growth rate, annual income paid out at the start of the period.
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