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Economic Output (USA)

Long but slow

The second estimate for growth during the third quarter, calculated by the Bureau of
Economic Analysis, comprised an upward revision to 2.1 percent from the previous 1.9
percent.

Assuming the US economy sustained its run of form into November, I count 125
consecutive months of growth beginning in June 2009. That marks this expansion as
the longest in the post-war period, comfortably beating the 120-month run between
March 1991 and March 2001. The post-war average for US economic expansions, in
case you’re wondering, amounts to 63 months or 5¼ years.

Mind you, that’s about all that is remarkable about the current expansion. The average
annual increase in gross domestic product since the last recession amounts to 2.3
percent. The average pace of growth during expansions in our set amounts to 4.1
percent. Employment growth lags the average too, compare 1.1 percent in the current
expansion with something like 2.9 percent in prior phases.

While the current expansion has run longer than the prior record holder, it hasn’t
covered nearly as much ground – the 1991 run saw a 42 percent increase compared
with around 25 percent today. That ought to give comfort to those worrying that the
finish line – in the form of a recession – is just round the corner. There’s nothing
predetermined here.

Indeed, the Chair of the Federal Reserve is notably optimistic… ‘At this point in the
long expansion, I see the glass as much more than half full. With the right policies, we
can fill it further, building on the gains so far.’

Inflation (USA)

Lower for a while longer

What does a $4.5 trillion dollar bond-buying programme get you? Well, it gets you
$4.5 trillion worth of bonds. What it doesn’t get you is inflation.

After a decade of undershoot, last year saw US inflation trend toward the 2.0 percent
target before drifting lower during this year. Last week, the Bureau of Economic
Analysis confirmed that the year-on-year gain in core inflation measured just 1.6
percent by the end of October, down from 1.7 percent in September. Speaking earlier
in the week, Jerome Powell was keen to emphasize a strong commitment to
‘symmetrically and sustainably’ achieving a 2 percent inflation objective ‘so that in
making long-term plans, households and businesses can reasonably expect 2 percent
inflation over time’. Low inflation is as much a threat as high inflation… ‘Around the
world… we have seen that inflation running persistently below target can lead to an
unhealthy dynamic in which inflation expectations drift down, pulling actual inflation
further down. Lower inflation can, in turn, pull interest rates to ever-lower levels. The
experience of Japan, and now the euro area, suggests that this dynamic is very difficult
to reverse, and once under way, it can make it harder for a central bank to support its
economy by further lowering interest rates. That is why it is essential that we at the
Fed use our tools to make sure that we do not permit an unhealthy downward drift in
inflation expectations and inflation’.

And so, we are a very long way from a rate rise. In fact, I think core inflation would
need to exceed 2.0 percent for three or four months before the Fed even begins to
signal a shift toward tighter policy.
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General Election (UK)

Imagine that

I can’t tell you how excited I am about the week ahead. I must be the very antithesis of
Brenda from Bristol. Elections of this importance don’t come around very often.

On this occasion, I think the Conservative Party will secure a workable majority.

Of course, I might be wrong - that’s an occupational hazard for me - but caveating my
output accordingly would make for a long, boring read. Additionally, I’m not the only
one thinks that way. The bookies have a Tory win priced at something like 4/11 or circa
70 percent in terms of implied probability. The next most likely outcome is a hung
parliament, priced at 9/4. A Labour majority is priced at 16/1.

The average of the last 10 polls suggests that Labour are trailing by 10 percent. It’s
true, some polls have trended toward a narrower margin but only in spits and spats
and the average has held around 10 percent for a few weeks. Assuming Boris can
refrain from doing anything daft in the next few days, that lead is enough to secure a
victory. And with all of that in mind, here’s how I expect the capital and currency
markets to behave.

(GBP) The pound will gain on the dollar, euro and yen. For that reason, most of my
overseas bond exposure is now hedged into sterling. (CPI) Inflation expectations will
moderate. I’ve pruned any remaining overweight positions I might have in inflation-
linked gilts. (Interest rates) I’ve adopted a broadly neutral position on longer-term
rates because, between you and me, I don’t have a better idea. I can construct a
reasoned argument in favour of shifts toward both higher and lower rates and I don’t
know which of those will win out. Mind you, I’m really talking about longer-term rates

here. As far as short-term rates are concerned, I’m still happy to bet that Bank of
England holds Bank Rate at 0.75 percent for a while longer yet. (Domestic equities) I
expect London-listed stocks to gain in value, more so as you go down the capitalisation
strata. I’m chock-full of mid- and smallcap stocks. (Overseas equities) Brexit is more
than a local affair. It represents a significant contribution to a global narrative
dominated by policy uncertainty. I think overseas markets are likely to benefit in the
same way that domestic stocks do, just to a lesser extent and with headwinds – from
the perspective of British-based investors – in the form of a stronger pound.

Now, imagine the look on my face if, at around 22:00 on Thursday night, the exit poll
points to a Labour majority. I will have forecast the opposite of everything likely to
happen. That’s why I start from a well-considered and properly-diversified position,
one which accepts that I don’t know what the future holds. I’m confident that the
positions I have taken don’t undermine that foundation.

In Other News (USA, China)

Christmas cracker

Last week saw some cracking news from both the US and China. In the US, the non-
farm payroll report counted many more jobs than was expected – compare 266,000 in
the report with consensus expectations for 190,000. Meanwhile in China, both
manufacturing PMI’s – statesponsored and private - moved higher, signaling welcome
improvements in factory output.

I wonder if the stock market will get some kind of trade deal for Christmas
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General Election (UK)

It was Workington what won it

The polls were right. The average of the last 10 polls before the election revealed
voting intentions along the following lines; 43 percent for the Conservative Party, 34
percent for the Labour Party and 12 percent for the Liberal Democrats. That compares
with actual results as follows; 44 percent for the Conservative Party, 32 percent for the
Labour Party and 11 percent for the Liberal Democrats. Of course, what was always
unclear was just how those voting intentions might translate into seats. Now we know.
Reactions in the capital and foreign exchange markets were also in line with forecasts;
the pound gained, linkers lost and the FTSE 250 flew. Anyway, goodbye parliamentary
paralysis. The outlook for the British economy has brightened considerably.

Monetary Policy (USA)

Staying put

Last week, the Federal Reserve Open Market Committee held the upper limit on the
target for the Fed Funds rate at 1.75 percent. And that, if the accompanying projection
material is representative of the thoughts of committee members, is pretty much
where Fed officials expect it to be for the whole of next year. Underlying that
assumption is that inflation – as measured by the Personal Consumption Expenditure
index – remains reasonably passive. Prices in the bond market are consistent with the
Fed’s outlook though a reduction in rates is considered more likely if and when the Fed
does move late next year. I’m not taking a contrary view currently; I am broadly in
agreement with both policymakers and market participants.

Economic Output (Japan)

One step forward, one step back

Japanese economic data is wonderfully volatile. Take the recent estimates for gross
domestic product in the third quarter of this year for example. Initially, boffins at the
Cabinet Office’s Economic and Social Research Institute guessed that the world's third
largest economy had expanded at an annualized rate of 0.2 percent. Last week, the
revised data revealed a 1.8 percent increase instead. That’s some jump.

Unfortunately, the fourth quarter is likely to see even the higher, revised Q3 figure
reversed. The effects of this quarter’s increased sales tax – postponed several times
previously for fear of the negative impact on consumption – will likely see a sizable
contraction.

Monetary Policy (Eurozone)

A damp squib

Christine Lagarde’s first meeting of the Governing Council as President of the European
Central Bank (ECB) yielded very little in the way of excitement.

Policy rates of interest remain unchanged, the forward guidance attached to those
rates was unchanged and the Bank’s schedule of monthly bond purchases was similarly
unchanged.

Actually, the ECB’s inaction, following the looser policy instituted in September, is
consistent with policy at other major central banks. There is, I think, a growing
consensus that the global economy is stabilizing.
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Politics (USA)

An act of folly

Last week, The Donald become only the third President to be impeached following
Andrew Johnson in 1868 and Bill Clinton in 1998. Neither Johnson nor Clinton were
subsequently removed from office. Trump will be no different in that regard.

Impeachment is the first in a two-step process – it is effectively a statement of the
charges levelled against the President. A simple majority in the House of
Representatives suffices for the first step. Not a single Republican voted to impeach on
either of the two charges (or ‘articles’) initiated by House Speaker, Nancy Pelosi. As it
happened, three Democrats broke ranks to also vote against article 1 (‘abuse of
power’) with two of the three further declining to back article 2 (‘obstruction of
Congress’). A two-thirds majority is required in the Senate for a subsequent conviction.
Of the 100 senators in seat, 53 are Republican, 45 are Democrats and 2 are
independent. Those numbers will not change before the Presidential election next
year. Accordingly, and assuming every Democrat and both independents vote to
convict, this Republican President will only be removed from office if 20 or more
Republican senators vote for that to come about.

If you think that is a possibility, you should pop to the bookies and put a pony on Mike
Pence getting the Republican Nominee for the Presidential Election next year. I see
odds of 11/1 on that. Still, I think you’d be wasting your money. Indeed, President
Trump’s approval rating has increased this last few weeks. The Gallup poll scores him
just 1 percent lower than his highest recorded rating and a full 6 percent higher than in
mid-October. I think Trump will still be in post come November next year. And I think
he’ll win a second term.

Economic Output, Inflation andMonetary Policy (UK)

One step forward, one step back

You might be surprised to learn that the British economy grew by 0.4 percent during
the third quarter of this year. So far as I can tell, last week’s jolting upward revision –
from 0.3 percent – attracted very little media attention. No matter, the most recent
figures indicate that the UK expanded over Q3 at a faster pace than France (0.3
percent), Germany (0.1 percent), Italy (0.1 percent) and Canada (0.3 percent). Of the
remaining G7 nations, we kept pace with the Japanese (0.4 percent) and snapped at
the heels of the Americans (0.5 percent).

Actually, with simultaneous releases for CPI, CPIH and RPI, it was a busy week for the
boffins at the Office for National Statistics. The picture that emerges from each of
those estimates in the aggregate is one lacking in drama. CPI, at 1.5 percent, has
undershot the 2.0 percent target a little but it is comfortably within the +/-1 percent
threshold. Core inflation (CPI ex energy, food, alcohol and tobacco) came in at 1.7
percent and suggests that there is little for the Monetary Policy Committee to worry
about. Mind you, my relaxed outlook doesn’t accord with everyone over at the Bank of
England. Last week’s vote to hold Bank Rate steady at 0.75 percent was not
unanimous. Jonathan Haskel and Michael Saunders each voted for a 0.25 percent
reduction, arguing a ‘prompt response to downside risks’ would encourage ‘a
sustained return of inflation to the target’.

On a related matter, we now know who will fill Mark Carney’s shoes when he steps
down as governor in March next year. Mercifully, for those of us tasked with guessing
where rates might be going, Andrew Bailey represents a known quantity. He’s a safe
pair of hands. Thanks, Santa.
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NOTES.

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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